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September 2003 

ETNO Reflection Document: Consultation on the ERG's PIB for LRIC

Executive Summary

The EU's new regulatory framework clearly stipulates that LRIC is just one option when applying the remedy of 'price control'.  But LRIC should be used in a consistent and predictable manner -- and only when its application is justified by market analysis and when no other regulatory tool is deemed applicable.
ETNO welcomes the ERG's initiative to consult industry on its principles of implementation and best practice (PIB)  prior to developing its new common position. 

This paper highlight the problems with LRIC that should be kept in mind before using the methodology, referring, for example, to the mixed experience in the United States. 

This paper recommends that PIBs be revised to provide a more realistic picture and better guidance for the treatment of: 

· Fully depreciated assets;

· Network investment profitability;

· Relevant increment;

· Forward-looking valuation of capital;

· Rate of return/WACC.

ETNO also suggests that experience arising from implementation of LRIC models in EU countries and the US should be systematically collected and evaluated, in order to increase overall understanding of LRIC problems and solutions. In our view, the recommendation of the ERG PIBs should not leave too much discretion to individual NRAs beyond what is required by the precise analysis of a specific situation.

1. Introduction

ETNO appreciates that ERG consults the industry on the LRIC PIB of the IRG from 2000 in the light of the revised regulatory framework.

Because LRIC (Long-Run Incremental Costs) is one of the primary methods when applying the most draconian remedy--'cost orientation'--we regret that this consultation is carried out for just one month during summer holidays. This makes it very difficult to provide a thorough revision of the PIB.

We suggest the ERG consider extending the consultation period in order to gain an in-depth revision.

A revision of the PIB and a general discussion of costing methodologies are pertinent issues. As is clearly indicated in the Access Directive
, LRIC is just one among many solutions when regulators consider a purposeful and workable costing method. Some other regulatory methods may offer a less single-focused approach such as price caps, where a basket of services is considered. Already LRIC has , from the viewpoint of access seekers, revealed some drawbacks
.  And it appears to have negative side-effects for promotion of investments by new entrants
. With this in mind, the issue of when  cost-analysis methods are needed within the new legal framework deserves further reflection 

This paper therefore first discusses the use of LRIC.  Secondly, in response to ERG questions
, it points to the PIB issues where revision is required.  

2. LRIC - principal points of concern 

The concept of LRIC-based prices to achieve efficiency or optimal market outcomes raises theoretical problems (e.g. assessing risk and uncertainty) and practical ones. In practice the calculation of relevant costs implies a couple of assumptions and cannot be calculated precisely. This is particularly the case in markets characterised by high risk and uncertainty such as today's electronic communications markets. One should also bear in mind that different networks have specific characteristics that could justify different cost modelling approaches. In any case, ETNO is concerned about the apparently wide applicability foreseen in the PIBs (electronic communications networks)
, which may exceed the scope of both the EU's existing Recommendations in this field and current general practice. 

The PIB should be modified to place the use of LRIC-based cost analysis firmly in the context of the EU's new legal framework for telecoms.  In particular, price regulation should only be considered by a national regulatory authority (NRA) if there is a material risk that a significant market power-designated (SMP) operator can apply excessive prices in the long run.  The remedy of setting “cost oriented prices” can not be imposed on an operator as a whole, and should be limited to specific products and services in a given relevant market for which the undertaking has been notified as having SMP, following detailed market analysis. 

Further, the imposition of regulatory obligations must be in accordance with Article 8.4 of the Access Directive, i.e. they should:  "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". Consequently, the Directive requires a precision in excessive price risk determination that can only be fulfilled with closer cost analyses.

The PIB has an important role to play since no Commission document says what cost analysis should be performed when assessing the risk for excessive prices. There are different  methods to calculate costs, ranging from Fully Allocated Costs (FAC) to a number of variants of LRIC. These range from a forward-looking basis (FL-LRIC) with equi-proportionate mark-ups to cover common and overhead costs (LRIC-plus),  to the variant “à la Ramsey-Boiteux”. This latter is superior from a theoretical viewpoint but difficult to implement. . Each has it relative attractions and disadvantages, both in theory and practice. 

In a study on remedies by CASE Associates, for example, the problems with LRIC-based price regulation are such that they may:

· lead to excessive entry by transferring profits and rents to new entrants;

· underestimate the recoverable costs, and, hence, reduce returns to network investment
.  Generally, it does not allow recovery of a) the opportunity costs of developing unsuccessful services, b) internally developed inputs, including transaction costs such as search and bargaining costs and c) the installation costs of shifting to new technology;

· significantly miscalculate costs. This is a serious problem since reports about US LRIC models indicate that  the same network components can differ by up to 70 percent,
 while in Australia differences of plus/minus 30 per cent have been found;
 

· be based, if forward-looking costs of a reasonably efficient operator are used, on inappropriate timing of network investment and upgrading leading to inadequate returns and lost options value;
  

· lead, without consideration and adequate allocation of common costs that are crucial for a necessary return on investment, to diminishing incentives for innovation and investment;

· create strong incentives for SMP operators to (inefficiently) focus business development on unregulated areas and, specifically, on downstream activities that, in turn, could create a need for additional regulatory intervention
;

· discourage efficient market entry in the LRIC regulated market, and therefore is not able to take into account the short-term benefits of low prices versus the longer-term benefits of sustainable competition.

3. ERG LRIC PIB – the need of an assessment

Comparison of European experiences and harmonisation of PIBs

Since the introduction of IRG PIB in November 2000, there is now experience in implementing LRIC models in EU countries as well as in the  United States. There would be benefits to collating and evaluating these experiences to compare LRIC problems and solutions. Such a comparison would offer a common core of knowledge and help individual companies solve LRIC implementation issues. For instance, in the United States this conceptual approach has been more and more criticized

In our view, the recommendation of the ERG PIBs should not leave too much discretion to individual NRAs beyond what is required by the precise analysis of a specific situation. 

Today a number of European network operators compete as incumbent and entrant, depending on the country. The ERG PIBs should ensure a level playing field and pave the way for an increased harmonization. At the same time  an evaluation and comparison highlighting examples such as the US cost-differences would contribute and stimulate the public debate regarding this methodology. 

4. ERG LRIC PIB - proposals

Fully depreciated assets

Regarding guidelines for the valuation of capital in a forward-looking LRIC model, the economic value of all assets should enter into the cost calculations of the model.

The original economic purpose of implementing a FL-LRIC model within competition-based regulation is to mimic conditions of the limits to efficient entry vis-à-vis a desired level of competition. The bottom-up modelling approach is to calculate prices equivalent to those that would arise in a completely newly-built network, using only the most modern assets. In a new network no assets would be fully depreciated, and modelling the costs of such a network should therefore include all the assets necessary for its construction regardless of actual historic costs. The opposite would be inconsistent with the overall aim of forward-looking models in the eye of potential entrants.

Network investment profitability

If technological advances in equipment are to be implemented in actual network structures, with subsequent benefits for all of society, investments in networks must be profitable.

A certain adjustment to parameters such as efficiency demands and/or rates of returns is therefore necessary.

Concerning efficiency demands, it is important to evaluate these based on a practical point of reference and not an ex post theoretical one. To exclude ex ante efficient investments that subsequently and unforeseeably becomes inefficient, is unreasonable, and will seriously dampen commitment to invest... Ex post rate-of-return regulation is not part of the current legal framework, only ex ante price controls.

For example, demand for telecommunications evolves dynamically. Theoretical overnight network constructions are not an appropriate evaluation factor. The efficiency demand on network structures should be evaluated from actual conditions at the time of expansion. This should also apply when evaluating optimal-vs.-actual operational expenses. Costs incurred during the learning curve of an investment are a real cost as well, and should not be classified as an "inefficiency".

Depending on the use of efficiency demands to exclude cost recovery of actual expenses, an adjustment should be made to the rate of return. When a company faces the risk of seeing no return on parts of its investment, an additional risk-premium should be added to the return demand on the remaining assets, if investment is to be profitable.

From a more theoretical perspective it should also be noted that the use of CCA
 and MEA
 in a market with declining costs and sunken investments corresponds to a positive value on the option of delaying investments. By demanding a supply of wholesale products at LRIC prices the NRAs gives this option value to the non-SMPs without any compensation to the SMP. In addition, no return on the forgone option value of the SMP is allowed at present...

Audit matters 

The document should emphasise the need for independent audit of an LRIC model and financial results by external auditors while respecting protection of the regulated undertaking's business secrets. The PIB also should address the quality and level of granularity required for both systems and processes for the audit opinion.  

Moreover, the PIB should specify the appropriate level of audit opinion (e.g. "Properly prepared in accordance with the methodology documents", or "fairly presents the results of the business").

A particular problem for auditors in certain countries concerns the cost-norm FL-LRIC, which has been implemented in such a way that a new cost concept is created--one on which auditors cannot pronounce judgement since the concept is unrecognized according to professional standards. This can arise, for example, when forward-looking valuation rules for net replacement costs are “disturbed” by backward-looking adjustments to net book values.
Specific PIB recommendations 

The IRG PIBs are framed in very general terms, making it difficult to comment on their wording. However, ETNO proposes that the following comments be taken into account:
· Relevant increment
Current recommendations II-V only need limited revisions. 

In II the relevant Competition Law criterion is not an incremental cost but an avoidable one (LRAAC criterion). Analysis of cost starts with LR total cost, LRTC. After all product decrements are put aside, fixed common joint costs remain.

The III CVR is fallacious in a top-down environment, as CVRs do not exist with any certainty in a continuous context except for very small volume intervals and with a precise strategy.. The CVR concept should be scrapped entirely and replaced by proper state-of-the-art dimensioning rules of electronic networks.

· Forward-looking valuation of capital
While the current XVth recommendation on depreciation is supported, further clarifications and guidance are needed.

All capital needed for building a network should be included. It should be valued according to its current value in a forward-looking perspective, which may not be adjusted for book values of historical cost accounting.

Experience drawn from fixed and mobile consultations in certain countries reveal that the concept of economic depreciation is over-interpreted and thus misused by some consultants. More data is needed for economic depreciation that is simply not there, but still introduced by vast assumptions. And there is greatly diverging opinion among consultants to NRAs whether the concept is practically workable. However, some NRAs are already using the economic depreciation method advocated in the 2000 PIB
.

Unfortunately, several NRAs go against the FL rule in FL-LRIC by referring to the period stretching from original outlay to the current date in order to ”adjust” the rent so that it becomes ex post an internal rate of return equal to the cost of capital. 

Also, specific problems of estimating gross replacement cost has compelled some NRAs to enforce a backward-looking cost ratio rule when the rolling-forward estimation of net replacement cost has not been possible under current cost criteria. This backward-looking procedure is expressly forbidden by the US Code of Federal regulations for telecoms under the 1996 Telecom Act. 

The PIB should ensure that all cost estimations are truly forward-looking, and cover total period capital cost estimations. Anything else applies double regulatory standards, i.e. pursing both rate-of-return and price regulation at the same time, backward-looking. This conflicts with how firms make their decisions under competition.

· FCM adjustments

In a situation where prices change the FCM concept may preserve shareholder value. However, when leaving historical accounting books for the FL-LRIC cost norm, a correct adjustment becomes a complex issue. This may offer one reason why FCM adjustment techniques vary among NRAs, yielding very different results and levels of sophistication. The field is confusing and, in an auditing sense, shifts focus away from more vital questions. 

Simplification is needed. A revised PIB should concentrate on compensating for price changes. This is best done under a set of assumptions commensurate with how depreciation costs in the simplest way possible are determined if relative prices of equipment are expected to rise of fall in the future. We recommend that a firm's debt-gearing level is not considered in the FCM adjustment, whereby both debt and equity holders are compensated.

With these considerations accepted, tilted annuities seem to be altogether competition-neutral, price-neutral and workable in practice. Experience shows that prognoses on price trends are not so difficult to achieve,  whereas the exact FL compensation for equity holders seems too complex and, moreover, questionable in the public interest of regulated infrastructure.

· Depreciation (Tilted annuities)
Depreciation methods should reflect the actual devaluation of assets, measured as a decrease in market value, with the objective of refinancing capacity when needed in the future. The PIB should continue to recommend that this function be achieved by economic depreciation by determining depreciation as a change in asset market value. 

As stated above, the method of depreciation must be commensurate with workable FCM adjustments for price changes. The simplest FL method for achieving FCM-adjusted economic depreciation is "tilted annuities".  Fixed networks generate rather stable income and stable operational costs. 

ETNO therefore advocates the use of tilted annuities as a suitable approximation of economic depreciation. Under stable conditions it is a proper method, but we would still recommend it even if income or operational costs “develop” differently over time, considering the problems described above regarding forward-looking valuation of capital.

If network investments are to be profitable for operators, one must take into account expected (but never ex post) price changes. “Tilted annuities” achieve neutrality and FCM adjustment, and offer clarity and simplicity, apart from being theoretically correct in ripe stable industry.

Any FLRIC model is based on a steady state of market demand and technology. Any subsequent (year x+1) FLRIC model is based on a subsequent steady state. FLRIC should incorporate the transitions between subsequent steady states. 

· Treatment of common costs (SAC) etc
The current discussion and formulations of PIB are strongly supported, as they point to efficient entry conditions as relevant price limits. Prices above LRIC and below SAC cannot be excessive, and therefore should not involve cost-oriented pricing that is more restrictive than this interval (which would be against Access Directive Article 13.1). 

· Rate of return/WACC (PIB XVI)
Recommendation XVI is supported, but it is not precise enough. Operator experience shows that NRAs favour international benchmarking of capital costs without, however, requiring any control whether these figures are representative or whether strategies are comparable. Also, there are at least 10 different methods for "converting” levered beta to unlevered beta and back to the leverage of the SMP-operator. 

Estimation of cost of capital is best made from an international perspective, and several measures must be taken to avoid underestimating the equity risk premium. Proper reviews of the “Equity Premium Puzzle” should guide estimates of risk-free rate and market portfolio return with historical objective data. A PIB must deal with the arithmetic and geometric methods, long and short time horizons and beta estimation.
We suggest replacing the current formulation: 



In calculating the reasonable rate of return IRG considers the application of the WACC formula to be a principle of implementation and best practice.

with: 


In calculating the reasonable rate of return IRG considers the application of the WACC formula with an appropriate risk premium to be a principle of implementation and best practice.

The discovery of volatility in the telecommunications sector is linked to the growing interdependence of the whole sector and 
is a new phenomenon that has been largely ignored. It must be taken into account, and may require academic research.
� BT does not support this document. In BT's view, publication and audit of relevant data is vitally important. BT also considers that, despite its complexity, LRIC can nevertheless be a valid approach.


� Telecom Italia does not support this statement. The company thinks that if used and implemented reasonably, LRIC prices could send adequate signals of “make or buy” to the market and should not have a negative impact per se.





� Access Directive, Recital 20: "The method of cost recovery should be appropriate to the circumstances taking account of the need to promote efficiency and sustainable competition and maximise consumer benefits."


� For example in the area of LLU in Denmark where price control has changed from historical costs to LRIC.


� Which adjustments to the PIB regarding FL-LRIC cost modelling do you consider necessary in the light of the framework (to accommodate the requirements of the framework and improve the clarity and ongoing application of the PIB)?


Should you have any suggestions please state clearly:


how these PIBs should be formulated in your view.


and why this these PIBs need to be changed or added in the light of the framework





�ERG presumes the principles of implementation and best practice on FL-LRIC principles to be valid for electronic communications networks in general (mobile as well as fixed networks, access networks as well as conveyance networks).


� J. G. Sidak & D. F. Spulber, Deregulatory Takings and the Regulatory Contract (Cambridge University Press, 1997).


� L. Prosperetti, “Costi Incrementali in Corso di Affondamento, Beltel, November 2001. 


� Australian Productivity Commission, Telecommunications Competition Regulation - Inquiry Report, (December 2001) 627-630. The Australian Productivity Commission, in a recent assessment of the access regime under Australian competition law, stated that: “A striking premise underlying the TSLRIC is that it presupposes that the regulator knows how to run an efficient network, and may know this even better than the incumbent.  This premise is suspect – and the risk of regulatory error is high.  NERA’s (1999) modelling of TSLRIC costs associated with the PSTN has relatively wide bands of uncertainty.  This uncertainty over efficient costs needs to be accommodated in access pricing determinations.  […] Thus, it would be fallacious to conclude that uncertainty was resolved from the fact that recently published estimates no longer include a range (table D.1).  The factors that led to these uncertainties remain unresolved.  Indeed, taking the three sources of uncertainty together (call conveyance costs, line costs and the allocation method for the access deficit) it is plausible that the band of uncertainty around the midpoint estimate of PSTN is approximately plus or minus 30 per cent.  […]  As shown above, the cost estimates underlying the TSLRIC are imprecise, so that regulatory error is inevitable.  Even if over successive judgements, the regulator generates unbiased estimates of the TSLRIC price, the regulator will sometimes set prices that are too high and sometimes too low.  However, the impacts of downward errors may be different to that of upward errors, requiring that the regulator adjust the price to take account of the adverse effect of errors”.  Australian Productivity Commission, Telecommunications Competition Regulation, Inquiry Report, (December 2001) 627-630.


� A. K. Dixit & R. S. Pindyck, Investment under Uncertainty (Princeton University Press, 1994).


� J. J. Laffont & J. Tirole, Competition in Telecommunications (MIT Press, 2000) 7-8.





� Current Cost Accounting.


� Modern Equivalent Assets.


� Recommendation XV, p.8.
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