Separating Telstra: Legal Issues
Surrounding the Divestment of Foxtel
and the HFC Cable Network

Daniel Yap, in this CAMLA Essay Prize winning entry, examines the legal issues that arise from the
ACCC’s recommendation that Telstra divests its hybrid fibre coaxial (HFC) network and 50 per cent
ownership of Foxtel to encourage competition across the pay tv, telephony and broadband sectors.

n June 2003, the Australian
Competition and Consumer
Commission (ACCC) released a

Australianhome4and is primarilyused
for fixed line telephony. The Telstra
HFC network was built as a defensive

reporton the wider competition effectsploy to duplicate the area covered by

of emerging structures in the pay tv
market.! The report recommended
Telstra divest its hybrid fibre coaxial
(HFC) network and 50 per cent
ownership of Foxtel to encourage
competition acrossthe pay tv, telephony
and broadband sectors. Atthe time, the
Federal Government rejected this
recommendation, arguing that the costs
of the divestiture outweighed the
perceived benefits.2 In contrast, the
Australian Labor Party strongly
endorsed the ACCC recommendations.
Although the recent Coalition victory
greatly diminishes the prospect of
Telstra being forced to divest its HFC
cable and Foxtel shareholding, this
paper provides an analysis of the
regulatory issues the government faces
in the event of such a scheme.

BACKGROUND

Telstra is the dominant telecom-
municationsplayerinAustralia and one
ofthe most vertically and horizontally
integrated operators in the world3. It
owns both the public switched
telecommunications network (PSTN)
and the largest HRC cable network in
Australia. The PSTN is a ubiquitous
network, reaching almost every

its competitor, Optus, and passes
through 2.5 million homes. Telstra
currently offers pay tv and broadband
services over its HFC network while
Optus also offers voice telephony on
its cable.

Telstraowns 50 per cent ofFoxtel, the
pre-eminent pay tv operator in
Australia, with approximately 880,000
retail subscribers and 200,000
wholesale subscriberss. The dominance
of Foxtel in the pay tv market and

Telstra’s dominance in the
telecommunications market serves to
reinforce each other6.Telstra has the
incentive to restrict the supply of
contentand access to the HFC network
from those competing with its supply
of telecommunications. Moreover,
Telstra has refrained from introducing
services on the PSTN network that
would cannibalise revenues from the
HFC network?’.

In order to address these concerns, the
ACCC recommended the separation of
the pay tv business and HFC cable. The
divestitures would increase Telstra’s
and Foxtel’s willingness to supply
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content and carriage services and
thereby encourage competition and the
development of new technology
platforms for consumer benefit.

DIVESTITURE POWERS OF THE
GOVERNMENT

Although the Federal Government
owns50.1 percentofTelstra, the power
to manage the business and affairs of
the company is vested in the board of
directors8. Telstradirectors areunlikely
to instigate the ACCC
recommendations without government
intervention9. Telstra has made
significant investments in both assets,
recently upgrading the HFC network
to provide digital tv and Foxtel is yet to
break evenll. The pay tv provider is a
key defensive and a strategic
investment for the future. Foxtel allows
Telstra to bundle services to reduce
customer loss, while providing access
to premium contentshould internetdata
services become commonplace.

The government may be able to force
a sale through the obligations imposed
by the Telstra Corporations Act
1991,u which limits the power of
Telstra directorsl2.Under section 9, the
Minister could give written directions
to Telstrato dispose ofits shareholding
in Foxtel and the HFC cable because it
is necessary in the “public interest™13.

However, it is uncertain whether the
scope ofthe power can extend to such
a drastic action as no directions have
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been issued under section 9 to dateld.
A greater concern is whether the
divestitures would be in the best
interests of shareholders. Although
Telstradirectors would be acting under
the Ministerial direction, they would still
appear to be subject to statutory and
general law dutiesl5. It would be
difficult fordirectorsto discharge these
duties unless a scheme delivered fair
compensation for Telstra shareholders.

The sale ofthe HFC cable would be a
huge loss for Telstra because it has
made a significant investment in the
network with an estimated cost value
of$3 to $4 billionls. Telstra’s ability to
extract synergies from its investment
in the network and Foxtel through
bundling suggests itis noteconomically
viable for a stand alone pay tv service
provider to purchase the infrastructure
at its value to Telstra, Potential buyers
of the businesses are unlikely to pay
the cost valuel’which would be close
to afair level ofcompensation.

The Government is advised to obtain
an independent expert’s report to
establish a reasonable value for the
assets. The reportwould probably find
a shortfall between the value of the
assets to Telstra and the bidder’s
purchase price. There is a strong
likelihood government would have to
make up the difference and pay Telstra
compensation to avoid shareholder
litigation.

SALES OBSTACLES

Although the government may have
powerto force asale ofTelstra’s assets,
the divestitures could be blocked by
other parts of the current regulatory
regime. This section examines
ownership structures where such
regulatory issues may arise.

Sale of HFC Infrastructure to
Foxtel

Foxtel is the only party capable of
extracting synergies to pay the highest
price for the network. However, the
purchase is probably not even
technically viable for Foxtel because it
can operate at a much lower cost by
renting the capacity from Telstra and/
or Optus cable.18

The ACCC has power under section
50 of the Trade Practices Act 1974
(Cth) (TPA)Y to prevent acquisitions
that would have the effect, or likely
effect, of substantially lessening
competition,20 While the sale of the
HFC network will encourage
infrastructure competition2l, the
divestmentto Foxtel will only entrench
its position as the pre-eminent pay tv
service provider in Australia. Foxtel’s
direct control of both carriage and
content introduces incentives for the
company to restrict access to the HFC
cable anditspay tv channels from other
networks. This situation can be
distinguished from Optus’ ownership of
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a HFC network and pay tv service
because of Foxtel’s stronger market
position and its direct control over
content (Optus uses Foxtel content).
Therefore, the ACCC is unlikely to
allow the divestment ofthe HFC cable
to Foxtel.

The benefits ofdivestingthe HFC cable
are reduced ifTelstra sells the Foxtel
shareholding. Although Telstra’s
continued ownership ofthe PSTN and
HFC networks reduces opportunities
for infrastructure competition between
thesetwo networks, itencourages other
forms ofcompetition. The willingness
of Telstra and Foxtel to supply key
inputs to competitors will increase and
Telstra’s bundling ability and market
power will be diminished. Importantly,
the divestiture of Foxtel will remove
incentives for Telstra to discourage
other pay tv operators from accessing
the HFC network and prevent Telstra
fromrestricting accessto Foxtel content
to other operators.

The economic and legal analyses
suggest that ownership of the HFC
network should remain with Telstra.

Sale of Telstra’s shareholding in
Foxtel -News Ltd and/or PBL

News Ltd and PBL are the most likely
bidders for Telstra’s 50 per cent
shareholding in Foxtel because they
each own a 25 per cent stake and have
first right of refusal over Telstra’s
holding22. Both companies have
contributed significantly towards the $8
billion invested in the subscription
television industrysince 199523 and will
be keen to see some return from Foxtel,
which isyetto reach profitability. News
Ltd and PBL are in the best positionto
offer the highest price because their
control ofpay tv contentprovides them
with leverage to extract synergies from
Foxtel, unlike other media players.

The Foxtel sale will also be assessed
under the anti-competitive provisionsin
the TPA. The removal of Telstra
increases the concentration of media
ownership in Australia24. Cross media
ownership laws regard subscription tv
as aseparate arena from the traditional
print, commercial radio, broadcasting
and commercial television markets and

place no restrictions on the ownership
of a* pay. tv service25. Nevertheless,
section 50 ofthe TPA may prevent an
increased shareholding in Foxtel by
News Ltd or PBL.

One option is the purchase of Telstra’s
shareholding in Foxtel by PBL. PBL's
ownership of the Nine Network and
Foxtel would give it control over the
dominant free-to-air network and pay
tv provider. The ACCC notes that the
joint ownership gives Foxtel the
incentive to discriminate in favour of
the Nine Network when retransmitting
FTA channels on the pay tv platform.
Moreover, PBL would have the ability
to jointly purchase FTA and pay tv
rights, to the exclusion of other FTA
providers. PBL will also have strong
incentives to restrict other pay tv
providers fromgainingaccess to Foxtel
content because ofits interest in Fox
sports.

Another option is the purchase of
Telstra’s shareholdingjointly by News
Ltd and PBL or by News Ltd alone.
PBL’s influence would be reduced and
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any significantdiscriminatory treatment
favouring retransmission to the Nine
Network would have to be acceptable
to News Ltd26. In this situation, there
are less cogent reasons for the ACCC
toblock increased control by News L td.
Nevertheless, the motivation for Foxtel
to restrict access to pay tv content
(produced by News Ltd) from other
providers exists.

There could be an impediment against
the sale of Telstra’s holding to News
Ltd or another foreign company
imposed by the Broadcasting
Services Act 1992 (BSA)27. News
Ltd is planning to reincorporate in the
U.S although itwill retain a secondary
Australian listing28. Under section 109
of the BSA, a foreign person is not
permitted to have company interests of
more than 20 per cent in asubscription
television broadcasting license29. News
Ltd would become a foreign person
under the BSA. Since the primary
listing of News Ltd will be in the U.S,
natural persons who are notAustralian
citizenswillhold interests inthecompany
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exceeding 50 per cent. Nonetheless it
could be possible for News Ltd to
circumvent the BSA restrictions on
foreign ownership by creative
corporate structuring30. Otherwise the
government could also consider
.amendments to the BSA to permit
News Ltd’s holding.

Foreign acquisitions can also be
prohibited by the Treasurer under the
Foreign Acquisitions and Takeovers
Act 1975 (Cthf\ if deemed contrary
to “national interest”32. However, as a
matter of practice, the ownership
restrictions in the BSA are regarded
as conclusive, and foreign acquisitions
that contravene these limits are treated
by the Treasureras contrary to national
interest33,

The precedingdiscussion confirms itis
“legally and technically tricky” 34 to
force a sale of Telstra’s Foxtel
investment. While asale to either PBL
or News Ltd will achieve the highest
price and reduce the need for
governmentcompensation, itcould be
blocked by the ACCC for substantially
lessening competition. On the other
hand, the sale ofthe Foxtel to a party
not involved in pay tv content or
carriage, or a public listing of Foxtel
would ameliorate anti-competitive
concerns. However under both
situations, the price paid by another
party or individual investorsis unlikely
to match the offers of PBL or News
Ltd, leaving the government with the
prospect of paying Telstra investors
significant compensation.

The economic analysis suggests that
Foxtel should be sold to News Ltd and/
orPBL. Theglobal pay tv industry has
suffered financially and is yet to reach
profitability. The high costs ofcontent3
suggest it is not viable for an
independent operator to purchase
Foxtel without access to content. On
the other hand, the legal analysis
indicates that an ownership structure
involving News Ltd or PBL has the
strong potential to substantially lessen
competition. However, the current
regulatory regime or changes to the
regime can reduce these concerns and
could encourage the ACCC to approve
the transaction.
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REGULATORY ISSUES AFTER
DIVESTMENT

The full separation of Foxtel from
content providers, News Ltd and PBL
and platforms such as the HFC network
reduce the need for government
regulation. However, as this separation
is unlikely, we assess whether the
current regulatory framework
encourages competitionunderthe most
likely ownership structure.

Access to carriage

Ownership of the HFC cable is
expected to remain with Telstra and the
sale of Foxtel will increase Telstra’s
willingness to allow access to the
network. However, Foxtel can limituse
ofthe infrastructure because it controls
key access points including the set-top
units (STUS) and service information3s.
Thesignificant sunk costs inestablishing
the carriage supply chain means that
pay tv service providers must go
through the Foxtel access points.

Access regulation of the
telecommunications industry is set out
in Part XIC of the TPA. Under Part
XIC, there is a basic right ofaccess to
“declared services” where the terms
and conditions ofaccess are determined
by commercial negotiation orarbitration
by the ACCC. Subscription tv is a
service declared to be within the scope
of Part XIC3l.

Part XIC offers content providers the
opportunity to use the HFC network and
Foxtel’s access points. In December
2003, Foxtel was able to unilaterally set
an access and pricing regime for the
digital platform, which the ACCC
approvedss8. Nonetheless, the terms of
regimewere aprohibitive factor against
actual access3d. At the time, even large
operators such as Channel 7 and 10
stated that theywould not proceed with
applications to broadcast channels on
the HFC network because of costs.
However, in a recent decision, the
Australian Competition Tribunal mled
thatthe third parties could challenge for
terms better than the approved
undertaking0.

The overturning of the initial ACCC
approval indicates the undertaking

process is not perfect. Although Part
XIC is geared towards commercially
negotiated outcomesil the access
undertaking allowsthe declared service
providerto circumventnegotiationsand
unilaterally set prices. While the
undertaking requires ACCC approval,
it has no power to vary the
undertaking42. One possible area of
reform would be to give the ACCC
power to negotiate with the access
provider, after taking into account
industry submissions. This reduces the
possibility thatundertakings will be anti
competitive and restricting rather than
promoting access.

Access to content

In 2002, the ACCC accepted section
87B undertakings43 from Austar, Foxtel
and Optus in relation to pay tv content.
The subscription tv operators provided
a framework including undertakings
whereby Foxtel and Optus would not
acquire premium movie channels
exclusively and where Foxtel and
Austar would supply infrastructure
operators with their pay tv packages in
their entirety upon requested. We
suggest that the current access
undertakings are sufficient to
encourage competition should PBL
and/or News Ltd increase their
ownership in Foxtel.

Since the initial undertakings, the
ACCC has recommended introducing
a regime which provides access to
individual premium sports and movie
content, backed by legislative power.
However, this regime would place
Optus at a significant disadvantage to
other parties because its contractual
contentsharing agreement (CSA) with
Foxtel prevents itfrom “cherry picking”
individual popular channels44. The
structural separation of Foxtel and
Telstra reduces the cogency of the
ACCC recommendations. In the
situation ofFoxtel choosing to broadcast
over the Optus HFC network, Telstra
would be able to apply the access
undertakings and supply the Foxtel
package on its HFC network.

Although content providers owned by
PBL/News Ltd have an incentive to
restrict the supply of their channels
from Foxtel competitors, the
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undertakings give competitors access
to the content, albeit the whole pay tv
packages rather than individual
channels. Exclusive content
agreements reward content producers,
can reduce negative externalities and
transaction costs and promote
investment. Parties should be able to
determine the commercial terms of
access rather than have it dictated by
legislation. Thereisno precedentinthe
FTA which requires commercial
television broadcasters to onsupply
programs or sporting events they have
acquired and producedd5. There are
more cogentreasons why this situation
shouldnotbe legislation in subscription
television because ofthe unprofitable
nature ofthe industry.

CONCLUSION

Although the Coalition has indicated no
intention to divest Foxtel and/or the
HFC network, the analyses provided
above is useful should the government
wish to revisit the matter in the future.
Our discussion indicates a tension
between economic and legal concerns.
On the one hand, the government will
aim to achieve the highest price for
Foxtel shareholding and HFC cable, to
ensure fairness for shareholders, and
to reduce the possibility ofgovernment
compensation. Invariably, this goal will
deliver control ofFoxtel and/orthe HFC
network to News Ltd and PBL. On the
otherhand, the structural separation of
Foxtel from News Ltd and PBL
decreases the need for government
intervention but is not economically
viable. Thus, to balance these
competing considerations, we suggest
a scheme whereby Telstra retains
ownership of the HFC cable, while
News Ltd and/or PBL increase its
shareholding in Foxtel. Although the
structural separation is incomplete, the
current regulatory framework in the
TPA is able to ameliorate most access
concerns.
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Defamation Law and the Fairness
of the Objective Test

Sarah Krasnostein, highly commended in the 2004 CAMLA Essay Prize, discusses whether it is
appropriate for defamation law to apply objective tests to determine liability in circumstances
where the meaning of the text is subjective.

he law of defamation is
particularly concerned with
constructing meaning. This

particular text. Current literary theory
seems focused on asking, “Whatis the
meaning of a text?”” and “Is objective

occurs at two stages. First, whenderstanding possible, or is all

determining the meaning of the
contested words, the law “mimic[s] the
ordinary publishee’s response”’l
Second, when determining- whether
that meaning is defamatory, the law
anticipates the reaction it will elicit.
However, both stages assume an
idealised homogeneity of reader
response in a society that is
fundamentally heterogeneous in terms
of, inter alia, age, language, ethnicity,
experience and morality. Ifmeaning is
subjective, is itfair for defamation law
to have such objective tests for
determining the meaning of an
imputation and whether it is
defamatory?

IMPUTATIONS: MEANINGS
AND DEFAMATION

The meaning of an imputation is
determined by asking “what an
ordinary, reasonable puhlishee
would understand from the
material 2. This question is, however,
fundamentally at odds with postmodern
literary and cultural theory which denies
objectivity and the possibility of a
homogenous reader response to a
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understanding relative to a reader’s
particular situation?”3. Possible legal
liability fordefamation rests on the law’s
answers to these seemingly academic
questions.

The same philosophical problems plague
the secondtestfor determining whether
an imputation is defamatory. While
there is no comprehensive definition
provided by the case law, the suggested
tests assume the same unrealistic
homogenous reader response by asking
“would the words tend to lower the
plaintiffin estimation ofright-thinking
members of society generally?”4. Yet,
while literary theorieshighlight problems
with the way the law constructs
meaning, they offer no pragmatic
solutions to redress the clash ofrightsh
atthe heart ofdefamation law. Perhaps
theirvalue liesinhighlighting alternative
ways ofunderstanding imputations, thus
encouraging judges and juries to
proceed self-consciously in selecting
andjustifying atext’'sdominantmeaning
and effect. This would be useful in
exposing and understanding the policy
behind defamation decisions by
explicitly articulating why the right to

reputation will sometimes trump
freedom of speech.

TEST FOR DETERMINING
MEANING

Unlike postmodern literary theory, the
legal approach to' determining the
meaning ofan imputation-emphasises*
points of convergence in our
understanding of language. These
shared understandings come from living
together inaliberal-democratic society.
However, the impact of cultural
differences on understanding may be
relevant in that the term ‘imputation’
includes non-literal meanings. Natural
andordinary meanings (asdistinguished
from legal innuendoes) may not be
‘natural and ordinary’ to many in the
community. This type ofimputation is
conveyedby inference. Such inferential
meanings are called ‘popular’ or ‘false’
innuendoes and “depend on general
community knowledge, such as
knowing acommon slang expression™,
However* given the diversity of the
community, cultural and language
barriers mean that slang may not be
common and that certain types of
knowledge may be absent in large
sectors ofthe community.

Consequently, the role of evidence in
determining meaning seems lacking.
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