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Summary of the consultation on FL-LRIC PIBs

This document is intended as a short summary of the contributions received from the public consultation on the existing IRG “Principles of Implementation and Best Practice (PIB) regarding FL-LRIC cost modelling”. The IRG Working Group on Regulatory Accounting (WG-RA) will continue its work, which should be completed by Summer 2004, on the FL-LRIC PIB, taking into consideration, amongst other things, input from the consultation on the ‘Draft Joint ERG/EC approach on appropriate remedies in the new regulatory framework”, and from the current work on the Review of the Recommendation 98/322/EC.

Summary of the Responses on the ERG Consultation document on the IRG

Principles of Implementation and Best Practice (PIB) regarding FL-LRIC

I. Introduction and disclaimer

This document is intended as a short summary of the contributions received from the public consultation on the existing IRG "Principles of Implementation and Best Practice (PIB) regarding FL-LRIC cost modelling“. The consultation was held in the period 30 July - 7 September 2003. The synthesis does not represent ERG’s point of view, nor any suggestion or remark reflects the official position of ERG.

There were 16 respondents to the public consultation: 

· Breko 

· British Telecom

· Deutsche Telekom

· ECTA 

· ETNO

· France Télécom 

· GSM Europe

· Japanese Government

· KPN 

· NetCologne

· O2

· Telecom Italia 

· Telefónica

· Telekom Austria

· TeliaSonera 

· Vodafone 

As the individual comments are available on the ERG website (http://erg.eu.int/documents/index_en.htm), and to increase readability of the synthesis, the source of the comment is not explicitly quoted. 

II. General comments

The consultation aimed to involve interested parties in the production of an ERG common position on FL-LRIC cost modelling. In particular, it was asked  which adjustments to the PIB regarding FL-LRIC cost modelling would be considered necessary in the light of the new regulatory framework. Generic and specific comments were received. Those are illustrated in the following pages.

It can be said that the sentiment towards costing methodologies and similar  remedies reflects a conservative approach to the issue. While the use of incremental costs is not ruled out per se by the majority of respondents, a large share of comments is focused on the [market] context,  the motivation for the imposition of such a methodology and the concrete application of it. Several comments have underlined that market analysis must be accomplished before imposing any obligations and that the draft decisions of NRAs should be subject to regulatory impact analysis. Many comments underlined the need for transparency in the adoption of any cost methodology and in general in the implementation of cost-related decisions from NRAs.

Some other comments pointed out the lack of an apparent link between the consultation document and the New regulatory framework (NRF), or between the LRIC PIB consultation document and the “Draft joint ERG/EC approach on appropriate remedies in the new regulatory framework” under consultation until January 19th, 2004. Some respondents have also provided their own interpretation of the regulatory framework. One operator has underlined the fact that the Framework Directive no longer explicitly mention the use of the LRIC methodology and this should be mentioned in the new PIB. One indication was to explicitly address the access network as an object for the application of LRIC methodology. Moreover an operator pointed out that in  defining a LRIC model for the calculation of the costs of the LL (Local Loop), a bottom up model should be based (both for transparency reasons and for auditing purposes) on a set of reasonably agreed assumptions and also on publicly available input data. However, states the operator, several relevant  factors or cost  drivers (e.g. actual location of the users, characteristics of all the buildings, maps of the constraints due to electricity/gas infrastructures, etc), which are necessary for the implementation of Access Network Bottom Up (BU) models, often are not publicly available. According to the same operator, it is also unlikely –for historical reasons- that those data are recorded with a structure consistent in all the country and in such a format to be easily considered as an input for a BU model. 

Another respondent pointed out instead that BU models should always be developed, even if they are not the sole determinant of prices, since they allow regulation to identify potential for efficiency gains and provide a useful cross-check against top-down models to ensure costs have been allocated in the most appropriate way.
Several respondents have stated that cost-orientation (ie regardless of the methodology used to achieve it) is but one of the existing remedies, which have nevertheless to be preceded by a thorough market analysis. A companion to this comment is the one underlining the usefulness of an overall comparison between the various cost bases / cost standard methods, in addition to the presentation of LRIC.

One respondent suggested that the use of a LRIC approach, when properly applied, is a valid approach for the assessment of cost oriented interconnection tariffs where such a regulatory remedy is deemed to be necessary to deal with issues relating to SMP; however, this can only be done after the NRA has first conducted a thorough market analysis in accordance with Article 16 of the Framework Directive. 

It is appropriate to signal that operators and their association show some concerns which ought to be addressed by NRAs. One comment in this regard was that before reaching consensus on a final version of LRIC PIBs, the consultation on remedies (Joint approach document) should be carried out and such document be modified accordingly.

Amongst the more direct comments on the use of LRIC, choices relative to the increment definition, the use and development of cost-volume relationships, to the apportionment of costs (common costs in particular)  and to pros and cons of a top down- bottom up  model, were the most relevant and articulated. The choice between operational or financial capital maintenance was widely debated, as well as the type/mode of depreciation to be employed.

The reasonable rate of return was tackled by some respondents as being too low. One respondent stated that, in general, the use of the WACC
 method may lead to an underestimation of the actual returns that need to be achieved by operators. 
Others pointed out that in the some of the existing LRIC models, similar network component costs were assessed with rather heterogeneous methodologies, leading to a wide range of variations in the measured cost of a specific asset.

Several comments were specific to either the fixed or the mobile network, and represented the need, albeit in a regulatory environment that is increasingly technology neutral, to dedicate some thoughts to issues which indeed can be network-specific.

PIB should therefore be used not only to ensure consistency of application but also to meet non-discrimination and transparency obligations under the regulatory regime. Harmonisation and consistency in the application of LRIC modelling between the different telecommunications operators are desirable objectives, but detailed guidance to ensure that there is consistency is required as well. 
Finally, full transparency and publication of key aspects of LRIC modelling is essential, including the key cost outputs of the modelling, as well as the methodologies applied.

III. Detailed comments on the Consultation document

This section addresses the key areas in more detail, in the order in which they appear in the PIB document.  

1. Scorched node / modified scorched node / scorched earth approach

A part from the general preference for a scorched node approach, most comments focused on two additional issues: the spare capacity in any network, whose assessment depends essentially on the time frame considered, according to the respondents, and the existence/ importance of stranded costs in the mobile network.

For this latter, one respondent also pointed out the complex interaction between 3G network roll-out and the transition from 2G to 3G. 2G and 3G networks have, according to one reply, a different network structure, using different technology and hence having a different cost structure. Both 2G and 3G networks will exist and be improved in parallel and operating costs for both networks have to be recovered. Furthermore, 3G customers will use 2G networks in areas not yet covered by 3G.
One respondent pointed out that the real modelling choice lies between the scorched node and modified scorched node assumptions. Another pointed out that the current  version of the PIB is devoted to the core network aspects; the request is to modify the document in order to include more explicitly some considerations regarding the Access Network; the suggestion is to adopt the top down model for the core network and the bottom-up model for the access network, on the basis of the publicly available relevant information.

One operator felt that, acting in a highly competitive market and under shareholder pressure,  a network carrier has a strong incentive to always have equipment at optimal costs and employ  the newest technologies to be more cost- efficient. On basis of this background the operator criticised the modified scorched node approach, recommending instead the calculation on the basis of the existing network topology and the actual equipment, since this equipment would already corresponds to that of an efficient network carrier. The operator also suggested to amend the existing text so as to read

“IRG considers to take the existing network topology and the equipment in place as baseline for the cost calculation.“

2. Relevant increment

One operator underlines the need for transparency of methodologies and results at a reasonable level of detail as essential; then, suggests some key areas for consideration in order to study in depth and clarify the most difficult and contentious areas in LRIC modelling: the definition of the increment (mobile VS fixed, Access and Core, TELRIC Vs TSLRIC,..).
Another respondent outlined that the incremental model shall consider as relevant increment only the increments caused by the services related to the notified markets.  The definition of the relevant increment is important to a proper identification of incremental costs and joint and common costs.    It will not change the underlying costs, but it will affect how transparent the joint costs are.  Unlike fixed networks, mobile networks have the additional cost driver associated with the need to provide coverage.  This additional cost driver needs to be properly reflected in any cost modelling.  
A third respondent pointed out that it is necessary to draw a distinction between total service long-run incremental cost (TSLRIC) and total element long-run incremental cost (TELRIC): TSLRIC measures the incremental costs resulting from the offer of a complete service on top of other services that a company provides, whereas TELRIC refers to the incremental costs caused by identifiable elements which are necessary to produce a service, such as switching. TSLRIC may therefore be understood as the aggregation of several TELRICs.

Neither alternative operators nor customers demand the use of single network elements. Instead they demand services as a combined use of different network elements. Since there exist only markets for services but generally not for the use of elements the relevant measure in approving cost based tariffs is TSLRIC. In calculating average LRIC current demand should serve as starting point. Adjustments for efficiency should be based upon the operators demand forecasts and subsequently network planning as long as this is not obviously wrong or misleading. The forecasts by access seekers may also be considered. NRAs may only adjust actual costs in the light of efficiency gains based upon regulated operators and competitors expectations. 

Another respondent indicated that the total increment of the SMP services to be used in the LRIC model is equal to the demand of the “notified services”; in other words, such a demand is to be considered to choose the target network to be modelled and to calculate the “target” network’ dimension. In addition to this, in defining the demand of a notified service, the NRA should take into account the aggregate demand arising from all the users of that relevant market (e.g. in the case of the market no. 11 of the Recommendation 497/03 –wholesale unbundled access to metallic loops and sub loops- the demand shall be the sum of the loops required by the OLOs and by the Commercial Division of the notified operator).

In relation to the dimensioning of the network, another operator pointed out that in the case the NRA intends to use the FL-LRIC standard to verify the compliance of the prices of notified SMP services to the cost orientation principle, the “increment” to be considered in the LRIC model is the total demand of those notified SMP services; besides, the target network architecture given by the model must be able to provide all the services of the “increment” at the appropriate level of quality , i.e a level of quality which is deemed as appropriate for an SMP efficient undertaking , and should also be dimensioned in such a way to carry the correspondent total demand (service driven approach).

Some comments were aimed at pointing out the existence of  significant investment steps (also referred to as “lumpiness” of investment) which have to be undertaken by the firm at once. Hence the minimum relevant increment to be measured in any regulatory model should be rather substantial (ie access, transport network). 

According to one respondent, since capacity must be purchased in indivisible lumps, there will on average be spare capacity available in the long run (sometimes referred to as ‘growth spare’). This is most evident when demand is low and the first increment of capacity is added. However, as demand expands and further capacity is added, this cost does not (on average) change, as each increment of capacity inevitably cannot be fully utilised at the time of installation. This is because of the lumpy nature of the capacity itself. Furthermore, networks have to be rolled-out to match peak demand. On the other hand, traffic flows vary according to day-time and, hence, networks capacity can not be fully exploited. The associated cost (i.e. the cost of the idle capacity) is a fixed and common cost, with the size of the cost being determined by the minimum size of the capacity unit that must be purchased at exhaust of existing capacity (and hence the amount of ‘spare’ capacity that must be carried on average), not by the volume of the service. 

With regards to cost drivers, one respondent commented that [improper use] of cost drivers will tend to increase inaccuracies; results based on such cost drivers have to be tested. A example of a cost driver is the square meters of surface per exchange, on which the costs of the exchange can be calculated. First of all the different types of exchanges should be taken into account, because each type will have a specific geographical dimension. These variables can be accounted based on the specifications of the necessary equipment. These results should be compared to the real life situation, i.e. what is common in daily practice.

According to another operator, the existing PIB is vague in description and definition of increments, which is one of the most difficult and contentious areas in LRIC modelling.  The PIB needs to provide guidance to ensure proper application by NRAs and consistency between the operators.  Some examples of the key areas suggested for consideration are TELRIC (Total Element LRIC) Vs TSLRIC (Total Service LRIC) - recommendation on the preferred approach, increment definition, especially clarifying the boundary between Access and Core including definition in terms of external volumes, issues around levels of increments  which should be set at the appropriate level right at the outset rather than part-way through, and increments for mobile Vs fixed networks.

In respect of Cost-volume relationships (CVRs), the PIB does not include in detail the issues in developing and applying CVRs.  These are in general a top-down issue, not commonly analysed for bottom-up.

One respondent considers that the description of the ‘relevant increment’ remains vague and open to broad interpretation by regulators.   While broadly in agreement with much of the commentary, the respondent is concerned that only a ‘reasonable increment’ should be used in the calculation, although the difficulties of defining what reasonable actually means in this context are understood.  

Although it is correct that all costs are variable in the long run, it is also the case that beyond certain levels of output economies to scale may fall off and so LRIC per unit rise.  If the increment were to be so large as to include such levels of output, whereas it was unlikely that such levels of output would be attained, then FL-LRIC could be overstated.

The respondent would also point out that in many cases entry and competition is niche in nature and it may be useful to point out that cost calculations need to be specific down to particular geographical zones.

3. Common costs

One respondent pointed out that regulators have traditionally excluded non-network costs such as marketing and acquisition costs when modelling fixed networks for the purposes of setting wholesale rates. The justification for such an approach appears to have been that buyers of wholesale services, being other fixed operators, should not contribute towards the retail costs of the firm with whom they are themselves competing at the retail level. It is far from clear – is the line of reasoning of the respondent -  whether this is in fact an appropriate approach to cost recovery when vertically integrated firms compete, as in the mobile sector. This will require further debate which the ERG should facilitate.

Several respondents have signalled a preference for the use of Ramsey Pricing in the allocation of common costs.

Anyway, several respondents pointed out that Ramsey pricing should be considered as one of the most efficient way to allocate common (and joint) costs, allowing to the operators the needed flexibility in pricing. One respondent stressed that, conversely, Ramsey Pricing is solely a theoretical concept with no practical relevance. 

Other respondents pointed out indeed that the use of EPMU (equal proportional mark-up) is only correct when elasticities of [regulated] services are similar. On the other hand it is stated that the equi - proportional pricing rule may have advantages in that it maintains the proportionate relationship in the costs of the different products/services, may minimise the size of the common cost increment and could be viewed as non-discriminatory.  

The issue of common/joint costs is certainly one of the most delicate and controversial. Several answers underlined the need to correctly tackle the issue of, inter alia, cost recovery of non-network costs (licence, customer acquisition and commercial costs). Others pointed out that only common costs that are efficiently incurred and forward looking can be included in the calculation.  NRAs must be able to police this cost category to ensure that residual historical costs are not erroneously placed within it.

In general the respondents criticised the lack of direction on this issue, as the existing PIB pointed out specific advantages and disadvantages of the various allocative methodologies but without choosing one.

One operator states that the use of combinatorial tests is not appropriate where the operator does not hold a dominant position in one of the markets included in the test. This is because the [non-dominant] operator’s pricing in that market is of no concern to regulatory or competition authorities. By requiring the combined services to pass a combinatorial test, the NRA would be limiting the pricing freedom of the operator in a market in which it does not hold a dominant position.

4. Long Run and Forward Looking 

The timeframe for the increment is certainly another well-debated point in the consultation. Broadly, most answers underlined the need to develop a clear relationship between the timeframe of the model (the “long run”) and the regulation (such as a network/price cap) using the outcome of the model. One key passage in this relation is, according to several answers, the development of a sound current cost methodology using ‘value to the business’ rules and employing the modern equivalent asset (MEA) methodology for an assessment of the assets. One respondent put in a caveat on this issue, by stating that the concept of MEA would imply a scorched earth approach and thereby [only] theoretically achievable efficiency. This approach is questioned as it would not set sufficient incentives to invest in alternative infrastructure by new entrants. Another operator suggested that the definition of MEA should – in addition to a pre-defined level of quality of service – take into account the relations between various parameters, such as price, price index, life cycle and operational expenses. The adjustment of one variable will affect the other variables. These parameters should at all times be compared to the equipment [values and technical specs] that can be obtained in daily life.
It is also considered important to determine [in the PIB] current cost-related issues, as the choice of valuation method and the types of costs to be recovered in a context of “current” cost accounting. Others pointed out the importance of a comprehensive reflection on the evolution of existing networks due to the adoption of new technologies.

5. Asset valuation: capital maintenance

Although in general the use of Operating Capital Maintenance vs Financial Capital Maintenance is not regarded as controversial, several answers treated at length the issue of the choice between the two. 

According to one operator, Operating capital maintenance (OCM) is concerned with maintaining the physical output capability of the assets of the operator. Capital maintenance therefore requires the regulated operator to have as much productive capacity at the end of the period as at the beginning. In an inflationary market situation with increasing equipment prices, this serves perfectly well to maintain initial capital investments in real terms and at the same time to ensure the operating capability. Under OCM, profit is only measured after provision has been made for replacing the output capability of regulated operators physical assets.

The second approach, financial capital maintenance (FCM), is concerned with maintaining the real financial capital of the investor. Capital is assumed to be maintained adequately if shareholders’ funds at the end of the period are in real terms at the same level as at the beginning of the period. This approach will not discriminate between initial and new investments, at any time financial investors can freely choose to opt out or to reinvest. Under FCM the rate of return is therefore only measured after provision has been made to maintain the purchasing power of initial financial capital.

For this operator, the implementation of OCM in cost accounting may systematically incorporate insufficient returns on the capital employed. This is not a desirable feature of pricing as it would not provide appropriate investment incentives. Under FCM however the returns to capital investments would equal the required return irrespective of falling replacement costs relative to the general price level. Hence, for this operator, FCM is the preferable capital maintenance concept. 

In addition to this, it was pointed out how, under FCM, intangible assets like licences are rated on the basis of their economic value. This fact is especially important for mobile operators, because licence costs form a substantial part of intangible assets. The mobile operators should be allowed to recover [those] costs that have been incurred.

One other operator deals with the fact that – depending on the method of capital valuation – there might occur windfall gains or losses when setting charges. 

As the two methods describe two fundamentally different approaches, one operator would find it useful to describe the advantages and disadvantages of each method and how they relate to a common set of regulatory objectives.
6. Depreciation

One operator has suggested to  adopt straight line depreciation due to practical difficulties in calculating economic depreciation and also because modelling has shown the straight line approach to be close to economic depreciation. One respondent suggests the use of different approach in top-down and bottom-up  and stress the importance to reconcile the models with statutory historical cost statements. Moreover, he adds that it cannot be just assumed that the incumbents asset lives are correct as there are incentives to shorten the life of the assets.
For another operator, the purpose of any depreciation method is the assessment of value consumption within a specific period. Traditional accounting depreciation thereby implicitly assumes a static environment and perfect information because the complete time path of value consumption is fixed at the beginning of the asset’s life cycle. It therefore handles future events which influence assets value as perfectly predictable. 

Economic depreciation on the other hand measures the period-by-period change in the market value of an asset. It frequently adjusts asset values for unforeseen changes like fluctuations of replacement costs or license valuation. For this reason, economic depreciation allows timely adaptation of cost based tariffs to a changed environment. 

The application of economic depreciation requires a common position regarding the valuation of assets. It is reasonable, for one respondent, to employ the concept of deprival value. An asset value then equals is opportunity costs, i.e. the revenue which is jeopardised by the assets’ breakdown or loss as in the case of licences. 

A significant aspect in this- suggests another respondent - is the continuous technological change in modern communication networks. It is important that technological obsolescence is reflected when modelling economic depreciation. Investment costs related to the successive introduction of new technologies or new ‘versions’ is higher than the costs of investing in a previous existing asset. Also, asset life times might be shorter as they become obsolete or are no longer supported by vendors. Hence, if these effects are not taken into account in the economic depreciation, it is likely that the depreciation trend is underestimated. 

7. Reasonable Rate of Return
In general, it can be said that, in order to calculate the reasonable rate of return on capital, the WACC
 formula is widely accepted. Only one operator dismisses the WACC formula as being a too rigid instrument. Some operators have asked for more transparency on the subject, while one pointed out that the range of WACC calculated by NRAs varies greatly across Europe. 
Two operators in particular stated that more details of calculation would be useful. However, another operator stated that a more detailed guidance on the determination of the cost of capital would have to be subject of a separate consultation. 
Furthermore, it seems that, from the answers received, it might be barely possible to focus on rate-of-return details without regard to capital valuation and depreciation matters. Some respondents recognized indeed that the reasonable rate of return depends to a large extent on the amount of risk already taken into consideration in the fields of depreciation and asset valuation.
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