Response on the ERG Consultation document on LRIC 

Principles of Implementation and Best Practice (PIB)

BT welcomes the opportunity to comment on the ERG consultation document on Long Run Incremental Costs (LRIC) Principles of Implementation and Best Practice (PIB). In our view 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 Significant Market Power (SMP).  We, therefore, consider the use of this approach to be useful in the European regulatory environment. In particular, it can provide the industry with confidence that an SMP operator’s charges are properly cost-oriented, when coupled with publication of both the methodologies used to prepare the LRIC information, and the results of the LRIC process. 

Our detailed comments on the consultation document follow:

1 GENERAL COMMENTS

1.1 BT accepts that in order to ensure harmonisation and consistency in the application of LRIC modelling between the different telecommunications operators, it is useful and indeed highly desirable to lay down appropriate guidance and  Principles of Implementation and Best Practice (PIBS).  BT would therefore urge the ERG to continue to use the PIB not only to ensure consistency of application but also to meet non-discrimination and transparency obligations under the regulatory regime, itself being based upon the principles of competition law.

1.2 BT believes that the PIB should be adapted so as to place the use of LRIC firmly in the context of the new EU Framework.  In particular, cost-orientation of charges is one of the possible obligations that may be imposed by a National Regulatory Authority (NRA).  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.  Price control and cost accounting obligations (which may include LRIC) should only be applied to operators with significant market power (SMP) in the relevant market.  Further, the imposition of regulatory obligations must be in accordance with Article 8.4 of the Access Directive - viz "be based on the nature of the problem identified, proportionate and justified in the light of the objectives laid down in Article 8 of Directive 2002/21/EC"

1.3 In general the existing PIB document covers the key principles and options available in applying LRIC at top level, and provides  a common understanding of the issues that one needs to consider in using LRIC.  

1.4 BT’s current position in the UK is broadly in line with the principles outlined in the existing PIB.  However, as the PIB is presented at a high level it would appear that there remains a considerable amount of flexibility afforded to an operator/NRA to choose between various cost treatments whilst constructing a LRIC model. BT believes greater consideration needs to be given to providing more detailed guidance to ensure that there is consistency in application of these assumptions. The PIB should strike the right balance between laying down principles that are sufficient to ensure a reasonable harmonisation and consistency in application, whilst avoiding being overly prescriptive.  The UK telecommunications industry (Oftel, BT and other players) experience in the use of LRIC extends over a number of years and has involved considerable debate about the LRIC approach, methodologies and modelling systems which has evolved over the years. Therefore, the state of LRIC developments in the UK goes well beyond the level of detail currently in the PIB.  BT’s position in respect of some of the key issues covered in the existing PIB is highlighted below:

· Asset valuation: capital maintenance (FCM Vs OCM) – BT adopts FCM.  It is  recognised that  for the purposes of comparing accounting returns with the cost of capital, profit should be measured on an FCM basis.  This is believed to be especially appropriate in case of commercial markets leading to valuation losses  when it becomes important for the accounts to show the real return being made on capital invested.

· Depreciation methodology (Economic Vs other methods) – BT adopts straight line depreciation based on HCA accounting policies due to practical difficulties in calculating economic depreciation and also modelling has shown the straight line approach to be close to economic depreciation. 

· Top Down Vs Bottom up – BT uses the Top Down approach although where no other models are available, a bottom-up approach can be a reasonable starting point. 
· Scorched Node Vs Scorched Earth – The paper recommends use of modified scorched node approach. BT adopts the scorched node principle. 

· Recovery of common costs (Ramsey Pricing Vs EPMU) -  BT’s LRIC modelling is based on recovery of common costs on the basis of equal proportionate mark-up, mainly due to practical difficulties in applying Ramsey Pricing, with use of appropriate combinatorial tests.

· Rate of Return – in the UK, Oftel have adopted the use of WACC (Weighted Average Cost of Capital) formula, and the cost of equity component within the WACC is assessed using the CAPM (capital Asset Pricing Model) methodology.

Section 2 below addresses the key areas in more detail in the order that they appear in the PIB document.

2. SPECIFIC COMMENTS ON THE PIB 


There are some other key points that BT believes the PIB document needs to address. These are as follows:

2.1 Publication and Transparency 

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.  Where top-down modelling is used, the SMP operator should publish sufficient information about its LRIC cost analysis to demonstrate to the industry that cost-orientation, transparency and non-discrimination principles are being satisfied.  This includes not only key financial outputs of the cost modelling, but also comprehensive documentation of methodologies, bases of cost attribution and system processes.  

Where bottom-up modelling is used, this should be managed independently (preferably by the NRA or its appointed specialist consultant): there must be industry consultation on the costing methodologies used, and competing operators must have the chance to contribute to the provision of input data (particularly costs).  The model itself should be open to inspection by all industry players, and open to revision and amendment on the basis of comments and feedback.  

2.2 Audit matters 
The document does not comment on the likely need to have an external audit of the LRIC model and financial results by external Auditors. Audit provides the reader of the LRIC information with comfort that the information is robust and reliable. In addition, further consideration should be given to the quality and level of granularity required in both systems and processes to achieve a desired level of audit opinion. 

2.3
Considerations

2.3.1 Scorched Node Vs Scorched Earth

Whilst BT accepts that there are two contrasting approaches for network topology in LRIC modelling (i.e. scorched earth versus scorched node), in practice it is almost unknown to adopt a scorched earth approach, certainly for modelling the costs of standard interconnect conveyance and other access services.

In BT’s view the only situation where a scorched earth approach is likely to be appropriate is when costing a new service, on the basis of new network infrastructure/  platform.  However, in such situations BT would question whether strict cost-orientation of new products is compatible with the new EC Framework.

BT therefore believes that the real modelling choice lies between the scorched node and modified scorched node assumptions.  The starting point for LRIC modelling should be the existing network structure (i.e. scorched node).  However, there must be an assessment of whether the existing network infrastructure is efficient, and compatible with forward-looking assumptions.  This is especially important when LRIC analysis is being undertaken for the first time - the regulator should specifically address and analyse the potential benefits from a adopting a modified scorched node assumption.

BT notes that implementing a modified scorched node assumption is likely to prove far easier in a bottom-up model than in a top-down environment.  

Therefore the PIB needs to make clear that :

· Scorched node should usually be the starting point,

· When adopting LRIC for the first time it is good practice for the NRA to analyse whether a modified scorched node assumption would give significantly different results,

· The modified scorched node approach should be assessed, as the PIB already indicates, using a bounded rationality approach. 

· If there are found to be significant efficiencies from a modified scorched node approach, then this should be reflected in future LRIC assessments,

· If there are no significant benefits from a Modified Scorched Node approach, it is acceptable for top-down LRIC models to be prepared on a Scorched Node basis.

2.3.2
Bottom-up Versus Top-down modelling

The current PIB recognises that there is a potential role for both bottom-up and top-down approaches.  However, there should be a clearer indication of when such approaches are appropriate.

In particular, in BT’s view:

· there should generally be a preference for top-down LRIC analysis, provided that this is rigorous, sufficiently detailed, transparent and published (both in terms of results and methodology), 

· it is good practice to undertake bottom-up modelling, especially where LRIC is being introduced for the first time,

· bottom-up modelling is only needed:

· Either, where there is no reliable top-down analysis,

· And / or, where top-down analysis has not yet reached a stable position, does not yet command industry confidence, or is insufficiently transparent to industry players,

· And / or, in order to assess the extent of cost reductions under a modified scorched node approach.

Although many PIBs will apply equally to top-down and bottom-up modelling approaches, there should be explicit recognition where specific PIBs are needed for each approach. Wherever a specific approach is adopted, transparency of methodologies and results at a reasonable level of detail is essential.

2.4
Relevant Increment

The original PIB (November 2000) indicated that IRG intended to "continue the further development and elaboration of a common understanding on the definition and instrumentation of the relevant increment" - this seems to be an ideal opportunity to address this. 

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 need to cover guidance to ensure proper application and consistency between the operators.  Some examples of the key areas suggested for consideration are as follows:

· 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,

· increments for mobile Vs fixed networks.

In respect of 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.

The need for transparency of methodologies and results at a reasonable level of detail is essential.

2.5
Common Costs
Whilst various options (including Ramsey Pricing) are mentioned there is no guidance on the scenarios under which each of these options should be used.  In the 2nd paragraph on page 7 of the PIB, the time element needs to be included as it is costs and revenues over time that are relevant and not always a “snap-shot”. What is reasonable and appropriate should also relate to competition law principles and, likewise, combinatorial tests should be consistent with competition law principles. 

In the case of simple CVRs the LRIC + EPMU will equal the CCA FAC, hence use of the latter might be  a simpler approach in such scenarios.

2.6
Long Run and Forward Looking
The PIBs need to consider:

· tie in to competition law principles - Access notice (1998) indicates "neither the very short nor the very long run",  

· Issues to do with MEA  which are not explained fully. Framework for assessing costs as we move towards a IP/ATM/packet data world need to be covered  including information on how to deal with non-PSTN networks.

2.7
Asset Valuation : Capital Maintenance
More guidance needs to be provided in use of either OCM or FCM. In FCM any gains or losses are taken through the P& L account in the year they arise and, therefore, more guidance needs to be provided on this e.g. how to deal with windfall gains in losses especially when setting charges. 

2.8
Depreciation
Guidance with respect to the following issues would be useful:

· Approach in top-down and bottom-up may be different,

· Asset lives must be reasonable, and consistent with what would be expected from economic depreciation calculation. Especially, for top-down, one cannot just assume that incumbent's asset lives are OK as there are incentives to shorten life. Additionally, it is important to reconcile back to statutory HCA report and accounts. 

· When using economic depreciation, which year is an economic depreciation profile appropriate for costings, especially for Bottom-up where early years’ charges will be high.

2.9
Reasonable Rate of Return

More details on the framework would be useful, for example, on derivation of cost of equity (use of CAPM?), costs of debt and equity capital, risk free rate etc (especially since 13 EU states are in the Euro).

We trust that these comments will be useful.  We would be pleased to review the revised PIB or any underlying documentation when this becomes available. 

September 2003
Page 1  of  6

