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Executive Summary

“The goal of regulatory reform is to improve national economies and enhance their
ability to adapt to change. Better requlation and structural reforms are necessary
complements to sound fiscal and macroeconomic policies. Continual and far-reaching
social, economic and technological changes require governments to consider the
cumulative and inter-related impacts of requlatory regimes, to ensure that their
reqgulatory structures and processes are relevant and robust, transparent, accountable,
and forward-looking. Regulatory reform is not a one-off effort but a dynamic, long-

term, multi-disciplinary process.” OECD Guiding Principles for Regulatory Quality
and Performance, 2005

The telecommunications industry is one of the most highly regulated industries in
Australia - and the amount and intrusion of regulation is increasing. On the basis of
Telstra’s own experiences with regulators - and the associated ‘red tape’ and
reporting requirements - we believe the telecommunications industry can be
correctly described as ‘over-regulated’.

The high cost of poor quality regulation, unnecessary regulation and regulation that
cannot effectively deal with the pace of change now taking place in the
telecommunications sector must inevitably prove negative for consumers and the
overall Australian economy.

In addition, this over-regulation of the telecommunications industry comes at a time
of increasing technological change and investment uncertainty.

Therefore, unless the Government addresses this situation of over-regulation of the
telecommunications industry, Australia will not be able to achieve its maximum
economic growth potential, with consequential negative impacts for the general
community.

None of this should, however, be interpreted as a rejecting of the need for appropriate
regulation. In demonstrated cases of material market failure, economic regulation is
necessary. Regulation may also be necessary to achieve a range of other goals, such
as social and environmental. But after many years of experiencing layer-upon-layer
of regulation being imposed on our businesses with often competing Government
objectives, Telstra believes that the current inquiry is necessary in order for
Government to address a number of fundamental issues designed to reduce an undue
regulatory burden on business generally. Telstra therefore applauds the Prime
Minister and the Treasurer for establishing this Taskforce.

Government carried out a review of the competition regulation framework in the
telecommunications industry earlier this year and has foreshadowed a major review
of competition regulation in 2009. However Telstra believes that the competition
regulation changes announced in August 2005 do not go far enough to remedy
existing deficiencies. The industry has serious concerns that the current competition
regulations act as significant deterrents to major investment in new technologies and
new advanced telecommunications facilities — to the detriment of the overall
economy and consumer welfare. In saying this, Telstra is not advocating abolition of
competition regulation. Our position is best expressed in the following terms: legacy
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regulation (from 1997) for legacy technology and new arrangements for new
investment.

Based on the above considerations, progress on regulation can be achieved by
following this process:

* Government establishing a clear set of principles as to when business regulation is
necessary.

* The starting point for Government when considering whether new economic
regulations are necessary should be:

0 Competitive market conditions should produce the optimal outcome
for the economy generally and consumers.

0 economicregulation should only be introduced in demonstrated cases
of material market failure.

0 the complexity of business should require the Government to seek
solutions from industry in the first instance if market failure has been
clearly demonstrated.

0 ifindustry developed solutions prove unattainable, Government
regulation should only be introduced after genuine consultation with
business in the design of, and implementation arrangements for, the
proposed new regulation - to ensure that the resultant regulation does
not produce unintended consequences that will inevitably prove
negative for economic growth and overall consumer welfare. This
process should include a thorough regulatory impact assessment.

Itis also important for Government to recognise that market conditions can change
rapidly, particularly as a result of rapid technological change.

It is therefore important that Government put regular regulatory reviews in place, as
well as mandatory sunset clauses.

Mandatory sunset clauses will cause Government to ensure that the relevant
regulations are properly reviewed against original reasons for their introduction and
whether those reasons are still relevant, appropriate, etc. If Government then
concludes that the regulations are still necessary, Governments should revert to the
above-mentioned principles, namely:

* Willindustry’s solutions achieve the relevant objectives?

* If Government action is deemed necessary, genuine consultation with industry
should take place on the design and implementation of the relevant regulations.

In circumstances of demonstrable and material market failure and where industry
solutions do not mitigate the market failure then Governments seek to resolve market
failure through regulation. Drawing on work undertaken by the OECD and the Council
of Australian Governments (COAG), the following principles should be adopted by
Government when developing all regulation:

0 committoreform

O assess and review
0 transparent and non-discriminatory
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promote competition

eliminate unnecessary regulations
integrate market processes

link policies

economy-wide investment neutrality

O O0OO0OO0OOo

Finally, on the basis of significant interaction with Government and regulators over
many years, Telstra believes Government should not introduce or maintain
regulations that are designed to achieve a range of goals or objectives; eg, social
policy regulations such as Price Caps being used to achieve competition policy goals.
This can be described as the principle of Singularity of Objective.

The diagram below shows the complex regulatory framework that applies to Telstra.
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1. Introduction

“Arenas in which competition is pervasive and vigorous are best left to fend for
themselves without governmental intrusion, both because competition is a
powerful protector of the public interest and because regulation has heavy costs.
These costs include the direct expenses of administration and compliance and the
indirect burdens of the ancillary consequences for economic efficiency...

Where competitive forces are adequate and effective, the requlator should eschew

all forms of regulation.” Baumol and Sidak (1994) Toward Competition in Local
Telephony p.28

Regulation serves an important function in improving economic outcomes for
consumers and the economy more generally when there is material market failure. In
the telecommunications industry competition is now extremely well established and
continues to thrive yet the regulatory framework has not managed to keep up to date
with this fast moving industry. The telecommunications regulation framework has
been unsuccessful in scaling back as competition has grown and expanded across
markets.

Over-regulation wastes resources that could otherwise be better used to improve
services to customers. When over-regulation restrains Telstra, the impacts flow
through to businesses and consumers all around the economy because virtually all
individuals and businesses regularly use telecommunications services.

The regulatory framework should be based around proven principles and not be
overly-prescriptive. The high level objectives of regulation in telecommunications
should be transparent and consistently applied by all regulators. Mixing social policy
objectives into competition policy and vice versa creates confusion and unintended
consequences for consumers, regulators and business.

The answer to every problem in the industry should not be to regulate first and if that
doesn’t work, then regulate some more. Market based competition is more successful
at driving through solutions that consumers actually want rather than government
imposed regulation determining customer preferences. The regulatory framework has
been unsuccessful in scaling back regulations when criteria has been achieved such as
the removal of reporting requirements when there is a track record of consistently
good performance.

By contrast in the energy sector there are clear moves initiated by the
Commonwealth Government to reduce conflicting regulation and dismantle elements
such as price caps that are no longer considered to be the best way to meet social
policy objectives.

In the gas industry the Ministerial Council on Energy has provisionally recommended
to grant a binding 15 year no coverage rule to proposed greenfield gas transmission
pipelines or distribution networks that meet specified criterion. In addition there will
be a 15 year price regulation holiday over the qualifying pipelines. These measures
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are being considered to reduce regulatory risk and encourage further investment in
gas infrastructure.

This year the Department of Communications, Information Technology and the Arts
(DCITA) sought comment on their Issues Paper regarding the telecommunications
competition regulation. Telstra submitted a response to the Issues Paper in May 2005.
The issues that were raised in that submission in relation to the telecommunications
regulatory framework still stand and will be of interest to this Taskforce.

In August 2005, the Federal Government announced that it will review the
telecommunications competition regulation regime in 2009, which will consider Parts
XIB and XIC of the Trade Practices Act 1974 (TPA). Telstra’s view is that that review
should occur sooner than 2009. There are also many other regulations that continue
to cause impediments to Telstra’s business objective to improve our service to
customers by providing a seamless interface.

This submission contains:
* anoverview of the aim of regulation and principles of best practice regulation;

* data on the significance of the telecommunications industry and Telstra’s role in
the industry;

* details on the growth of telecommunications regulation and reasons why Telstra
can no longer be regarded as a monopolist;

* recommendations of ways in which the regulatory framework should be adjusted
to better implement its objectives and to improve its design; and

* anumber of examples of over-regulation are provided in the appendices with
suggestions about how the objectives could be better met. The examples cover
redundant and ineffective regulation that ought to be repealed or amended;
regulation requiring excessive compliance; and regulation requiring
harmonisation across states.

1.1 Theaim of regulation

Regulation can influence the operations of markets to deliver more favourable
outcomes when there is demonstrated and material market failure. Regulation may
also be necessary to achieve a range of other goals, such as social and environmental.
However, regulation of competitive markets distorts pricing and sends the wrong
signals about optimal demand to consumers, suppliers and importantly to investors.
Ultimately this leads to lower levels of economic growth than would otherwise be
achieved. It is important for us all that the competitive market signals in
telecommunications are not distorted by inappropriate, unnecessary or redundant
regulation.

There is certainly a role for some regulation in modern complex economies.
Regulatory solutions developed by industry can be a helpful vehicle in industries such
as telecommunications where detailed technical knowledge is required to maintain
order across the industry such as in standard setting. In rapidly evolving competitive
markets such regulation can be in danger of becoming irrelevant too if it is not
regularly updated. The reason for regulating must be demonstrably clear and

1 MCE (Nov 2005) Review of the National Gas Pipelines Access Regime: Proposal for Consultation p.15

Page 7 of 41



legitimate before the entrepreneurial skill that drives prosperity, is restrained by
rules, sanctions and intrusive requirements.

Every effort should be made to ensure that regulation is well designed and able to
remain relevant to current issues of concern. The failure of telecommunications
regulation indicates that Governments need to return to first principles. Adhering to
the principles of best practice regulation can assist regulators to design better
regulation and find ways of removing ‘red tape’ regulation.

1.2 Principles of Best Practice Regulation

The OECD recently confirmed an established and working set of principles that guide
the quality and performance of regulation.2 Applying these principles to the
telecommunications industry would go a long way to creating a regulatory
framework that would protect that which needs to be protected, but allows
telecommunications companies to get on with their business of evolving to meet
changing consumer demand. These principles are:

* commit to reform - adopt at the political level broad programmes for regulatory
reform that establish clear objectives and frameworks for implementation.

* assess and review - assess impacts and review regulations systematically to
ensure that they meet their intended objectives efficiently and effectively in a
changing and complex economic and social environment

* transparent and non-discriminatory - ensure that regulations, regulatory
institutions charged with implementation, and regulatory processes are
transparent and non-discriminatory

* promote competition - review and strengthen where necessary the scope,
effectiveness and enforcement of competition policy

* eliminate unnecessary regulations - design economic regulations in all sectors to
stimulate competition and efficiency, and eliminate them except where clear
evidence demonstrates that they are the best way to serve broad public interests.

* integrate market processes - eliminate unnecessary regulatory barriers to trade
and investment through continued liberalisation and enhance the consideration
and better integration of market process, thus strengthening economic efficiency
and competitiveness.

* link policies - identify important linkages with other policy objectives and develop
policies to achieve those objectives in ways that support reform.

The following additional principles developed by COAG are also particularly relevant.

* economy-wide investment neutrality - the various sectors of the economy
compete for scarce investment capital. It is therefore important that economic
regulation does not distort investment signals. Thus it is important that economic
regulation - such as access arrangements to critical economic infrastructure - is
applied consistently across the whole economy unless differential arrangements
can be justified.

2 OECD (Jun 2005) “OECD Guiding Principles for Regulatory Quality and Performance”
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* singularity of objective - numerous examples can be found at both the
Commonwealth and State level of Governments using, say, competition policy
measures to achieve social policy objectives (eg, use of Price Caps to protect low
income earners from price rises in lieu of a properly structured and funded
Community Service Obligations (CSO) arrangement) or attaching consumer
protection arrangements to Licence Conditions. Such arrangements can distort
investment signals, leading to a lower level of investment than would have
otherwise occurred with consequential negative implications for the overall
economy and the community generally (including the people targeted under the
relevant Government's social policy objective). Social policy objectives should be
achieved through stand-alone, transparent measures that recognise that CSOs
should, generally, be funded by the whole community.

The quality of regulation of the telecommunications industry would improve
significantly if regulators applied these principles in the development and review of
regulation and were required to report against these principles in the regulatory
impact statements.

Each of the recommendations in this submission are linked back to these core
principles guiding good practice in regulation.

2. Theimportance of the telecommunications industry to Australia

The telecommunications industry is a significant direct contributor to economic
growth and capital investment (which is necessary for future growth) as well as an
enabler for economic growth in all other industries which depend on high quality
telecommunication services. Telstra plays a leading role in the telecommunications
industry and hence the overall economy.

Further the telecommunications industry is extremely dynamic with rapid
technological changes, an accelerating rate of new companies entering the industry
and an exploding demand for speed and functions as telecommunications become
increasingly pivotal to our everyday lives.

2.1 Direct contribution to the economy

The list below illustrates some of the direct benefits that the communications sector
(including post and courier services as well as telecommunications) has on the
Australian economy.

* The telecommunications sector contributes capital investment of around $7bn
(2004-05) to the Australian economy which is a significant contribution (around
5%) to total national (non-dwelling) capital expenditure of around $152bn.3
Capital investment is critical to sustain existing economic growth into the future
and to create capacity for faster growth in the future as the population grows and
expectations for improved standards of living continue. It represents an
intergenerational trade-off between consuming now (eg through lower prices)
and saving for the future.

3 ABS Catalogue 5204.0
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* During 2004/2005 Telstra invested approximately $887 million in local
access network infrastructure and $511m in GSM and CDMA mobile
networks.

The communications services industry contributed $22bn to real GDP in 2004-05
(or 2.65% of total real GDP). This makes communications services approximately
the same size as agriculture ($23.2bn) and bigger than the utility sector ($17.9bn)
and culture/recreation sector ($18.5bn). ¢

* Telstra's value add (or contribution to Australian nominal GDP) is
estimated at $15.1bn in 2004-05 (about 2% of nominal GDP), and one of
the largest single entity contributions to Australian GDP.

185,279 people were employed in the communications service sector at August
2005. Reflecting the robustness of competitors there has been significant growth in
non-Telstra employment in this industry since competition was introduced. The
communications services sector has significantly outperformed all other sectors
over the last decade.

* Telstra employs over 52,000 people (including contractors) on a full
time equivalent basis. This is approximately 0.5% of the entire
employed labour force in Australia. Even with recently announced
plans to reduce Telstra headcount, Telstra staff will remain a
considerable part of the labour force.

Telstra pays income tax to Government of around $1.8bn and pays around $250m
to state, territory and local governments in the form of various taxes including
payroll taxes, workers compensation charges, land tax, fringe benefits tax and
local govt rates and charges.

Telstra paid dividends of $4.131bn in 2004/05 to approximately 1.6m
shareholders. The Federal Government received approximately $2.1bn.

Nearly every business and household in the country regularly accesses
telecommunications services.

2.2  Indirect contribution to the economy

In addition to the direct effects listed above, telecommunication products and
services are widely recognised as enablers of economic growth through productivity
improvements in almost ever other industry around the economy. The
telecommunications industry also stimulates indirect employment in other
industries.

The information communications technology sector in Australia contributes
around 0.1% to 0.2% points to economy wide productivity growth of 1.1%. This is
somewhere between 10% and 20% contribution to productivity acceleration.’
Nearly every business and household across Australia uses telecommunications on
a daily basis and this use is rising. The share of household disposable income
devoted to telecoms has risen from around 1.4% in 1992 to around 2.6% in 2005.°
The flow on benefits to employment in other industries as a result of
telecommunications is approximately 1 additional job for each

4 ABS catalogue 5206.0

5 Productivity Commission (May 2003) Australia’s Productivity Surge and its Determinants

6 Telstra calculation using ABS data
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telecommunications job. This implies that the telecommunications industry
stimulates about 190,000 extra support and indirect employment.”

* The convergence of communication and information technologies that is currently
driving transformation indicates that the sector will become increasingly
important in the way Australians work, learn and play in the future. The
telecommunications sector will continue to become more critical going forward in
a global, knowledge based economy.

* The economic boost from reforms to the telecommunications market is estimated
to be $12.4bn in 2004-05.8

2.3  Thetelecommunications industry is extremely dynamic

Technological change is extremely rapid creating new opportunities, risks and closing
down old opportunities at an extraordinarily fast pace in the telecommunications
industry. Successful companies need to be able to respond quickly to changes.
Prescriptive regulation holds companies back from adapting to new challenges.

At times change is so fast that the established statistics can’t accurately measure the
changes on the ground because of time lags. This aged data is used to assist
parliamentary and regulatory decision making and create regulations that then
become out of date very quickly. It is imperative that regulations in
telecommunications apply for fixed time periods after which their continued
application must be justified.

Table 1 Technology has fundamentally changed over the past 6 years

1999 2005

Fixed markets dominated by Broadband access to range of voice and data

narrowband access to voice services for >20% households

Circuit switched networks dominate Moving fast to all IP networks

Voice calls the main source of Voice calls represent less than 20% of fixed

revenues for fixed incumbents incumbents’ revenues

Internet bubble about to burst Internet services are an integral part of most
peoples’ lives

Fixed and mobile complementary Substitution of fixed lines to mobiles is growing

and separate steadily. Fixed and mobile (voice and data)
convergence becomes a distinct possibility.

Convergence a distant concept Convergence beginning

Source: OVUM 2005

The scope for regulatory error in a rapidly changing environment is far higher than it
would be in an environment which is relatively technologically stable such as energy.
Itis difficult to conceive of a way that prescriptive legislation (including subordinate
regulations) can stay relevant given the slow amendment processes.

7 Assumption from OVUM report by Roger Entner and David Lewin (Sept 2005) The Impact of the US Wireless
Telecom Industry on the US Economy: A Study for the CTIA- The Wireless Association

8 ACMA (Nov 2005) Consumer Benefits Resulting from Australia’s Telecommunications Sector
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3. Over-regulation of the telecommunications industry

The telecommunications industry is one of the most highly regulated industries in
Australia and the amount and intrusive nature of regulation is increasing. The table
below lists the key Commonwealth Acts setting out the regulatory framework. Sitting
under the Acts is a raft of subordinate regulations. The overwhelming majority of
these regulations apply only to Telstra and not to our competitors, which is
ultimately, in the long run, unsustainable in a highly competitive environment.

3.1

Table 2

Existing Commonwealth legislation

Commonwealth Legislation applying to Telstra

Commonwealth Legislation

Associated Regulations under the
Commonwealth Legislation

Parts XIB and XIC of Trade Practices Act 1974

Trade Practices Regulations 1974
Australian Competition and Consumer
Commission (Allowances) Regulations 1983

Telecommunications Act 1997

Telecommunications (Arbitration) Regulations
1997

Telecommunications (Equipment for the
Disabled) Regulations 1998
Telecommunications Regulations 2001

Broadcasting Services Act 1992

Broadcasting Services (Digital Television Format
Standards) Regulations 2000

Radiocommunications Act 1992

Radiocommunications Regulations 1993
Radiocommunications (Coordination) Regulations
1995

Telecommunications (Carrier Licence Charges) Act
1997

Telecommunications (Carrier Licence Fees)
Termination Act 1997

Telecommunications (Consumer Protection and
Service Standards) Act 1999

Telecommunications (Consumer Protection and
Service Standards) (Special Digital Data Service)
Regulations 1999

Telecommunications (Remote Area Rebate)
Repeal Regulations 2003

Telecommunications (Interception) Act 1979

Telecommunications (Interception) Regulations
1987

Telecommunications (Numbering Charges) Act
1997

Telecommunications (Universal Service Levy) Act
1997

Archives Act 1983

Archives Regulations 1984

Australian Communications Authority Act 1997*

Australian Communications Authority
Regulations 1998

Australian Communications and Media Authority
Act 2005

Broadcasting Services (Transitional Provisions
and Consequential Amendments) Act 1992

Broadcasting Services (Datacasting Charge)
Regulations 2001

Broadcasting Services (Digital Television
Standards) Regulations 2000

Broadcasting Services (Transmitter Access)
Regulations 2001

Freedom of Information Act 1982

Freedom of Information (Fees and Charges)
Regulations 1982

Freedom of Information (Miscellaneous
Provisions) Regulations 1982

Privacy Act 1988

Privacy (Private Sector) Regulations 2001

Criminal Code Act 1995

Crimes Regulations 1990
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Spam Act 2003 Spam Regulations 2004

Telstra Corporation Act 1991 Australian and Overseas Telecommunications
Corporation Regulations 1992

Telstra Corporation (Ownership-Interests in
Shares) Regulations 1997

Telstra Corporation (Transfer of Shares-Stamp
Duty) Regulations 1997

Telstra Corporation Regulations 2000

In addition to the list above, in September this year, Parliament passed 5 bills

associated with the sale of Telstra.

1. Telstra (Transition to Full Private Ownership) Act 2005

2. Telecommunications Legislation Amendment (Competition and Consumer Issues)

Act 2005

Appropriation (Regional Telecommunications Services) Act 2005-2006

4. Telecommunications (Carrier Licence Charges) Amendment (Industry Plans and
Consumer Codes) Act 2005

5. Telecommunications Legislation Amendment (Future Proofing and Other
Measures) Act 2005

w

3.2  Growth of Regulation

Telecommunications specific regulation has grown from 184 pages in 1991 to
somewhere in order of 900 pages not counting the recent Telstra Sale Bills. Further,
as the table below indicates, since industry was ‘deregulated’ in 1997, the volume of
telecommunications legislation has grown over 6 times.

Table 3 Increase in the Number of Instruments from 1997 - 2005

Relevant Instruments Numberasat | NumberasatAug
July 1997 2005
Commonwealth Legislation 10 19
Subordinate Regulatory Instruments:
Regulations 9 25
Notices 0 7
Determinations 0 77
Declarations 0 37
Directions, Standards & Rules 1 16
ACIF:
ACIF Codes 0 26
ACIF Guidelines 0 69
ACIF Specifications 0 8
Other relevant Codes and Guidelines 0 10
ACCC Telecommunications Register of 0 25
instruments
ACMA Technical standards 0 29
TOTAL INSTRUMENTS 20 348
TOTAL SUBSTANTIVE PAGES 1,602 10,013
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The subordinate regulations in particular are experiencing rapid growth simply
because they are relatively easy to introduce. This process results in an ad hoc
incremental accumulation of overly prescriptive regulation. The Australian
Communications Industry Forum (ACIF) plays an important role in orderly conduct of
the industry but it too needs to ensure that it is operating in accordance with best
practice principles. In an increasingly global market, Australia should gradually move
to harmonise standards with international standards where appropriate.

The regulation of telecommunications is a growth industry. The number of staff
employed to regulate the industry is continuing to grow. Telstra’s reporting
obligations grow each year. Telstra must now make over 480 routine reports each
year to Government and regulators. That requires at least 70 full time staff resources
devoted to reporting alone that could otherwise be delivering better services to
customers.

Table 4 Estimated Number of Regular Reports to Government of Regulators in 2005

Regular External Reports Estimated Annual Annual (estimated

Number of | frequency number of reports)
Reports

Weekly 4 52 208

Fortnightly 3 26 78

Monthly 10 12 120

Quarterly 14 4 56

Half Yearly 3 2 6

Annually 17 1 17

Every 3 years 2 0.33 1

TOTAL Number Reports 486

The number of reports required by the Australian Competition and Consumer
Commission (ACCC) has been increasing by between 2 or 3 new reports each year since
2003 and appears likely to continue to increase into 2006. Some 75% of reports to the
ACCC arerequired from Telstra only, with the remaining 25% applying to all carriers.

Additional regulation has recently been introduced or is currently being considered in
the following areas:

* Operational separation (Telstra only)

* Regional and Rural Presence Plan (Telstra only)

* Record Keeping Rules (RKRs) (some apply to Telstra only)
* Network Reliability Framework (NRF) (Telstra only)

* Do Not Call Register

The price control regime is becoming increasingly complex with each determination

despite evidence of consistently high levels of compliance. This contravenes
principles of incentive based regulation.
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3.3  Theover-regulation of Telstra is a legacy from the past

The current state of over-regulation in telecommunications is largely due to the fact
that the regulatory framework was designed for an era in telecommunications
history that is well and truly passed. There are two key features around which the
regulatory framework was designed. The first feature was to transition the industry
from monopoly to full competition. These provisions are contained in the TPA Parts
XIB and XIC which were designed in 1996/97 to encourage and nurture new entrants
into the industry to compete against the former monopolist Telstra. The triggers built
into the framework that allow those Parts to scale back when competition had
evolved have not been activated. There is now a dramatic mismatch in the objectives
of the regulatory framework and what the industry actually needs to function
effectively into the future.

The second key feature of the 1997 regulatory framework is that Telstra, by virtue of
its origin as a government trading enterprise, was regarded as an instrument to
deliver telecommunication related social policies. The 1997 Telecommunications Act
and the 1999 Telecommunications (Consumer Protection and Service Standards) Act
1999 are heavily laden with a range of obligations directed at Telstra to deliver and
fund social policies.

The telecommunications industry has progressed, perhaps faster than was
anticipated by legislative drafters. Both of the key features around which the
legislation was designed are no longer appropriate constructs for regulation of the
telecommunications industry.

3.4  Telstrais no longer a monopolist

The TPA telecommunications regulations introduced in 1997 aim to prohibit anti-
competitive conduct in the telecommunications industry and boost new competitors
to enter the industry by opening access to Telstra’s infrastructure. In 2005 the market
has grown from just 2 or 3 carriers in 1997 to over 100 carriers and 1000 carriage
service providers including over 700 internet service providers. Competition has
generated overall real price decreases of nearly 30% since 1997.

Telstra’s retail market shares are falling. Telstra’s retail market share is less than 50%
in the international long distance, mobile, advertising, narrowband and broadband
internet markets. Telstra’s retail market share is naturally higher in the basic access,
local call and domestic long distance markets, though the company’s share in these
markets is also declining. Telstra’s market share remains high only in sparsely-
populated areas where competitors choose not to invest because returns do not
justify the investment and where costs are only partially covered by the universal
service obligation.

Telstra’s profitable infrastructure network faces competition. Optus HCF network
provides them with access to 69% of customers in Sydney, 75% of customers in
Melbourne and 51% of customers in Brisbane. Taking ULL based networks into
account, (based on publicly available data) Telstra competitors have alternative
infrastructure in place to reach 84% of our services in operation in Sydney, 82% in
Melbourne, 67% in Brisbane, 83% in Adelaide, 92% in Perth and 72% in Canberra. In
most of these locations there is more than one alternative provider. Further,
competitors can acquire local call resale services, also at below cost, to extend their
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reach to 100%. Barriers to entry are very low, as entry is facilitated by using Telstra
resale services to build a customer base with little investment risk.

Recent technological change and changes in consumer demand have also
contributed to the erosion of monopoly characteristics of the market or, to put this
another way, technological developments have had the effect of widening the
appropriate definition of market.

* The ‘last mile’ of infrastructure (the copper from the exchange to the premise) is no
longer monopoly infrastructure due to the following industry developments.

1. the development of wholesale access services (such as ULL, Spectrum
sharing, local call resale) has allowed Telstra’s competitors to use
Telstra’s network to deliver services to customers without having to
shoulder the very significant risks associated with network
deployment;

2. Mobile markets are intensely competitive and are increasingly
substituting for fixed line services. There is nearly twice the number of
mobile services in operation as there are fixed line services.
Development of fixed line pricing policies must take into account
mobile pricing options;

3. the development of WI-FI and WI-MAX mean a service provider doesn’t
even need wires to compete;

4. Telstra’s competitors run wires into premises wherever a profit can be
made; and

5. the new technology of Voice over Internet Protocol means that
customers can use their broadband services for voice calls as a
substitute for fixed lines.

* Separate telecommunications markets are merging with customers wanting
tailored packages of products and services from a range of markets. A traditional
mobile seller can now cross old boundaries into internet, email and video content.
There is robust competition in these larger markets.

The obligations in the telecommunications legislation primarily fall upon Telstra to
deliver and fund despite the fact that there are many other carriage service providers
in the industry now. Many obligations should equally apply to other carriers so their
customers receive the same levels of service quality as Telstra’s customers. For other
obligations, it is more sensible for Telstra to deliver the obligation and other carriers
to contribute fairly to the cost of delivery. Any review of telecommunications
regulation should reconsider the merits and demerits of continuing with industry
funding of obligations as opposed to government funding.

Itis clear that the telecommunications industry is intensely competitive. Applying the
same laws that were designed to open the markets to competition, to markets that
are fully competitive has serious effects on investment, innovation and industry
development as detailed below. The telecommunications regulations are in need of
an overhaul.
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3.5 Theimpacts of over-regulation of Telstra

The effects of over-regulation and poorly conceived regulation on companies can be
extremely detrimental to the economy. Over-regulation restrains innovation,
investment and pricing reductions.

Advanced telecommunications services are as much a part of Australia’s critical
economic infrastructure as energy, water, and ports. They are also a vital input for all
industries — and, especially, rural based businesses and export-orientated businesses.
Additionally advanced telecommunications are increasingly becoming an integral
part of peoples’ lifestyles; eg, communication, entertainment, etc. Therefore over-
regulation of the telecommunications industry has serious consequences for the rest
of the economy and the overall well-being of the community - and, thus, Australian’s
living standards.

Over-regulation reduces investment

The most critical effect of over-regulation on business is the reduced incentives to
invest. With increasingly global capital markets, competitive returns that are
commensurate with the risks must be available to attract capital to invest. A
decrease in capital investment has dire consequences on the capacity of the economy
to grow in the future to meet future demand generated by population growth. There
are also immediate impacts in terms of lost employment opportunities associated
with lower investment.

Theregulatory framework in the telecommunications industry actually dampens
incentives to invest in existing infrastructure and new technologies. In particular,
thereis uncertainty as to whether the open access rules under Part XIC of the TPA will
apply to new investment. If the open access rules do apply then there is little
incentive for carriers to invest in new technologies when the stipulated prices are
below cost.

The evidence of poor incentives to invest can be seen all around the industry.

* Telstra’s competitors prefer to resell services using Telstra infrastructure rather
than build their own because it is cheaper.

* Telstra has delayed roll-out of fibre to the premises in Australia because of
regulatory uncertainty.

Unfortunately the disincentives will remain until regulators create effective

exemptions to access rules as in the United States of America and even in the United

Kingdom.

The graph below compares Australia with other OECD nations using the OECD 2005
published data to 2003. In terms of average investment per access channel (fixed
PSTN network plus broadband) over the 4 years up to 2003, Australia ranked below
the OECD average.
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Similarly the latest OECD figures show that Australia’s rate of broadband penetration
is below the OECD average, although Australia is catching up.
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These graphs show that on a global scale Australia is lagging behind in
telecommunications investment. Over-regulation can drive a wedge between the
growth rates of telecommunication development in Australia and other advanced
OECD countries. Lack of experience in new service provision will limit Australian
involvement in the global information economy.

Over-regulation stalls business ability to respond to customers

In telecommunications the pace of change is extremely rapid. Companies need to be
able to move quickly to grasp windows of opportunity in new markets.

Regulators are monitoring Telstra’s behaviour more closely than all other operators
and in new markets there can often be considerable uncertainty as to what the rules
are or are likely to be. Smaller competitors are able to react quickly to rising
opportunities without excessive regulatory scrutiny. They do not face the same
restrictions as Telstra.

When Telstra seeks to take to market a new offer on products, services or pricing
plans, it is frequently the case that regulatory approval from the ACCC and, on
occasion the Australian Communication and Media Authority (ACMA) is needed.
Considerable internal effort and resources are consumed in presenting a case to both
the ACCC and the ACMA for approval. This happens after Telstra has already satisfied
internal processes to ensure product offers comply with legislation. Even just to
match the offers already in the market place from our competitors, considerable time
over several months and advice from legal, economic and audit experts are devoted
to risk assessment specifically to minimise the possibility of a claim by the ACCC that
our offer is anti-competitive and to minimise the risk of a competition notice being
issued. The level of regulatory discretion in interpretation of regulation creates
considerable uncertainty and is very costly.

Telstra is unable to respond to competitors’ market offers as rapidly as other
companies because of the complex controls over price changes and the threat of high
penalties such as those in Part XIB of the TPA, which were recently increased to $3m
per day. Telstra is discouraged from being a market price and product leader because
of the high risk of intervention from the ACCC.

Over-regulation stifles innovation

As stated previously, excessive regulation stifles innovation that can enhance living
standards and generate productivity improvements in the economy. An example of
this is set out below.

Wireless Broadband (EVDO)

Telstra has invested millions to rollout wireless broadband to increase the
internet options available to consumers and business. Telstra’s EVDO technology
provides wireless data downloads at broadband speeds - an average of 300-600
kilobits per second but capable of bursts of up to 2.4 megabits per second.
Currently available in capital cities and selected regional centres, Telstra
anticipates further rollout if there is sufficient demand and the regulatory
settings areright.

Telstra Bigpond launched two wireless broadband plans on 25 August. The day
after the launch the ACCC contacted Telstra asking whether the company
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intended to wholesale the products to competitors. The ACCC did this despite
vigorous competition in the market, including numerous 3G mobile networks;
two wireless broadband networks (Unwired and iBurst); and a recent history of
aggressive pricing by Telstra’s competitors.

Even if the ACCC decides not to attempt to force Telstra to wholesale wireless
broadband, its potential to intervene impacts on Telstra’s willingness to innovate
and invest in product development. Potential for intervention increases our cost
base and slows the innovation process.

4. Whyregulation in telecommunications is increasing

The structure of the telecommunications regulatory framework has inadequate
checks and balances to prevent the growth of regulation. The following controls are
absent from the regime:

* Regulatory Impact Statements (RIS) are not always effective in evaluating
whether regulation should be imposed so new regulation is continually
approved even when the net benefits are negligible;

* too few sunset provisions and where there are powers of revocation they are
rarely used. The result is that redundant regulation is not receding. The
framework is now outdated as it was originally designed to open the industry
from 2 market players to many new entrants;

* independently determined criterion or milestone indicators to measure when
there is sufficient competition and compliance to scale back regulations;

* clear limitations on the use of regulatory discretion to introduce new regulation;
* there are almost no rights to appeal the imposition of new regulation; and

* lack of clarity over regulators’ roles as there are multiple regulators with
overlapping responsibilities create competition between regulators to control
new areas of regulation.

The lack of checks and balances must be addressed to prevent an ad hoc
accumulation of regulation over time. The remainder of this submission provides
practical solutions aimed at improving the design and implementation of
telecommunications regulation in Australia with examples to illustrate the
regulatory flaws in the current arrangements.

Many examples of ‘red tape’ regulation are presented in the 3 attached appendices.
The first appendix A gives examples of redundant and ineffective regulation that
ought to berepealed. The second appendix B contains examples of regulation that
has required excessive compliance burden which prevents Telstra from better
improving customer services. The last appendix C provides examples of regulation
that is complicated by jurisdictional legislation.

5. Recommendations for improving the design of regulation

The following key recommendations aim to improve the overall design of the
regulatory framework:

* improve the symmetry of regulation across industry participants;
* review funding mechanisms for social obligations ;
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* amend or remove regulations that distort investment; and
* increase the utilisation of industry solutions to market failure.

5.1 Improve the symmetry of regulation across industry participants

Most regulatory obligations apply to Telstra and do not apply to other infrastructure
service providers. To continue with unfairly distributed obligations across industry
contravenes the principle of best practice regulation of competitive neutrality where
regulation should not provide a competitive advantage to one industry player over
another. It is time that these obligations were either removed, imposed on all
relevant industry participants, or, where applicable, appropriately and equitably
funded.

The key examples where competitive neutrality is breached are detailed below.

Universal Service Obligations — Telecommunications (Consumer Protection and Service
Standards) Act 1999

The cost determined by the Minister significantly underestimates the actual cost
(possibly by a factor of three) and Telstra must fund the deficit. Telstra’s ability to
sustain the funding of the USO deficit is being eroded because the ACCC sets
wholesale prices without regard to this cost. Profits have traditionally been used to
subsidise unprofitable services. It is absolutely critical that the actual USO cost
determined by the Minister is re-evaluated to more realistically reflect actual costs.

Retail Price Controls

There is no need for continuing the price control regime as intense competition shows
that there is no capacity for the exercise of monopoly power through monopoly
prices. If the objective of price controls is to provide subsidies to customers, then there
are less distorting mechanisms to achieve that objective than through pricing.
However, the Government has decided to retain price controls until at least 2009.

The price control regime applies to Telstra but not to other carriers. It seriously
reduces the flexibility Telstra has to respond to each customer’s interests, compete in
the market and it creates unnecessary compliance hurdles stifling price innovation.
Forinstance, Telstra is unable to make similar price offers to competitors and
consequently is excluded from some markets. Therefore competitors can offer higher
line rentals and lower call prices than Telstra can offer under the current price regime.
In order to increase line rentals Telstra must obtain ACCC consent in addition to
complying with controls on a line rental basket.

Priority Assistance - Carrier licence conditions Schedule 4, part (5)(a)

The delivery of priority assistance to Telstra’s customers is important to Telstra.
However, it is inequitable for Telstra to be the only service provider obligated to offer
priority assistance to its customers. While ACIF has developed the industry code -
C609:2003 Priority Assistance for Life Threatening Medical Conditions -this self-
regulatory code only applies to other providers if they elect to offer priority
assistance to their customers. Customers of all other service providers should have
priority assistance available to them.
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Network Reliability Framework -

Carrier Licence Conditions (Telstra Corporation Limited) Declaration 1997

The NRF obligation only applies to Telstra. We consider that this obligation should
also apply to other network operators. There is no reason that customers who are
experiencing high levels of faults on non-Telstra network shouldn’t also benefit from
required levels of service quality and that other network operators shouldn’t also be
monitored by the regulator.

Customer Service Guarantee (CSG)

Although the CSG is an industry standard, there is an opportunity for exemptions to
be granted, which we believe some new entrants have sought although there is no
public register of exemptions. The use of exemptions indicates that the CSG standard
may be overly onerous.

Regional and Rural Presence Plan - Carrier Licence Condition

Although this licence condition has only recently been introduced it does not adhere
to the principle of competitive neutrality across industry players because it only
applies to Telstra. This regulation should equally apply to other carriers to ensure
that all customers have the same protections and ability to source services and
support in a consistent manner across Australia. This licence condition should be
removed because it imposes unnecessary costs and administrative burdens and
reduces commercial flexibility. This level of intrusion into business decision making is
excessive and unnecessary.

Operational Separation - Carrier Licence Condition
Other carriers and retailers should be subject to this same Licence Condition.

5.2  Review funding mechanisms for social obligations

The COAG principle of singularity of objective is particularly relevant with regards to
the asymmetrical application of social policy obligations. Telstra agrees with the
Productivity Commission that social policy objectives are best achieved through
stand-alone, transparent measures.

The Productivity Commission? drew upon work from Humphry 1997 to state that
“a stricter adherence to explicit on-budget funding of Community Service
Obligations by governments improves external governance because it would
promote the recognition, clarification and funding of the economic and social
benefits to the community provided by the GTEs [government trading
enterprises] over and above the direct benefits of their goods and services as
paid for by consumers. It would subject them to annual scrutiny to ensure
programs are appropriate, cost effective and reflective of government
priorities.....”

Humphry has recommended that Community Service Obligations should be fully
funded at avoidable cost to ensure they did not adversely affect the financial
performance of the GTE. The National Competition Council and the ACCC have put
forward similar views on the funding of Community Service Obligations.1

9 Productivity Commission (July 2005) Financial Performance of Government Trading Enterprises 1999-00 to 2003-
2004 p. 58-59

10 National Competition Council (Jan 1999 ) National Competition Policy: Some Impacts on Sociatey and the
Economy p.67
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In line with these views, the optimal approach is for government to directly fund
social programmes, including telecommunications.

Retail telecommunication providers are well placed to deliver government’s
telecommunications social policy objectives. This approach is superior because the
cost of these measures would be transparent and therefore can be assessed and
prioritised alongside alternative government objectives.

However where this is not possible, it isimportant the Government ensures that its
social policy objectives are not undermined by inconsistent or asymmetrical policy
decisions by the regulator. On this basis Government should use the powers available
to it under the Trade Practices Act to ensure that its retail parity pricing policy for line
rental charges is not undermined by the ACCC’s position on geographically de-
averaged ULL (wholesale) prices.

In expressing these views, Telstra clearly states that it supports the continuation of
telecommunications related social programmes and that Telstra will continue to
comply with any and all obligations in this regard.

5.3  Amend or removeregulations that distort investment

On 15 November 2005, Telstra released details of its strategy for growth. Telstra’s
announcements, including disclosures to the Australian Stock Exchange, necessarily
contained disclaimers indicating that investment strategies and the financial
projections assume a reasonable regulatory environment in which to operate. The
reality is that it may not be practical for Telstra to implement strategies, such as the
five year $10bn next generation internet protocol network investment, if regulation
does not allow a competitive return on shareholder investment.

Too many regulations in the telecommunications arena compromise the principle of
economy-wide investment neutrality. This happens when other industries are treated
more leniently by regulations and are able to attract capital more easily, lowering
their costs to invest, giving more infrastructure per dollar. As described above, the
framework can create uncertainty that discourages investment in
telecommunications altogether. This view is consistent with the OECD principle that
specifically recommends elimination of unnecessary regulatory barriers to trade and
investment through continued liberalisation and better integration of market forces
throughout the regulatory process, thereby strengthening economic efficiency and
competitiveness.

Other regulations distort investment. Regulations should aim to be technologically
non-specific to allow their objectives to be met whilst leaving the decisions about the
appropriate delivery platforms to commercial decision-makers. Regulations can be
created to direct private investment to achieve government objectives such as s price
control regime requiring separate pricing structures for public schools and charity
customers.

Some regulations are overly intrusive in directing funding for internal operations and
investment. Some examples are the licence condition requiring Telstra to publish a
Regional and Rural Presence Plan, which diminishes commercial flexibility, the CSG,
which influences operational decision-making and the NRF, which directs capital
investment decisions. Whilst each of these individual obligations may have merits,
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the combined impact is a diminished flexibility to determine the priorities and
objectives of the business which then determine how the business is organised and
operated. The importance of this diminished commercial flexibility is exacerbated by
the fact that most of these obligations do not apply equally to our competitors and
where they do exemptions from compliance are allowed.

To encourage investment in new technologies, there must be sufficient returns to
reward risk and enterprise. Being required to open access to new infrastructure to
competitors at low prices that are not set in a way that allows recovery of costs
discourages the construction of new infrastructure. These new markets and
technologies are intensely competitive markets and there is no bottleneck market
failure justification for regulation. Despite this, the regulatory framework allows for
various regulations to be applied to new industries through declaration or automatic
applications unless an exemption is granted. The catalyst for new regulations is often
complaints from competitors to the regulators. The current regime fails to meet the
key regulatory principle of predictability and certainty as to whether exemptions will
apply and if so for how long which acts as a major deterrent to investment.

In the USA the Federal Communications Commission recently exempted investment
in telecommunications wireline and wireless technology in broadband from open
access regulation in recognition of the need to improve incentives for investment.

In the UK, the package of reforms to regulation agreed between BT and OFCOM are
only applicable to specific telecommunication products and services such that all new
technologies are exempt.

Similarly, the Government should exempt from Part XIC of the TPA new technologies
and markets where there are no bottleneck issues thereby creating ‘safe harbours’.
This will improve incentives for investment in new technology in areas such as Voice
over Internet Protocol and roll-out of fibre to the premises and fibre to the node.

The obligation in Part 17 of the Telecommunications Act 1997 for preselection is
redundant for voice services delivered over an internet protocol platform, such as
Voice over Internet Protocol. Customers effectively preselect of their own volition
rather than carriage service providers offering preselection. This out of date
legislation adds to the unnecessary burden of regulation as Telstra must seek
exemptions where compliance is not technically feasible.

5.4  Increase utilisation of industry solutions to market failure

The Taskforce should consider ways to promote opportunities for industry developed
solutions to market failure in preference to externally imposed regulation. Self-
regulation allows numerous benefits when compared to ‘black letter’ regulation
including:

* ahigh level of commitment of businesses to the rules;

* wellinformed rule making;

* low costs to government;

* industry, community and regulator participation; and

» flexibility and responsiveness to changing environments
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The OECD principles of best practice regulation are also relevant to industry self-
regulation processes where there is also arisk of overly-prescriptive approaches to
regulation unless best practice principles are adhered to.

ACIF is instrumental in developing codes, standards and guidelines for the
telecommunications industry. There are currently 26 published industry codes!t and
compliance with codes becomes mandatory once they are registered by the ACMA.
ACMA seeks to promote compliance with self-regulatory consumer codes through two
categories of activity?:

* proactive strategies, such as activities designed to raise awareness of codes,
promote the benefits of code compliance and monitor levels of compliance; and

* reactive strategies, where issues have arisen suggesting there is a problem with
code compliance.

The advantage with a regulatory approach based on industry-specific code
development, is that it is able to capitalise upon detailed industry knowledge and is
more inclined to deliver pragmatic least cost regulation.

Importantly, embedded into the ACIF code process is the need to undertake a regular
review of existing codes to ensure they are still meeting the needs of industry
stakeholders.

The telecommunications industry provides a positive example of how industry codes
can successfully work in practice. These codes provide a single national regime for
the telecommunications industry and cover a range of issues including consumer
protection.

6. Recommendations for improving the implementation of existing
regulatory processes

The following key recommendations aim to improve the existing regulatory
framework:

* strengthen the RIS mechanism;

* introduceregular reviews to revise existing regulations;

* introduce sunset clauses on key regulations;

* standardise regulatory discretion; and

* strengthenrights of industry to appeal regulatory decisions.

Each recommendation aims to take telecommunications regulation closer to
achieving one or more of the OECD principles of best practice regulation.

6.1 Improve the