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Assessment of issues
This investigation is about a government business activity which is in its infancy and has yet to produce ‘business as usual’ costs and revenues. Indeed, much of NBN Co’s pricing model is still being investigated by the Australian Competition and Consumer Commission’s (ACCC) in relation to the approval of its special access undertaking (NBN Co 2010a). 
As such, the AGCNCO has examined whether NBN Co is, ex ante, pursuing a business model which could place it in breach of competitive neutrality policy. The AGCNCO has placed greater emphasis on whether NBN Co has been established and operated in line with the principles set out in the Australian Government’s Competitive Neutrality Policy, rather than on whether the current commercial results are consistent with this policy. The AGCNCO has drawn on a range of evidence, including:

· the three complaints
· the responses to the complaints from NBN Co and the Department of Broadband, Communications and the Digital Economy (DBCDE)

· publicly available information, including the NBN Co Corporate Plan (NBN Co 2010a), NBN Co’s Business Case Summary (NBN Co 2010b) and Statement of Corporate Intent 2011‑2013 (NBN Co 2011e)
· the Australian Government’s Statement of Expectations (Wong and Conroy 2010)

· evidence presented during consultations by DBCDE, Department of Finance and Deregulation and the Australian Government Treasury. 
Some of the issues raised by the complainants fall outside competitive neutrality policy and are outside the purview of the AGCNCO. These issues are discussed in section 3.1. Substantive alleged breaches are discussed in section 3.2.
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Issues which fall outside competitive neutrality policy
Issues raised by OPENetworks, Comverge Networks and Service Elements that do not fall within competitive neutrality policy include NBN Co’s: 

· status as the provider of last resort in greenfield developments and the use of its profile to promote its business
· long term contracts with Telstra
· tender process to establish a panel of infrastructure providers. 
Provider of last resort and associated marketing strategy
The complainants allege that NBN Co has acted contrary to the statements made by the Minister for Broadband, Communications and the Digital Economy that NBN Co would be a provider of last resort in new developments. On 9 December 2010, the Minister, Senator the Hon Stephen Conroy, stated that:
… NBN Co would be the wholesale provider of last resort in new developments within or adjacent to its long term fibre footprint and meet the costs of doing so … (2010, p. 1)

The complainants allege that, rather than only providing wholesale infrastructure in instances where no other supplier will do so at a commercial price, NBN Co has actively sought business in commercially viable developments. 
OPENetworks stated that at a recent Urban Development Institute of Australia (UDIA) conference in Sydney, NBN Co represented their position as a provider in greenfield developments rather than as one limited to the provider of last resort:

… NBN Co and Telstra presented their new mandates from Government to the UDIA who represent all of the national developers of Greenfields in Australia.  NBN Co announced that in relation to developments with 100 lots of more, NBN Co was the sole provider and for under 100 lots Telstra was the sole provider.  They said that developers had to register with them for connection of telecommunications.  It was only when one of the members of the Greenfield Fibre Operators of Australia stood up and pointed out that there are other providers did they concede that there are private providers with whom developers may contract for FTTP networks.

As put by OPENetworks:

There is no issue with NBN Co acting as ‘provider of last resort’ in greenfield developments. That is where no alternative builder/provider/operators will deploy FTTP networks and, in that case, also providing the fibre and active equipment needed to operate the networks. However, where that is not the case and other builder/provider/operators will deploy FTTP networks on commercial terms NBN Co is still offering to deploy the fibre and active equipment and connect premises without charge to the developer. Clearly this undermines the market in greenfields and breaches the Competitive Neutrality Policy of government.

In its 17 December 2010 Statement of Expectations, the Government advised NBN Co of its view of what is meant by ‘provider of last resort’ (Wong and Conroy 2010):

The Government has now finalised the following expectations regarding NBN Co’s role as wholesaler provider of last resort within its fibre footprint:
· NBN Co will provide fibre in all new ‘broadacre’ developments;

· NBN Co will provide fibre in all infill developments in which 100 or more premises are built within a 36 month period in areas where NBN Co has not yet rolled out its network; …
· NBN Co may use whatever operational arrangements it chooses to service new developments, including sub-contracting and build-operate-transfer arrangements; …
These arrangements will not prevent developers from using other companies to roll out fibre networks in new developments if they wish … (p. 6) 
An ordinary understanding of the term ‘provider of last resort’ would suggest that NBN Co is limited to being the provider only in instances where no commercial alternative is available to a developer. However, the DBCDE in its response claims that the Government did not state that NBN Co’s role was limited to being a provider of last resort:
From the time it announced the NBN in April 2009, the government consistently left open the question of what role NBN Co would play in new developments. The government has not suggested NBN Co would be excluded from new developments or be limited to the role of provider of last resort.
Decisions by government businesses as to where and with whom they conduct their business arrangements must accord with commercial law, but do not constitute a breach of competitive neutrality policy if they do not rely on a competitive advantage by virtue of their government ownership. Competitive neutrality policy states: 

Competitive neutrality does not imply that government businesses cannot be successful in competition with private businesses. Government businesses can achieve success as a result of their own merits and intrinsic strengths, but not as a consequence of unfair advantages flowing from government ownership. (Australian Government 1996, p. 5)

Finding 3.
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NBN Co’s decision to be an alternative provider of fibre in greenfield developments (rather than only the provider of last resort) is not dependent on a competitive advantage by virtue of its government ownership and is not a breach of competitive neutrality policy. 

The complainants also argue that NBN Co’s profile, due to the size of the government’s commitment and media attention, places it at a competitive advantage over private suppliers. Comverge Networks, for instance, alleges that NBN Co is using its market position to promote itself to the property development industry as the only option for new fibre to the premises (FTTP) infrastructure:
NBN Co is using its market position under the umbrella of the Department of Broadband, Communications and the Digital Economy (DBCDE) to engage the industry as the only option for FTTP in new Greenfield developments. 

Competitive neutrality policy does not make specific reference to advantages conferred by such factors as market position. The policy is directed at those advantages of government ownership that are widespread and relatively easy to observe and correct. As stated in the Competitive Neutrality Policy Statement (Australian Government 1996):

Some of the competitive advantages enjoyed by government businesses are widespread and relatively easy to observe and correct. The Commonwealth’s competitive neutrality arrangements will directly address: exemptions from various taxes, access to borrowings at concessional interest rates, exemptions from complying with regulatory arrangements imposed on private sector competitors and other benefits associated with not having to achieve a commercial rate of return on assets. (p. 6)

Other advantages are not specifically addressed in the policy. The policy statement leaves these to be subject to the continuing development of commercialisation policies (including corporatisation):

Other advantages (and disadvantages) tend to vary across government businesses, and are more difficult to identify and correct. These distortions will be reviewed through the continuing development of the Commonwealth’s commercialisation policies which, among other things, address the need to establish appropriate organisational structures for government business activities. (p. 6)

Some business characteristics can confer advantage in the marketplace, but are not the direct consequence of government ownership. Matters relating to business type, size, location and market position can be exploited by all businesses. This is  explicitly recognised in the Competitive Neutrality Guidelines for Managers (Treasury and DFA 2004):

… CN [competitive neutrality] policy does not consider (nor is it concerned with) efficiency issues which are inherent with all competitors — such as size, skills, equipment, managerial competence or culture. (p. 4)

Finding 3.
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NBN Co’s use of its profile to promote itself to the development industry as a provider of fibre to the home in greenfield developments is an operational decision, and is not a breach of competitive neutrality policy.
NBN Co’s long term contracts with Telstra

The complainants raised concerns that NBN Co’s contractual relations with Telstra give NBN Co a competitive advantage over smaller telecommunications infrastructure providers. As Comverge Networks said:

NBN Co is engaging in commercial negotiations with Telstra for the ongoing transfer of all existing and new FTTP Greenfield sites, which is putting the other smaller players at a significant disadvantage. 

NBN Co has begun to finalise the process of entering into a number of long term contracts with Telstra (Conroy 2011b). These contracts, although not yet executed, will assist NBN Co to build the national broadband network. They are also a means of pursuing the Government’s policy objective of structural separation between infrastructure ownership and retail service provision in the telecommunications industry. As put by the DBCDE in its response to the complaints:

The NBN addresses concerns about the lack of effective competition in the provision of retail broadband services, particularly as a result of Telstra’s control of the copper customer access network and its vertical integration. It does this because it has been established as a wholesale-only, open access, non-discriminatory service provider, operating at a low level in the Open System Interconnection (OSI) model. These key principles are enshrined in law in the National Broadband Network Companies Act 2011 and the Statement of Expectations.
Through the migration of operations from existing integrated networks like those of Telstra and Optus as a result of agreements with NBN Co, a structurally separated telecommunications industry will be established in Australia.
As stated in the DBCDE response to the complaints, the use of government equity funding for NBN Co is intended, at least in part, ‘… to enable it to enter into long term contracts to deliver the government’s policy objectives’. 
NBN Co’s long term contracts with Telstra are a deliberate decision by the Government to establish a company of sufficient size and balance sheet strength to achieve the scale of reform required to create a structurally separated telecommunications industry in Australia. From a competitive neutrality viewpoint, the advantage is one of size, which other large businesses could also possess, rather than of government ownership as such. 
Finding 3.
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NBN Co’s long term contracts with Telstra are enabled by the size of the corporation and are not a breach of competitive neutrality policy.
Tender process for greenfield network providers

The complainants expressed concerns about the tender process used to establish a ‘… panel of appropriately qualified and experienced providers who can build and install fibre on its behalf’ (Conroy 2010, p. 3). As put by Service Elements in its complaint:

Under the guise of working in collaboration with the commercial providers, NBN Co and the Government have had commercial operators participate as unpaid advisers through the provision of proposals to NBN Co to build operate and transfer to NBN Co the FTTP networks in Greenfield developments (including network designs, specifications, operational information and pricing which was confidential market sensitive information) over the next few years, when NBN Co says it will not have the capacity to do so. …
Service Elements along with other providers have been left with nothing to show for their submitted business proposals but the loss of confidential commercially sensitive information to a competitor GBE. NBN Co is now free to use our business information, which would not otherwise have been made available to them without the written encouragement of the Minister for us to provide that information to NBN Co, who can now further exploit their competitive advantage by virtue of Government ownership.

Similar concerns were expressed by the other complainants. 

Again, competitive neutrality policy does not directly address the issue raised by the complainants. Rather, with regard to tendering processes it prescribes that:

All agencies conducting a tendering process must include a requirement for public sector bidders to declare their tenders are compliant with CN [competitive neutrality] principles. (Treasury and DFA 2004, p. 43)

The policy also covers the market testing of activities to ensure that no advantage is available to public sector bids or in-house provision (with compliance to be achieved through baseline costing exercises). In this respect, the policy seeks to ensure that when government businesses submit tenders, their pricing reflects a commercial return to a cost base that has been determined in line with competitive neutrality policy. Similarly, for activities which were previously conducted in-house (which was not the case in the tender process in question conducted by NBN Co), the policy seeks to ensure that the baseline costing used to evaluate bids (and the decision to take on external suppliers) is determined in accordance with competitive neutrality policy. 

On the issue raised by the complainants, NBN Co advised the AGCNCO that the tender was conducted in accordance with its terms and the Government’s requirements:

Contrary to the assertions made by the complainants, the Request for Proposal process conducted between December 2010 and March 2010 by NBN Co to invite proposals for FTTP solutions in new developments was conducted properly and in accordance with its terms and the Government’s requirements. All information received during the course of that process has been handled in accordance with the confidentiality restrictions imposed on it. 
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NBN Co’s tender process for establishing a panel of appropriately qualified and experienced providers who can build and install fibre on its behalf is not a breach of competitive neutrality policy. 
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Issues relevant to competitive neutrality policy
Three issues raised by the complainants are relevant to competitive neutrality policy:

· the pricing of infrastructure in greenfield developments 

· the expected rate of return and related issues

· NBN Co gaining advantages through Ministerial determinations.

Pricing in greenfield developments

Competitive neutrality policy requires government businesses to set their prices such that they earn a commercial rate of return from their overall business activities. As stated in the Competitive Neutrality Guidelines for Managers (Treasury and DFA 2004):

CN [competitive neutrality policy] requires that significant government businesses price their goods and services on a comparable basis to private sector organisations. This involves:

· identifying costs attributable to the business activity; and

· setting prices that take into account all relevant costs (including allowances for a commercial RoR [rate of return]) that would apply to private sector competitors. (p. 4)

It is not the price of any specific product or service that is at issue, but rather whether a commercial rate of return is achieved from the overall activities of a business. This provides the same flexibility for government businesses in setting prices for individual products as applies to private sector businesses. A pricing model that has adverse impacts on competition in particular market segments, therefore, would not represent a breach of competitive neutrality policy (though it would be subject to general competition law). 
For greenfield developments, the complainants observed that NBN Co will be supplying the fibre and active equipment at no cost to the developer, with developers obligations being limited to meeting the costs of ‘pit and pipe’ construction. NBN Co’s cost of fibre and active equipment is to be recovered from retail service providers. DBCDE advised that the reason for this approach is so that pricing between existing ‘brownfield’ and greenfield markets will be consistent: 
NBN Co will install fibre in new developments at no charge to developers, consistent with the government’s policy direction, and recover the cost from operations. This is a fairly common model for paying for large infrastructure installations, and is similar to the method Telstra has used for its copper network.

That NBN Co does not charge upfront for the provision of fibre is consistent with its national mission to provide fibre. That NBN Co can do this reflects its equity funding by the Commonwealth on a national basis and over an extended time horizon. NBN Co’s operations in new developments are consistent with NBN Co’s commercial operation generally and its provision of a return as a national operation.

NBN Co’s pricing model is different to that adopted by private providers. Private providers charge developers so as to recover the capital costs, and then provide access for retail service providers on a basis which is competitive with other telecommunications mediums (such as copper, coaxial and wireless). As put by OPENetworks:
A commercial alternative builder/provider/operators can only deploy FTTP networks by charging the developer for that capital cost because the retail service providers that access the FTTP networks will not pay more than the operating costs.

Similar sentiments were expressed by Service Elements:

It has transpired that even where there are competitors willing and able to provide the FTTP networks on commercial terms NBN Co is still offering to deploy the FTTP network and connect premises without charge to the property developer. This is clearly a competitive advantage to NBN Co, which is not available to commercial businesses who must recoup their costs from developers.

The differences in the approaches to pricing in greenfield developments between NBN Co and private providers will clearly have an effect on competition in that market segment. If NBN Co actively seeks business in these markets (rather than limit its operation to being a supplier of fibre as the provider of last resort), then developers have a clear incentive to use NBN Co to reduce their costs. The complainants argue that they would not be able to follow a similar pricing model given the need for greater financial backing and the risks of not being able to attract retail service providers to their networks if they were to recover full infrastructure costs from those providers when competing (and cheaper) mediums for service delivery are available (copper, coaxial and wireless). 
The AGCNCO notes that the charging of developers for the capital costs of other economic infrastructure, such as water, sewerage, drainage, electricity, gas and roads is not unusual. Indeed, as the Productivity Commission noted in its report on first home ownership (PC 2004), developer contributions for these infrastructure items have increased over the past 20 years:

For at least 20 years … the trend has been to install infrastructure [economic and social] from the outset, with more of the initial funding burden shifted onto developers through upfront charges. Developers have in turn sought to pass the charges on in higher prices for serviced lots and house and land packages. (p. 156)
In the home ownership study, the Commission said that such upfront charging was an efficient way to fund such service provision. The level of upfront charges would need to be determined in a manner that takes into account the mix of local and shared (more diffuse and community wide) benefits (PC 2004). But even in instances of shared infrastructure (such as network infrastructure), upfront charging was efficient:
… the Commission sees considerable merit in the use of upfront charging to finance major infrastructure where the incremental costs can be well established and, in particular, where such increments are likely to vary across developments (because of location and terrain). (p. 169)
The principles set out in the Commission’s 2004 report suggest that while there is a measure of developer contribution (in the form of pit and pipe costs), efficiency improvements, viewed from an economy-wide perspective, could arise from NBN Co varying its pricing strategy in greenfield developments. 

That said, the DBCDE, in its response to the complaints, advised the AGCNCO that the pricing model reflected the Government’s objective of achieving a common entry level broadband price structure for all Australian premises across all technologies used in the rollout: 

The return being sought from NBN Co is determined on a national product basis which is consistent with its mission of developing a ubiquitous national network providing superfast broadband services to all premises.
Consistent with achieving this objective, the DBCDE noted that the developer charging strategy reflected:
… concern that end-users in new developments could face costs in being connected to fibre that would not be charged in established areas and the need to maximise access to nationally consistent outcomes, including service performance and uniform national wholesale pricing. (p. 4)
As noted earlier, in relation to competitive neutrality policy, at issue is whether the business earns a commercial rate of return overall (discussed in the following section). Consideration of the impacts on competition of different pricing for particular market segments is not a matter for competitive neutrality policy. 
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NBN Co’s pricing model for individual goods or services in particular market segments, in itself, is not a breach of competitive neutrality policy. 

The expected rate of return on assets and related issues 
The complainants allege that NBN Co’s targeted (internal) rate of return of 7 per cent (referred to in some documents as a rate of return of 7.04 per cent), and the timeframe over which it is expected to be achieved, represents a breach of competitive neutrality policy. Specifically, they claim that it is:

· not achievable under the planned pricing structure

· not a commercial rate of return

· not achievable within a reasonable timeframe 

· not representative of the cost of meeting NBN Co’s shareholder loans. 

An internal rate of return represents the rate at which the net present value of costs and revenues is equal to zero. It does not account for the opportunity cost of capital employed. Although not stated in the publicly available information about NBN Co’s internal rate of return, the DBCDE informed the AGCNCO that the published 7 per cent internal rate of return is net of estimated tax payments made after 2028, and on a pre-tax basis could be closer to 8 per cent. 

From a commercial planning perspective, an internal rate of return is a useful metric as projects that yield rates of return greater than the weighted average cost of capital (WACC) are wealth creating. It is a separate question as to whether alternative investments could produce greater returns on the assets that are employed. Thus, at issue is whether the return from the project that NBN Co has undertaken to complete (building the national broadband network) will deliver a commercial return commensurate with its WACC. As the building of the national broadband network constitutes NBN Co’s entire operations, this return will also approximate the company’s expected commercial rate of return from all activities. 
As noted earlier, competitive neutrality policy requires government businesses to account for all costs and to charge prices such that they earn a commercial rate of return over a reasonable timeframe. The Competitive Neutrality Policy Statement (Australian Government 1996) establishes the relevant criteria:
GBEs [government business enterprises] are specifically required to achieve, over time, as a minimum benchmark, economic rates of return on assets for their commercial operations equivalent to the long-term bond rate plus an appropriate margin for risk. (p. 18)

Is the targeted rate of return achievable under the pricing model?

Unlike other investigations relating to rates of return (such as the investigation into the Australian Valuation Office, Investigation Report no. 11 (AGCNCO 2004)), these is no data on NBN Co’s financial performance to date to verify the achievement or otherwise of a commercial rate of return. Given that NBN Co is in its infancy, the AGCNCO has examined the processes used by NBN Co to determine its forecast revenues and costs. In this ex ante context, important considerations in relation to the pricing model are:

· the presence of sound processes for setting cost estimates and pricing 

· the presence of appropriate sensitivity testing around the assumptions that underpin the business case

· recognition that NBN Co has adopted a ‘cross-subsidy’ pricing model in order to achieve the Government’s stated objective of offering a common entry level broadband price structure. 

NBN Co’s summary business case (NBN Co 2010b) and corporate plan (NBN Co 2010a) state that the company expects to achieve an internal rate of return of 7 per cent. This is based on a 30 year planning model which sets out assumptions of demand, revenues and costs. In recognition of significant uncertainties, NBN Co has undertaken to update its corporate plan annually (NBN Co 2010b):

The assumptions made by the Company, which underpin the Plan, together with the business strategies and development of capabilities of the business, how the Company will measure its achievement of the financial and operational objectives, and the risk management and its mitigation strategies, will be reviewed on a regular basis to take into account the latest major developments; it is anticipated that the Plan will be updated at least once a year. (p. 14)

DBCDE, in its response, referred to an independent report which assessed NBN Co’s Corporate Plan:

An independent report on NBN Co’s Corporate Plan by Greenhill Caliburn (executive summary released in April 2011) considered key assumptions underlying revenue and cost projections in the Corporate Plan appear to be in line with a range of available domestic and international benchmarks, and are consistent with the stated policy objectives of the government with respect to the NBN.
NBN Co has conducted a number of sensitivity tests to clarify, in part, the impact of these uncertainties. The tests centre around the two major influences on the expected rate of return — the demand for services and construction costs (table 3.1). 
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Sensitivity of the internal rate of return

	
Scenarios 
	High construction costs
	Mid construction costs
	Low construction costs

	
	%
	%
	%

	Mid demand with high average revenue per user
	7.6
	8.3
	8.8

	Mid demand with mid average revenue per user
	6.3
	7.0
	7.6

	Low demand with low average revenue per user
	5.3
	6.1
	6.7


Source: NBN Co (2010a, p. 25). 
The planning approach, updates and sensitivity testing represent efforts by NBN Co to help identify its cost base and therefore set prices that can achieve its targeted rate of return. 

NBN Co’s pricing model is also subject to further scrutiny, by the ACCC, in order to gain approval for its a special access undertaking (SAU). As NBN Co states in its Corporate Plan (NBN Co 2010a):

It is proposed that NBN Co’s SAU will cover key price and product aspects of access to NBN Co’s fibre, wireless and satellite networks, as well as a limited range of non-price terms and conditions. ….
… When the SAU is lodged with the ACCC, the ACCC is required to assess the SAU against a series of statutory criteria (known as the ‘reasonableness’ criteria). These criteria include the promotion of competition, encouraging economically efficient investment in and use of infrastructure, the legitimate business interests of access providers, the interests of access seekers and direct costs. (pp. 106-7)

Such scrutiny will test NBN Co assumptions and provide greater clarity on whether the proposed pricing model is likely to achieve NBN Co’s targeted rate of return.

The AGCNCO notes that the assumptions used by NBN Co to develop its corporate plan, business case and pricing have been subject to scrutiny and sensitivity testing. NBN Co is taking steps to be satisfied that its targeted rate of return is achievable under its pricing model. 

Does the targeted rate of return represent a commercial return?

Competitive neutrality policy allows for commercial rates of return to be determined in a number of ways. One way is for the rate of return to be agreed to by the government (through its shareholder ministers). The Competitive Neutrality Guidelines for Managers (Treasury and DFA 2004) state:
GBEs [government business enterprises] already have specific arrangements in place to determine their RoR [rate of return]. These are agreed by the Minister for Finance and Administration and the responsible portfolio Minister. The Treasurer is also consulted. (p. 30)

As discussed in chapter 1, in the case of NBN Co, the Government’s Statement of Expectations (Wong and Conroy 2010) states that:

The Government’s vision for NBN Co is that it operates as a commercial entity. (p. 2)

The DBCDE in its response to the complaints also advised that:
In pursuing the objectives set by the government, NBN Co has been established to operate on a commercial basis.

That the government expects NBN Co, subject to GBE requirements, to operate as a commercial entity is reiterated in the Statement of Expectations.
The DBCDE noted that no specific rate of return has been stipulated by the shareholders. As set out in NBN Co’s Corporate Plan, the direction regarding the rate of return is that:

The expected rate of return should, at a minimum, be in excess of current public debt rates. (NBN Co 2010a, p. 12)

A rate of return that exceeds the long term bond rate is a necessary condition to ensure compliance with competitive neutrality principles. However, it is not, of itself, sufficient, in that the policy also requires a return which includes an appropriate margin for risk. 
The DBCDE is silent on what may constitute an appropriate risk margin for NBN Co as a commercial business:
The Corporate Plan provides for taxpayers to get their investment back, with interest; the NBN is forecast to generate a rate of return higher than the government bond rate. 

NBN Co’s expected rate of return is 7.04 per cent, which compares favourably with the average 10 year bond rate (July 2009 to November 2010) of 5.39 per cent …

The Minister for Broadband, Communications and the Digital Economy has stated that (Inside Business 2010):

… we have never taken the approach that we need to make the rate of return that the telco sector is used to. This is a project which returns all of the government’s money and interest costs, and makes a modest return of six to seven per cent.

The NBN is seen by the Government as the platform for delivering a number of its telecommunications industry reforms. As put by DBCDE:

By investing in the NBN, the government is putting in place the essential underlying infrastructure which is the platform for Australia’s improved participation in the digital economy. The government considers the structural reform it is pursuing provides a once-in-a-generation opportunity to create a level playing field and enable retail competition and investment to flourish for the benefit of consumers.
The presence of non-commercial benefits from NBN Co’s business activities (examined later) does not over-ride the commercial discipline that underlies competitive neutrality policy, including the requirement to earn a rate of return that justifies the long term retention of assets in those activities.
The weighted average cost of capital

The Competitive Neutrality Guidelines for Managers (2004) provides guidance on how to determine a commercial rate of return when a benchmark rate has not been set by government. A number of approaches are discussed, including determining the WACC. 
The WACC is the average of the minimum rates of return owners and creditors require to be paid, reflecting the risk profile of the business. As put by NBN Co, WACC estimates describe the ‘… return that has to be generated, in expectation, to attract capital investment from equity and debt investors’ (NBN Co 2010a, p. 143). Once this has been determined, it becomes the benchmark rate against which a rate of return can be compared. 
NBN Co’s corporate plan provides estimates of the company’s WACC over the next 30 years. These estimates vary across the phases of the roll out, reflecting the different levels of expected risk for each of the phases. When risk is greatest, during the proof of concept phase, estimates of the WACC are close to 25 per cent. Once established, WACC estimates fall to between 8 and 9 per cent (figure 3.1). The average WACC over the first 25 years, based on the expected amount of invested capital, was estimated to be between 10 and 11 per cent. (Comparisons made by NBN Co to other telecoms indicates that the cost of capital for non-incumbent European telecoms are in the order of 7 to 8 per cent and for regulated utilities/infrastructure of around 6.5 to 7.5 per cent (NBN Co 2010a, p. 144).)
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 SEQ Figure \* ARABIC 1
WACC estimates over NBN Co roll out

2011-2025
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Data source: NBN Co (2010a, p. 143). 

The Competitive Neutrality Guidelines for Managers (Treasury and DFA 2004) advise that the WACC approach may only be workable for a business which could benchmark its cost of equity (and debt) against other businesses:
The WACC approach is likely to be appropriate for businesses that have a mix of equity types and undertake activities that are reasonably well established in the private sector (where benchmark data on the cost of equity is available). (p. 32)

For industry sectors where a comparable WACC is not easily determined, and managers are only able to approximate the business’ market risk, the guidelines suggest risk broad-banding. This approach applies a benchmark base cost of capital (the Australian Government’s nominal long term bond rate) and adds a risk premium (for more detail see CCNCO 1998). The suggested risk premiums for low, medium and high risk activities are 3, 5 and 7 per cent respectively. Using such an approach to determine a commercial rate of return would be consistent with the shareholder direction given to NBN Co in relation to the returns sought. 

Using NBN Co’s estimates of the average long term (10 year) Australian Government bond rates (5.4 per cent) for consistency, the indicative risk broad-banding commercial rates of return range from 8.4 per cent for low risk activities to 12.4 per cent for high risk (table 3.2). 

Table 3.
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Risk broad-banding estimates

	Risk assessment
	Base rate
	Risk premium
	Required pre-tax rate of return

	
	%
	%
	%

	Low
	5.4
	3.0
	8.4

	Medium
	5.4
	5.0
	10.4

	High
	5.4
	7.0
	12.4


Sources: Treasury and DFA (2004); NBN Co (2010a). 
NBN Co’s expected (after tax) internal rate of return of 7 per cent from building the national broadband network will deliver a return to NBN Co that is below all risk broad-banding estimates of commercial rates of return.
 NBN Co’s own estimates of risk (used to determine their average WACC of between 10 and 11 per cent or higher over the next 25 years) also suggest it views itself as operating in at least a medium risk environment for the foreseeable future. On this basis, the targeted 7 per cent return after tax does not represent a commercial rate of return. 
DBCDE’s response to the complaints confirms that the government has internalised the cost of risks that a commercial entity would need to bear:
The project is being financed by the government because it is best able to mobilise the capital required and manage the risks involved, rather than the private sector which would require an additional risk premium for risks controlled by government.
Under competitive neutrality policy, government businesses should adjust their cost base to offset advantages they receive by virtue of government ownership. This applies to the cost of debt, including any explicit or implicit government guarantees, but as discussed later, NBN Co has no debt exposure in the foreseeable future.
Non-commercial benefits
Where governments direct their businesses to undertake (or offer to private businesses) non-commercial activities, the business can retain its commercial focus and operation by being fully (and transparently) funded for the non-commercial activity through a ‘community service obligation’ (CSO) payment. Australian governments have generally based their definitions of CSOs on the formulation proposed by the Steering Committee on National Performance Monitoring of GTEs:

A Community Service Obligation arises when a government specifically requires a public enterprise to carry out activities relating to outputs or inputs which it would not elect to do on a commercial basis, and which the government does not require other businesses in the public or private sectors to generally undertake, or which it would only do commercially at higher prices. (SCNPMGTE 1994, p. xi)
DBCDE and NBN Co argue that NBN Co’s ‘commercial’ rate of return should be viewed in the context that the company has been established to deliver both commercial and social benefits. As put by DBCDE:
The government has created NBN Co to build and operate a new fibre network (supplemented by next generation wireless and satellite technology) to address a number of failures in the telecommunications market …

NBN Co, in its Statement of Corporate Intent 2011-2013 (NBN Co 2011e), states:
As a commercial company, NBN Co has been established with the aim of providing an acceptable return to our shareholders.

However, the NBN is a Government initiative that has more than just a commercial return as its objective – it has a broader set of social and economic objectives, which NBN Co must balance with commercial objectives. …
It will have benefits for education, health, environment and transport management, entertainment delivery and business productivity. It is not part of NBN Co’s role to determine the nature, magnitude or prioritisation of these additional benefits, but they are expected to be above and beyond the financial returns to be made by the Government’s investment. (p. 11)
NBN Co is not funded through an explicit CSO for the delivery of non-commercial benefits that the Government requires it to provide. Further, the AGCNCO has not been provided with any quantification of the non-commercial benefits that are expected to be generated by the business activities of NBN Co. 
In the absence of such quantification the AGCNCO is unable, at this point, to determine whether the difference between a commercial rate of return for NBN Co (reflecting its risk profile), as required by competitive neutrality policy, and NBN Co’s expected rate of return of 7 per cent, is adequately explained by the non-funded community service obligations required of NBN Co by the Government. There is a potential ex ante breach of competitive neutrality policy.
Finding 3.

 SEQ Finding \* ARABIC 6
In the absence of a quantification of the non-commercial benefits to be delivered by NBN Co, the targeted rate of return of NBN Co represents a potential ex ante breach of competitive neutrality policy.

Recommendation 3.

 SEQ Recommendation \* ARABIC 1
The Australian Government should arrange for an analysis of the nature and magnitude of the non-commercial benefits required to be delivered by NBN Co On receipt of the analysis, the Australian Government should put in place accountable and transparent community service obligation funding.
Recommendation 3.

 SEQ Recommendation \* ARABIC 2
To comply with competitive neutrality policy, NBN Co would need to adjust its pricing model by taking into account funding by the Australian Government for its community service obligations and would need to demonstrate that the adjusted pricing model is expected to achieve a commercial rate of return that reflects its risk profile.

Is a commercial rate of return achievable in a reasonable timeframe?

NBN Co’s business case and corporate plan are based on a 30 year model, with positive cash flows (after capital and debt costs) accruing from 2022. The complainants allege that this timeframe is unreasonable when viewed from a commercial perspective and that it represents a breach of competitive neutrality policy. 
As stated by OPENetworks:

The further question is what commercial returns should NBN Co be providing its shareholders now or even within a reasonable timeframe, given that no other competitor or commercial network builder/provider/operators, such OPENetworks can delay producing profits for their shareholders if they are to carry on a sustainable business. It is not an answer for NBN Co to expend billions of taxpayer funds to eliminate other competitive network builder/provider/operators from the market over what may even be a period of say 3 to 5 years, and then try to justify that delay in profits by only then declaring a commercial dividend on profits because of anti-competitive processes. That is not what the government through the competition reforms that produced the Competitive Neutrality Policy had in mind for a government owned business of significance operating in the commercial marketplace.

Competitive neutrality policy and guidelines provide limited guidance as to what is considered to be a reasonable timeframe in which to earn a commercial rate of return. The Competitive Neutrality Policy Statement (Australian Government 1996) states that returns should be such to justify the retention of assets in the business in the long-term:

All Commonwealth organisations identified as engaging in significant business activities will be required to earn commercial returns at least sufficient to justify the long-term retention of assets in the business, and to pay commercial dividends (ie, equivalent to the average for their industry) to the Budget from those returns. (p. 17)
A number of previous AGCNCO investigations have examined issues relating to the timeframes under which commercial returns should be achieved — CCNCO 2000 and 2001, for example. The Office has previously stated that:
… the commercial rate of return requirement is not a single year target, but rather is an average that should be achieved over a reasonable period. Failure to earn a commercial rate of return in any particular year, or even over several years during the establishment phase of a business, may not necessarily constitute a breach of competitive neutrality. (CCNCO 2001, p. 11)

Consistent with this advice, a delay in NBN Co earning profits and commercial rates of return over their start-up phase is not necessarily a breach of competitive neutrality policy. Indeed, for major infrastructure projects, it can be the norm.

In question, however, is the reasonableness of the length of the start-up phase. NBN Co’s business case suggests that positive cash flows (after capital and debt costs) will be realised after 12 years (NBN Co 2010a, p. 133).
The DBCDE argue that within the first 15 years, where commercial returns will be negative or low, NBN Co will be the mechanism by which the Government delivers its telecommunications industry reforms and that the delay in achieving commercial returns is justified by the achievement of the Government’s policy objectives:
NBN Co will be funded with government equity until NBN Co has sufficient cash flows to support private sector debt without explicit government support. The provision of equity is intended to enable NBN Co to implement the government’s policy.
Should there be payments by the Government to NBN Co for the delivery of non-commercial benefits, the period prior to the achievement of commercial returns would be reduced. 
Finding 3.

 SEQ Finding \* ARABIC 7
In the absence of a quantification of NBN Co’s community service obligations, the expected timeframe for achieving a commercial rate of return represents a potential ex ante breach of competitive neutrality policy.

Does the rate of return meet the cost of NBN Co’s shareholder loans? 

The complainants put forward that the Government’s commitment of funds to NBN Co represent a shareholder loan. On this basis, the funds should be viewed as debt when assessing compliance with competitive neutrality policy. As suggested by Service Elements:

There is no certainty of a sale of shares or the business of NBN Co after the NBN is deemed by Government to be complete. As such the assurance of any ROR is illusory and a sham designed to avoid scrutiny by Australian voters by describing the funding by Government as a loan. If it is a loan then it should be on commercial terms and that is not the case.

NBN Co has received significant public funds through an equity investment by the Government. Government equity injections are expected to total over $27 billion over the next 30 years (NBN Co 2010b). Payments in the form of equity are substantiated by NBN Co’s financial report (NBN Co 2010e). 
Competitive neutrality policy only requires debt neutrality provisions to be applied when monies are borrowed from the Australian Government or raised in the market. As stated in the Guidelines for Managers (Treasury and DFA 2004):

Managers must adjust their cost base, and therefore prices, where they borrow money at a rate that reflects the credit risk of the Australian Government as a whole rather than a rate reflecting the credit risk of that type of business activity. (p. 21)

In such circumstances, government businesses are required to make adjustments to their cost base so that debt is costed at commercial rates, reflecting the risk of the business on a stand-alone basis. 
Finding 3.

 SEQ Finding \* ARABIC 8
The Australian Government’s equity funding of NBN Co is not subject to the debt neutrality provisions of competitive neutrality policy. 

Advantages received through Ministerial determinations

Issues of regulatory neutrality arise when government businesses are exempted from complying with regulations that are faced by their actual or potential competitors. Examples include exemptions from planning and environmental regulation and licensing requirements. Competitive neutrality policy requires that where issues of regulatory neutrality arise, government businesses are required to either operate under that regulation or alternatively account for the cost of any advantage by making payments to the official public account.

Managers must adjust their cost base, and therefore prices, by an amount equivalent to any advantage they accrue by not being subject to similar regulatory arrangements and obligations as their competitors. (Treasury and DFA 2004, p. 27)

OPENetworks puts forward that there is:

… a serious regulatory benefit that may be bestowed on NBN Co if the Ministerial Instrument that is to set conditions for the FTTP network design and deployment determines that NBN Co standards and specifications shall apply, rather than those of say, Comms Alliance or in a Code approved by the ACMA for FTTP greenfield developments or as currently adopted by the various greenfield builder/provider/ operators of FTTP networks (not just NBN co). 

While a Ministerial determination that adopts NBN Co’s current practice may provide a benefit if, in order to comply, other operators must change the products they supply, it does not exempt NBN Co from regulations that apply to other competitors. Thus, such determinations would not be a breach of the regulatory neutrality provisions within competitive neutrality policy. 

Further, under the power to make Ministerial determinations contained in the Telecommunications Legislation Amendment (Fibre Deployment) Act 2011) no relevant determinations have been made. 
Finding 3.

 SEQ Finding \* ARABIC 9
As no relevant Ministerial determinations have been made to date, there has been no breach of competitive neutrality policy. Further, if such determinations do not exempt NBN Co from regulations that apply to other competitors they would not be a breach of the regulatory neutrality provisions within competitive neutrality policy.
3.

 SEQ Heading2 3
Summary of findings and recommendations

In relation to the issues raised in the complaints that fall within competitive neutrality policy, the AGCNCO found that:
· NBN Co’s decision to be an alternative provider of fibre in greenfield developments (rather than only the provider of last resort) is not dependent on a competitive advantage by virtue of its government ownership, and is not a breach of competitive neutrality policy. 

· NBN Co’s use of its profile to promote itself to the development industry as a provider of fibre to the home in greenfield developments is an operational decision, and is not a breach of competitive neutrality policy.
· NBN Co’s long term contracts with Telstra are enabled by the size of the corporation, and are not a breach of competitive neutrality policy.
· NBN Co’s tender process for establishing a panel of appropriately qualified and experienced providers who can build and install fibre on its behalf is not a breach of competitive neutrality policy. 

· NBN Co’s pricing model for individual goods or services in particular market segments, in itself, is not a breach of competitive neutrality policy. 

· In the absence of a quantification of the non-commercial benefits to be delivered by NBN Co, the targeted rate of return of NBN Co represents a potential ex ante breach of competitive neutrality policy.

· In the absence of a quantification of NBN Co’s community service obligations, the expected timeframe for achieving a commercial rate of return represents a potential ex ante breach of competitive neutrality policy. 

· The Australian Government’s equity funding of NBN Co is not subject to the debt neutrality provisions of competitive neutrality policy. 

· As no relevant Ministerial determinations have been made to date, there has been no breach of competitive neutrality policy. Further, if such determinations do not exempt NBN Co from regulations that apply to other competitors they would not be a breach of the regulatory neutrality provisions within competitive neutrality policy. 
The AGCNCO has found that NBN Co is in potential ex ante breach of competitive neutrality requirements. The AGCNCO recommends that to comply with the Australian Government’s competitive neutrality policy:

· The Australian Government should arrange for an analysis of the nature and magnitude of the non-commercial benefits required to be delivered by NBN Co. On receipt of the analysis, the Australian Government should put in place accountable and transparent community service obligation funding.

· To comply with competitive neutrality policy, NBN Co would need to adjust its pricing model by taking into account funding by the Australian Government for its community service obligations and would need to demonstrate that the adjusted pricing model is expected to achieve a commercial rate of return that reflects its risk profile.
� 	Taking into account tax payments, the expected internal rate of return is likely to be close to the required pre-tax rate of return for a low risk business. However, as NBN Co does not consider itself low risk, and would not be considered such in the first 30 years of its operations, a return of close 8 per cent would not be considered a commercial rate. 
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