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Myth 4 - Another inquiry will solve the problem

Over the past 10 years, there has been a parade of public inquiries
and reviews trying to work out how to “solve” the USO dilemma.
Lots of innovative solutions have come to the fore — auctions,
tenders, subsidies, industry funding, grass-roots community action.
The list goes on. Despite this, Australia has still not achieved a
sustainable basis for funding communications services for rural
and remote users. This latest Issues Paper brings no fresh thinking
to the problem: it re-runs old approaches without regard for their
past poor track record (such as contestability) and ignores the
messages from those earlier reviews, such as funding the USO from
consolidated revenue. Attachment 2 summarises these reviews.

It's time to face facts. Competition will provide no “magic silver
bullets” for the USO. There is no alternative over the medium term
to Telstra providing core USO services to a large number of rural
and remote users. What is needed is proper funding for these
services which is politically durable, fairly compensates Telstra
and has acceptance in the industry.

The current USO model is simply no longer sustainable for anyone
- end users, competitors or Telstra. The USO is at breaking point

as the forces of technology, competition, access regulation

and Government broadband policy pullin different directions.
The Government can no longer treat the current USO model

as a “magic pudding” which will continue to grow to provide

more services at progressively lower subsidies.

Myth 5 - Telstra receives “intangible benefits” sufficient to cover
any shortfall for providing the USO

This is another clanger. Because a few people might get a positive
view that Telstra has provided them with a service when it is
uneconomic to do so, Telstra’s shareholders should be satisfied
with losses amounting to hundreds of millions of dollars

per year. Telstra does go to extreme lengths to provide Australians
with their telecommunications services and is proud to do so, but
the fact is that where we must use boats to maintain services in
areas only accessible by water or to fix services in floods, or our
engineers take a helicopter ride to plan routes and install services,
everybody gets paid in the process. The boat owners get paid, the
pilot and helicopter owner get paid, the equipment manufacturers
get paid, our engineers get paid. Telstra has real life invoices and
dollar amounts that need to get paid. Moreover, when someone
puts a backhoe through one of our cables and a customer’s service
goes down, the positive feelings disappear pretty quickly and Telstra
is somehow seen as responsible — even when it is not our fault!

Telstra has to compete head-to-head on price, quality and
innovation. Customers may know that they can come back to
Telstra if their choice of another provider turns out sour, but that
does not stop them churning. That is the way it should be, but it
means that in the competitive marketplace any positive feelings
which Telstra generates from the USO count for very little.

Most regulators in other countries, such as the US, New Zealand
and Japan, have rejected offsetting intangible benefits against
USO costs. They recognise that any such benefits are hard to
value and will be small in size.

However, the intangible benefits argument, like the need for
another inquiry into the USO, never seems to go away. The last
inquiry we had in Australia dismissed the idea, yet, this myth

gets another run in the current Issues Paper. The bottom line is

if intangible benefits really outweigh the costs there would be no
need for the regulated obligation; Telstra or someone else would
provide the services on a commercial basis. This review should take
the opportunity to kill off this silly idea once and for all.

“Most regulators in other
countries such as the US,
New Zealand and Japan
have rejected offsetting
intangible benefits
against USO costs. They

recognise that any such
benefits are hard to value
and will be small in size.”
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DISASTER RECOVERY
VICTORIAN BUSH FIRES SUMMER 2006-2007

SITUATION

Despite the bushfires devastating more than one million
hectares of land and property over December and January,
Telstra’s network proved to be durable. Few services were
interrupted and mobile coverage remained strong throughout
most parts, due in large measure to some pre-fire season
preventative work conducted by local staff.

SOLUTION

In fact, Telstra’s Next G™ mobile network became an important
tool for fire fighters and emergency service personnel. Telstra
provided NextG™ wireless data cards to emergency staff to allow
them to access accurate fire information and weather details in
real time from the internet.

Through a close working relationship with DSE and the Country
Fire Authority (CFA), Telstra moved quickly to help protect public
assets when requested. In December, the Thompson Dam was
under threat from surrounding fire, cinders and ash. Telstra
entered the red-zone with the CFA and installed critical antenna
and wireless equipment to give Melbourne Water access to the
State Mobile Radio network so they could manage and monitor
the catchment area. This work was completed within 24 hours
and just before dangerous wind changes.

During the fires, Telstra:
¢ deployed more than 100 mobile phones and 100 satellite
phones to customers and emergency service agencies;

e connected an extra 200 phone and ADSL lines for emergency
services, evacuation centres and customers;

e switched dozens of payphones to free calls in a number
of townships, such as Falls Creek, Bogong Village, Jamieson,
Kevington, Tolmie, Chestnut, Gaffney Creek, Woods Point and
Mt Buller, Dargo, Licola, Glenmaggie, Tinamba, Boisdale
and Briagolong;

¢ moved Next G™ wireless routers to emergency stations
in Jamieson, Whitfield and Heyfield, providing wireless
broadband to emergency personnel and Telstra staff;

provided Next G™ network wireless broadband cards
to emergency services personnel;

» drove vans with mobile antennae into Gibraltar Spur
and Whitfield areas to improve mobile coverage; and

¢ set-up generators to provide power to exchanges should
fire affect the power supply.

Afirerelief package was also offered to affected customers.
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Scope of the issue

As the National Primary Universal Service Provider, Telstra is

a significant stakeholder in any public policy debate on the
Universal Service regime in Australia. Although the Issues

Paper provides a broad canvas for debate on the USO, Telstra
understands that this debate will operate within the context of
current Governmental policy. For example, Telstra understands
that the Government does not intend to extend the USO beyond
voice telephony and funding any public policy broadband initiatives
will continue to be through direct Government subsidy such as in
the case of the grant of almost $1 Billion to the OPEL consortium.

DISASTER RECOVERY

If there were to be any change in thinking by the Government

on this or any other fundamental tenet of the current USO
regime, then Telstra expects the Government would issue a
separate consultation paper which sets out the options that the
Government is actively considering. This would enable Telstra and
other interested stakeholders an opportunity to respond to any
firm proposals for change - in contrast to the broad canvas of the
current Issues Paper which does not contain any such proposals.

TELSTRA’S RESPONSE TO CYCLONE LARRY, MARCH 2006

SITUATION

Before Cyclone Larry even hit the coast of Australia near Innisfail
(Qld), Telstra was ready to respond, having tracked the progress
of the storm from its Global Operation’s Centre in Melbourne.

Repair crews were on standby in Brisbane waiting for the
all-clear to complete their journey to the cyclone-affected area.
Atransportable mobile phone tower was also en route to North
Queensland to provide interim mobile coverage to assist the
recovery effort.

SOLUTION

Telstra worked with key emergency services at the regional level
from day one, in accordance with the local disaster recovery plan.

Disruptions to services (fixed and mobile) were in the most part due
to prolonged mains power outages - causing battery backup to run
low or expire, and the customer impact to increase significantly.

e — & e e

Disaster plans pay off

Telstra immediately mobilised around 200 additional staff to
the area to begin the task of restoration - working in the main
to systematically deploy and man generators where mains
power remained down.

Arrangements were put in place for these additional staff to
be self sufficient and not place additional burden on local relief
measures and resources.

Telstra crews, like other key services, were also hampered

by access issues - with many roads inaccessible due to debris
or flooding. Many of our generators were also provided to
emergency response teams and diverted to other vital services
such as sewerage and water purification.

Generators were used to support a number of fixed and mobile
sites for several days, allowing the network to remain up and
running, and reduce fault reports to manageable levels.

Innisfail mobile coverage was restored within 24 hours of the
cyclone hitting on Monday, March 20, and the other affected
sites within five days. All Telstra mobile services were restored
by the weekend.

The quick restoration of
essential services in the
wake of Cyclone Larry has
lessons for corporate
disaster recovery, reports
James Riley
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Telstra provided a relief package for affected customers, and
offered a range of other support including pre-paid calling cards
and additional telecommunications support for the recovery effort.
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Attachment 1 - Evolution of the STS

EVOLUTION OF STS OBLIGATIONS 1997 - 2007: SUMMARY OF KEY OBLIGATIONS

on national and international calls.

3. Obligation to join TIO.

=

Universal Service Obligations for STS under the Telco Act 1997
1. Obligation to provide STS including any-to-any connectivity

2. Obligations to provide continued access to option of ULC.

4. Obligation to ensure call interception capability - calls must be capable

of being intercepted by law enforcement agencies.
5. Obligation for CSP to ensure that certain switching systems (those used

in connection with supply of STS) are capable of providing CLI (calling line ID).
6. Obligation to provide customers with access to operator assisted

services such as operator connected calls.

. Obligation to provide directory assistance services to customers of STS. person operating as an emergency
8. Obligation to provide itemised billing for customers.

11. Obligation on Telstra as a recognised

call service.

9. Telstra to provide alphabetical directory.
10. Differential charges for handset,
connection services, etc.

13.0bligation amended by ACA determination requiring Telstra
to provide pre-selection in respect of STS, “having regard to
the technical feasibility and costs and benefits of complying
with the request concerned”. ACA assessment with Telstra
fixed wireline network in mind.

1998

12.0bligation to provide disability

must be provided with suitable
equipment to enable them to
use a STS).

services (customers with disabilities

into CPSS Act 1999 , including:

of ULC. (without changes)

about a carriage service.

Universal Service Obligations for STS reincorporated

1. Obligation to provide STS including any-to-any
connectivity on national and international calls.
2. Obligation to provide continued access to option

3A.0bligation to enter into and comply with TIO
Scheme reincorporated, but with the addition
that no fee is liable to be paid by an end-user
in respect of a complaint made by the end-user

13A. Pre-selection obligations expanded to include
specific obligation to enable customers to choose
their preferred CSP for specified carriage services
(including STS and services that originate on a
fixed network and terminate on a public mobile
telephone service) and to change that selection
from time to time/use an override dial code to
choose a different CSP on a call-by-call basis.

14.0bligation to adhere to CSG performance
standards. Developed with performance on
Telstra fixed network in mind.

11A. New emergency call determination.

[0 Original STS obligations
] New obligations

[J Amendment to, variation or expansion of, existing obligation

13B. Obligation to enable customers to access
pre-selection for specified carriage services
incorporated into ACIF Code C515. The Code
specifies that Telstra must provide pre-selection
for fixed to mobile calls. Although this was not
specifically excluded from the prior provisions,
this is clarified by the Code.
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EVOLUTION OF STS OBLIGATIONS 1997 - 2007: SUMMARY OF KEY OBLIGATIONS (CONTINUED)

14A.Obligation to comply with specifically listed CSG performance standards
expanded in that a standard was set for mandated connection and
restoration times based on geographical classifications.

15. Obligation to abide by TIO’s formal jurisdiction to handle customer
complaints about calling number display under the ACIF CND Code 522.

11B.Obligation as STS provider to provide
customers with access to an emergency
call service amended to clarify that such
access must be provided at no cost to
the end-user.

14B. Customer Service Guarantee obligation expanded
to include an obligation to adhere to a three-tiered
NRF framework under which specific cables and
customers must not experience more than threshold
levels of multiple CSG faults within specified timeframes.

19.0Obligation to provide internet assistance program
for dial-up internet access inserted into Carrier
Licence Conditions (Telstra Corporation Limited)
Declaration 1997.

8A.Obligation to provide itemised billing -
codified in ACIF Billing Code C542:2003.

No amendments.

[T Original STS obligations
[ New obligations
[J Amendment to, variation or expansion of, existing obligation
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EVOLUTION OF STS OBLIGATIONS 1997 - 2007: SUMMARY OF KEY OBLIGATIONS (CONTINUED)

13D.Obligation to provide pre-selection/call override capablity — codified in
ACIF Pre-Selection Industry Code C515:2005.

16A. Priority assistance licence
conditions extended.

5A. Obligation to provide calling line ID (CLI) and/or Calling Number Display
(CND) incorporated into ACIF Code C522:2006 with the addition that
customers must be able to choose to block or present their CLI/CND
on a permanent or per call basis.

18A. Network Reliability Framework
licence conditions amended.

[0 Original STS obligations
] New obligations
[J Amendment to, variation or expansion of, existing obligation
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Attachment 2 - Past Reviews

Since the introduction of the current telecommunications
regulatory regime in 1997, there have been four reviews
that have considered the USO in Australia and one specific
to payphones:

o Connecting Australia, Report of the Telecommunications
Service Inquiry (2000 Inquiry);

e Productivity Commission (2001), Telecommunications
Competition Regulation Inquiry Report (PC Report);

» Connecting Regional Australia, the Report of the Regional
Telecommunications Inquiry (2002) (Estens Report);

» Review of the Operation of the Universal Service Obligation and
Customer Service Guarantee (2004 Review);

e ACA Payphones Policy Review 2004, (Payphones Review).

Those reviews have all clearly catalogued the multiple failings of
the current USO regime but have led to absolutely no substantive
reform. This Attachment extracts the main findings and comments
from each of these reports, where relevant, about the failure of
Universal Service Regime implementation in Australia. The reports
are considered in reverse chronological order. Key findings of the
four reviews are summarised in the table that follows.

2004 Review

The 2004 Reviews was conducted by the Department of
Communications, Information Technology and the Arts at the request
of the Minister for Communications, Information Technology and
the Arts in accordance with the Telecommunications (Consumer
Protection and Service Standards) Act 1999. The review specifically
encompasses consideration of the costing and funding of the

USO and whether the contestability pilots resulted in benefits to
consumers in regional and rural Australia. There were 51 public
submissions received.

Key findings
...on Telstra as the sole USP

The 2004 Review notes that not one carrier has applied to take up
the obligations of being a USO provider, even though a number
of options for promoting competition in USO provision have

been introduced since 1991:

“A number of mechanisms have been introduced to promote a
contestable universal service regime. The position of the PUSP
[Primary Universal Service Provider] has generally been open
to competition since 1991, with carriers other than Telstra
able to apply to become the PUSP for a particular area... [C]
ontestability pilots have also allowed carriers and CSPs to
compete with Telstra for USO subsidies in pilot areas since

1 July 2001. As yet, no carriers have applied to take up either
of these opportunities” (p 54).

By recognising that one of the main factors contributing to the
lack of competitive entry is that subsidy levels were simply too
low to attract competitive entrants, but also that a fundamental
principle for competition is that subsidy amounts to new entrants
should not exceed those that would be available to Telstra,

the 2004 Review implicitly acknowledges that the only option
remaining under the current model is for Telstra to be the sole
USP (p 69). Further, although increasing the subsidy levels may
attract new entrants, the Review notes that it would lead to an
increase in the USO levy which could have a detrimental

effect on competition (p 69).

Although the 2004 Review does not directly say that the
contestability ability pilots were an outright failure, the review
does find that “there is probably little value in continuing the
existing pilots beyond their current end date of 30 June 2004” (p 76).

...on cost of the USO

The 2004 Review goes into great detail on USO costing arrangements
and follows the history of USO costing approaches from the
pre-competition era (pre-1991), through limited competition
(1991-1997), to the introduction of an open market (1997-2000),
and under a fully contestable USO (post-2000). The conclusions
on this history bear repeating here:

“In summary, notwithstanding the development of two
network costing models, since 1991 there has been no
consensus on the approach and methodology for estimating
the net costs of the USO, and decisions on subsidy amounts
have been based on a variety of approaches, including
through consultation between major participating carriers.

In the 13 years since, a modelled outcome has only been
directly used once to set a subsidy amount. On all other
occasions the subsidy levels have been set on the basis of
negotiation, a legislative cap, trend analysis or on advice
based on a partial run of the model.

The process to date has been costly in terms of ACA resources
and management attention, and in terms of the requlatory
burden on industry. It has provided numerous opportunities
for disputes about complex matters of detail, resulting in
delay and associated industry uncertainty, which in the end
have tended to amount to very little in practice. The increased
complexity of the telecommunications markets and the regulatory
regime since the late 1990s is also likely to flow through to
the development of any network cost model.” (p 83)

Photo: Phetegraphically Speaking
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Interestingly, despite their shortcomings, the contestability pilots
did serve a useful purpose in countering the argument made by
some of Telstra’s competitors that the level of the USO subsidy
granted to Telstra is too high:

“The pilots have at least tested the view, expressed by several
carriers prior to 2000, that Telstra was being significantly
over-compensated for its provision of USO services. As discussed
above, the pilots have provided some evidence that the subsidy
levels are not excessively high, although carriers might argue
that factors other than the level of the subsidies have prevented
their participation in the contestability pilots”(p 74).

Regarding future costing models, several findings are important:

“The Review agrees with the general stakeholder view that the
ACA’s [now ACMA’s] current net universal service cost model is
no longer viable in its present form. At a minimum, the current
model needs to be replaced with a new one, if a costing
approach to setting USO subsidies is to be retained” (p 99).

In this regard, the Review also notes that “there is general
acceptance of the high-level principles that should be adopted
in a network cost model (such as avoidable costs and revenue
forgone and a forward-looking approach to technologies)” (p 93),
but there is “substantial disagreement and divergence as to how
these principles are put into practice” (p 99).

The Review notes that there is a strong argument that the problems
and costs involved with creating a new USO costing methodology
may, in the end, outweigh the benefits (p 100). Experience suggests
that “any new attempts to cost the USO in the Australian context
would be difficult, controversial, costly and, on ACA estimates,
would take a minimum of two years” (p 100).

...on funding source

The discussion in the 2004 Review concerning potential funding
sources for the USO outlines three potential models (p 132-3):

» cost model approach, requiring ACMA to develop a new
costing model while keeping the broad policy settings.
On this, refer to the extensive problems with developing
a costing model noted above;

e subsidy-setting approach, which would find a simpler way
to determine a reasonable level of subsidy to be funded by
industry that is not linked to a calculation of costs. Note here
though that the Review briefly discusses the anti-competitive
effects of the current, industry-funded arrangements, and
comments that “any general industry funding scheme could
be expected to have similar types of effects” (p 129); and

o Telstra (PUSP) funding approach, which would require Telstra
as the primary USP to fund all costs associated with fulfilling
the historic telephony USO. The USO should not be extended
beyond telephony under this model.

There does not appear to be serious consideration of the option
of government funding of the USO undertaken in this Review.

After extensive discussion on the costs and benefits of each of
the three approaches, the 2004 Review concludes that:

“On balance, the Telstra funding approach is preferred
because it would resolve many of the contentious issues that
have surrounded the USO funding scheme since its inception,
is administratively efficient, would have few major negative
effects, and equity concerns with this approach can be
addressed in other ways” (p 159).

The Review’s preference for this model falls analytically short,
however, due to the serious equity concerns noted to be inherent
in this approach. A very loose comment that “these [equity
concerns] could partially be addressed through a requirement
that parts of industry that qualify make some other contribution
to services in regional Australia” (p 159) is all that is given to brush
these concerns aside. There is no assessment or recommendation
as to what such a requirement may look like, whether it would

be feasible, and whether industry would participate.

Estens Report

The Minister for Communications, Information Technology and
the Arts established the Regional Telecommunications Inquiry to
assess the adequacy of telecommunications services in regional,
rural and remote Australia and to advise on related specific policy
issues in 2002. The Inquiry was chaired by Mr Dick Estens, and the
report has become known as the Estens Report. Over the course
of the Inquiry, 41 public meetings were held and 606 public
submissions were received. In conducting its review, the Estens
Report states a large degree of importance was attached to the
findings of the 2000 Review.

“The Review agrees with
the general stakeholder
view that the ACA’s

[now ACMA’s] current

net universal service

cost model is no longer
viable in its present form.
At a minimum, the current
model needs to be replaced

with a new one, if a costing
approach to setting
USO subsidies is to

be retained”
(2004 USO Review, p 99).




...on cost of the USO

The Estens Report does not make any specific finding on the level
of the cost of the USO, except to say that “significant funding” will

“In summary, the
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Inquiry considers
funding responsibility
should rest primarily
with Government,
rather than industry.
It is appropriate for
Government to
directly fund its
social and economic

telecommunications

policy objectives, as
it does other policy
priorities”

(Estens Report, p 320).

Key findings

...on Telstra as the sole USP

The Estens Report recognises the failure of the contestability pilots

to deliver practical and beneficial outcomes, although notes that
the idea of competition in USO provision is supported in theory:

“[A]fter 16 months of operation and with little apparent
prospect of attracting competitors, the Inquiry believes that
the Government should not invest significant resources in
providing further incentives to attract competing Universal
Service Providers... Overall, the Inquiry believes that the
Government should continue to support USO contestability,
but it may need to recognise its limitations and rethink what
role it is to play and how this can best be done” (p 35).

This led to Finding 2.3:

“The Universal Service Obligation (USO) contestability pilots
have not yet delivered competitive outcomes, suggesting any
further Government action in this area should be carefully
considered and any additional resources well justified. As a
matter of principle, USO contestability is supported, but further
work is needed to validate its practical utility.”

be required into the future.

The report also notes the great difficulty involved in coming
to an appropriate figure for the USO subsidy:

“[D]etermining the appropriate subsidy to pay a provider is
inherently complex and contentious. The level of subsidy is
tied to price controls and access charges. In the Inquiry’s view
the USO should be confined to telephony services” (p 263).

The Inquiry recommended that:

“The Government should review arrangements for the costing
and funding of the Universal Service Obligation. This should
also include whether current arrangements are impeding the
development of competition in regional, rural and remote
Australia” (Recommendation 2.2).

...on funding source

The Estens Report clearly states that future universal service
obligations should be funded by the Government because of
their negative impact on competition and consumer choice:

“The Inquiry does not consider industry subsidisation of future
sharing arrangements is appropriate. It considers industry
funding to meet the cost of non-commercial telecommunications
needs would impose a significant financial burden on the
industry, and would negatively affect investment incentives,
not just in regional Australia but nationally. Ultimately, it
would also impact negatively on prices paid by consumers for
telecommunications services. Government funding is preferred
by the Inquiry” (p 319).

And further:

“In summary, the Inquiry considers funding responsibility
should rest primarily with Government, rather than industry.
It is appropriate for Government to directly fund its social
and economic telecommunications policy objectives, as it
does other policy priorities” (p 320).

However, the Inquiry also states that the traditional USO
model is an inappropriate mechanism to achieve social policy
objectives. The Inquiry’s preferred approach is for “incentive
schemes, transparently funded by Government, that seek to
stimulate competition and choice, while also promoting equity
of access” (p 263).

The Inquiry recognised the corresponding views of industry that
social policy objectives achieved by the USO should be funded
by Government:

“There is also strong industry resistance to industry funding
of further Government objectives to expand equitable service
provision into regional, rural and remote areas. The industry
sees this as a Government social policy objective, funded most
appropriately and transparently from the public purse”(p 263).

The Inquiry specifically cites Vodafone’s submission that
USO funding should come from consolidated revenue:

“Vodafone believes it is inappropriate for the Government to
impose a specific up-front tax on industry in the form of USO
payments— to fund Telstra—to deliver a social policy outcome.
In the instance whereby the Government considers that the
market is unable to deliver specified social policy outcomes,
then the most appropriate approach would be to contract

with the industry to provide the service, and fund the identified
social policy outcome through consolidated revenue” (p 36).
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PCReport

The Minister for Communications, Information Technology
and the Arts was required under the Trade Practices Act 1974
to conduct a review of Part XIB of that act which deals with
anti-competitive conduct in the telecommunications sector.

The Minister referred the review to the Productivity Commission.

The Commission reported on 21 December 2001.

Although the PC Report focuses primarily on telecommunications-

specific competition regulation, the USO was considered to the

extent that it is relevant to competition in the telecommunications

industry and the regulation of that competition.

Key findings
...on Telstra as the sole USP

The Commission examined the conditions under which
competition might arise in provision of the USO, concluding:

“[SJustainable simultaneous competition between two or more
suppliers for the provision of universal service in particular
regions is unlikely without government mandate, a continuing
differential levy and|or an assessed levy that is high relative
to the actual costs of potential suppliers”(p 573).

Where the costs of supply of the USO exceed the assessed
USO levy, as is the current situation, the Productivity
Commission recognised that, practically, there really can
only be one USP because otherwise there would be a strong
incentive for USPs not to compete:

“lINt is important that the
universal service levy be
struck at an amount that
at least approximates, in
aggregate, the actual net
costs of universal service
provision. Otherwise...
both competitive

neutrality and efficiency
can be adversely affected.
Further, an estimate of net
costs that is too low

relative to actual costs
reduces the prospects for
competition”

(PC Report, p 578).

“To ensure universal service provision, government would have
to mandate at least one supplier (as at present). However, if
more than one supplier were mandated, each would have a
strong incentive not to compete — service standards could
decline, repair delays lengthen, and so on”(p 573).

The Commission recognised that it would be difficult to get
another universal service provider even if that other provider
could offer the USO much cheaper than Telstra:

“A fundamental problem with the mandated approach is that
the competing supplier would presumably need to incur at
least some capital cost, even allowing for the possibility of its
purchase of services from Telstra. But, assuming access prices
are ‘correct’, it would be difficult to mandate supply from a
new carrier that was reluctant to invest in the facilities needed
to provide service, even if that carrier were inherently lower
cost than Telstra” (p 574).

The same result — namely that the USO will continue to be
provided by just one supplier — will be achieved where the
levy exceeds the cost of supply of some providers but not all:

“In this situation the first has an incentive to compete to obtain
the entire USO market while, ignoring possible scale effects,
the other has an incentive not to supply... Both suppliers could
benefit by allowing the supplier with the lower cost base to
expand to obtain the full market” (p 574).

Contestability pilots were being conducted when the PC
Report was written. As such, there are no conclusions on
their effectiveness. However, a few general comments about
contestability preface possible reasons for the failure of the
contestability trials:

“[CJompetition can be induced, even in the provision of
inherently loss making USO services, if the total levy is high
enough. However, this would increase the overall level of the
tax on consumers in general. It could also distort competitive
neutrality by overcompensating USPs for costs incurred

and induce inefficient investment in facilities by suppliers
attempting to increase market share” (p 575).

The Commission also commented on the practicality of
implementing a voucher system in response to this suggestion
in one submission:

“Although such a [voucher] system has potential to give
choice to consumers about services and providers, it would not
remove the need to determine an appropriate basis on which
to set the voucher value. To this extent, a voucher system could
continue the problems inherent in present arrangements.
Further, a voucher high enough in value to induce competition
could also induce inefficient investment in regions where just
one supplier is inherently most efficient” (p 575-6).

...on cost of the USO

The Commission recognised that the universal service levy
must be approximately equal to the actual net costs of universal
service provision:

“[I]t is important that the universal service levy be struck at an
amount that at least approximates, in aggregate, the actual net
costs of universal service provision. Otherwise...both competitive
neutrality and efficiency can be adversely affected. Further, an
estimate of net costs that is too low relative to actual costs
reduces the prospects for competition”(p 578).
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“The USO is also not

a policy tool without

cost to the community: it
is borne by consumers in
their telecommunications
bills. Any increase to basic

costs can adversely affect
those least able to absorb

price increases,and damage
the competitiveness of

all businesses”

(2000 Inquiry, p 172).

...on funding source

Although an assessment on whether the USO should be funded
out of consolidated revenue or industry-funded was beyond the
scope of the PC Report, the Commission did note that the view
of some submissions, including that of Optus, was to fund it

out of consolidated revenue:

“It can be argued that the provision of universal service
should be funded by the community as a whole, rather

than the telecommunications industry and consumers

of telecommunications services. R. S. Gilbert, for example,
suggested that ‘if [the Government] judges something should
be done in the public or community interest, the public or

the community ... should pay for it’(sub. 51, p. 2). Optus also
considered that universal service subsidies should be funded
out of consolidated revenue (sub. DR95, p. 54)” (p 568-9).

2000 Inquiry

The Telecommunications Service Inquiry was a public inquiry process
established in March 2000 by the Minister for Communications,
Information Technology and the Arts in order to assess and make
a certification on the adequacy of telecommunications services in
Australia. Over 1000 submissions were received and 31 roundtable
meetings and consultations were held across the country.

Key findings
...on the USO generally
The 2000 Inquiry notes the limitations of the USO mechanism:

“The USO is a blunt policy tool, all the more so in a market
with diverse needs. The USO may actually limit the potential
for a competitive marketplace to develop appropriate product
and service solutions” (p 172).

...on Telstra as the sole USP

No direct comments about the need for Telstra to be the sole USP
were noted. The 2000 Inquiry outlines the planned contestability
pilot program. The belief then was that:

“The current USO model was established in an era in which
many of Australia’s regional markets were natural
monopolies. In this circumstance, the subsidisation of one
provider was an effective policy tool. Technological
advancements suggest that most, if not all, those natural
monopoly characteristics no longer remain. The existing
restrictive subsidy scheme can now have the effect of
discouraging competitive entry by forcing potential entrants
to compete with an entrenched and subsidised incumbent in
less commercially attractive markets”(p 158).

The Inquiry recommended that, in the event that the contestability
trials failed, the USO policy measures would need to be reviewed.

...on cost of the USO

While there are no directly relevant comments, the 2000 Inquiry
did recognise that the costs of the USO, through the USO Levy,
are ultimately borne by consumers:

“The USO is also not a policy tool without cost to the community:
itis borne by consumers in their telecommunications bills.
Any increase to basic costs can adversely affect those least able
to absorb price increases, and damage the competitiveness of
all businesses”(p 172).

In an indirect way, the Inquiry also observed that the existing
level of the USO was inadequate for all regions. For example,
the Inquiry noted that to obtain the significant improvements
needed in remote Indigenous communities ,“funds in excess
of the effective subsidy flowing to those communities today
through the USO” would be required (p 182).

...on funding source

Although the Inquiry considered that the most effective

long term strategy for developing the most efficient provision
of telecommunications was through competition, the Inquiry
nevertheless recognised the need for continuing government
intervention in particular circumstances:

“Government intervention will be necessary to:

» encourage the development of a fully competitive market;

e encourage a more rapid introduction of competitive forces
in regional, rural and remote markets;

» address fundamental quality of service issues, particularly
in areas which do not yet fully enjoy the benefits of
competition; and

 ensure the particular needs of disadvantaged groups
are addressed.

While Government intervention will continue to be necessary,
it should be incentive-based to encourage players to meet
actual customer needs, rather than establish rigid service
obligations” (p 173).

Payphones Review

In response to the recommendations of the Estens Report, the
Minister for Communications, Information Technology and the
Arts asked the (then) Australian Communications Authority (ACA)
to undertake a review on the adequacy of payphone services

in July 2003. The ACA delivered the report in February 2004

(the Payphones Review). The Payphones Review covers the
payphone environment, the competitive market, universal
service, and industry monitoring and compliance.
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Key findings

...on competition in the payphones market

The Payphones Review noted that the greater part of the

payphones market was competitive:

“The competitive market is a major driving force behind the
payphone industry. Despite the attention Telstra receives for
its provision of payphones under the USO, 90 per cent of the
payphones in Australia are supplied on a commercial basis.
Only about 10 per cent are loss-making services and are

...on the payphones and the USO

The Payphones Review found that “payphone USO is

largely, but not fully, effective in meeting social needs (p 48).
After examining several alternative policy options for meeting
the social needs served by the payphone USO, the Payphones
Review concluded that “[t]here are no real policy alternatives

to a payphone USO today” (p 2).

Accordingly, recommendation 6 provides:

“The payphone USO placed on Telstra remains effective and

supported by universal service funding” (p 31).

However, the Payphones Review concluded that competition
alone could not address payphone demand in some places:

relevant, with some exceptions for which recommendations
have been made in this report. The payphone USO should

continue”(p 51).

“The fact that 10 per cent of Australia’s payphones are
loss-making and have to be subsidised under the USO at
present suggests that the competitive market alone would
not service all these needs. Hence payphone universal service
arrangements remain needed and relevant” (p 48).

Accordingly, the Payphones Review concluded that some

form of policy intervention was required.

...on cost and funding source for providing

the payphone USO

The Payphones Review noted that continued funding of
payphones through the existing general USO scheme faced
mounting challenges: “[w]ith revenues falling, the cost of providing
the payphone USO could be rising in an unsustainable way” (p 48).

However, the Payphones Review concluded that alteration of the
funding arrangements for USO payphones outside the context of
wider USO was not warranted as “the annual payphone subsidy
at $11.13 million remains only a very small component of the
total USO subsidy” (p 48).

SUMMARY OF USO REVIEW FINDINGS ON THE THREE MAIN QUESTIONS

2000 INQUIRY

TELSTRA AS
SOLE USP?

No comments.
Notes plan for
contestability trials.

PC REPORT (2001)

Comments contingent
on outcomes of
contestability trials.
Notes need to revisit

ESTENS REPORT (2002)

Recommends against
continuing investment
in contestability trials
due to lack of uptake.

2004 REVIEW

Notes no uptake by
other carriers of USO

in contestability trials.
Recommends the pilots

PAYPHONES REVIEW
(2004)

Notes that competition
unlikely to deliver

payphones in all areas
where there is demand

comments. Notes that
existing level of USO
isinadequate in

some regions.

must be approximately
equal to the actual

net costs of universal
service provision.

Future costs will be
“significant”.

model is needed.
Extensive difficulties
in developing such
a model noted.

USO mechanism if Agrees with principle of | be discontinued. (10% of payphones
trials fail. contestability are USO payphones).
in theory.
No directly relevant Universal service levy No specific finding. A new cost Payphone USO

could be rising
in an unsustainable
way.

FUNDING SOURCE?

In the absence

of competition,
government funding
will be necessary to
address fundamental
quality of service issues,
particularly

in areas which do
not yet fully enjoy
the benefits of
competition.

Assume this includes
provision of USO?

Out of scope for PC
Report. Commission did
note though

the views of some
submissions that it
should be funded

out of government’s
consolidated revenue.

Funding responsibility
should rest primarily
with Government,
rather than industry.

Telstra should fund.

While pressures

on USO payphone
funding, as only
asmall portion of
overall USO, not
justified in addressing
separately from USO.
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