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PROF WOODS: Welcome, ladies and gentlemen, to the draft report hearings for
the Productivity Commission inquiry into telecommunications specific competition
regulation. I’'m Mike Woods and I'm the presiding commissioner for thisinquiry.
I’'m assisted in thisinquiry by Richard Snape, who is deputy chairman of the
commission. The draft report was released on 29 March thisyear. It covers

Part X1B and XIC of the Trade Practices Act and various parts of the
Telecommunications Act. The commission is requested to aim to improve the
overall economic performance of the Australian economy in its considerations. A
copy of our full terms of reference is available at the end of the room.

Could I reinforce the point that we've been making during the inquiry that this
isnot just a stocktake of the here and now but is about setting the regulatory
framework for the medium-term future of telecommunicationsin Australia. 1'd like
to express our thanks to those people and organisations who have contributed to the
inquiry to this point, including those who have responded to our draft report. These
hearings represent the next stage and will be a valuable input into the finalisation of
our report. Thefinal report will be provided to government by or before
22 September 2001.

| would like these hearings to be conducted in areasonably informal manner
but | remind participants that a full transcript is being taken and will be made
availableto all interested parties. It will be posted to our Web site within three days
of the date of hearing. At the end of the scheduled hearings for the day | will provide
an opportunity for any persons present to make a brief oral presentation should they
wishto do so. I'd like to welcome to the hearing our first participants from
Vodafone. For the record please could you state your names and your position in the
organisation.

MR CLARKE: David Clarke, | am general manager regulatory and carrier affairs.

MR STIFFE: | am Peter Stiffe. | am general manager group regulatory for
V odafone Pacific.

MR KENNEDY: [I'm Sean Kennedy, policy analyst in regulatory and carrier
affairs.

PROF WOODS: Thank you very much, gentlemen. Do you have an opening
statement you wish to make?

MR STIFFE: Yes, wedo.

PROF WOODS: Thank you.

MR STIFFE: Thank you for the opportunity to provide feedback on the
commission’s draft report. In our view the commission is certainly moving in the
right direction through the draft report; however, we believe that you can go further

towards recommending a generic legislative approach to the regulation of
competition and telecommunications. The industry isin a period of dramatic change
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driven by customer demand, technology and intense competition. End users are
benefiting through lower prices and better quality as well as having access to new
and innovative products and services. The competitors themselves are also changing.
Mergers, acquisitions and consolidation are occurring at avery rapid pace asthe
industry continues to reinvent itself to meet the challenges of the competitive arena
and the internationa investment markets.

The benefits of competition have been most strongly felt in the mobile market.
Five network owners and a multitude of service providers have created what we
believe is one of the most competitive mobile markets in the world and we compare
that against the experiences of the V odafone group worldwide. Since itsintroduction
in 1997 the regulatory regime has had differing impacts across the industry. There
has been little direct impact on the mobile market to date. However, we note recent
moves by the ACCC to broaden its regulator focus to include non-dominant PSTN
operators and mobile networks. We consider that the rationale for thisis somewhat
guestionable. Regulatory interventions, especially one of access, need to betightly
focused on durable market failure. In our view, investment and innovation are
threatened by a broader scope of regulation.

Our submission is focused on the draft report’s proposed changes to Part XIC.
While Part X1B is obviously an important element to the regime, we haven't had any
direct experience in dealing with it; however, we do consider that the general
behavioural positions of the Trade Practices Act can deal with any issues that may
arisein the mobile industry in future. If properly implemented, the Productivity
Commission’s reform package should lead to an improved regulatory environment.
We support a number of recommendations in the report that improve declaration and
arbitration processes.

However, we are concerned with some of the report’s conclusions and in
particular, we challenge the perceived pervasiveness of network effects. In our view
they are overstated and should not be used to justify the continuance of an
industry-specific approach. We also consider that the new declaration criteria, when
combined with the Productivity Commission’s proposed changes to Part I11A of the
Trade Practices Act, will not achieve the desired outcomes. Legidlative pricing
principles, as currently proposed, should not be introduced unless combined with a
modified declaration criterion that is more tightly focused on durable market failure.

If such market failures do exist, and we don't have aview either way, they
could only practically exist in the legacy elements of Telstra’'s network. A new
regulatory approach to competition is required for telecommunications. We believe
that it is now time to stop treating telecommunications as a specia case. All
industries are special cases. The regime should be tightly focused on durable market
failure with aformal biasin favour of market-delivered outcomes rather than
regulatory action. What I'd like to do now, if that is okay with the commission, isto
hand over to Dave Clarke just to provide a few words about how we see the future
developing in mobile communications.

PROF WOOQODS: Vodafone'svision.
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MR STIFFE: For what it'sworth.
PROF SNAPE: Thank you. You must have been listening.
PROF WOODS:. We welcome that.

MR CLARKE: Our vision going forward: as you probably know, Vodafone has
recently purchased Spectrum at the recent auctions. That's the beginning of
substantial further investment in the development of 3G services and applications.
We're prepared to take that commercial risk, getting involved in those services and
developing those services. Welll take that risk along with our business partners and
those business partners will probably include facility providers, service providers and
marketing experts as well as application providers. We don't consider it wise or
necessary to overlay that commercial risk with regulatory risk. The future

landscape - - -

PROF WOODS: You said there your partners would probably involve that, so they
haven't been a party to the purchase?

MR CLARKE: No, the purchase is a stand-alone.
PROF WOODS: The purchaseis your risk.

MR CLARKE: Yes.

PROF WOODS: Thank you.

MR CLARKE: [ think it'sworth pointing out that the investment in Spectrum is
just the beginning and probably a small part of the total investment in Third
Generation Services.

PROF WOODS: Okay. Sorry to interrupt.

MR CLARKE: That'sfine. Futurelandscape: we see will see the convergence of
all types of different services, fixed, mobile, wireless, broadband, broadcast, content,
location based services. How and when exactly they’ll develop it, | don't think
anybody can be certain. They'll cross national boundaries and there won't be any
artificial industry demarcation. There will be multiple access technologies and
within each technology there will be multiple providers. By multiple providers, we
don't envisage hundreds of providers, but there will certainly probably be some
consolidation among the existing providers. At the same time there will be new
entry. On top of that access layer there will be a multitude of service, content and
application providers.

We don't foresee any access problemsin this extremely competitive

environment. Behavioural problems may or may not occur. However, if they do
occur, then we think they should and would have to be dealt with under a general
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competition framework. Thanks.

PROF WOODS: Thank you very much. | wish to thank Vodafone for their
ongoing support to thisinquiry and for the submissions that you've been making
during our processes. Y ou've constantly promoted the concept of regulatory
forbearance. It's been one of the singular points of stability in thisinquiry and we
understand your views clearly on that. Y ou say, and | suspect largely in support of it
at para 1.10 of your submission that:

Operators will behave rationally in the long run, set economically
efficient prices which optimise traffic flows and generate a reasonable
return on investment.

It sounds excellent and no doubt isin support of your view on regulatory
forbearance. Why then isit that there are so many disputesin relation to access and
access pricing in this current environment? | mean, presumably it’s not just that
there's regulation there that alows the opportunity for dispute; it's meant to be a
fall-back and that the model is to encourage commercial resolution of issues where,
as you say, operators are behaving rationally and setting economically efficient
prices. There seems to be a dlight mismatch between current practice and thisworld
that we would liketo livein.

MR CLARKE: Maybeif | start off. We will start with an easy question.
PROF WOODS: Might aswell.

MR CLARKE: | guessthere hasbeen alot of access disputes. | guess everybody
isaware - Telstra has pointed out continually - that while there has been alot of
disputes, there's been alot more commercial agreements struck than there have been
access disputes. | think from Vodafone's point of view | guess we're quite proud of
our record that we've never instigated an access dispute, we haven't found it
necessary. We've managed to strike commercial deals with providers. | guessthe
regime that existsin what has generally been characterised by declining access prices
may or must have created a perception that through regulatory gaming you may be
able to accelerate that or take some sort of commercial advantage by getting an
arbitrator involved.

| guess another factor isit’s continually suggested that we're two, three years -
whatever - into a new regime and these disputes still exist. Maybe there needs to be
more realistic understanding of how quickly commercial pressures will shape the
market. If thereisan opportunity to get somebody to intervene to force that, then
maybe it’s tempting for some access seekers.
PROF WOODS:. When you're answering, if you could assist the gallery - - -
MR CLARKE: Sure.

PROF WOODS: - - - of keeping the volume up.

16/5/01 Telecommunications 184 D. CLARKE and OTHERS



MR CLARKE: | don't know if you want to add anything?

MR STIFFE: | guessfrom my point of view I'd just like to emphasise one of the
points that Dave made which was really that although it may not be the intention of
the current regulatory regime to automatically favour progress towards disputes,
nevertheless it becomes a commercial tool. So you have acommercial negotiation.
Sometimes you would just treat the dispute resolution process as another part of the
commercia negotiation framework and | think that is one of the risks of having that
as an automatic backstop to negotiations.

PROF WOODS: Isthere some way of amending the current regulatory framework
to more clearly put commercial resolution to the fore and to have regulatory
intervention as alast resort? | mean, | understand your point that if it'sthere, it's part
of thetool bag. Isthere some way in which it can be made more residual ?

MR STIFFE: Thekey way to doitisto limit its application as much as possible.
PROF WOODS: Have higher hurdlesto jump over becomes you can get to it.

MR STIFFE: Alsoto carefully look at the types of servicesthat it can be applied
to. Butin acommercia market, prices are declining anyway and | think mobile
termination is a case in point, that through commercial negotiation those prices have
declined quite rapidly. If that’s the case, then do you actually need to put a further
layer of dispute resolution (indistinct) dispute resolution in that process. So perhaps
one way of dealing with thisisto very tightly focus the scope of arbitration to those
services where there is not progress in terms of commercial negotiation.

PROF WOODS: We, | suspect, will spend alittle time looking at the termination
issue because - although, as you say, prices might be declining, the base is somewhat
high and | suspect there’s still alittle way to go in getting the right answer there, but
we will pick that up later in this process. You say on 114 that network effects, as
described particularly in our draft report, deal more with anticompetitive behaviour
than industry structure, and you feel that the focus should be more on market power
and its use rather than network effects or any-to-any connectivity as such. Again,
what changes would you see to the regulatory environment to focus more on this
issue of market power and, if your thesisis correct, to draw less distinction on the
any-to-any connectivity nature of telecommunications specifically?

MR CLARKE: Maybeif | can pick that up. Again, we'vetried to make the point
that we don't consider that network effects are as substantial as perhaps the
commission hasin their draft report. We think that's overstated, and it seemed to me
that that was one of the main reasons why the telecommunications industry was
being portrayed as some special industry that needed special treatment. So when we
look at network effects from a practical point of view, certainly any new player that
enters the market, then Vodafone has immediately got acommercial incentive to
reach connectivity as soon as they have any connected customers. Any lack of
content connectivity is revenue foregone on our part. Our customers can't call the
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new entrance customers, which isretail revenue foregone, and similarly in the
reverse direction, it's terminating revenue foregone.

From apractical point of view, the way we try and do that isinitidly if
volumes are low we would set up transit arrangements with the new entrant. As
volumeisincreased, critical massisincreased, then we'd move towards a direct
connectivity rather than atransit, provided there are sufficient volumes as
commercial incentive on both parties. So we see that the commercial incentives deal
with connectivity issues and you don't need to single out this network effect or
connectivity as aspecial reason for additional regulatory intervention.

MR STIFFE: And also interms of the behavioural issues, our view isthat there are
aready the tools to be able to deal with that through the Trade Practices Act anyway.
So we think that that provides a mechanism to deal with any bad behaviour.

PROF WOODS: Allright. Let'slook then at what we're defining as "the industry”
because in a number of cases through your submission you talk about "the entire
industry" and then sometimes you might say "the mobile market in particular”, but
then in other places you say:

The mobile industry has developed in quite a different way to the fixed
line network.

Perhaps it would assist in our discussion this morning and in the evidence that
you present to at times differentiate where you're talking about the mobile market as
such versus the entire industry or attributes that relate to the fixed line network as
such. | draw it to your attention in our overview that the commission argues that the
focus of regulation should be on the core bottlenecks, as best exemplified by access
to the local loop. We see the regul ations should focus on the core disturbance and
not chase the rings of the pond as the industry moves out from that point of core
disturbance. So that focusis much more on the fixed line network but it would help,
| think, at timesif we could draw that distinction where you're talking about mobiles
in particular rather than the telco industry generally. Would you agree that there are
some distinguishing features? Where we talk about any-to-any connectivity and
network of facts, they relate to the total of telecommunications, but the level of
competition in mobilesis different from where you're talking about the local loop in
particular, where clearly Telstra has and will continue to have dominance,
particularly on the copper wire network.

MR CLARKE: Okay. I think it'sfair to say our thinking is certainly shaped by our
experience in the mobile market, but | think that thinking is equally applicable to the
industry or the telecommunications market more generally. Certainly when we're
talking about connectivity, we're connecting to other mobile players and other
fixed-wire players and our approach doesn't differ. A small mobile network, we've
immediately got incentives to establish connectivity. Similarly, with asmall PSTN
network we'll establish connectivity immediately or as soon as possible, and | think
applying our experience and thinking to the PSTN market, we certainly couldn't see
any reason why you would need to regulate a non-dominant PSTN provider. We
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think if they do set, say, terminating access fees too high, then they’ll be punished in
the market. We don't see how that can be sustainable. Asto the incumbent local
loop, again we don't see any reason why that needs a specific regulatory regimeto
deal withit. Wethink it could be dealt with under a general regime. The
outcomes - - -

PROF SNAPE: Quickly enough, which isacomment that has come up quite alot -
that the general regime istoo slow and that in thisindustry we need speed because
the industry is changing so quickly. Can the general regime as currently structured
move quickly enough for thisindustry?

MR STIFFE: | think some would argue that the existing specific regimeis
incapable of moving quickly enough, and one of the things that we wonder is
whether regulation as atool, and particularly structural regulation, is actually ever
going to be able to move quickly enough in such afast-paced market, and that's why
in our view we ought to be focusing more on behavioural issues. |If someone
behaves badly and uses their market power in an inappropriate way, then that ought
to be dealt with very swiftly, and in our view the structural regulation doesn’t
actually deliver those rapid outcomes.

PROF SNAPE: But apoint that’s been made to us about XIB isthat, even though
XIB hasn't actually been used a great deal, neverthelessits existence and the
penalties under it have in fact ensured that things happen much more quickly than
they would otherwise do if you only had the generic competition regulations there.

MR STIFFE: | guessfrom our point of view we don't have any experience of using
XI1B, so we can't comment from our own experience, but it will always be a
debatable point whether that has created any further incentive than a general
competition (indistinct)

PROF WOODS: A number of participants before us have said that, although the
on-record use of XIB isquite small and now somewhat historic, that there is regular
traffic to the ACCC on matters that could be embraced by XIB and those dialogues
prompt behavioural change, and therefore XIB is of benefit by remaining on the
statute. Isthat the experience of Vodafone, that the presence of XIB has been drawn
upon by way of discussion with the ACCC to resolve issues?

MR CLARKE: Not that | canrecollect in my experience, no, on either side of - - -
PROF WOODS: For or against.

MR CLARKE: Exactly.

PROF SNAPE: I'm sorry, | interrupted you. Y ou weregoing - - -

MR CLARKE: Wheredid we get to? | guessit appearsin the introduction that our

experience is not so much on XIB but on XIC, and certainly on access issues we see
no reason why a non-dominant PSTN should come under aregulatory umbrella. We
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think they would be dealt with by the marketsif they misbehaved in any way. At the
same time the incumbent or dominant player, we think, should be able to be dealt
with under a general regime. Whether the outcome of that is continuing regulation in
all geographic areas, I’'m not sure.

PROF WOODS: Do you want pursue any of that front-end - - -
PROF SNAPE: Yes, I'd go back alittle bit, | think, to 1.8, where you say:

If no natural monopoly exists the network operators will have
commercial incentives to duplicate the underlying facilitiesif alarge
provider attempts to charge monopoly prices.

If in fact there are substantial economies of scale, if the natural monopoly isfairly
marked - well, you're saying here that if no natural monopoly exists, yes, that’s right
but, if there is a natural monopoly, of course there is quite some scope for them to
raise the price and behave in a monopolistic manner. It isbeing put to us and we've
accepted in the draft report that there are elements of natural monopoly, particularly
with respect to the local loop.

MR CLARKE: I think we would probably agree, but what we don't see is why that
necessitates an industry-specific access regime to deal withiit. If it isestablished that
it'sanatura monopoly, then we'd ask why the general access regulation can’t deal
with that.

PROF SNAPE: Okay.

MR KENNEDY: Weincreasingly see greater substitutable factors for these things
that were considered natural monopolies.

PROF SNAPE: Yes, | seethat too, but we do in thisindustry and have with the
local loop - it remains avery important element. Thereis still an important natural
monopoly associated with it. Y es, Hutchison istrying to chip away alittle bit at that
with its Orange-at-Home, but that's minor and will possibly remain so for quite some
time. In some areas it might make a dent but generally it won't for quite some time.
So, with such historical factorsthere in thisindustry and with the speed of changein
thisindustry and the possibilities that exist in thisindustry, doesn't that mark this
industry out for industry-specific factors? Again, it's the speed of change, the
necessity of getting things done quickly.

MR STIFFE: Inour view no, and the experience that we've had here and around
the world as a mobile operator is that regulatory regimes that try and specifically
predict the future of telecommunications invariably get in the way of the
development of telecommunications. So, again, just to emphasise Dave's point, to
the extent that there are still natural monopoly parts of the industry, then those should
be the focus. They can be dealt with under the existing access regulations, generic
access regulations, and then let the industry devel op.
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PROF SNAPE: Yes, | wasn't suggesting that the regulator should try to predict the
development of the industry but rather remove barriers for the industry to develop as
it seesfit, to remove bottlenecks and not to predict where the flows are going.

MR STIFFE: But I think inevitably, if you're trying to structure a specific regime
to remove bottlenecks, then you're trying to predict where they might liein the future
and so regardless of theintent | think the effect is often that those regul ations
actually do influence the way that the industry develops, and in amore constrained
way than the industry might develop if it was left to its own devices.

PROF WOODS: Inwhich case you identify in 122 arange if things like wireless,
local 1oops, fibre-optic networks, satellite services and the use of existing electricity
networks. | must say on that last one we've also been reading alittle bit, but | don't
know if you have any further evidence as to whether that’s about to revolutionise the
telecommunications market or not, the electricity network one, or was that just
thrown in the list?

MR STIFFE: [ think none of them on their own will revolutionise the
telecommunications market, but they are certainly examples of many things that are
going on that will influence the development of the telecommunications market.

PROF WOODS: Putting electricity to one side, at the moment what is the
prospective development within Vodafone that in itself will help challenge the
dominance of the local loop? Where are you heading in your wireless industry that
will progressively reduce the monopoly characteristics of the copper wire, the local
loop?

MR CLARKE: | think asimple observation to make, which is pertinent to both
Australia and other jurisdictions but perhaps more particularly Europe, isjust to look
at the penetration rates in the market shares. As mobile penetration rates continue to
increase, we see more and more traffic. Certainly more and more traffic to Vodafone
originates on other mobile networks not on the fixed network. So thereis a shift
from PSTN traffic to mobile traffic where you have - - -

PROF WOODS: Isthat arapid increase from alow base or isthat actually now a
significant component of your business?

MR CLARKE: | won't comment on Australia, but Australiais not too different
from most European countries, where it's now got to the stage that more traffic to
mobile networks originates on mobile networks than originates on the fixed network.
So thereis asignificant shift.

PROF WOODS: When we're talking data, of course, everything is still
predominantly focused on fibre optics and fixed wire networks.

MR CLARKE: That'strue presently.

PROF WOODS: You mentioned earlier about convergence and we're talking
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telecommunications generally not voice specifically. Infact, voiceis but one
component of the totality and becoming, | suspect, a decreasingly smaller component
of that totality. So | understand your point for voice, but presumably Vodafone has
views about the development of data as well as voice.

MR STIFFE: That'swhy we'veinvested in the 3G spectrum and that’s why we
continue to invest in services like GPRS, which are data services on our existing
networks. Our view isthat we want to claim as much as we can of the business that
is done on telecommunications networks, and we certainly intend to try and eat
Telstra’'slunch in data as well as voice.

PROF WOODS: Perhapsif you could outline alittle of your 3G strategy, that
would help us put this conversation into perspective.

MR STIFFE: It'salittledifficult to try and predict how 3G is going to work
because the services don't exist yet. So thisis one of therisk areas for us where
we're making investments today on the basis that we believe that we will be able to
compete in the future. A lot of that is starting to firm up now though. We would
expect to see services being more packet based than circuit switch based. We seethe
data speedsincreasing. | doubt that you'd ever see the situation where mobile
networks and 3G networks ended up replacing fixed networks, but | think they will
co-exist and they will become areal constraint on the development of fixed
networks.

PROF WOODS: Particularly at the small business and household end presumably.
| mean, for big business, for large data transfers, you'll still always have your
interstate and international opticsthat send it along - - -

MR STIFFE: Youd expect so, yes.

PROF WOODS: - - - but, presumably at the lower volume end, you're saying that
wireless will start becoming areal competitor for - - -

MR STIFFE: And even interms of medium volumes as well we would expect to
see that customers - and customers' use of datawill change over time as technologies
change and they find new services that they can get the best of.

PROF SNAPE: Whilewe're on new technologies, what about the satellite system?
MR STIFFE: | think that again is going to remain an important part of the
telecommunications fabric that has aplace. It's not going to be al thingsto all
people but it will still be an important component of telecommunications.

PROF SNAPE: You're not really getting into the very wide band width in any part
of your operations then?

MR STIFFE: What do you mean by "wide band width"?
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PROF SNAPE: In the band width you could get with fibre optics, for example,
you're not approaching those with any of the wireless systems that you have?

MR STIFFE: Not that Vodafoneislikely to be operating in the medium term but
again we believe that customers will be looking for services that they can use well,
not just band width. So, even though the pipe might not be as big, if it's big enough
for the customers then it will still play an important part in their telecommunications

usage.

PROF SNAPE: I'm thinking of wide band width in rural areasin particular. You're
not really into that in any of your operations?

MR STIFFE: Where we have coverage, | guess. So there will always be a mixture
of technologies.

PROF SNAPE: I'm going to head into access holidays. Are there matters before
that? Well, we're about to go into access but before going to access holidays,
perhaps | could pick up on something that you said in your introductory remarks to
vision, when you said you weren't worried about access. Are you worried about
access to content as you are thinking about your 3G and what have you in the future?

MR CLARKE: Areweworried? Content is going to be important and | guess we
don't foresee problems getting access to content to deliver the services to our
customers but of course they'll be a prime concern, yes.

PROF SNAPE: Sofor the sort of content that you require for what you foresee in
3G, there are no bottlenecks there?

MR CLARKE: Not that we're aware of, no.

PROF SNAPE: I'm thinking particularly of the points that Optus have been making
about the problems that they can see, what they argue would be monopoly control on
content and the problems that that would pose for them, as they argue, in driving a
viable package into rura areasin particular, but you don't see that same problem in
any of what you are envisaging packaging together or providing through the 3G
future?

MR STIFFE: | don't think we see any enduring issuesin terms of accessto
content. | mean, there will always be different players that have access to certain
things that you might like and | suppose it will have access to other things, but there
are always points of leverage, in our experience, to be able to move forward in a
commercially sensible way.

PROF WOODS: On access holidays you make a point that if the declaration
criteria are so structured then anything that is new and innovative wouldn't fit the
criteriaof national significance or economical and feasible to duplicate etcetera.
That’s a useful perspective and we'll certainly take that on board in our thinking. Can
you give some view to the commission, though, as to how important new investment
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islikely to be relative to the ongoing investment in maintaining, upgrading,
augmenting the existing networks and facilities? | mean, where doesthe biasliein
the investment future?

MR CLARKE: | guessone of the types of servicesthat are just starting to develop
are location-based services. Certainly we wouldn’t see any requirement to regulate
access to, say, location data, as an example.

PROF WOODS: Canyou clarify what you mean by "location based" or "location
data'?

MR CLARKE: | think afeature of alot of new networks or services will be an

ability in the mobile environment to distinguish where the customer is actually
located or some sort of - - -

PROF WOODS: Isthisthe Orange-at-Home type concept or different?

MR CLARKE: | guessthat’'s one example but you could subscribe to certain
services which only generate some sort of transaction or some sort of information
flow when you'rein acertain area. That'slogical.

MR STIFFE: Anexample of aservicethat can be offered is a"where's my
nearest?’ type service, so you send off arequest to the network using SMS or WAP
type services, "Where's my nearest bank?' or something like that.

PROF WOODS: If you needed a pair of socks you could dial up your mobile and
it would tell you where the closest shop is?

MR STIFFE: Indeed.
PROF WOODS: Very helpful.
MR STIFFE: Those services are emerging now and are being used.

PROF SNAPE: We should take that on board because it's something | needed
yesterday.

MR STIFFE: I'mnot sureif there'sa"Where's my nearest sock store?' just yet.

PROF SNAPE: No, it would have been very valuable. It would have saved me a
lot of time.

MR STIFFE: Indeed.
MR CLARKE: Waéll, | guessthat’s avery simplistic example of - we don't think
anybody would suggest at the moment that somehow they should be declared so

there's universal access to any application provider who wants to develop a service,
particularly where if you get the declaration criteria right they wouldn't be declared.
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But to have some sort of regime where you expand the declaration criteria but
somehow provide for access holidays so if somebody does develop such a service
they have immunity from that declaration for a period just seems counterproductive.
If you get the declaration criteria right there would be no risk of future declaration
and investments will be made. | think that’s the sort of, | guess, simplistic
application of the argument that we're putting forward.

PROF SNAPE: Could | raisethe point that Telstrareferred to a couple of days ago
on the access holidays - and it was arguing in relation to the digitisation of pay
television - that there was a significant risk of it being declared and that that risk of
declaration wasin fact inhibiting them from going in that direction, that it could in
fact be discouraging that investment, and that analogue cable has been declared and
they could see a possibility of digital. So would you not agree that in those
circumstances an access holiday, if their argument is correct, may permit that
investment to go ahead with the at least some of the benefitsit would provide?

MR STIFFE: Doesn't the access holiday simply reinforce the risk that there will be
regulation in future because it isimplying, "Thereis aneed to regulate but we'll give
you breathing space"?

PROF WOODS: It leaves undecided the question of declaration. It doesn't
presume declaration; it just gives certainty at the front end and |eaves open the
question of declaration to alater date.

PROF SNAPE: Just like a patent, doesn't it mean that the thing will be copied
seven to 20 years hence or whatever but it assures you that it can't be over that period
and thereby gives comfort?

MR STIFFE: But again, if thereisreasonable certainty up-front that you are
unlikely to be regulated or you have reasonable certainty under the declaration
criteriathat a new service won't be regulated, then that would provide even more
investment certainty.

PROF WOODS: Isthisconsistent with your general approach in your submission
to the commission - set very high hurdles and allow very little through? | thought so.
Y ou don't strongly favour the idea of multilateral arbitrations and in fact you put up
three arguments. Oneisthat they would be giving the arbitrator a series of different
chronologies of events. Well, true, but | don't actually see that that's a great inhibitor
to the process. The second is that different proposals may have been discussed
between parties, and that’s relevant because the multi-party process would be
disclosing that to other parties, but | see that as a one-way risk for the access
provider. But if access seekers collectively agreeto being part of a multi-party
arbitration, then they understand that possibility and are prepared to accept the
consequences of it, so there’'s only aone-way risk in there. Then your third point:

It isunlikely, given normal commercial negotiations, that all access
seekers would have the same viewpoint.
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True, but they enter into this voluntarily and again agree to cope with the
consequences. So | don't see that your three arguments actually amount to a strong
case not to have multi-party arbitrations where there is consent by access seekersto
join together in this process. Isthere any further thinking that you've been giving to
thisissue?

MR CLARKE: | guessit’s not something we feel as strongly about as some of the
other areas we've commented on, but | make the point that in the arbitration process
where there are similar arbitrations, if it's the same service being sought and the same
provider, then we would certainly support any mechanism that can streamline that to
the greatest degree possible: run them in parallel. The actual procedures should be
similar. The sort of submissions and the arguments that an access provider is putting
would probably overlap to a great extent, so | guess we would favour parallel
proceedings. Minimising any overlap and any duplication of resource we think
would be a better way to go than actually co-joining the parties in the arbitration and
what sort of commercia disclosures that may result in.

PROF WOODS: Thank you.

PROF SNAPE: I'dliketo pick up the disclosure, given that | notice you've marked
the same sentence.

PROF WOODS: Yes, you start on that one.

MR CLARKE: Sorry, | guess one more point isit might actually encourage more
arbitrations if an access seeker can just co-join to an existing arbitration, which we
think would be undesirable, but that’s probably a minor point.

PROF SNAPE: It isstated in paragraph 3(11) - and | notice we've both marked the
same sentence here:

If aparty claims a piece of information as commercial-in-confidence,
then it should be treated as such.

Perhaps | could indicate the Productivity Commission’s processes on this and
seeif you would be satisfied with the same processesin this case. | can think of a
number of inquiries that | won't specify in which there would have been very few -
there would be fewer submissions in the public domain if in fact we had adopted that
sentence. I'm afraid what happens on occasion isthat a party will say, "This
submission is commercial-in-confidence," and we have within our act provisions for
the treatment of submissions that are commercial-in-confidence but we also can
reject a submission and say, "Our submissions are public. We don't accept that that
Is commercial-in-confidence,” and so we say, "We can't accept that as a submission,
that is, as an input into our deliberations, because we don't think that that is
commercial-in-confidence and we have a prime responsibility to be open, as open as
we can. The whole procedure is a public procedure except whereit isreally
commercial-in-confidence.”
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So we get a bit of negotiation going back and forth and finally what comes out
generaly isthat what is really commercia-in-confidence, the figures, the few figures
or the page, will in fact remain as commercial-in-confidence but the rest of the
document will in fact bein the public domain. Now, your sentence in fact as you've
written it would not allow that. But we've found that that's been in several inquiries a
reasonabl e procedure and finally, with the staff talking to people, it'safully
acceptable procedure but is more reasonable, if you like. It keepsthingsin the public
domain. In this case the sanction from our side is that we won't accept
that information, we won't use that information which we think is not
commercial-in-confidence unless you are prepared to say it’'s not
commercial-in-confidence.

MR STIFFE: Isn't there a difference though between a submission and an
inquiry-type process, a difference between that and a bilateral commercial arbitration
where you'rejoining - - -

PROF SNAPE: W#dll, it could well be that there would be alot more
commercial-in-confidence in such a situation.

MR STIFFE: Sure.

PROF SNAPE: I'mjust saying that it’s not leaving it to the party who is supplying
it to make that judgment.

MR CLARKE: I think there's also a difference between, let’s say, the ACCC
negotiating with private parties about what information would be released and the
ACCC making unilateral decisions or decisions about what information it would
release without consulting the party, if you like, or making its own judgments about
what’s commercial-in-confidence.

PROF SNAPE: But there isthat middle course which I've just been outlining,
which | think would probably get alot more into the public domain but nevertheless
would draw the line - that both the arbitrator, ACCC and the party finally agreed it
really was commercial-in-confidence.

MR CLARKE: | think any differences are adifference of degree rather than total
opposition. Certainly we would support the ACCC disseminating as much
information asit can to the industry. We think it would assist the commercial
negotiations. | think it'sjust where the line isdrawn, that if you have during the
arbitration process disclosed something thinking it was commercial-in-confidence, to
find out at alater date that that could be overridden, then we have a problem.

PROF SNAPE: No, wewouldn't expect them to give shocks like that, nor do we.
MR CLARKE: Yes.

MR STIFFE: | think we're actually reasonably consistent on that point and it may
just be a difference in expression perhaps.
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PROF WOODS: Inpara3(16)- - -
PROF SNAPE: | think it's something we're quite sensitive to, | might say, yes.

PROF WOODS: Your section 3(16) is closer to our view, talking about prudent
management of information et cetera. It was just the very absolute nature of that
sentence that attracted the two of usimmediately, and perhaps in any further
submission to us you might want to put the appropriate caveats around it. On the
guestion of termination rates, as | foreshadowed, it's something that we'd be happy to
spend alittletime on. You have identified it as aproblem. You do say:

We consider that the problem has come about due to the structure of the
presel ection service combined with the relative newness of the
competitive market.

So there are the two arguments there, the presel ection service and then the
second argument, being the relative newness of the competitive market, and you
were saying in your opening comments that in fact the termination rates are coming
down. You do say, however, at the front end of your submission, if | can find it
quickly, about mobilesin Australia:

The multitude of service providers has created one of the most
competitive mobile marketsin the world.

So you're saying we've already got there because we've got one of the most
competitive mobile marketsin the world. | ask you to compare that with your
statement about the relative newness of the competitive market. There seemsto bea
bit of tension there. Also if you could put on the record how long V odafone has been
in this market, that would give athird piece of perspective to just where the market is
at and why it's taken so long for this question of termination ratesto - - -

MR STIFFE: Perhapsjust to start off - and I'll hand over to Dave - the market as
we seeit isthe mobile services market and termination is but a part of that so, when
we talk about a very competitive mobile market, we're considering the totality of that
market. We certainly acknowledge that things like preselection are quite new, so that
there’'s probably development and that piece of it, but the market generally isvery,
very competitive.

MR KENNEDY: When we tak about newness, we're actually referring to the
fixed-to-mobile retail market, not the mobile market, if you like.

PROF WOODS: |thinkit'salittleunclear, isn'tit?
MR CLARKE: Yes, I think it'sjust a problem with clarity. | think the intention
there was to - the newness is the newness of the addition of fixed-to-mobile to the

preselection basket, which | think occurred September 99, so a different time period
to development of the mobiles market. We see some problems, and it's less than two
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years ago that fixed-to-mobile was added to that basket of preselectable services, but
from our observation the competition for the preselected customers has continued to
focus on international rates predominantly and, perhaps to a second extent, domestic
long-distance rates. Asthat market develops further, I'm sure there'll be a greater
focus on the fixed-to-mobile component of that presel ection basket which will then
ensure that the decreases we've seen in mobile termination rates flow through into the
fixed-to-mobileretail rates. That's the point we're trying to make.

PROF WOODS: What has been the stickiness? Hasit just been the fact that we've
got some comfortable players in the marketplace who are happy to be taking this
revenue stream, or isthat alittle unfair?

MR CLARKE: I think part of the problem, and we think it's a short-term problem,
is when fixed-to-mobile was added to the preselection basket those presel ection
providers didn’t have to compete for that traffic stream; it was just given to them.
Naturally it takes awhile for competitive forces to flow through and impact on rates
in that particular revenue stream.

PROF SNAPE: | might add that those rates are giving concern in some quarters,
and I'm referring to some welfare agencies who have always been concerned about
having telephone services in particular at a reasonable cost and of course have been
also concerned about having untimed calls on the fixed service, but recently in some
consultations we had the point made that with the mobile service growing so grestly,
there was concern about people who had few resources.

A concern, | think, isto do with the fixed-to-mobile termination charges, or the
fixed-to-mobile charges, that it's all very well to say on the one hand, okay, they still
have access to fixed lines which are untimed when it's fixed-to-fixed, but of course if
they have to ring a mobile number, and with more and more peopl e ringing mobile
numbers, that starts to get expensive. With the costs of the fixed-to-mobile
terminating charges, of course that is making a significant effect upon the budget.

To get the any-to-any connectivity isin fact of concern to these welfare groups. So
thiswas the first occasion on which | had heard this message, but I'm just saying that
| think that it is something on which you may feel some pressure.

MR STIFFE: Certainly in acompetitive market we feel pressurein al sorts of
areas, but again to believe that there are something like monopoly rents being taken
from fixed mobile calls by the mobile operators - | don't think you would see the
efforts made that are being made today in the market to improve efficiencies to
actually try and make areasonable return for shareholders. There aren’t monopoly
rents being earned. What you do see though is that the mobile operators are trying to
grow their business in the best way possible, with the resources that they have, as a
total service, and if the termination rates were artificially dragged down, then that
would impact on other parts of mobile business.

PROF SNAPE: | understand that point, but I'm picking up the point where you said

it takes time for the competitive processes to work through. That argument may not
cut some ice with some welfare agencies that are concerned about the equity
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considerations or distributional implications for those at the lower end of the
income- - -

MR CLARKE: But I think I would re-emphasise my point that, if that is a problem
for customers, then they should be making their choice of preselection provider on
the basis of their price for fixed-to-mobile calls. Now, | don't think that has
happened to date, but it's probably starting to happen, given the penetration rates of
mobiles, and if customers do make their choice of preselection provider on the basis
of the fixed-to-mobile retail call price, that will just increase the competitive
pressures at that retail end and we should see some price decreases.

MR STIFFE: Becausethisisaretail pricing issue as opposed to awholesale
pricing issue, | think.

PROF SNAPE: Yes.
MR STIFFE: Wedont have any influence over how retail prices are set.

MR KENNEDY: One of the points we would make is that we've done some
research on relative costs of fixed services and mobile services for low income
groups, and for some low income groups it’s actually more beneficial to get rid of a
fixed line and use alow plan, and it actually works out cheaper, a mobile-to-mobile
call as an dternative to afixed-to-mobile call. Were happy to provide you with that
information. Weve givenitin apreviousinquiry.

PROF SNAPE: Evenif the mobilethat you're calling ison adifferent system?
MR KENNEDY: Yes.

MR STIFFE: If you take excess charges and calling charges, both of those into
account.

PROF WOODS: Yes, and your views on multi-basket preselection would be
consistent there.

MR CLARKE: Yes, anobvious solution isto go to multi-basket where you make
the fixed-to-mobile a separate basket. | guess we're cautious about that sort of
approach. It might bring some short-term benefit, but | don't know what the cost of
doing that multi-basket would be for the preselection providers. It may be alarge
short-term expense which doesn't have along-term benefit.

PROF WOODS: But it would certainly focus the competitive pressure on that
element much more clearly. | mean, at the moment where the market is being driven
by getting your overseas call at avery cheap rate etcetera, the multi-basket really
does alow the marketplace to focus on that particular issue.

MR CLARKE: Yes, and at the end of the quarter you look at the number of calls
you placed to international destinations versus the number of calls you placed to
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mobiles. Maybe it’s better that the focus is on the retail fixed-to-mobile price.

MR STIFFE: Interestingly, in New Zealand, where preselection of callsto mobiles
Is something that is about to emerge, it would seem that they are going for the
multi-basket approach, and that is essentially an industry decision as opposed to a
regulated requirement.

PROF WOODS: So they’re saying they can cope with the investment requirements
to achieve that outcome in a network sense.

MR STIFFE: It would appear to be the case, although the discussions haven't
ended yet.

PROF WOODS: Delay isafeature of theindustry, isn't it?

MR STIFFE: WEéll, thereisaregulated requirement that preselection of some sort
isin place by the end of the year, but | think the interesting point is that, rather than
just assuming that it would be a multi-basket that you'd end up with, you'd end up
with separate presel ection for mobile.

PROF WOODS: Yes, maybetwo - at least identify that as an individual
component.

MR STIFFE: Yes, and one of the arguments that was made there was. why should
acustomer’s existing opportunity to take service from a particular toll provider then
automatically assume that they would take their mobile service from the same
provider?

PROF WOODS: No, that's very helpful. On questions such asindustry
development plans and the like, | notice we've got a strong similarity of viewpoint.
Y ou talk about the facilities access regime and you say:

One of the likely benefits of greater non-carrier ownership is that these
companies will have strong incentives to promote infrastructure sharing.

Y ou were talking mobile towers in this case, and then you have some
interesting arguments:

Thisislikely to reduce capital costs across the industry and reduce the
risks of anticompetitive behaviour.

Are those the sorts of arguments that anyone who was proposing separation of
Telstrawould also apply? Do you have any views on that? | would remind people
of our terms of reference that require that we don't encompass the structural
separation of Telstrain line with government policy on thisissue, but it'sa
benchmark position that we can have a discussion about.

MR STIFFE: I'mnot sure. | mean, the way we've approached it, | guess, isthat the
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forefront of our thinking has been the mobile towers. The relevance of that to
Telstra's structural separation I’'m not sure of. | guess the point we're trying to make
was we're not sure you need a specific regulation in telecommunications for access to
towers, and it's sort of self-defeating if the owners of those towers are outside the
scope of the reach. So maybe you should be resorting again to general competition
law, but maybe there’s not an issue anyway.

PROF WOODS: You're giving strong argument as to how the development of
focused infrastructure owners has been good for the industry and for cost structures
generaly: because they’re open access, they'll rent out space to anybody who
happens to want to put up adish provided physically. It's possible etcetera, whichis
very different from the front end of the industry, where people have individual
towers and you're having towers next to towers, and who owned what footprint and
where they’reto go. So the industry has developed significantly, | think would be
your proposition here. Isthat correct?

MR CLARKE: Yes, andit’s effectively an outsourcing arrangement. It allows you
to concentrate on where you really should be concentrating and apply your
investment resources where they really need to be applied.

PROF WOODS: Yes, and it’'s been more efficient aswell in having that form of
open access, | think is your argument.

MR STIFFE: Indeed, and | think it allows firms like VV odafone to focus on
differentiating their services and competing strongly and recognising that owning a
tower actually isn't going to provide you much competitive advantage.

PROF WOODS: That can then be rolled through to looking at companies who are
interested in providing open access networks and cabling of provincia centres and
the like. The same arguments would apply in those cases. It's then just a matter of
how far you take that argument all theway to - - -

MR STIFFE: Indeed, athough again | just refer back to one of the earlier
statements that we made, that regulating those non-dominant providers, for example
non-dominant PSTNs, islikely to diminish their enthusiasm for rolling out network.

PROF WOODS: | understand that aswell. That completes the matters that we
wish to raise with you in this hearing. We again thank you for your submissions and
the time you've made available and look forward to any further rejoinders that you
may wish to make, although we would ask that they come in certainly before the end
of June to alow usto complete our report in atimely manner. But are there any
other matters that you wish to raise before the commission?

MR STIFFE: No, not at thistime, and thank you once again for hearing us today.

PROF WOODS: That being the case, I'll adjourn for five minutes. Thank you.
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MR WOODS: Thank you, we will resume the hearings. Our next participants are
from Network Economics Consulting Group. Could you please identify yourselves
and the positions that you hold.

MR ERGAS. My nameisHenry Ergas. I'm the managing director of NECG and
I’m joined here by my colleagues.

DR WARREN: Tony Warren, principa at NECG.
MR KUYPERS. Tim Kuypers, principal a NECG.
MSHARDEN: And AlexisHarden, principal also at NECG.

MR WOODS: Thank you very much. Do you have an opening statement you wish
to make?

MR ERGAS:. Yes, thank you, chairman. Beforel get into the substance of my
presentation today, let me make just afew opening clarifications, as it were. The
first point that | think it's important to clarify is that NECG has done a substantial
amount of work for parties with direct interests in these proceedings and in particular
for Telstra. We have also worked for the owners of the two other major
telecommunications infrastructure operators in Australiain the form of Telecom
New Zealand, which isthe owner of AAPT, and the owner of Singapore Telecom,
who seem set to become the owners of Cable and Wireless Optus. However, our
remarks today are very much our own. They're not intended to reflect the views of
any of those parties, they’re our own views on the major issues that you are grappling
with.

A second point | should make is that we are extremely supportive of the broad
direction you have adopted in your preliminary report. Even though there are aspects
of it with which we might disagree, we think that on the whole the approach adopted
isan excellent one and | would like to congratulate you and the secretariat of the
commission for what seems to me to be a very valuable contribution to the debate.
The report that you've released canvasses avery wide range of issues and listsa
number of recommendations, some more general, some very detailed, and it really
wouldn't be possible in the time available to us today to go into those in any depth or
detail. All I will try to do in my opening statement is to touch on afew issues that
seem to us particularly important, really as abasis for a discussion, and clarifying
perhaps the areas where we would hope to make further contributions to your work
asit progresses.

So what | want to do is concentrate on three sets of issues, which are, first, the
importance of getting the telecommunications regulatory regime right. Secondly, |
want to look at the role of pricing principlesin getting it right and then finally 1’d like
to look at the rather specific but important issue of tendering for auniversal service
obligation. Let me start with the importance of getting the accessregimeright. The
other day you raised the question of where is the Australian telecommunications
system going, what is the broad direction of the future, what is the vision that one
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might reasonably have for where we will bein five, 10 or 15 years. The questionisa
sensible one and it's one which has been at different pointsin time addressed in the
course of inquiries into the Australian telecommunications system.

Indeed, when the predecessor organisation to Telstra, Telecom Australia, was
established in 1975, one of thefirst thingsit did was to commission a mgjor study
called Telecom 2000, and the Telecom 2000 study is actually a very good piece of
work in many respects. It's striking how some aspects of it are really more accurate
than you might have thought was possible in an area where technology changes very
quickly. Even then, just when the first cellular mobile phone system had really been
patented - it wasn't in use - the projections set out in Telecom 2000 estimated that if a
cellular mobile phone system was developed and if costs for key components could
be brought down in line with cost transfer integrated circuits, then it wasn't
unreasonabl e to suppose that by the early part of the next century, we would have as
many mobile phones as we have fixed lines in operation.

So when you go back to read Telecom 2000, it shows that if you put good
engineers together and they're willing to contemplate different scenarios, some of
those scenarios will make sense. But it's also true that Telecom 2000 got many,
many things quite wrong, both at the technical level and perhaps even more
strikingly in terms of the implicit assumptions about what would happen to
telecommunications supply. In particular, they never queried the idea that in the year
2000, telecommunications would be supplied in Australia by Telecom and only by
Telecom. That never even seemsto have crossed their minds. So the market
structure and the way the market worked and the impact that that had was really quite
exogenous as far as they were concerned, a black box that they didn’t need to deal
with. That in turn fed into what they got right and what they got wrong.

So they really did not and quite arguably could not foresee that data
communications would not develop on the hierarchical model of the PSTN, or the
public switch telecommunications network, but rather that data communications
would develop in a much more decentralised environment based on the Internet and
on the Internet protocol. Now, the beauty of the market relative to central planning is
that in the market you don't need vision, you don't need to be capable of making the
correct forecast of the future, because if your forecast is inaccurate, then market
forces will work to correct the errors that you have made, and to my mind it’s there
that we really need to focus today.

It's clear from the work that organisations such as the ACA and the ACCC
have done that there are a wide range of technologies that are available and
potentially of relevance. The ACA, for example, has taken the view that with respect
to USO customers, the customers who are uneconomic to serve, the most efficient
way of providing service is by means other than copper pair, at least for many of
those customers. There'sissues about whether, within those alternatives, it's some
kind of fixed-link system like awirelesslocal loop, or a mobile system such as
perhaps CDMA that will proveininthelongterm. But clearly in the ACA’s own
mind and | would say in that of the ACCC, it’s apparent that there’s a range of
technologies out there and some of them seem likely to be more competitive than the
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ones we currently rely on.

So the crucial question is whether the incentives will be there, whether the
price signals will be there that will guide that choice amongst technologies and also
alow any errorsto be corrected. Our concern, and that's what we will focus on
today, is that without reforms of the kind that you propose in your draft report,
distortionsto price signals will not create the right environment for technological
change, technological selection and the development of markets going forward. A
key issue in thinking about the regulatory environment that we have and ought to
have is how we deal with regulatory risk. Risk isafactor in all markets and
commercial risk isareality of life, all the more so in industries such as
telecommunications where technology and demand are changing very rapidly.

The question is how the regulatory framework that we impose on that industry
then alters that risk and by altering that risk changes the incentives and the price
signals that would otherwise guide marketplace decisions. | don’'t want here to go
into immense detail on thisissue. But it isuseful to think it through and to try to
assess some of its consequences. Looking at regulatory risk, it's conceivable that you
would have regulatory regimes which had very clear bright-line MS straitjacket rules
in which regulators had no discretion. If you had such rules, then the effect of that
rule would nonetheless be to impact on the ability of firms to manage uncertainty
because those rules would constrain the decisions that firms could take and in one
way or the other limit their ability to optimise against the volatility that inevitably
OCCUrS.

At the other extreme, you could have systems in which you had pure regul atory
discretion with no rules, and in those systems the regul atory uncertainty would add to
the costs of any constraints by itsimpact on overall unpredictability. Now, in
practice, al regulatory arrangements will have some rules and some discretion, and
it'sthat mix of rules and discretion and the resulting uncertainty that is relevant to
thinking through the impact that regulation has. We think of regulation as ultimately
reducing firms' flexibility and by reducing firms' flexibility it will eliminate some of
the means by which firms could otherwise cope with the uncertainties that are
inherent in arapidly changing environment.

The uncertainties associated with regulation are made all the greater by the fact
that inevitably regulators err, and one of the issues that arisesthereisit’s often said to
us, "True, regulators err but so long as they err more or less symmetrically, why
won't that wash out?' Why should regulatory risk, much like you might under or
overestimate demand, wash out? Thereality of it isthat to the extent to which
regul ation truncates the upside without eliminating the downside of the firm’s
profitability, then its overall impact must be to reduce the estimated value of the
firm.

Now, in our view it is conceivable that some forms of regulation would fully
insure the firm against risk. The classic example would be perhaps textbook rate of
return regulation where the firm in a sense bears no residual incomerisk. The
regulator ensures that the firm would always earn its required rate of return. But that
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isn't the type of arrangement that we have in any of the Australian regulated
industries, and as aresult of that there is aresidual impact of regulation on the
expected earnings of the firm, on its expected cash flow and potentially on its cost of
capital, and unless that residual impact is taken into account the firm will not face the
appropriate incentive to invest.

We have taken the view that regulators ought not to attempt to fully insure
firms. Wethink it is appropriate for firms to bear and to continue to bear some of the
downside risk associated with their decisions. In particular where firms take poor
commercial decisions, then they should bear the consequences of those decisions
and, if they don't, the incentives for the owners of those firms, be they in the public
or in the private sector, to monitor manageria performance will be blunted. So we
don't believe that the regulatory arrangements should prevent the firm and its owners
from facing the consequences of their decisions, but what they should not do is add
to the costs that those marketplace risks necessarily entail by an element of
regulatory uncertainty which is not anticipated or covered off on in the allowed
return to investment.

So our approach isto assume that in the presence of thisrisk, asin the presence
of other risks, firms need to be in a position to insure against that cost, though they
need to bear that cost, and that the regulatory arrangements used, in particular in the
determination of access prices, should take account of the costs that that uncertainty
creates. The particular approach that we believe is probably best suited to thisisan
approach in which firms are compensated for foregoing the option that they would
otherwise have with respect to the timing of investment. Where firms are subject to
an obligation to supply and the resulting obligation to invest, and hence have no
discretion over the timing of that investment, the loss of that discretion needsto be
taken into account in setting the allowed return to investment for that firm.

Now, in at least one of the submissions that you have received, it has been
argued that the effect of regulatory risk may be to deter or delay investment but that
that deterrence or delay isless costly to society than would be the cost of advancing
it by more fully compensating the firm for its cost of capital. The argument, though
not fully spelled out, seems to be that the delay associated with investment is
reversible and, because it’s reversible, the social cost of not investing sooner can
ultimately be corrected. The consequence or inference drawn from thisargument is
that regulators should err on the side of low access prices rather than high access
prices. We believe this argument to be serioudly, indeed fatally, flawed.

It seemsto usit conflates two separate decisions. Thefirst is a decision about
the broad nature of the regime and the second is a decision about the implementation
of that regime in particular instances. A regime that was based on the
recommendation made by those proponents of this particular view, that is, aregime
that was designed to err on the side of low rather than high access prices, would not
bereadily reversible. Such aregime, if that was a systematic feature of the regime,
would be perpetually engaged in incenting under-investment relative to the level of
investment that was socialy desirable. Even putting that aside, the argument is
flawed because its underlying premiseisincorrect. Its premiseisthat the social costs
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of delay are small relative to the benefits that can be secured by investing later.
What that argument necessarily assumes is that the lost welfare, ie the lost consumer
and producer surplus from under-investment, isitself relatively low, so that in a
proper social cost-benefit analysis, even though those welfare costs are borne right
now, and hence with any reasonabl e discount rate will have arelatively higher
weighting, those social costs can be offset by investing on the basis of whatever
superior information may be available later.

Now, in practice, in infrastructure industries such as telecommunications,
where by and large there are few substitutes for the service and the socia surplus
associated with consumption is high, the social costs of inadequate supply are likely
to be commensurately large. That’s obviousif you think of some of the most recent
instances of supply outages and the cal culations made in those supply outages of the
value of lost supply, the value of lost load, for example, in an electricity network. It’s
clear that trueit isthat Mercury Energy in Auckland was within a space of three
months able to restore supply and provision for future growth, but the social costs of
not having supply for that three-month period was surely extremely high relative to
any benefits that might have been obtained by the delay that they had accepted in
renewing and replacing their underlying transmission assets. So the argument that
the private costs of delay are identical to the social costs of delay and that those
social costs of delay are low to my mind is economically unsupported. Finally, we
know that any rule such as that that is proposed here must reach both dynamic and
allocative efficiency, whereas the alternative rules that we believe you have correctly
argued for are far more likely to be consistent with the welfare criteria.

Let me also deal with another argument that has been put to you, and that is
this. It'sthe argument that removal of the price caps on basic access and local calls
would be in away sufficient to address the problems that arise in respect of current
investment incentives. We would strongly agree with the view that reform of the
price controls would significantly improve incentives for efficient investment.
However, we recognise that such areform would require substantial changesto line
rental charges and we also recognise that, rightly or wrongly, for many consumers,
and particularly residential consumers, the fact of life isthat the increasesin line
rentals would not be offset by plausible reductionsin call charges. Asaresult, we
believe that the political reality isthat reform of the price control arrangementsis
certainly not likely to be immediate and that hence, even under the most optimistic
scenario, the distortions associated with the price controls are not likely to be
materially removed in the near term.

Even if our views were too pessimistic, and | would sincerely hope that they
are - but then again | can say in exoneration of that that one of my more dubious
distinctionsis that of having had the role of convincing the former board of Telecom
Australia of the merits of timing local calls - even if our view of the price control
arrangements and where they're likely to go proves too pessimistic, it a'so seemsto
us that the reform of price control arrangements would not in and of itself resolve the
distortions that arise from the incorrect pricing of access. If access to the incumbent
network is mispriced, then that will inevitably distort the build-buy decision, both for
the incumbent and for its competitors, and that will be the case even if retail prices
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are themselves undistorted. Asaresult, though we would strongly support reform of
the price control arrangements, and would endorse your own calls for such reform
and hope that they will be restated and amplified in your final report, we do not
believe that reforming retail pricing is sufficient to address the problems that the
failure to get access pricing right will create and in our view will inevitably create.

Now, if we are to get access pricing right and have aregulatory system that
works better overall, we believe - and here we echo your own views - that clearer
pricing principles are needed than those provided for in the current legislation. In
our view the current legislation in fact provides no guidance to the regulator on how
access prices should be set. That in our view inevitably creates great uncertainty
about access prices going forward, and that uncertainty has, we believe, at least two
effects. Thefirst effect isthat it weighs on investment decisions and it means that
the social cost of capital of investment in telecommunicationsis higher than it needs
to be.

The second consequence of that uncertainty isthat it makes it extremely
difficult to resolve access pricing issues through commercial negotiation. We
believe that if there were clearer pricing principles, then many of the pressures that
currently bear on the arbitration arrangements would be materially eased and we
could in fact have aregime that was in practice as well asin theory more
self-regulatory. The fact of that uncertainty is obvious when you look at the types of
estimates that the regulatory process has generated for key components of the costs
of mgjor declared services. This chart shows you the viability in the ACCC'’s
estimate of the total service long-run incremental cost of the inter-exchange network.
The next chart shows you those estimates for the access deficit component of the
charge for originating and terminating PSTN access.

In fact, you will be pleased to hear that if you take this particular chart and
apply standard statistical tests to see whether it’s the result of just random draws,
sequential random draws, from the estimate that Telstra presented to the commission
at the outset of the undertaking process, you cannot reject the hypothesis that these
are just random draws around the Telstranumber. A regulatory process that, over a
period of many, many months of work and literally millions of dollars of costs on
regulation acts like an earn scheme or arandom number generator around the input
provided to it is, we would submit, one that isin need of greater guidance and firmer
pricing principles.

We therefore wel come the commission’s idea of new pricing principles but our
own view is that the commission’s specific proposals - and we will elaborate on this
in written submission to you - could be materially improved. We have the concern
that the commission’s own proposal's though, a step forward from the present
situation, do not go as far as necessary. In particular, we would stress that three
elements should come out in the pricing principles which are a requirement for
financia capital maintenance, arequirement for compensation of regulatory risk and
aclearer recognition of social obligations.

Let me briefly turn to financial capital maintenance and emphasise that we do
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not see thisasfull insurance. We simply seeit as arequirement that investorsin
regulated assets, where the prices of those assets are going to be set by the regulator,
should have areasonable expectation ex ante that the amounts invested if prudently
invested will be recouped. It seemsto usthat no regulatory system is sustainable in
the long term if investors do not have that expectation because if that expectation is
not met, then there must be alikelihood or at least the possibility that investors will
be expropriated. If there were such a principle in place, we believe that the decisions
taken would have differed in important respects from those that have actually been
made. We illustrate that with respect both to PSTN pricing and with respect to the
pricing of the local call service, thelocal call resell service.

In particular, and most strikingly, we do not believe that aregulator that was
constrained to respect the principle of ex ante financial capital maintenance could
reasonably set the price of originating and terminating access on the basis that each
local call would recover about 22 cents at wholesale and then set the price of
wholesale local calls on the basis that each local call would recover 17.4 cents
because that inconsistency is manifestly at odds with ex ante financial capital
maintenance, that is, with the ability of investors to recoup investments prudently
made.

We also believe that any such principle would more readily direct the regulator
to providing adequate compensation for regulatory risk and | have already discussed
the manner in which that compensation might be provided. The final element that
we have stressed is that of arecognition of socia obligations. We are struck by the
fact that the ACA, in considering the costs that Telstramust incur in providing
service in country areas, has built in estimates of annual rates of cost decline that
seem to us enormously at odds with actual experience of total factor productivity
growth anywhere in the telecommunications industry worldwide. So we believe that
in calculating those costs and then taking account of those costs when the ACCC
comes to do so, recognition of those social obligations, recognition of the costs of
customer service guarantees, must be built into the pricing formula.

Let me conclude by just saying a few words on the specific issue of USO
tendering. We believe that the provision of servicein regional areasis clearly of
great social importance. | know in anideal world it might be funded differently and
it might get adifferent weight from the weight that the political system placeson it.
We recognise that those are political constraints and that all we as economists can do
issay if those are the constraints, then what is the most efficient way from society’s
point of view of delivering against those socia objectives. We believe that USO
tendering does have the potential to offer significant advantages relative to the
administered system that we have had up to now. However, we have a number of
very serious concerns about the way the current programs are being designed and
implemented.

In our view USO tendering should operate as a reverse auction where the
essence of that reverse auction isto allow the discovery, the revelation of the most
cost-efficient means of providing whatever service levels are mandated by the
political system. In effect, the schemes that we have are not schemes in which
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subsidies are bid in but rather they’re schemes where subsidies are being designed on
the basis of what seemsto us to be merely administrative cost modelling and where
the result of the reliance on the administrative cost modelling is to undermine the
cost revelation aspects that would otherwise characterise the process. Now, we
recognise that tendering for provision of service in USO areas could be either on the
model where the winning tenderer received exclusive access to asubsidy for a
defined period of time or could involve some scheme of portable subsidies. We don't
have problems of principle with the notion of portable subsidies and can indeed see
some meritsfor it in particular applications.

The problem with portable subsidies, however, need to be recognised; that they
include the costs of cherry picking, the high administrative costs of the scheme and
the risk that economies of scale and scope may be undermined. We are particularly
concerned about entering into a scheme of portable subsidies where the arrangements
in place, the regulatory arrangementsin place, send such inconsistent and profoundly
flawed economic signals to the participants in the process, and the essence of that
flaw isthat the subsidy is based on ACA cost modelling which comes through
perhaps reflecting its high level of disaggregation, relatively high levels of costs for
service provision, whereas it will be open to the providers to supply the services
using assets that are being priced on the basis of ACCC cost modelling where the
ACCC cost modelling comes to much, much lower estimates of the economic costs
of providing service.

In our view any such scheme merely sets up arbitrage opportunities and those
arbitrage opportunities are very unlikely to guide either the discovery of efficient
technologies or a proper process of selection amongst competing retail suppliers. In
short, we strongly support the broad direction that the commission has taken. We
believe that there are some areas which do require further consideration. | have
stressed regulatory risk. | have stressed the role of pricing principles. We believe
that closer attention needs to be paid to the USO. We very much look forward to
providing further and better particulars, as they say in the courts, as this process
proceeds, but we are very happy, together with my colleagues, to take any questions
or address any comments. Thank you for your patience.

PROF WOODS: Thank you very much and thank you for that presentation. | take
it that the copy of these dlides will be incorporated in the submission and we can post
those to our Web site as soon as practicable?

MR ERGAS. Yes.

PROF WOODS: Thank you for that. You have raised a number of issues. If | can
pick one up at the start. Y ou offer some support for the removal of price caps with
some caveats as to the extent that removal islikely to go in the immediate future.

Y ou, at the same time, support the development of legislated pricing principles, give
agenera support for the direction we have taken but suggested they be extended,
particularly in three areas of financial, capital maintenance, and compensation for
regulatory risk and recognition of social obligations. If | can come back to those that
we have actually put forward in the draft, can you give us some thoughts on the
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relationship between the existence of the price caps asthey currently are and the
effective operation of the pricing principles as we propose them and whether that
suggests to you some need to modify the proposed pricing principles. | think you
can probably pick them up best from our recommendations at the front (indistinct)
scanning for.

MR ERGAS. We believe that those pricing principles that you have set out are
very sensible ones. The concern that we have had is not so much with the principles
per se as really with the question of whether they do in fact provide sufficient
guidance. The easiest way to test for that is to see whether there's anything that has
been done so far that could not be done under the terms of these pricing principles.
It's not entirely apparent to me that these pricing principles would correct even of
themselves the major errors that we have seen to date.

PROF SNAPE: Including thefirst one, the first two ones.

MR ERGAS. Yes.

PROF SNAPE: It could beinterpreted, and that’s perhaps - - -

MR ERGAS. Could be interpreted.

PROF SNAPE: | think that’s probably the rub asfar as you're concerned.

MR ERGAS:. Yes, that's exactly right. Our concern is that those principleslend
themselves to quite-wide ranging interpretation and they might be interpreted in
ways that we believe would be inappropriate. We also have a specific concern which
Is perhaps rather a matter of detail with the way the principles are, asit were, set out,
the way they come together. This, it seemsto me, is particularly acute in respect of
the first of your four principles. The reason for that isthat | think you have quite
rightly phrased this as a principle that says "across afacility’s regulated services as a
whol€e". However, the problem is that there is nothing in that that would ensure that
each service covers even itslong run incremental costs. In other words, that
principle is consistent with reaching the floor test that would be widely accepted in
respect of access pricing and that floor test is that no individual service ought to be
supplied at less than itslong run incremental cost if it'sintended for it to continue to
be supplied in the long term.

PROF SNAPE: Actualy I thought it was covered by the second point. The second
point refers not to the general revenue but the prices.

MR ERGAS: | interpreted the second point to be in essence that the mark-ups not
be such as to detract from efficient resource use.

PROF SNAPE: Okay.

MR ERGAS:. | agreewith that. | agree that there's a question of the allocation of
joint and common costs and that that principle rightly says that the mark-up should
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be efficient mark-ups, so | accept that principle. 1t seemsto me that that then ties
nicely in with your third principle which isthat again in recovery of joint and
common costs, that where it’s feasible, some form of multi-part prices should be - - -

PROF SNAPE: | think we said where it was efficient actually, rather than feasible.
MR ERGAS. Yes, whenit aids efficiency.

PROF WOODS: Can | just take your point though. | understood you to say that
for the pricing of services, that they should separately and collectively have afloor
that recovers the efficient long run costs, but if you then look at our third point
where, allowing the option of multi-part tariffs and price discrimination so that you
can in fact price according to some Ramsay principlesthere, is there some conflict in
what you're trying to achieve and what that third point is trying to achieve?

MR ERGAS:. No, | believe not, in the sensethat all | really had in mind therein
respect of my concern with your first point above and beyond the question of trying
to get more clarity into it and taking out some of the scope for perhaps improper
interpretation of that principle was that the generally accepted approach would be, |
believe, that each service ought to be priced to recover its incremental costs so no
user or group of users should pay less than their incremental costs. Where useis
long run in character or where there's along run obligation to supply, then the
relevant cost of use versus non-useisalong run cost, and so the floor is defined in
terms of wherever thereis either along run nature to the assets or an obligation to
supply, the floor is defined in terms of the long run incremental costs of each service,
and then the ceiling test would say that for the collection of services that collection of
services should be such as to recover the costs involved in itslong run supply. So
it'sacombination - - -

PROF SNAPE: Perhaps you can elaborate that in a supplementary submission.

MR ERGAS: Perhapsthe smplest example of that would be the New South Wales
rail access regime which setsit out in quite those terms.

PROF SNAPE: | think that we didn't suggest the ceiling in quite the way that you
suggested there.

MR ERGAS:. No, | agree with that.

PROF SNAPE: Indeed, we were abit slacker on the ceiling than you were there
because what we had in mind in the design of these was that regulations and
regulators are not perfect and that we could in fact envisage that there might be a
band in which prices, so long as they’re above a certain level and not above another
level, would in fact not have serious implications for efficiency, and that in fact
within that band there may be more distributional effects than efficiency effects.

MR ERGAS:. | see.
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PROF SNAPE: Weweretrying to say if thereis such aband, then we were
focusing on the efficiency and questions, and not so concerned as to where it would
come within that band, so that there may in fact be - we are trying to set afloor that it
go above acertain level, a celling, which in fact was where, if that ceiling were
exceeded, there would be adverse efficiency effects. That was the thrust of at |east
part of those recommendations, in which case it wasin fact not as precise about the
ceiling, or didn’t set the ceiling, in the way at which | think that you just articul ated.

MR ERGAS. Yes. |takethat point and | certainly see the meritsin the approach
that you have set out. Inthe view of it that we have put, | would hope that the same
result would be achieved but perhaps by a dightly different meansin the sensethat in
our approach it does seem to us that the regulator to some extent does set a ceiling.
We believe that that ceiling should reflect the costs associated with the provision of a
service taking account of the risk of error through the regulatory risk premium. The
reason that we have broadly adopted that approach, or recommended that approach,
was that it seemed to us that that actually forced some consideration in an explicit
way of that risk of error and perhaps in an attempt to set some values or parameter
values around that risk of error. So we certainly do not disagree with the objective
that underpins your formulation, but we were perhaps getting at that same objective
by adlightly different road.

PROF SNAPE: Yes. | suspect that’s correct.

PROF WOODS: To that extent, and we are trying to identify the band, you have
posed three further additions to the pricing principles. My concern there isto what
extent do they affect the limits of the band or are you trying to be more precise
within that band through the addition of those three principles, and for the sake of the
trade-of f between clarity and simplicity thereis a concern that if the matrix of
principles becomes too extensive where we're actually spending alot of
administrative time and regulatory complexity to pinpoint within that band. So if
you could briefly address the extent to which you see the three additional matters that
you would like to see raised as being either to give greater definition to the band or to
be more specific in targeting a price within that band.

MR ERGAS:. | accept that there is always an issue about the appropriate level of
specificity of the rulesthat one imposes and | also agree with you that ultimately - as
all those of us who have ever grappled with costs or attempting to measure costs in
the real world know - all of these processes were attempting to define costs and
measure costs, are processes that result in ranges and bands and that’s to my mind
probably an unalterable fact of life. So | certainly accept that. We believe that these
principles will assist aregulator in determining the appropriate band in the sense that
particularly the first but also the second and third will act as constraints, will act in
my view as material constraints on the overal revenue that the regulator will
determine for the regulated services.

We don't believe that these principles are unnecessarily complex in their

interpretation or implementation. They are in our view very similar to principles that
have been used in regulatory legislation elsewhere in the world and even in some of
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the legidation at state and territory level that bears on particular regulated or utility
services, though we have chosen perhaps a more technical way of expressing
certainly the first of those principles than you would commonly find. We believe
that the concept of financial capital maintenanceis very well understood by
economists and is one that is not unnecessarily difficult to give concrete meaning to.
So | would hope that those principles would be seen as adding to the broad approach
that you have suggested rather than necessarily or in any way really displacing the
principles that you have set out which strike us as good ones, and that in practice
they would help both in determining the band and then when it came to individual
servicesin setting the floors and ceilings, that might be attached to those individual
service elements.

PROF WOODS: Do you want to comment on financia capital maintenance?

PROF SNAPE: I'mtrying to grasp this and think through it. Just before | do that, |
just perhaps refer back to your opening remarks about vision, and | think that
probably in asking for some vision we were pretty much in the same area as you are
indicating. We were, of course, not asking for that which would lead to central
planning. We were asking for the sights to be raised somewhat from what seemed to
be the legal interstices that so often occur in aregulated environment and in which,
of course, the lawyers earn their living, to something rather above that and in
particular to pinpointing of those regulations which would inhibit the devel opment of
scenarios which could be seen with various types of vision, and in fact that was the
context in which we were trying to formulate it and it was the sense, | guess, in
broadcasting that was there saying, "These regulations are in fact inhibiting the
development of such-and-such,” and that was the context in which we were seeking
it.

But the financial capital maintenance in regul ated assets were prudent at the
time they were made. Now, there are many forms of - there are regulated assets and
of course the effect on the return that’s going to be made on those regul ated assets
can come from various forms of regulatory risk. They can come from new
regulations, which in fact would tend to depress the return; they can come from
regulations whether new or removed, which, in other activities or in competing areas,
would affect it aso, and so a new regulation that prohibited - I’'m being hypothetical,
of course - that prohibited further development of mobile phones would have a
significant effect upon the anticipated rate of return on the copper wire as against no
regulation. So in assessing that, how far does assessing this rate of return and where
one would set the price in order to get that rate of return that would be expected from
a prudent investment, how far does one cast the net in looking at the changes of
regul ations which has occurred?

MR ERGAS:. In some respects the prudency tests, as weve used it and asit’s been
utilised, for example in the United States, is really a matter of onus of wherein the
regulatory decision-making process you set that onus and how you identify the
threshold associated with the onus, and you can see that if you contrast the prudency
test with optimisation as it would be carried under some concept of physical capital
maintenance such as, say, optimised deprival value approach to asset valuation. The
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crucial differenceisthat in aphysical capital maintenance optimisation approach, the
evidence that is required to change the value of the asset and hence change the
stream of returnsto the owner, is evidence that merely shows that the current market
price of the asset or of its modern equivalent replacement differs from the value of
the asset as corresponds to the amount consistent with the financial capital
maintenance, which will broadly be the undepreciated value of that asset.

So, inaway, al the regulator needs to do to write down an asset isidentify a
gap between the undepreciated amount and the amount that corresponds to
contemporaneous replacement, and at that point the asset write-down can occur, and
it'sreally as aresult of that approach that we have seen - not solely in
telecommunications but in other regulated industriesin Australia - such substantial
asset write-downs, which are very, very large by comparison with those that have
been effected, for example, in the UK or indeed, | would say, even more strikingly
relative to the United States.

Now, with the prudency test, on the other hand, the issue is not whether, as
matters turned out, there was this divergence but rather whether areasonable
decision-maker at the time of the investment decision would not have sensibly taken
that investment decision. So the onus in the administration of prudency tests has
typically been on the regulator to show that decisions have been imprudent, and the
case that perhaps most starkly stands out - and this really brings me to your question
- isthat of the treatment of nuclear power generation assets in the Unites States
where a succession of regulators have in recent years, or really in the course from
Three Mile Island on, determined that the investments made in nuclear generation
were imprudent investment that reasonable investors, unprotected by regulation,
would not have made. So the way they’ve interpreted that test is that the investment
reflects the moral hazard associated with whatever insurance the regulatory scheme
until then provided.

Now, you could look at those instances - and thereis, incidentally, afair bit of
evidence that the stranding of those assets increased the cost of capital to electricity
generation in the United Sates - you could look at those decisions and say that really
all that happened was that when the investment decisions were taken largely in the
1960s, the regulatory regime in place was one that was aimed at positively
encouraging investment in the generating plant, the nuclear generating plant in
particular, and that the reason the investments became imprudent was because in the
70s and 80s additional safety regulations were imposed which made nuclear
ultimately very costly relative to alternatives to nuclear power. So that what they
were really penalising the companies for was not for commercial decision-making
but the failure to anticipate the change in regul atory arrangements that would
ultimately occur.

Now, in our view, the correct approach to the risk of regulatory changeis not
toinsure firms against it by compensating them at the time of the regulatory change
but rather to build that risk into the allowed cost of capital of the firm, ie, to deal with
it in exactly the same way that will deal with other policy changesin the economy.
So there's arisk that firms bear that the tax system will change and that what were
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reasonabl e investments at the current tax arrangements will no longer be so once the
tax arrangements are altered. That isn't an argument for full compensation against
changesin taxation. It'sreally an argument that says that reasonable investors will
take account of that risk when they estimate the net present value of that investment
and they’ll take account of it, be it in the cash flows or in the WAC but somewhere
they will take account of that risk, and in exactly the same way we would say that the
appropriate response to regulatory changeisto, rather than attempting compensation
on the day, to ensure that you have provided for it in your calculation of the allowed
revenue.

Thereason for that, in my view, is essentially thisand it's very similar - and I'm
sure thiswill be debate that you will know much better than | - to the classic debate
in tax policy about whether you provide full compensation for tax changes or not.
The reasoning seems to me to be the same; that there's two reasons why you don't
provide for compensation for policy changes on an ex post basis but rather recognise
its cost as part of the opportunity cost of decision-making. Those reasons are, first,
that any scheme that attempted to cal cul ate the costs of the compensation required
and then to extract it would be administratively extremely complicated because it
would require not merely compensating the losers but also taxing the winnersiif it
were to have zero net present value going forward.

Then the second point is that, to some extent, you want reasonably-minded,
well-informed investors to attempt to foresee regulatory changes going forward.
Where you have poor regulations or where there's some costs associated with
responding to changes in regulation, society gainsif those who adequately predict the
changes - who best predict the changes - do better from the changes than others. So
just as society gains in that sort of classic 1950s tax literature, society gains when
able-minded investors foresee tax changes and ensure that they don't incur some
costs that will be invalidated by those tax changes. So society gains when the most
able-minded investors foresee regulatory changes and don't incur some cost that will
be invalidated by those regulatory changes.

PROF SNAPE: Okay, you've helped to clarify my mind in question but the point
that | was getting at isthat just as you said that the tax changes could benefit some
but hurt others, it's not always that more is going to be taken away. So regulatory
change can be adverse or favourable. Now, if in fact oneislooking at that and oneis
thinking of awhole raft of possible regulations as well, then oneis thinking of a
regulatory risk which may in fact not be asymmetric but in fact be symmetric; that in
fact there isarisk from gains from regulation; thereisarisk from loss from
regulation. If itisasymmetric risk, if oneisthinking in those terms that because of
the whole raft of regulations that might be in fact implemented and changed in this
industry, is one necessarily saying that in fact there should be a premium for that risk
or not?

MR ERGAS. Theissueyou raiseisin my mind equivalent to the question of
whether the risk associated with regulation can be diversified away, either diversified
through a pool of regulations, asin your example, or diversified by holding assets
that are exposed to differing regulations. If the risk of regulation could be diversified
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away, then that diversified risk would not require compensation through the cost of
capital, at least to the extent to which you did have at the margin investors who were
capable of holding fully-diversified portfolios.

Theissue to my mind in that respect is twofold. Thefirst isto properly
understand the impact that regulation has and how it relates to the basic determinants
of afirm’'s allowed revenue stream. There it'simportant to distinguish between
impacts on cash flows and impacts on the required rate of return, the compensation
of risk bearing. In my view these two elements, which are analytically distinct, are
very often confused both in practice and in the analysis. The simplest way to think
about that isto look at aregulation that constrains the upside without limiting the
downside. Any regulation that constrains the upside without similarly or
symmetrically affecting the downside necessarily has an impact on the expectation of
the firm’s cash flows, ie, what it affectsis the expected value of the cash claims
associated with ownership of that firm. It may do so without having any impact on
the firm’s cost of capital, but the impact on the cash flow is still an impact that needs
to be compensated for.

If you look at the cost of capital in the sense of the allowed compensation for
risk, what the theory istelling you is that what markets do is they price equal dollar
clams. So what, for example, the capital asset pricing model tries to do, or the
arbitrage pricing theory model, is to price the value of aclaim on $1 where that claim
can be called upon in different states of the world. So the underlying premiseis that
you have a$1 claim and you ask yoursdlf: if that isaclaim, say to $1 when the
market is up or $1 when the market is down, $1 when the economy is doing well or
$1 when the economy is doing poorly, how much will risk-averse investors pay to
hold that claim - those claims then coming in the form of bundles of claims?

So the underlying premise is that where an action, be it a managerial action or a
regulatory action, has affected the cash flow, that is recognised through the cash flow
and then all that is priced in the capital marketsisthe claim on the resulting cash. So
again coming to the ssmple point of the upside and downside, when the upsideis
curtailed, an investment that previously, say, had an equivalent cash claim of $1 will
now have a cash claim of 75 cents. For that investment to proceed if the cost of that
investment is $1, investors must at a minimum be assured of $1, so there'sa
requirement that somewhere that 25 centsis going to be made up. Then they have to
bear the risk associated with some of the 75 cents and the 25 cents, ie, the risk
associated with that $1. That risk iswhat isin fact being priced in the cap M.

So the long and short of it isthat any regulatory action that affects the cash
flow needs to be recognised. That needs to be recognised in the change in the
expected value of the cash flows. Additionally, regulatory action may affect the
volatility of those cash flows and in particular their co-variance with the return on a
diversified portfolio. It'sthat co-variance which is then priced into the cost of
capital. Now, assume that you had regulatory action, the expected value of which
had been appropriately priced into the cash flow: could it nonethel ess affect the
diversified position of an investor? The response isthat that will depend on the
extent to which an investment of that kind could in fact diversify that particular set of

16/5/01 Telecommunications 215 H. ERGAS and OTHERS



income claims.

Assume that you had the most ssmple of all possible worlds where when people
did terribly nasty things to Mitchell Landragin, who's over there, from Telstra, the
direct beneficiary was Derek Francis from Optus. So though you and | might think
that Mitchell Landraginisavery nice fellow and it’s cruel to do mean thingsto him,
as hard-nosed investors we could diversify against the irrationality of the ACCC
towards Mitchell Landragin by holding claims on Derek Francis. But the reality of it
isthat so long as any of those actions are not fully captured by Derek but rightly or
wrongly he passes some benefit on to consumers, which he's reluctant to do but may
be forced to do, then we can no longer diversify that risk because there's no claim
that you can write against consumers or no direct clam. So, so long as you have any
element of passing on of regulatory risk, then it follows that even the most perfectly
diversified investor will not be able to fully protect or insure against that risk and
henceit islikely that that risk will be captured in part also in the cost of capital.

Indeed, it seems to me that the reason you often observe for some regulated
assets such as water, forms of ownership which vests ownership in consumersis
because, even though those are not terribly efficient ownership patterns in terms of
monitoring, they're in the presence of extremely long-lived assets with very high
sunk costs and major exposure to regulatory risk. They are an effective way of
hedging regulatory risk, because they place the risk of expropriation against those
who would benefit from it in the first instance, ie, the consumers of those services. |
apologise for having been terribly long-winded, but it's an unbelievably complicated
question, as you know better than I.

PROF SNAPE: | don't accept the last point, but thank you very much.

PROF WOODS: Can| briefly focus on a claim by one of the participants that the
ACCC overestimates the outcomes of TSLRIC by use of a scorched node approach
rather than a scorched earth approach. Do you have aview on that perspective?

MR ERGAS:. Let mereply tothat intwo parts. Thefirst part isthat it's all too rare,
or it had been all too rare until the recent debate, to hear people actively argue in
favour of "scorching" earths or nodes. So | have a slight element of hesitation there
but let me pass that question over to someone who'’s an expert in that, and | might
comment on that, which is my colleague Alexis Harden, and she'll reply to that
guestion.

MSHARDEN: Thereason that a"scorched node" assumption is used rather than a
"scorched earth” isbasically becauseit'sso - - -

PROF SNAPE: Y ou could use the other microphone as well, which isthe
amplification. Weve got two systems going. Thank you.

MSHARDEN: Okay. Thereason why | think that they use the scorched node

approach - and not just in Australia but in other countries as well - instead of the
scorched earth approach, is mainly because it’s so difficult to implement the scorched
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earth approach and it would be very difficult to completely reoptimise the network or
even to have any one view on what the compl ete reoptimisation of the network might
be, plus, | think, one of NERA'’s reasons for using "scorched node" instead of
"scorched earth” was because they viewed it might be unreasonabl e to anticipate that
Telstra could immediately change to afully scorched earth network, given that it’s
built up its network over time based on the given locations of its local switches.

MR ERGAS:. Can | add to that in one respect, which isthis, that it seems to me that
in the Australian context the difference between "scorched earth™ and "scorched
node" is probably much smaller than it is elsewhere and the main reason for that is
that as part of the process of modernisation of the Telstra switching network during
the late 1980s through to the mid 1990s - the so-called "future mode of operation” or
FMO program - in fact the location of the nodal points was reoptimised as the
program proceeded, and so what you're looking at is not asituation, say, like that in
the United States where there hadn't been a systematic review of the location of
major switching nodes, rather such areview of the nodal locations had in fact very
recently been carried and what the TSLRIC models do - both the NERA model and
the modelling that has been done by Telstra - isto pursue full implementation of that
reoptimised switching fabric.

So in fact there is more optimisation in the choice of those nodal points than is
indeed the case in the current physical network at this stage. Soin that sense | think
the gap would probably be relatively small. The costs of afull reoptimisation would
be very high and even with minimum spanning-tree algorithms and other approaches
that have recently been used to reoptimise nodal locations, the results of all the work
I've seen suggests that there's still a considerable range of estimates that are
generated when you use those algorithms, and hence what that would do is not only
add compliance costs in the sense of costs of actually carrying out the calculations
but also add a further significant element of uncertainty to the process.

Can | make afinal point on that, which comes to the distinction between
scorched earth and scorched node and it's this: that when you reoptimise, what
you'redoing is, in effect, assuming close-to-perfect foresight. So when you
reoptimise location, for example, of cable runsin a scorched earth approach, what
you're assuming is that the carrier in question knows where all the customers are and
then builds the physical assets around that pattern. Now, because in the subsequent
period you're going to do that again and because clearly you don't have perfect
foresight and you have afair range of moves, disconnects, alot of customer return,
particularly in a geography like Australia. Y ou have phenomenathat are quite
significant in terms of costs that are much less significant in the UK or Germany or
the United States which isthat if you're in the UK and a customer disconnects, it's
very likely that another customer will ultimately reconnect at that premise. In
Australia, for afair part of the costs of cabling, you can have customers who
disconnect and no subsequent customer reconnects; for example, take regiona towns
and even more so when you go to some sub-areas below the regional centre level,
you actually get avery high proportion of assets that are stranded and completely
new assets are needed in new locations.

16/5/01 Telecommunications 217 H. ERGAS and OTHERS



So because you have that, then the reserve occupancy or the plant occupancy
margin that you need to build in if you're using scorched earth isvery high. So if
you properly implement scorched earth, what you do is, yes, you take some costs out
to the extent to which ex post optimisation allows you to have shorter cable runs than
you would otherwise have, but you build significant new costs in because you in fact
have to build in the redundancy to cope with the lack of perfect foresight in future
periods. If you don't build in that redundancy, then you simply have to increase the
allowed cost of capital. So at the end of the day, there isto my mind no evidence
that properly implemented scorched earth will lead to any lower costs than the type
of scorched node approaches that have been used.

PROF WOODS: Thank you very much. An underlying theme of your presentation
to us has been to construct an environment that promotes investment in
infrastructure. We've had evidence from participants to this hearing, two in
particular who own an extensive roll-out of HFC cable, and yet neither of them are
digitised at this point. Do you see that as aregulatory failing or amarket failing or
just anatural evolution in the redesign and reformatting of infrastructure and
investment?

MR ERGAS:. I'm not, to be quite frank, at all privy to the internal decision-making
processes that have led to the non-digitisation of those services and hence my
comments on that are to some extent in the nature of speculation. But what | would
say isthis: first, | think it was quite striking that the market responded very
positively to the announcement in this room the other day that given the regulatory
risks, digitisation of the Telstra HFC was not on the immediate agenda, and that
suggests that the markets themselves viewed some element of risk - whether it’s
market risk or regulatory risk bearing on those assets is difficult to say.

| think it is the case that the decisions such as the HFC digitisation seem to me
to bear out many of the criticisms that are legitimately made in your draft report of
the current arrangements. First, it's by no means apparent that the HFC ought to
have been declared in thefirst place and it’s very difficult to see what the market
failure that was being corrected by that declaration really was. So if there was a case
- and | think there were several others - but a case that highlights the types of costs
that your report points to, the HFC would be that case.

The second isit aso seems to me that the HFC digitisation is again avery nice
illustration of the argument that is put in your report about truncation of the upside
without any corresponding insurance against the downside. Thereality of it isthat if
the digitisation proceeds, if it's successful, then there will be very strong pressures
for third party accessto it and at least as the pricing regime is currently interpreted,
there is no confidence that can be had that those pricing arrangements will reflect the
ex anterisks involved in the digitisation decision. So under those conditions, what
the parties are left with, it seems to me, is a situation where the losses are privatised
and the gains are socialised, amost the opposite of what we have tended to do in
many other industries and instances where the pressure of the political system has
been to allow private profits to be retained and private losses to be spread. So under
those circumstances, | would not be at all surprised if that regulatory risk had in fact
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borne fairly significantly on the decisions that have been taken and will need to be
taken in the near future.

PROF WOODS: Thank you very much. That concludes the questions we wish to
ask. Thank you very much for making the time available. We look forward to
further elaboration of matters which you've identified; if we could ask that they be
presented to the commission well before the end of June, that would be helpful in us
arriving at atimely conclusion to our report. Are there any concluding comments
you wish to make?

MR ERGAS. Merely to thank you and all those who attended for their patience.

PROF WOODS: Thank you very much.
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PROF WOODS: The commission has been asked to accept supplementary
information from one of the previous participants, being Cable and Wireless Optus.
We agree to that request and call for them to come forward. Thank you, Cable and
Wireless Optus. If you could please identify yourself and your position.

MR FRANCIS: Thanks. Derek Francis, Cable and Wireless Optus. First of al, |
wish to thank Commissioner Woods for giving Cable and Wireless the extra
opportunity to focus on certain issues associated with the ACCC's implementation of
TSLRIC and retail price controls, atopic that the previous speakers from NECG
focused on as well.

What I'd like to do, if possible, is give adlightly different perspective on that in
terms of firstly proposing an economic paradox. What | have hereisthe ACCC's
observed TSLRIC pricesfor line renta in the four geographic areas. So you have
got 130in CBD, 357 in metro, 280 in provincial and 590 in rural. Now, what that
suggestsis that the metro areais the second highest cost areain terms of the ACCC'’s
NERA modelling results. Secondly, what I've doneis I've mapped Telstra’s retail
prices against these NERA model costs and what we find is that Telstra's business
line rental at the moment is $300 and the NERA model estimates the cost of that at
around 150 to 280 per annum. Then what I've doneis I've measured residential line
rental for Telstrawhich is 190 to 210 dollars, depending on which option you take,
versus the newer model price for the metro area entry which is coming out around
347. | think NECG previously put up aside which had about the same relativities
but | think the had the metro line rental entry price at around 390.

So obviously from this as economists what we would sort of expect to observe,
is that we would expect to observe, "Well, there’s a bit of cream skimming and
margin in business areas and residents are not going to get any entry at all because
obviously price seems to be held below cost in residential and it seemsto be held
above cost in business." What we actually have, and thisisthe paradox of this, is
that observed entry by new entrants has actually been more vociferous and larger in
the second highest cost area in the newer model, in the metropolitan area, where
Cable and Wirelessitself has 500,000 lines, Telstra approximately has 7 million. If |
had mapped it directly against it then it would have only been about 5 million.
Competitor market share in this second highest cost areais 7 per cent whereas in the
business area where you would expect to have alot of entry because you have got
price above cost, you actually observe very little entry, you have only got 100,000
lines supplied by competitors, and a competitor market share of only 3.6 per cent.

| pose this as a paradox because it doesn't make any sense when we look at
economic theory which would suggest, well, we get alot of entry in the CBD areas
and not much entry in metro areas, and so what do we conclude - well, we can't argue
with the actual data because that’s what the data says so there has to be something
wrong with the economic theories | guess. What does the actual data suggest? |
guess it basically suggests that the ACCC over-estimated the NERA model costsin
metropolitan areas and the next lot | will haveis| will have why they did that
because obviously we're a new entrant and everything and we don't roll out a huge
amount of servicesin residential areasif you have got the price of service being
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significantly held below cost, but it also suggests something a bit more profound.
That isthat in the actual areawhere there is the biggest margin to be obtained, that
there are some material barriersto entry still going on that have been erected,
because it doesn't make any sense that there is not entry coming on in the CBD
business market, so there must be some sort of artificial barriers to entry going on.

| guess athesisthat we have put isthat alot of these barriersto entry in the
high cost areas are Telstra's non-provision of number portability of the business
market, where obviously the incentive is for them not to provide number portability
very high, and the second thing is government erected barriers to entry with building
access. | will just go through alittle bit more of the data. Thisiswhere| think there
is probably alittle bit of a disagreement with myself and the previous speakersin
terms of the relative effects of access pricing regulation. Thisisthe Optus HFC
roll-out in metro. We have seen this dide before on Monday but essentially what
the ACCC did over this period is they set - price of access was about 3 centsin 1998
and it sequentially went down to about 1.5 cents by March 2000. What we can seeis
that actually corresponds with the increase in Cable and Wireless Optus's roll-out, so
| think it's exceptionally hard to sustain the story; that somehow the ACCC have set
access prices too low and that is causing alack of investment in networks because we
actually observed the opposite phenomenon happening; that as the ACCC has set the
access price down, the Optus HFC cable network has revved up in terms of actual
roll-out and we can see that that acceleration has occurred.

PROF SNAPE: Sorry, can | just clarify. Are you talking about roll-out or are you
talking about connection to what is effectively a sunk investment?

MR FRANCIS. To be honest, the actual major cost of the roll-out is the final drops
into people's homes, the direct connection, so while the actual roll-out on the polesis
sunk, amajor cost isthe hook-up. Okay. So what | want to do istry and explain
some of these resultsin light of something where we believe the ACCC has gone
wrong and then | will end off with a couple of conclusions. This has been a
submission to you. Thisison p.1. Basically what we believe was that the ACCC
was very conservative in estimating the TSLRIC and as we have heard use of scorch
node rather than the economically correct greenfield approach. It's very important to
understand that the cost of providing access is essentially determined by the cost of
new entry on the scale of the incumbent, so it's not determined by the cost to Telstra
of rolling out its historical network as it was 50 years ago, costed at today’s prices.

I’'m not sure if the previous speaker was essentially arguing that financia
capital maintenance costs Telstra’s network asit looks today, which isit’s historical
Melbourne, and then costed at today’s prices, but that will give you the economically
incorrect price. The actual economically correct price is basically determined by
what’s best in use technology today. | can tell you what best in use technology is
today. It'swhat we'redoing. We'rerolling our aerial network strung on poles. You
get very cheap lease costs and the costs of actually rolling out the distribution
network are very low. Transact is doing exactly the same thing. Neighbourhood
Cableis doing exactly the same thing.
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Essentialy what the ACCC did was, rather than doing forward looking best in
use practice, what they did was they said, "Telstra has sunk this historical network
with trenches. Let’s cost that and cost it at today’s prices,” and that produced avery
high priceresult. That'swhy | observed this paradox where we have got entry
occurring in the ACCC'’s second highest cost area but in actual fact with the
amalgamation of retail price controlsit’s suggested that those margins are actually
negative there where we actually observe entry there. So | have got a few other
points there.

PROF SNAPE: You'e not swinging from polesin CBDs?

MR FRANCIS: No. In CBDsthe efficient method isto share with the other
utilities in trenches, so in the metro area you're just swinging from poles, but in the
CBDs and business areas then you would go underground in trenches shared with
other utilities, the gas and the electricity utility. so thisiswhat we're doingin
metropolitan areas and this is why we're actually entering, even though the NERA
model saysthe cost is 350 and the retail priceis down at 190 which doesn’'t seem to
make any economic sense at al (inaudible) observe al this entry.

We've got afew other things in here on utilisation of copper pairs, 1.3 versus
1.1. Distribution network sharing wasn't forward-looking, so that’s the sharing with
other utilities which we employ, but essentially we lease the distribution network off
the electricity utility. That's what you'd see happening. ACCC didn’t subtract the
contribution from other services supplied over the PSTN. Essentially we make
money from telephony, but also we supply abundled set of services and they all
make contributions to your fixed network costs, so to get economically correct cost
recovery you have to subtract the contribution from those services, so things such as
ISDN, fax-stream, even unbundled local loop, should be subtracted so that you get
economically correct cost recovery.

There are a couple of other technical pointsthat | won't bore you with, but the
gammadidn’t properly reflect changes from the Ralph reforms and alot of the cost of
the operation and maintenance equipment was a bit ridiculously high. Asan
example, the cable that runs from Sydney to Melbourne - | think the ACCC assumes
that there were 50 person hours annually just for the continued maintenance of that,
and we have our own cable there and we only take 16 annual person hours for that.
So I'd suggest basically that they overestimated that by three times too much.

So whereisal of this story basically heading? It heads back to our basic
theme that access pricing has been irrelevant to investment incentives. Y ou can argue
as much as you want about access pricing, but it hasn't affected our investment
incentives. We're the biggest network provider out there besides Telstraand it all
gets back to retail price control. We heard the previous speaker say that you've got to
get access pricing right and retail pricing and there all these political problems and
everything, but | guessin terms of economists we should know better - that thereis
no right access price if there are retail price controls that distort retail prices, because
you're immediately in the world of second-best and because you're in the world of
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second-best you can't set economically correct access prices. Y ou have to set
third-best access prices and they’re al a complete perversion - basically 50 per cent
too high access deficit contributions for long distance, low call resae.

Telstrawants their wholesale price above their retail prices because of access
deficits and all these other things, and any time | guess NECG goes in and makes a
submission to the ACCC 75 per cent of itissaying, "In retail price controls you have
to allow for that in your access price," and they spend 75 per cent of every
submission talking about how access prices need to be perverted and distorted
because of these retail price controls. Basically - | just repeat this again - you say
Henry put up before the price in metro was $400 per annum. He can't claim to me
that holding every single residential line $200 below cost per annum is not the key
inhibitor of investment: it isthe key inhibitor of investment.

| guess| have adightly different view of where we're going. | don't see the
world of tomorrow as this narrow-band world where grandma gets a basic tel ephone
service supplied with subsidised access. What | seeisaworld where Telstra does
put up their price to $400 per annum. I'd loveit. Wed roll out broad band
everywhere and we'd supply people with high-speed Internet, we'd supply them pay
TV, we'd supply them with fast Internet access, we'd supply them with telephony and
we'd priceit at about $25 and we'd have al of the market and we could say goodbye
to Telstra.

PROF WOODS: Thank you, Mr Francis.

MR FRANCIS: Sothat'stheway | seethings, and also that the retail price controls
areinconsistent with Ramsey pricing, and that’s the key story.

PROF WOODS: Canl just ask onefinal question? That's that you've used your
customer shares, competitor market shares, based on lines supplied by competitors.
What would be that table if you were looking at value of services rather than line
shares?

MR FRANCIS: It'salittlebit difficult with value of services, but with value of
telephoning services and generally with telephony services, businesses are slightly
more intensive users of telephony services than residential subscribers. But
obviously what we do - thisis the way of the future - iswe give consumers awhole
lot of new services. Basically we hook them up, we give them pay TV, wetry and
give them telephony and we try and give them the Internet and everything, and so the
revenues go up, and the reason the revenues go up is because we supply them with a
whole |ot of innovative new services. So that’s how we essentially make money, and
that’s the key to the future: getting rid of controls that distort investment incentives,
so getting people to roll out infrastructure that improves welfare, and | guess the
access pricing story has not for us been relevant to that.

PROF WOODS:. Thank you very much. That concludes this morning’s session.

(Luncheon adjournment)
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PROF WOODS: Wewill resume our hearings and the next participant is the
Consumer Telecommunications Network. Welcome. If you could please identify
yourself and the position you hold.

MSCAMPBELL: Thank you. My nameisHelen Campbell. I’'m the executive
officer of the Consumer Telecommunications Network.

PROF WOODS: Thank you very much and thank you for providing the
submission, which we've had the opportunity to read and we will draw some
questions from it. But do you have an opening statement you wish to make?

MSCAMPBELL: Thank you. Firstof al I'd like to thank the commission for
giving us this opportunity and also to express our appreciation for the draft report.
We've found it to be an extremely valuable document in terms of consumer
perspectives on the state of telecommunicationsin Australia. There’'sagreat deal of
very valuable resource materia in it that we greatly appreciate.

In relation to the draft recommendations that we've addressed in our
submission, we wish to focus on just a couple of pointsthat are of specific relevance
to residential consumers, and we're not intending to attempt to comment on those
matters about which we don't really have direct experience concerning the
administration of the access regime.

Theissues I'd like to specifically discuss today are set out in the submission.
The question of the status of the principle of the long-term interests of end users, the
policies relating to the price of access for household fixed lines - and it’'s a pity it's
the same word because it’s quite different from the question of access pricing as
between carriers - and lastly the question of how we might develop policies and
approaches which will promote choice and variety of servicesthat are delivered on
the local loop.

PROF WOODS: Thank you. Asl say, we have had the opportunity of reading the
submission. One of the early comments you make which isin relation to draft
recommend 8.1 is that you draw the distinction between economic efficiency and
overall social benefit. We have had further look at the words we drafted and
submissions such as yours on this point. There may be some attraction to moving to
aredefinition that talks about economic welfare. I’'m wondering if that moves closer
to your view about the importance of overall social benefit.

MSCAMPBELL: | believethat it would. Of course we would haveto look at
perhaps the question of whose economic welfare do we refer to. | appreciate the
commission’s approach in seeking consistency in terms of the principles that need to
be applied by decision-makers and | think we would certainly agree with that; that
we need to be consistent. What we're concerned about is to ensure that we don't lose
the concept of the role of the end user. It has been suggested, perhaps
light-heartedly, that one could combine the prudential management of HIH with the
customer care quality of Woomera Detention Centre and still be economically
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efficient.

| note in the draft report there is some discussion of how one might provide a
benefit to the end user without otherwise achieving desirable overall economic goals
but perhaps we would like to put it back the other way; that we want to ensure that
both of those things are cared for. The particular concept itself, the long-term
interest of end users, has been somewhat vexing. In particular, the question of
whether the end user should be expected to endure some short-term pain because
there will be some long-term gain, and whether that’s appropriate or whether the
immediate interests of end usersiswhat’simplied by that criteria.

| guessin specific, from the point of view of residential consumers, we can't
really believe that it is necessary in our interests, or indeed necessary without our
interests, that the price of access should increase. That has been an issue of some
debate, and particularly in relation to recent decisions made by the ACCC in relation
to the cost of residential accessto the fixed line. We would certainly support an
approach looking at overall economic welfare and benefit that was inclusive of the
interests of end users and having that approach applied consistently.

PROF WOODS: Thank you. Initscurrent formulation in the act, it talks not only
about end users but long term, and | think you would agree that having the servicein
itself isapriority aswell asthepriceit ispad, and if the priceistoo low it makes the
serviceitself unviable. That’s not in the long-term interests of the end users so there
isatrade-off there. On aparticular point of pricing we have had participants come
before us to discuss the end retail price of fixed to mobile calls and some discussion
about the extent to which those prices are underpinned by a high price being paid to
terminate onto mobiles. Does your organisation have aview on why there seemsto
be some downward stickiness in pricesin that area?

MSCAMPBELL: | think wewould probably say we think we're paying those
prices because we have to, that is, those prices are being charged because they can.
We certainly supported the extension of fixed mobile termination as being one of the
preselectable options. We particularly wanted to see that as a separate basket
because those who are the experts at giving us the cheap calls to UK or whatever
may not necessarily also be those that can offer us the best for the fixed mobile
termination. So we are looking towards, and hoping for, and working with the
industry, towards a more sophisticated multi-basket, multi-service deliverer
preselection and override regime for the residential consumer.

We do believe that if we achieve that, that will certainly provide the
opportunity for awider range of competitors to offer that service to residential
consumers and we do believe we would see a downward pressure on those
termination pricesif that happened.

PROF SNAPE: Yes. The preselection and override have to be treated separately in
that category in that, don't they?

MSCAMPBELL: Insome sensesthey do because the sorts of technologies we're
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talking about differ but in other ways, for both preselection and override, we do
believe thereis aneed for active regulatory intervention in that it’s not necessarily in
any one competitor’s interests to help their customers shop around. We have found
for example that if you choose Optus for your local access line to your house you are
then not able to presel ect other than either Optus or Telstrafor your long distance
and internationals so athough the settings allow for it the industry, for whatever
reason, has not chosen to provide it, and it's an area where - we would actually like to
push that forward and say, "What it meansis part of your licence condition is not
only that it be possible but that it be done.”

PROF SNAPE: But you could override in those circumstances, couldn’t you?
MSCAMPBELL: Yes, you can useper cal - - -
PROF SNAPE: That was my point.

MSCAMPBELL: Yes. Percal overrideisavailable but considerably less
convenient, especially when you are organising your telephone service for your
household. A per call system is not as convenient for a household as making those
decisions as a setting for each call.

PROF SNAPE: No, | understand that, but neverthel ess one does have the
discretion on every call with the override.

MSCAMPBELL: Yes. That certainly goes part of the way but | think we would
like to seeit go further.

PROF SNAPE: That'swhy | was making the distinction between the two.
MSCAMPBELL: Yes

PROF WOODS: You make reference to substantial competitive impediments to
voluntary cooperation. Would you like to elaborate on some instances where you
have seen that occurring, and how that might be resolved? How can we cometo a
less regulatory intrusive and more cooperative marketplace?

MSCAMPBELL: Yes, I could certainly provide examples. The question of how
we both avoid regulatory intervention and get a more cooperative marketplace, |
don’'t know that I've got the answer to that one. In terms of specific exampleswe
look at situations like trying to get into carrier roaming, particularly with your short
message service on your mobile phone, to be able to send those messages in between
different providers’ offerings and how we might achieve some consistency for
examplein terms of things like message length, agreed and deliverable times that the
message is received; issues to do with the pricing and the timing of the billing for
those short message servicesis an area where we do need industry-wide cooperation
to provide an effective mechanism that goes right across the market for consumers.

We are dealing with those commercial entities who are looking towards the
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advent of mobile number portability in September and showing signs of strategising
quite intensely around how to retain their customers. That is obviously they wish to
keep their customers and not make it easy for their customers to go elsewhere. So it
becomes a situation where in many ways there’s acommercial incentive for saying,
"Cometo me. Stay with me. Bring your friends and family with you because then
inside my network I'll be able to offer you something that you can’t get as between
those that are in different networks." That’s an area where we feel that those
commercial incentives are operating in a different way from the way that we would
want to achieve a market which really does go any to any and enables the consumer
to shop around.

PROF WOODS: Inthat context you don't believe that the TAF has been effective.
| take it from that that you're supportive of - may | say tentative recommendation that
the TAF be abolished. Isthat your position?

MSCAMPBELL: Wereabit neutral about whether it should be abolished or not.
Not having been a participant it seems a bit perhaps impolite to look over the fence
and comment. It appearsthat inits current form it's not been effective and maybe
that's because it relies on a consensus decision-making model and has been unable to
achieve aconsensus. Maybe it’s because there’'s no consumer representation in it and
if we contrast it with forums where there are consumers that have produced more
successful outputs, perhaps that would be away forward. Maybe it needsto have a
different kind of relationship with the regulator. 1'm not sure that abolition isthe
only possible way forward but | don't see it being successful in its current form.

PROF WOODS: Thank you. You identify the existence of a publicly funded,
fixed-line household connectivity and suggest that because of it you could abandon
rental fees all together. |sa possible consequence of such an approach that you
would therefore lock out any other networks who wish to build in opposition to the
Telstralocal loop? I'm thinking in provincia towns and the like where companies
might want to set up and wire up their towns. But if thereisn't arental feethat they
can gain from that connection it might destroy part of their business case.

MSCAMPBELL: | wishthat wewere standing at a door where there were many
providers knocking, asking to come in in terms of building alternativesto Telstrafor
the local loop. | think the reality of our experience is that we have had an attempt,
which has been overall disappointing, in Optus; that we don't see anything other than
dreaming in most circumstances. Thereis no realistic prospect that there is going to
be six or seven different carriers wanting to build afixed line to my house in asmall
townin Australia

PROF WOODS: That may well be inefficient anyway and we would not wish that
outcome.

MSCAMPBELL: That'sright. Sowe seeit as being very much about getting
access to the line that we've got and ensuring a consistent and sturdy quality to the
line that we've got which then enables a great variety of servicesto grow. Inrelation
to the pricing, what we want to say is we don’'t want to rule out, we wouldn't want to
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say to anewcomer, "Y ou're not allowed to charge your customer an up-front fee."
But rather we think that instead of looking at the current pricing arrangements and
say, "Will we have or will we stop doing it?" isto say, "Can we look at it abit more
creatively across the board. What are the other options? Can we be more flexible?
Can wethink about it in adifferent way?' If we think about it, for example, in terms
of bit rate, you might find that the residential consumers have actually been
subsidising the business users for many years and are likely to continue to do so. So
if you want to talk about a deficit, it might in fact be the other way around if you
used another criterion for looking at it.

So what | really wanted to say iswe don't have one specific plan to put in front
of you today, but we would like the opportunity to say, "We want the aim to be to
maximise the discretionary spend that the householder has." We believe that that’s
the most effective way of developing and encouraging choice and diversity in the
market. "The money isin my pocket. | can make adecision today. Yes, I'll make
that overseas call for mother’s day because there's a special I've just seen that really
atractsme." I’'m not in asituation where I’'m saying, "I've already locked up that
expenditure in apre-paid fixed rate for my home and therefore | don’t have that
flexibility in my hand as| go aong.” We can look at that with an increasing
diversity of services. We might get different kinds of - for example, virtual message
bank kinds of services, all sorts of things that we want to see.

Y our fixed line rentals are actually abundle of awhole lot of different
components. It has never been itemised. We would loveto seeit itemised and then
we can look more seriously about how we might be more creative. But we know that
in that there's abundle of al sorts of different things. There's an amount of directory
assistance. There'san amount for technical help. There’'s an amount of your access
to 000. There's an amount which isyour, if you like, booking rate for your phone
number so it won't be given away to somebody else. There's al sorts of things that
are in there somewhere. If we could break that open we might be able to say, "Here's
the money back in your hand. Y ou can now shop elsewhere for your directory or for
your help desk or whatever." Y ou could actually break that up and get alot more
diversity intoit. If it wasn't locked up, if you like, in a sealed box with no label on it
and that’s your fixed line access rental.

So we just want to be able to be more creative. To the specific question, no,
we wouldn't want a situation that discouraged a new competitor for coming on. We
would certainly want to make it allowable that a competitor could come and say,
"I've got something better. | need to build. | need you to put money up-front,” and |
think you would find that there would be people able to do that. If | could use the
example of Internet service providers gradually coming to smaller towns where
otherwise they had along distance call to their local POP. There were new, young,
small, innovative Internet service providers coming in. When they were capital
starved they were saying, "Would you pay usin advance." Inthetown I livein, they
came along and they said, "If you give us $200 up-front for 200 hours we will build a
POP in your town," and they did and people were prepared to pay that $200 in
advance for the 200 hours.
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So | think that gives you an example of how you could extend that if you
introduce some more flexibility into the pricing and as | said, the aim we want isto
have more discretionary spend in the householder’s pocket.

PROF SNAPE: | think that general approach is quite consistent with what we've
got of in fact transparency of charges - and we could develop it more - but of
transparency of charges and options that the consumer can take and, as you're saying,
what might suit one person may not suit another person. | think there has been more
flexibility introduced there and certainly more transparency than it used to be.

MSCAMPBELL: | guessour particular issueiswith the increase of the fixed
price which the ACCC recently alowed under the price caps regime and that's the
issue that we want to address.

PROF SNAPE: | think that Telstraintroduced a range of options that one could
choose different charges.

MSCAMPBELL: Morechoicesisgood. Higher fixed pricesiswhat we're
objecting to.

PROF SNAPE: | understand. | mean, it is sometimes said that the elderly
particularly find choice confusing.

MSCAMPBELL: Therearechoicesthat are confusing. | believethat'sin the
presentation. | don't believe that's areason to restrict the choices. It’s certainly the
case it's been very difficult to get comparable information and on that point we do
value the Productivity Commission’s draft report. It's provided some very useful
information. Also we have been asking the communications authority to consider
putting information on its Web site that will assist with doing comparison shopping.
There are a couple of other commercial providers that are going someway towards
offering that kind of information. If you strictly want comparable information of
course in some ways that dampens diversity too. So in some ways you can be too
prescriptive, but you can demand that information be made understandable and that’s
certainly something we work alot with the industry on.

PROF WOODS: Successfully?

MSCAMPBELL: We'vedeveloped acode of practice called the Prices, Terms
and Conditions Code which we believe contains some very valuable directions in
terms of, for example, the correct use of the word "free" and there's also been some
welcome follow-up work by the ACCC concerning false and misleading advertising
which we welcome. | also understand in the minister’s announcement yesterday and
the response to the Besley report there is some funding going to be made available
for consumer awareness initiatives and that’s also very much welcome.

PROF WOODS: | noticethat in relation to Besley that you said that you'd seek the

opportunity to comment further when the government’s response to the Besley report
isrevealed, given that it was only outlined in today’s media. I'll assume that you'd
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like to defer that from today and come back to usif you wish to elaborate further
mattersin relation to Besley. But isthere any immediate reaction that you'd like to
put before the commission or would you prefer to wait?

MSCAMPBELL: It'svery important that we have an approach which isinclusive
of all Australians wherever they live and | think the initiativesin relation to
improving accessin regional Australiais very welcome. We're still awaiting the
outcome of the tests on competitive tendering for the delivery of universal service
and | think that also gives us some very valuable insights to how to go forward.

From our own perspective we're possibly a bit disappointed with the initiativein
relation to improving access speeds for the Internet from rural and regional
households. It would be lovely to have the technical help desk provided but we'd
really rather see the line upgraded.

PROF SNAPE: Back to the question of infrastructures, yes.
PROF WOODS: Do you have- - -

PROF SNAPE: Of course, inthat one it may be the lines upgraded or it may be
aternative technologies.

MSCAMPBELL: Yes. Our members, particularly those in remote areas, and |
think I've spoke to you about this before too, have heard for many years that the
satellites are coming but they're still spending 20 minutes downloading an email and
there do appear to be arange of issues concerning the delivery of servicesvia
applications such as satellite. Sometimes it seems to be affected by certain sorts of
weather conditions, sometimes it seems to be just too expensive and sometimes
there's been great promises that have not come to be. So | think there's certainly
devel opments which are welcome and we hope to continue to see them. | know
there’'s Global Star and Iridium happening, that may well make a difference. But at
the moment the message we're receiving isredly that overall it remains afrustrating
and clunky kind of system. | must admit alot of city users have that experience too
and it’s one of the things we think really would help going forward isto develop a
form of customer service guarantee that does apply to data usage of the lines. That
can be technology neutral but would require, by whatever means, that at |east you
deliver what the customer is paying for.

PROF WOODS: Any other matters you wish to raise?

PROF SNAPE: No, | think that was avery helpful setting out of response and we
understand that you've kept the responses within the areas in which the network has
particular interests. It’s been good.

MSCAMPBELL: Thank you.

PROF WOODS:. We'revery grateful for that. Thank you very much. We will
have a short break before our next participant.
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PROF WOODS: Thank you. | welcome our next participants to the inquiry, being
Austar. Could you please identify yourselves by name and by position.

MR MEAGHER: Bruce Meagher, head of corporate affairs.
MSWILDE: AnneWilde, general counsel.
MSMcCORMACK: EmmaMcCormack, compliance and regulatory officer.

PROF WOODS: Thank you very much and welcome. Do you have an opening
statement you may wish to make?

MR MEAGHER: Nothing particular, but | think just to reiterate the position in our
submission which you should have at least a summary form of that now, and we'll be
providing you with a fuller document very shortly which is essentially that in relation
to the bulk of the commission’s report we broadly support the view that the
commission has expressed in that we do believe that at |east in the medium term
there is some need for continued industry-specific regulation. The one point of
departure is that while we acknowledge that Part XIB has some shortcomings, we
don't agree that at this stage it would necessarily be wise to delete it and that perhaps
ways of making it work more effectively rather than removal would be the
appropriate form.

| suppose the main point that Austar really isfocussed on is the reference relating to
theissue of pay TV programming rights and the effect on competition in regional
markets. We don't believe that the current programming arrangements do have a
deleterious effect. We believe that while there are obviously some, if not barriers,
certainly some difficultiesin establishing apay TV business anywhere in Australia
and the fact that we, having invested somewhere in the order of abillion dollars,
have still not made a profit indicates that it's abig deal to get into this business. But
those barriers are not in relation to the programming arrangements so much as cost of
programming and in the regions, issues around reach, network deployment,
infrastructure, personnel on the ground, marketing and all those other ordinary
commercial issues that anyone trying to establish abusinessin regional Australia
would face.

We think that it is premature to start making judgments about broadband or other
sophisticated communications servicesin regional Australiawhen in fact there really
isn't asignificant market for broadband services anywherein Australia. Theissues
of the development of a broadband market throughout the whole of the country are
ones about investment by different players, including Telstra, or in particular Telstra,
and the willingness to market those products in the capital cities or the regions. But
that again is not something that relates to pay TV necessarily. There are number of
people who are deploying networks and getting involved in communications services
of various kinds throughout regional Australiawith different business models, some
based on telephony, some based on data, ourselves principally using pay TV. There
are some others that have pay TV as part of their mix. So we certainly don't think
pay TV isdeterminative of that and we also think that it would be premature to start
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to make judgments about the broadband market in particular in the regions or for that
matter in the cities at the moment.

PROF WOODS: Thank you very much. We have had a chance to read your
submission, abeit only in the last hour.

MR MEAGHER: | apologisefor that.

PROF WOODS: Did | takeit from what you were saying that thisis a summary of
your submission and that in fact we'll recelve amore detailed - - -

MR MEAGHER: That's correct.

MSWILDE: | think that'sright. We thought that we'd just provide a summary
today and then we'd sort of seeif there were any particular points that came out of
our discussion with you that we could expand on further.

PROF WOODS: Okay. Thank you very much. Part XIB; you say that you don't
support its abolition and you talk about the deterrent nature of the provisions and
their value as abargaining tool. Can you elaborate for the commission what
experience you've had with the use of XIB? | mean, clearly you've not been involved
in one of the few that has actually led to its overuse but what about its deterrent
value?

MSWILDE: |Ithinkinrelationto XIB, youreright. Austar asan organisation
hasn't had any direct experienceitself. We are sort of currently, for want of a better
way of putting it, putting our toe in the water in relation to conducting negotiations
with Telstrato look at further expanding our activities in the telecommunications
environment. It's been our experience, to be frank, that any form of assistance that
we can get from the regulatory regime that assists usin that processis a good thing
because it’s quite apparent still even with the level of development that’s occurred in
the regulatory environment and the commercia environment with the increased
competition that they're still very much a dominant player and they still very much
use that in the course of the negotiations. It's our view that without the mechanisms
that are in place through both Part XIB and XIC that there would be a substantial
differencein the ability of playerslike Austar. Let'sfaceit, were not that small but
there would be quite a substantial impact in our ability to negotiate favourable
commercial terms with Telstra.

PROF SNAPE: Y et we have other participants who are also significantly smaller
than Telstrawho say they’ve never used or contemplated drawing upon XIB but have
aways struck "commercial” dealswith Telstra. It being there, you're saying, is part
of therefore your potential tools that you can draw on to improve your leverage. The
guestion isif it was not there could you satisfactorily strike acommercial deal

anyway.

MSWILDE: Thereisawaysacommercial deal to be done. What does or doesn't
constitute satisfactory is dependent upon the circumstances in which the negotiations
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are undertaken. Frankly, acommercia deal that might be deemed to be satisfactory
in circumstances where you didn't have an X1B or an XIC to assist you | think would
be far different from a commercial deal that might be deemed to be satisfactory from
one that was negotiated in the different environment. | think from that perspective
we would perceive that there is definitely some assistance given.

MR MEAGHER: Part XIB, asI've always seen it working properly, is not
necessarily to do with whether you can or you can't come to an agreement because |
think, asit says, that’s always possible. A lot of it really working properly is about
some of the conduct subsequent to an agreement. We - and | think it’s the experience
of alot of people - have difficulties on apractical level often with Telstra, whether
it's provisioning network to for example in our POP deployment; when we need to
expand the capacity of our POPS there are delays. Now, some of that conduct is not
deliberate or intentional or anti-competitive, it'sjust alarge, complex organisation.
But if there were instances where that conduct where there’'s some sort of systematic
slowing-down for instance, failure to provide certain services, putting in place
procedures which were unnecessarily onerous, then that | think is the sort of place
where XIB was certainly designed to come in for a short, sharp deal-with-that. It's
not something that actually relates necessarily to the broader question of access but
those very practical day-to-day matters are critically important in service delivery
and getting out to customers.

PROF WOODS: But it’s those day-to-day ones that would also be hard to capture
sufficiently to create an XIB circumstance, aren't they, if they are just the, you know,
"Don’t have the keys to the exchange today, sorry; come back next week," type of
approach?

MR MEAGHER: That'sright. That'strue. | think there’'s probably an intermediate
class of conduct where maybe you could demonstrate. | think from recommendation
there were issues for example that Optus had where Telstrawas insisting on paper-
based processes where they could have had an electronic interface at no or little cost
or difficulty but refused to provide it, which made it difficult to transfer customersin
presel ection processes and that sort of thing. Now, that is an areawhere | think you
could use that sort of power and it's more than just an isolated, "Thisis what’s
happening at Wagga." It's a system-wide thing that could be remedied.

PROF WOODS: Do you have any evidence of Telstrawholesale treating Telstra's
retail arms, whether it’s country-wide or whatever, differently to Austar? Do you feel
that you get equal attention in terms of delivery of Telstrawholesale services?

MSWILDE: I don't know that we've got - | know | don't have any knowledge to be
able to comment on that. But | will make a general comment that if they are treated
the same way then 1’'d imagine they’'d be relatively disappointed at delays as well.

PROF SNAPE: On thefirst page you say that you've started investigating offering

fixed-loan telephony products in rural and regional areas. Thisiswhat you've just
been aluding to, isit?
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MSWILDE: Exactly, yes.

PROF WOODS: While you were within pay TV mode your interface with Telstra
was not sort of - was there difficulty once you started entering their patch, things
have changed? Isthat - - -

MSWILDE: Inpay TV modewe actually didn’t negotiate with Telstra at all except
asjust anormal business user with phone lines and our own sort of internal

networks. We commenced a much higher level of interface with them as an ISP
during the course of the last 12 months or so with the roll-out of our POP networks
that Bruce mentioned before, and now we're again going up to another level. We
have also put in place our CDMA resale agreements so we have got that level in
there too and now we're going through the process of looking at further expanding
the relationship into thefixed lineor - - -

PROF WOODS:. Sowhere you talk about going into mobileit is asresale?
MSWILDE: Yes.

PROF WOODS: You refer to theintroduction of access holidays as apossible
improvement and current arrangements. What sorts of investments would you see
access holidays would apply to, and just how important are they in the great scheme
of investment which may in fact more relate to maintenance, augmentation,
upgrading and the like?

MR MEAGHER: | think that one of the issues under the Australian regime s that
the access regime has been applied to both incumbent and new entrant pretty much
equally which is, | think, reasonably unusual. So as anew entry who is building - we
have a satellite platform which is digitised but which requires constant upgrades of
set-top boxes which is an ongoing and very expensive business. Secondly, we have a
microwave network which ultimately we think can be essentially become alocal
access network for telephony and data but that will require also a substantial amount
of investment.

Now, | think the traditional investment principles where the amount and money
and effort that we would put in to actually create that network if that were opened
under the current sort of TSLRIC or other sort of model at the moment, might not
justify the investment. Now, we haven't done all the maths and analysis at what level
- and I'm not saying that we also wouldn’t wish to be awholesaler. It'sentirely like
that we would wish to be awholesaler but certainly a mandated regime coming into
an areawhere, you know, again regional Australia where the economics are margina
often anyway, it would be a significant disincentive to upgrade to say telephony
because there's afair level of risk in doing that, and technology uncertainty and all
those other things at the moment.

PROF SNAPE: Where are you with your two-way broadband satellite that you
earlier on said that you were looking at?
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MSWILDE: | don't think we have ever looked at the two-way broadband satellite
product. We're looking more at atwo-way broadband product in the MMDS
freguencies so the wireless network. We're still at atrial stage in relation to that
technology but we are actually conducting a physical trial at the moment of the
product.

PROF SNAPE: Soit'srura rather than remote.

MR MEAGHER: Theintentionisthat | think - to date we have 24 of our POPs
broadband enabled and they're offering a high speed down PSTN return. In
Newcastle we're conducting atrial at the moment with this two-way product which
will deploy commercially towards the end of this year or early next year will be on
current thinking. Don't hold me to that.

MSWILDE: No guarantees about commercial deployment though.

MR MEAGHER: But that would be the rough sort of time frame, within the

12 months, we hope, assuming trials go well et cetera. That network would
ultimately serve the larger population centres, however many of them, you know 30,
40 of them maybe, and then where we can't reach either because of remoteness or
because of issues of line of siteif that still is a problem we would use a satellite
which, on the current economics, would have to be asymmetric. It's very expensive
todotwo- - -

PROF SNAPE: They aredoing it in some parts of the States now, | think, don’t
they?

MR MEAGHER: It’'scertainly possibleto doit. It'stechnically feasibleto do it,
it'sjust aquestion of available transponder capacity, cost, al of that sort of thing, and
possibly with new satellites it may become feasible in time; today, we don't seeit.

PROF WOODS: You have asentence that will generate several questions:

Austar does not hold exclusive rights to programming that restrict
relevant others from being able to broadcast.

One question is, | had understood you had exclusive satellite delivery rights.
MSWILDE: Wedo, and thisis phrased in thisway because thisis the sort of
public component of what’s going out here and obviously the content of our
programming agreements is to alarge extent confidential and we have got
confidentiality provisionsin those contracts.

PROF WOODS: | thought it was atightly-packed sentence.

MSWILDE: Wehavel think 36 channels at the moment. Some of those
agreements do contain provisions that confer various forms of "exclusive rights" and
| think to take up your point, there’'s only a small number of those channels whereby
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we are given any form of "exclusivity" and as you said, they do relate back to the
forms of the technology or the medium over which those services can be delivered.
So to take a point, yes, some of those services, we do have exclusive distribution
rights over satellite; some of them we have exclusive rights over the MMDS
frequencies. We don't have any exclusive rights over cable and we don’t have any
rights or restrictions in relation to other forms of medium like LM DS or other
freguencies or technologies that could be used.

PROF WOODS: We had evidence from Fox Sports which said that exclusivity
premiums are paid under existing arrangements. They didn’t name you, but you're
one of the very few suppliers of Fox Sports.

MSWILDE: We actually don't have an exclusive contract for Fox Sports.

PROF WOODS: With Foxtel - well - - -

MSWILDE: Fox Sports.

PROF WOODS: Fox Sports. So they must have been referring to somebody el se?

MSWILDE: Yes. I’'mnot going to go into too much detail on the termsin the
contract, but we'll just leave it at that statement.

PROF WOODS: It does raise the question in the marketplace, what premium isa
pay TV deliverer willing to pay for exclusivity for premium content, whether it be
movies or sport, so asto differentiate themselves from other potential deliverers? Is
there a market understanding of the multiples of base premium that one has to pay to
get exclusiverights?

MSWILDE: [I'll doaquick answer on that but I’'m sure Bruce would probably want
to comment. | think the brief answer is|I’'m not aware of that, of any sort of
calculation or model or whatever for paying of apremium, but if it did exist in any
other country in the world, | don't believe that that model would apply in Australia
anyway because of the way that the industry has evolved here locally, alot of which
was dictated by the broadcasting services legislation and its restrictions placed on the
development of the industry to kick start in the first place which was all government
mandated, so it's not been anormal commercial evolution. So to the extent that there
might be some models overseas, | don't think that they would apply locally. I’'m not
aware of any sort of analysis that we have done in terms of identifying what would
be an appropriate premium to pay for exclusive content. Our view isthat alot of the
content that is supplied to usis overpriced anyway.

PROF WOODS: Any elaboration?
MR MEAGHER: No, I think that's- - -

PROF WOODS: It therefore remains a mystery as to why Fox Sports would be
talking about it - and it’s not just once in their submission but on a number of
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occasions - talking about the exclusivity premium paid under existing arrangements,
ie, that it is occurring now, not atheoretical construct in the Australian industry but

under existing arrangements. Y ou're saying you have no knowledge of it from your
perspective.

MSWILDE: Therearedefinitely contractual provisionsin place between Austar
and Fox Sportsin relation to the terms upon which we take the product. | really don't
want to go into the details of those contracts. | don’t think it's appropriate and | know
for afact that Fox Sports would be unhappy for us to go into the detail, just from past
experience through our prospectus process with public disclosure of the terms. I'm
not familiar with what the terms might be of any contracts that they have in place
with Foxtel for their distribution, but | don’t know that we could identify clearly what
apremium might be, but then again it could be possible to construct a calculation of
what a component of that might be for a premium payment in the event that there
was an exclusive delivery mechanism there. I’'m sorry if that’s a very convoluted
answer.

PROF WOODS: No.
PROF SNAPE: You would expect that there would be a premium, however.
MSWILDE: Itwould not be unexpected.

MR MEAGHER: Itisaterm that you might expect to seein the relevant contract,
but | think from our point of view and from the point of view of the terms of
reference of the inquiry in relation to regional Australia, that's not a situation that
existsin relation to us and presumably not in relation to other people active in the
regional market.

PROF WOODS: Allright. We're aware that Foxtel is advising customersin
Canberrathat it is not intending to make its product available through Transact which
isacableroll-out, and instead, should people wish to obtain Foxtel pay television,
that it would be by way of satellite dish and a particular set-top box in the home
which seems a more expensive household connection fee than just sending it down
the Transact line. We're aware of views expressed by Neighbourhood Cable, who
would be in competition with you - | mean, you're not in the Canberra market, but
Neighbourhood Cableis certainly in your patch, as they say, and they have expressed
views of frustration of being able to obtain product in relation to sports and prime
movies. So clearly thereis some disturbance in the marketplace, but you're saying
not you.

MSWILDE: [I'll just make asmall comment on that. We have undertaken some
discussions with Transact ourselves - again, they’re governed by confidentiality
provisions - in terms of them putting content down their network. We've also been
involved over the yearsin various conversations with Neighbourhood Cablein
relation to access to program rights. As a general observation in relation to operators
such as those people but not necessarily those operators - - -
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PROF WOODS: They'rejust examples.

MSWILDE: - - -thereseemsto bealittle bit of afield of dreams business case
concept, "Build it and they will come. Build it and the programming will just
automatically land on your network and you don't have to pay to get it there. You
don't have to pay commercial rates to obtain it and get it to your customers.” | think
that’s some of the problems that we at Austar have identified, that alot of these
smaller operators just smply don't seem to understand the economics of operating a
pay TV business. Itisexpensive. If you build anetwork in aregional area, then the
programming isn’t automatically going to fall out of the sky onto a network. You
generally have to pay to actually get the content onto your network and that costs a
lot of money. It costs usalot of money, and people just don't seem to - again
generalising - really understand the dollars involved.

PROF WOODS: | did detect alittle of your views here where you said:

Pay TV isan expensive business and we think a number of other
operators have been looking for afreeride.

MSWILDE: Yes.
PROF WOODS: It puts neatly your view on that.

MSWILDE: | think that aso endeavours to answer your comments earlier about
the Transacts and the Neighbourhoods and things and it goesto these - | was just
commenting alot on the actual physical delivery of signal to networks, but also in
relation to accessing programming and the fees that are payable to content providers
or channel distributorsin return for getting the rights to distribute your content on
your networks, it's not cheap. | think that there seems to be some unrealistic
expectations that just because people construct a network and they're there, that they
should be able to get it at rates which frankly they may be asking - we don’t know -
for rates lower than the rates we've obtained and others obtained in the industry.

PROF WOODS: | guesswhat we'retrying to ascertain is the distinction between
"not available" versus "not cheap" and clearly that’s not an area we can discuss with
you. We need to be discussing it with the suppliers.

MR MEAGHER: That'sright, but in the sense that there are no barriersin a- if
you take Neighbourhood Cable, there are no barriersin the sense of us having any
exclusive rights to prevent them from getting any of that material. Thereare no
regulatory reasons why they can’t now - you know, why wouldn’t a content provider
take another customer on board, and that presumably is a question of inability to - - -

PROF SNAPE: A very good question.

MR MEAGHER: | don't know what their motive s, but maybe they just can't
reach commercia terms. That may be all thereisto it.
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PROF WOODS: We naticed that your relationship with Telstra has changed as
you have gone from pay TV to moving into markets that compete directly with them
and clearly these cable operators are also in markets that compete directly with
Telstra. That'sjust an observation. Do you have any questionsin that area?

PROF SNAPE: | note the sentence which you elaborated on in your introductory
remarks that you don't agree with the view that the inclusion of pay TV in abundled
offering is essential to the roll-out of broadband infrastructure, but you do see that
packages are necessary. Just to exploreit again, you don't seethat pay TV isa
necessary part of apackagein rural areas?

MR MEAGHER: No. Obvioudly it could be an attractive part of a package and
certainly our business model usesit, but there would be other services, data and
voice services, perhaps a model based on the business market - - -

PROF SNAPE: That's the business market, but what about the residential market,
would it not be an essential ingredient to the residential market?

MSWILDE: Wedredly like every consumer to think pay TV was essential
actually in the residential market and regional Australiabut - - -

PROF SNAPE: No, | wasn't saying to every household, | was saying asto rolling

out the cable. | know rolling it out to every household is another matter. But rolling
it down the streets - is not enough people coming on to pay TV an essentia element

of doing that?

MR MEAGHER: No, not necessarily. It really depends on the infrastructure. For
astart, our view isthat rolling cable in most of the places where we operate is not
economic.

PROF SNAPE: | shouldn't have said "cable".

MR MEAGHER: AnLMDS network or the 3.4 gigahertz spectrum that Unwired
have acquired or the upgrade of the Telstra network to various DSL functionalities -
there are business models that you could build for deployment of those networksin
regional Australiawhich are not dependent on pay TV, where it could be an element
but it need not be.

PROF SNAPE: ButtheDSL, as| understand it, islimited to, say, three to

five kilometres, so that’s quite a bit from - roughly speaking - the exchange. So the
extent to which that can berolled out isfairly limited. | was meaning beyond the
DSL.

MR MEAGHER: Telstraclaimed to be able to reach 90 per cent of the population
or something with DSL. | don’t know.

PROF SNAPE: The capital cities helped that.
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MR MEAGHER: Yes, that'strue.
PROF SNAPE: I'm thinking of the rural rather than the capital cities.

MR MEAGHER: Again, as| say, there are various other wireless alternatives that
could serve those markets, including the LM DS frequencies, the 3.4 gig, and
potentially the mobile networks as Third Generation and other technologies devel op.
As| say, we don't believe it would be critical to have pay TV as an element of that.
There would be other new services that may well justify that roll-out. There may
also be a - there's abusiness model that says you start in the corporate market and
build critical mass and then move into the residential market. That's certainly the
approach we're taking into the data business. We think the market will start in the
small to medium enterprise market before it takes off in residential. | assume others
have probably thought the same thought.

PROF WOODS: Or building out from an ISP base - big enough.

MR MEAGHER: Yes.

MSWILDE: Andsoif you take my sort of flippant comment before about, yeah,
wed loveit if, you know, consumers thought that pay TV was a sort of an essential
service or whatever but it really is adiscretionary product and in that sense we
wouldn't regard it as something that is an essential part of packaging with abroad
band service. It'smore, as Bruce said, something that goes to making some sort of
bundle, you know, potentially more attractive.

PROF WOODS: Isyour pay TV asastand-aone businessin fact profitable?
MR MEAGHER: Not today.

PROF WOODS: | assume that was a"no" for the record.

MR MEAGHER: | mean, we expect it will be profitablein time but it's not today,
no.

PROF WOODS: Right. So you're looking for economies of scope of adding other
product to the infrastructure.

MR MEAGHER: Yes.

PROF WOODS: Y ou make an interesting comment in your last dot point of your
last dot point which is that many program providers are overseas and accordingly
there could be jurisdictional and practical issuesin relation to declaring content.
From alegal perspective are there not in al cases Australian distributors who would
be captured by the process or - - -

MSWILDE: No, therearen't, no.
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PROF WOODS: Isthat asageneral proposition or isit just particular components
that are not within an Australian distributorship?

MSWILDE: It sort of tiesinto an issue that was confronted through the
Broadcasting Services Legislation with the Australian content regime where they
were looking to impose on the pay TV industry set expenditure levels for Australian
dramawhich tied back specifically to drama programming. One of the issues which
| think did cause quite alot of problem with putting the new regimein place, and
frankly which still causes us alot of problems with ongoing administration, is that
you have locally produced channels with local content in them. Y ou have local
channel providers that purchase their content from overseas and compile that locally.
Y ou have other channels which are compiled completely overseas and frankly just
the total completed feed is then just broadcast into the country and picked up and
redistributed by the local operators and as a practical matter. It's difficult for usto
conceptually try to understand how you actually could have an access regime for
content that actually could work.

MSMcCORMACK: Inrelation to the Australian content provisions there hasto
be special rulesin relation to where you have what they call a pass-through provider,
someone how is overseas, and all kinds of obligations had to be imposed on the
licensees for something in which fact which they have often have no control over,
being the amount of expenditure that is made on the content that’s on the channel.
That was the only way that the Broadcasting Services Act could in fact get
jurisdiction in relation to those providers; was to impose obligations on the providers
of pay TV like Austar which then have to be then passed through back to those
providers overseas.

MSWILDE: Whichwe of course think is grossly unfair.

PROF WOODS: Of course, yes. | think that completes the particulars. As| say,
we have read it albeit in the time we were provided. If there are further matters that
we would like to explore with you our staff will bein contact. Alsoif you could
reflect on today and provide additional material that can elaborate on some of those
points that we were discussing, that would be helpful. Do | take it from your
comments that your prospectus, while carefully negotiated with Fox Sports and
maybe others as well, may at least give us as much as you are able publicly to put
forward in relation to the nature of your contracts, in which case would a copy of
that - - -

MSWILDE: We can definitely provide you with a copy of that or put together an
extract of the relevant sections for you because it does contain a summary.

PROF WOODS: That would be helpful. Asfar asyou were ableto go in those
circumstances.

MSWILDE: Withacouple of statementsinit. Yes, we can do that.

PROF WOODS: That would be very good because the more we can understand
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those the better we are able to address the terms of reference, but | do find the
difference between the position that Fox Sports was putting and your own particular
circumstance raises more questions than it solves at this point.

MSWILDE: Perhaps|'m taking a more conservative view in responding to your
guestions or maybe we need to go and have a chat to Fox Sports about what they
have been saying, | don’t know.

PROF WOODS: Their submission will be on our site but I'm sure they would also
make it available to you.

MSWILDE: Yes.

PROF WOODS: But there just seemsto be something we need to resolvein
understanding how the marketplace is actually working.

PROF SNAPE: If in, as you are putting together your submission beyond what you
have here, it could be helpful if you could have alook at one or two other
submissions that we have been receiving and aso some of the transcript of the last
two or three days, that you may wish to respond to - - -

MSWILDE: Would there be any particular ones you think would be - because we
are aware of some of the - for example, the Optus submission.

PROF SNAPE: Yes. Maybe we would have a chat to the staff afterwards or we
may have aword to you. For example, in relation to Fox Sports, also Optus, are two
that come to mind pretty readily, but you might also like to have alook at the
transcript and a discussion not only with those two but also with Telstra.

MSWILDE: Okay.

PROF WOODS: The transcript should be on our Web site within three days.
PROF SNAPE: Sure.

PROF WOODS: Arethere any concluding matters you wish to put to us?
MSWILDE: I'mtempted but -

PROF WOODS: Fed tempted.

MSWILDE: It'sjust one other point which we have got in there just as a dot point
iIswhere Austar isin aposition where it has had to go out and sort of build the
business up from scratch and devel op the category and effectively be in a situation
where we were negotiating without any, for want of a better term, power behind us
because we didn’'t have any customers and we were rolling out the business, we have

sort of come up with certain commercial deals. Now, if the goal posts were now to
be moved and an access regime was put in place in relation to content that might
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unfairly disadvantage new players, you know, we would be | think quite
disadvantaged there because we would be tied into our existing commercial contracts
and wouldn't initially get the leverage that some of the new people have got. So
obviously that’s something that we at a commercial level would have a keen interest
in the outcome.

PROF WOODS: | didread that point in your submission.

MR MEAGHER: | think that goes back to the whole - | think an earlier issue of
how did we get to where we are in terms of content pricing. Clearly the whole
industry began at a disadvantage in relation to the content suppliers and entered into -
that hopefully changes next time there’s a content negotiation but certainly the
bargaining position when those original deals were struck was much different, much
weaker.

PROF WOODS: Didthe hard yards. Thank you very much to Austar. We
appreciate your evidence and your continuing assistance to thisinquiry. Our next
participants are the Australian Telecommunication Users Group. If they could come
forward please.
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PROF SNAPE: Our next participants are the Australian Telecommunication Uses
Group. Welcome. If you could please identify yourself by name and your position
in the organisation.

MS SINCLAIR: I'm Rosemary Sinclair, the managing director of the Australian
Telecommunications Users Group.

PROF SNAPE: Thank you very much. ATUG has been a very active member of
thisinquiry and we have been very grateful for the submissions and contributions
that have been made during this process and we thank you again for yet another
thoughtful and extensive submission that you have made, in avery timely manner
too, | might add, to the benefit of our other participants.

PROF WOODS: It has actually got a cover on.
PROF SNAPE: Aswell, yes.
PROF WOODS: It'stheonly onel think which | have a cover.

PROF SNAPE: Yes, it'sdonewell. Sothank you very much to ATUG. Istherean
opening comment you wish to make?

MSSINCLAIR: Yes. | wouldjust liketo stressreally for the record the role that
ATUG playsin the industry which isreally to represent the end user’'sinterestsin
what is a self-regulating industry, and of course we're focused on securing better
outcomes in terms of product price and performance for end users. So the views that
we have expressed in our previous submissions, and indeed today, are really based
on that end user experience of the market. Asyou note we have been participating in
the industry for 20 years. We think the history that has got us here today is very
relevant. Full competition isonly four years old. We still work in the industry by
way of the ACIF working committees and reference panels, make various user focus
submissions to all sorts of bodies, inquiries and forums. We work closely with a
number of other industry associations such as SPAN.

As ageneral principle we would support the reduction of regulation and were
very supportive of the self-regulating base of this industry but we think at the
moment the industry has got away to go yet in terms of delivering practical
competition in the marketplace to the end users. We think by and large the policy
framework that we have got at the moment is okay but the implementation of that in
practical termsis not quite there yet. In different servicesthere are different levels
we think of competition and different sizes and shapes of playersin the marketplace.
So we have got a number of issues which we canvassin the document. The most
important ones for us though are the time it takes to get decisions about products and
prices which involves as a consequence delay for our end user community in terms
of accessing new products or getting reduced prices, the benefits of competition.

Wethink there's away to go given that it's a self-regulating industry in terms of
the relationship between participants. The carrier to carrier relations seem to be
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more difficult than we would have hoped given the self-regulation face of the
industry framework, and we would like to see some more emphasis on commercial
processes in coming to decisions and outcomes rather than formal and legal
processes. So that'sall | wish to say by way of opening comment.

PROF SNAPE: Thank you. We know that ATUG has long supported a greater
cooperative model within industry and it remains one of the hallmarks of your
perspective. We note in part though in observation that the development of the
industry particularly since 1997 has led to an over-emphasis on shareholder value,
company profits and share price rather than end user service. I'm just wondering to
what extent telecommunicationsis any different in that regard as, say, banks, airlines
or other such industries or whether thisis a commonality to those industries.

MSSINCLAIR: Would you mind just telling me where you're reading from?
PROF SNAPE: I'mon your page 2, third paragraph.

MSSINCLAIR: Yes. Look, asagenera responseto you, | think that the share
market has had influence on a number of industries in ways that perhaps weren't
foreseen. | suppose my comment there is reflective of the aftermath of the dot com
bubble bursting where there seemed to be endless amounts of money to fund things
that were being valued on potential revenues rather than really underlying value of
business growth through product and customer serviceissues. So asto just how
different it iswith other industries | can’t really comment.

PROF SNAPE: Okay, thank you. You mention at 3.2 on page 3, last sentence of
thefirst paragraph under 3.2:

ATUG is concerned that the PC does not appear to have assessed
Australian telecommunications prices, both wholesale and retail, against
international benchmarks.

| was alittle surprised at that in that we quote from, and have produced, a document
International Benchmarking of Telecommunications Prices and Price Changes and
another one, International Benchmarking of Australian Telecommunications
Services. We had felt that we had produced those documents in the commission.
We have quoted from those in the report. I'm wondering if there’'s something more
that you were expecting in that area.

PROF SNAPE: Therewill be another one shortly too in benchmarking.

PROF WOODS: Indeed.

MSSINCLAIR: Right.

PROF SNAPE: Within Australiaand in a number of other countries, the relative

price in performance of urban versus rural and remote services in those countries.
That’s another benchmarking study that will be out shortly.
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MSSINCLAIR: Yes.

PROF WOODS: Which you weren't to know of but the other two are certainly
both available, are quoted, and are referenced in our documents. | was wondering
what was behind that remark.

MSSINCLAIR: | think what | was saying is that albeit that | was aware
particularly of the 1990 report, | guess | was looking for more visibility throughout
the document.

PROF WOODS: Yes, thesetwo are 1999 so they’re quite recent but if you're
saying not so much - your statement here does not appear to have assessed. Perhaps
what you were reflecting is that you would have liked to have seen higher profilein
that area.

MS SINCLAIR: Yes, and perhaps - the sources that | use isthe work that
Paul Budde does when heis, you know, continually bringing out international
comparisons and we look at those. It's quite atechnical art of course so your 99
document is- - -

PROF WOODS: Two of them. They are both up on our Web site so if you would
liketo avail yourself of them that may assist you.

MSSINCLAIR: | will, yes.

PROF SNAPE: | think that technical detail that isin those benchmarking studies
and will be in the one that is coming shortly are indicative of the difficulty of doing
benchmark studies. | think one should be very wary of straight comparisons that
don't go into the sort of detail that are incorporated in there. Itisinfact avery, very
difficult task and necessarily then becomes rather technical.

MSSINCLAIR: That'strue, athough when I’'m talking to members of ATUG of
course they see these things in rather more simple terms than when they’re comparing
themselves to their competitors.

PROF SNAPE: Yes, that’s exactly the trap of doing so - to do it in simple terms
because it isn't smple - and that to compare like with like is extremely complex
when the countries are different et cetera.

MSSINCLAIR: Yes.

PROF SNAPE: The simple comparisons are aimost certainly going to be
misleading.

MSSINCLAIR: That'strue, but as| say when my members are looking at their

communications cost elements in their expenses and comparing themselves with
what they regard as their like competitors internationally then they make these sorts
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of comments.

PROF SNAPE: | wasreally suggesting there might be a negative educative
function to your members on those matters.

MSSINCLAIR: Weéll, there may be, athough if | look at even theinformation in
this 99 result, and I’'m considering the mobile phone market, then there is some
indication here that there is a bit of away to go in the Australian mobile phone
market in reducing prices.

PROF SNAPE: That'strue, yes. Inthe context of what was said thereit'strue - |
mean, since we're on the record.

MSSINCLAIR: Yes, soit'saccepting all the complexity, we still come to the same
result as they might do on much less robust basis.

PROF WOODS: Okay. Anyway, we draw your attention to those studies and hope
that they assist. You suggest at 4.1 on page 4 in your third paragraph that timeliness
of outcomes must be a key element of the commission’s final recommendations.
Again, the matter is dealt with at some length at 5.20 and at 6.10, 7.20, 9.29. | was
wondering if you could assist us in understanding again to what extent and where we
have not identified speed as a significant criteriain developing up our
recommendations.

MSSINCLAIR: | don't think that | was suggesting that you hadn't identified it. |
think | was rather supporting the concerns, you know, expressed in the report and
throughout the industry - - -

PROF WOODS: Excdlent.

MSSINCLAIR: - - - but adding the perspective from the end user which says that
thisisalso avery important issue for us.

PROF WOODS:. Sowe'reat oneinthat; that it iscommonly agreed asakey - - -
MSSINCLAIR: Tobeaproblem, yes.

PROF WOODS: - - - element in the nature of telecommunications that needs to be
addressed. That's helpful, thank you. | would appreciate your views on our
proposition that we move from an object clause based on the long-term interests of
end users to some variation of either overall economic efficiency or overall welfare.
Isthat a shift in perspective that would be support by ATUG?

MSSINCLAIR: Notrealy. We actually, not surprisingly, | would think, are
pretty keen on the retention of the long-term interest of end users as part of the
regulatory framework. We think that that’s a useful addition in fact to the economic
efficiency basiswhich isin fact reflected in the legislation but we think it captures
some of the specifics of thisindustry and whilst the industry is moving toward
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competition we think that it's important that the user’s interests are included in the
decisions and deliberations about the regulatory framework. Once you got this
industry to perhaps a more competitive basis then you might be able to rely on
broader based principles such as economic efficiency to catch everything but at the
moment when we are still very much, | think, in the phase of promoting competition
in thisindustry where we're focused on any-to-any connectivity as areal issue, then
we think that the long-term interest of end users should stay as part of the regulation.

PROF WOODS: Inrelation to XIB, you don't support its repeal or even the
weakening of it. What sorts of behaviours do you feel that XIB should be addressing
that the ACCC is currently not so doing? Y ou say that ATUG would have liked the
ACCC to have acted more promptly and decisively. Sorry, I’'m on page 5, 5.1A.

MSSINCLAIR: Wewereredly looking there at again the time for various
decisions. The onethat isreally not finalised yet, albeit that it's the ACCC’'s decision
which is being appealed is the PSTN interconnect decision, we aso reviewed the
matter of the peering arrangements and the intercarrier churn and felt that they were
examples where perhaps another prompter and more decisive approach could have
produced a speedier resullt.

PROF SNAPE: Yes. At the bottom of that page you have got Telstra- you're
guestioning our acceptance of the view that X1B could result in the reduction of
investment in the infrastructure in Australiaand in the future. 1t's something on
which it’'s very difficult to get hard evidence. Y ou can readily see that one side
would say, "Yes, it has," and the other side would say, "No, it hasn't." But to get
firm evidence s pretty difficult.

MSSINCLAIR: Yes.

PROF SNAPE: Do you have any strong grounds for the supposition, the statement,
that you believe that if Telstra has made such adecision it has done so for reasons
unrelated to the problems it perceives arising from XI1B?

MSSINCLAIR: One of the documentsthat | used as part of my own thinking
about this particular issue was an analysis put out by Deutsche Bank on just this very
issue of levels of capital investment by Telstra. They make the point that in fact their
prediction some time ago was that there would be reduced competitive pressurein
the market and that this would reduce the rate of capital expenditure in this market.
So another reason for thisis perhaps that as capital is becoming less readily available
competitive pressure is reducing on Telstra, and that is areason for reduced capital
expenditure. Their argument is quite interesting and they do some historical analysis
of capital expenditure rates of the various carriers. Indeed, in another of their articles
they compare the Australian situation to foreign, US and European experience.

PROF SNAPE: Yes. I thinkif you could supply uswith any evidence that you
have on that, it would be helpful.

MSSINCLAIR: Sure.
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PROF SNAPE: What isterribly difficult there of courseisto find out what the
counterfactual is, what would have happened but for this.

MSSINCLAIR: Yes, that'sright, but | think there would be - well, there's the
possibility any rate of arange of other interpretations apart from people’s concern
about XIB.

PROF SNAPE: Yes. You do refer over the page to a statement from Telstra's CEO
that it intends to decrease its dependence on the Australian market and you're
suggesting that’s because overseas markets have greater potential for profit than the
Australian which seems a reasonable argument for why it would occur but you don't
- and you say you're surprised that Telstra has not focused on growing its Australian
business by promoting new uses and applications. Y ou don't think, however, that the
current regulatory framework in Australia might be responsible for Telstra viewing
its operations overseas as having a greater return than in Australia?

MSSINCLAIR: Itmay be. | find it difficult to accept though that there isn't the
possibility of regulatory difficulty in those overseas markets equally asthereiswith a
concern perhaps about regulation of this market.

PROF SNAPE: | suppose then to follow up some of the line of argument that
Henry Ergas was putting just before lunch, that you might say if you're then trying to
spread your regulatory risk, if you do think that there is regulatory risk, then one way
of spreading it would be to go into differing markets with different regulatory
systems.

MSSINCLAIR: That could be true but it's- | mean, | think it's adifficult
circumstance when we're trying to develop a competitive market here for the benefit
of Australian businesses. To really accept the proposition that it’s the regul atory
framework here that’s so untenable that investment has to be taken offshore - - -

PROF SNAPE: No, | wasn't saying so untenable. | mean, there are degreesin this.
It's not as if they’re stopping to invest here. It’'sin fact a shift that you were referring
to and so it’s not untenable. Y ou could say it's amatter of risk. They would be
wanting to diversify their risk. They have aresponsibility to their shareholders.

MSSINCLAIR: You could, which takes us back to the discussion, | guess, of how
do you trade off the responsibility to shareholders to produce aresult by that sort of
strategy versus producing aresult by growing the business, having customers who
are satisfied with your products and services and using more of them.

PROF SNAPE: At the bottom of that page you talk about a purpose versus effects.
Do you think that section 46 should be amended to effects rather than purpose?

MSSINCLAIR: | think that's a question beyond my expertise. | would haveto

admit to not being intricately familiar with how 46 has worked to know whether that
would be a good result out of these deliberations.
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PROF SNAPE: Okay.

PROF WOODS: Page 8, the second half of that page refers to again the matter
delay and you believe, as you've been saying beforehand, that access providers and
access seekers should, wherever possible, reach agreement through commercial
negotiation rather than through arbitration and certainly that’s been a very consistent
line of ATUG over avery long period. You then say, "ATUG had hoped that the PC
would have addressed this problem in its review." Again, I'm not quite sure what
guidance you're wanting to give us - | draw your attention to chapter 9 which isan
extensive discussion of this question of how to facilitate commercia negotiation,
where we raise things such as multilateral negotiations, publication of information,
we explore various models of decentralising decision-making, roles and incentives
for commercia negotiations and conclude with seeking further views on thisvery
difficult issue. Now, if that hasn't sufficiently covered the topic, I'd appreciate your
guidance on what more you're expecting of the commission in dealing with that
topic.

MSSINCLAIR: 1 thinkif you go just two paragraphs down then we make a
suggestion about staying within the existing regulatory framework but perhaps using
the ACIF organisation, who aready have some expertise in getting multilateral
outputs, albeit that we then have some problem with sign up and compliance to those
outputs. But we think that that is the beginning at any rate of aforum in which there
could be some encouragement for commercia negotiation and mediation.

PROF WOODS:. Yes. We've spoken to ACIF ourselves and have been impressed
at the way in which they've been able to address, albeit technical matters rather than
commercial competitive matters which seem to elicit adifferent behaviour by
industry members. | was just seeking your guidance on your statement that you
would have hoped that we would have addressed this problem. | had felt that we had
addressed it, and in some detail, but was looking from some guidance from you as to
where further to take it.

MSSINCLAIR: | think the only guidance that | would be so bold to make or
suggest - and you're right, it’s been discussed fulsomely in the document - was to
cometo, as | say, away of resolving the problem within the regulatory framework
that we've got.

PROF WOODS: Thanks, | understand that position.

PROF SNAPE: Wewould liketo do that too. It's not for want of trying.
MSSINCLAIR: If weall keep at it, presumably well get there eventually.
PROF WOODS: Y ou make aproposition that the legislation should give ACCC
the power to direct an access provider to submit an access undertaking for each

declared service. | can understand your thinking of that. | guess the question then
arisesthat if that undertaking is unacceptable to the ACCC, where to from there?
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MSSINCLAIR: Well, indeed.

PROF WOODS:. We've had experience of several undertakings and none of which
the ACCC sort of said, "That's terrific. We're so pleased you've done that. Thank
you very much, we'll now proceed in atimely and efficient manner."

MSSINCLAIR: It'scertainly adifficulty because if you start with self-regulation
as the basic philosophy in thisindustry, then undertakings would be a great way to
go. Our basis here was to try to get some speed into the process which perhaps
makes it atad less voluntary than it is now, but we are then left with the problem of,
"What do we do if we can't get agreement on these things?' | suppose it comes back
to a philosophical position that ATUG has that really the market is big enough, not
huge by world standards but big enough and if there were a different approach to
solving these problems then the emphasis would be on growing the market overall,
rather than arguing about the bits of a pie whose size we know now.

PROF WOODS: We encourage you to keep putting forward that philosophy, but
we also must try and encourage the industry participants to sign up and to look at
minimising regulatory intervention to sort of core bottlenecks but recognise aso that
wherever you have regulation you have gaming of that regulation and to be
conscious of how the industry participants may use the regulation. We notice though
that you do sign up to the abolition of the TAF. We put it forward tentatively, we
haven't had outcries of rage from anybody at this stage to say what a dreadful
suggestion.

PROF SNAPE: Indeed we've probably got more unanimity on that
recommendation than any other. We only put it forward tentatively.

MSSINCLAIR: My understanding isthat thereisafair amount of unanimity on
the apparent inability of that body to get past the initial work that it did.

PROF SNAPE: Yes.
PROF WOODS: Do you have other - - -
PROF SNAPE: No.

PROF WOODS: Arethere mattersthat you'd like to particularly draw to our
attention that we haven't covered in this discussion?

MSSINCLAIR: Let mejust go back to my notes. There are a couple of particular
issues or one particular one that we haven't touched on at all and that's the issue of
the unconditioned local loop pricing which we see as quite a problem. It takesme
back, | guess, to thisissue of, "If we could just get on with it then we could grow
piece of this market quite substantially." We don't seem to be ableto. My
understanding of the price that's on offer to other carriersis $63 a month which,
given the costs that they have to incur, makes that uneconomic. | guessit'sjust a
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current example of the sort of difficulty that we have in moving to a competitive
environment where people are getting on with the business of the business rather
than discussing things that seem to take along time to come to conclusion.

We've also got a concern about the lack of competition, as we see it, after four
yearsin the CAN, the local loop area of the business and we would say that the
competition we've seen in even mobiles, putting aside my comment about price, but
mobiles, international, data and even Internet dial up has produced good outcomes
for end usersin terms of the number of players and the product offerings and the
prices. But we think that while thelocal CAN is not more competitive, then there’'s a
significant impost on users. For example, Telstra this week announced the price
increase in business line rentals and certainly for some customers that will come with
arebalancing of call charges.

For other customers who think they’re enjoying the outcomes of competitive
environment they will simply take a price increase from a part of the business that
when we do the analysis using your figuresis not looking to be on aterrible
downward spiral for Telstra. So there are a couple of areas where we see that we
haven't really got to the competitive environment that | think we would all have
hoped and that really informs our perspective that we're not yet at a position where
we can do away with the industry-specific regulation. It’s that rather than a position
which says we don't like the application of the general provisions. Our positionis
really that we think thereis away to go before we've got a competitive market in this
industry. Whilst that’s the case, we need mechanisms, not so much for capturing
different sorts of behaviour, but for responding differently. We think that’s what the
industry-specific regulation gives; it gives a different way of responding.

PROF WOODS: Thank you very much. That's quite useful.

MSSINCLAIR: Thank you.

PROF WOODS: That concludesthe presentation from ATUG. Arethereany
persons present who wish to address the commission? That being the case, | call to a
close the hearings into the Productivity Commission’s draft report into

telecommuni cation-specific competition regulation.

AT 3.48 PM THE INQUIRY WAS ADJOURNED ACCORDINGLY
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