Dear Sir or Madam,

ERG Consultation Document Proposed ERG common position regarding FL-LRIC cost modelling

The European Competitive Telecommunications Association (“ECTA”) welcomes the chance to respond to this consultation.  ECTA represents over 200 EU communications companies, delivering innovation, competition and choice to Europe’s businesses and citizens. We consider that FL-LRIC cost modelling has a very important ongoing role in regulation of SMP operators.  

In particular, FL-LRIC enables:

· efficient use of SMP operators’ networks;

· a degree of protection against price-squeeze

· An efficient degree of competitive entry; and 

· Optimal build/buy incentives. 

Prices to customers should reflect the actual cost of that choice as prices act as signals for customer behaviour.  In determining prices on a forward looking basis, FL-LRIC pricing has the attractive property that it provides an approximation for the outcome of a competitive market.  Cost signals should be forward looking as they are signals for future decisions – past decisions have been made and cannot be altered according to current incentives.

To date, the use of robust FL-LRIC models throughout Europe has, with limited exceptions, been very poor.  This is a serious problem as the development of competition in the EU depends on the availability of interconnection at cost-reflective prices.  ECTA believes NRAs should be strongly encouraged to develop FL-LRIC models for the following types of service:

· Leased Lines

· DSL bitstream

· Mobile Termination

· PSTN interconnection

Actual implementation of FL-LRIC approach 

Section f) on page 2 of the IRG paper notes that ‘the actual implementation of FL-LRIC approach to cost modelling is not uniform across Member States’ in terms of its choice between top-down and bottom-up methodologies.  Top town and bottom up approaches are then discussed.  The IRG does not make any assertion as to which of the two types of approach it would prefer.  This maybe because it views them both as equally valid or that it considers that this needs more discussion within the group.  If either of these is the case, we consider that this should be made clear.  Further we also think it may be useful to list the advantages and disadvantages of each approach even if an overall preference is not listed.  This could be within the main body of the document. 

Furthermore, ECTA’s view is that bottom-up 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.

Scorched node verses Scorched earth approach

ECTA notes that the IRG ‘acknowledges that designing and agreeing an optimal network topology is not a straightforward and uncontentious task’. One example of such difficulties would occur if a top down model used a scorched earth approach.  In this case an NRA would be relying on the incumbent company itself to model an ideal network topology and then produce its forward looking prices on this basis.  We consider that it would be very difficult for an incumbent to make an unbiased assessment of such a topology.  It may be useful for the paper to list some of the potential difficulties in each approach so that NRAs have a clearer view of the implications of any decision they make.  

The IRG has concluded that a modified scorched node approach should be a principle of implementation and best practice.  The IRG has described such an approach as taking the existing network topology as a starting point ‘followed by an elimination of inefficiencies (e.g. this may involve attempting to simplify the switching hierarchy)’.  ECTA considers that it may be useful to present more specific examples of how this approach may be implemented. For instance, in addition to the replacement of certain host switches with remote concentrators, also include assumptions about use of facilities that can be shared between switched voice use and leased circuit or packet data use, etc. 

Relevant increment

ECTA considers that the description of the ‘relevant increment’ remains vague and open to broad interpretation by regulators.   Although we agree with much of the commentary we are concerned that only a ‘reasonable increment’ should be used in the calculation, although we accept the difficulties of defining what reasonable actually means in this context.  

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.

ECTA 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.

Common costs

ECTA considers that this section needs to be clearer in specifying that only common costs that are efficient 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.

ECTA think that it may also be useful to point out the various impacts of the different accounting rules which can be used to apportion common costs.  For instance, 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 further could be viewed as non-discriminatory.  The latter is particularly important because otherwise dominant companies would have the incentive to allocate lower levels of common costs to products which are supplied only to themselves, as compared to those it supplies as a wholesale service to its downstream competitors.

Long Run and forward looking

ECTA considers that in the discussion of the meaning of long run and forward looking it would be useful to emphasise that costs based on modern equivalent asset (MEA) will be a conservatively high estimate of what the ‘true’ forward looking costs will be.  Operators will actually take advantage of even more recent and efficient technologies than those in use today.

Asset valuation: Capital Maintenance

We note that two basic approaches can be used to deal with the sum of depreciation not covering the historical investment in an asset i.e. the operating capital maintenance method (OCM) and the financial capital maintenance method (FCM).  

The document concludes that each method will suit different regulatory objectives and that a ‘NRA should select the capital maintenance concept most appropriate to the objectives to which the information will be applied’.  ECTA think that it would be useful to describe the advantages and disadvantages of each method and how they relate to a common set of regulatory objectives.  

Depreciation

ECTA consider that the description of economic depreciation could use a bit more specificity i.e. it should be broken down into its three sources: physical wear and tear, change in productive efficiency relative to new equipment and change in the price of these capital goods.

If you wish to discuss any of these points further, please contact us. Other ECTA submissions are located at www.ectaportal.com.
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