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KPN position on ERG Consultation Document proposed common position on FL-LRIC cost modelling (July 30th 2003). 


A.
Introduction


1. In this paper KPN gives its views regarding the ERG Consultation Document proposed ERG common position regarding FL-LRIC cost modelling that was published on 30 July 2003.


B.  
Inappropriate timing of consultation

2. To KPN it is unclear why the ERG organises the consultation on the proposed ERG common position regarding FL-LRIC cost modelling at this particular moment in time. First of all, the use of FL LRIC cost modelling is only one of the many possible remedies that can be applied by National Regulatory Agencies (NRAs) within the new regulatory framework. The principles of implementation and best practice (PIB) that is attached to the Consultation Document do not offer any information about the market conditions in which such cost modelling is deemed to be proportionate. Therefore it would be more appropriate to consult market parties about the use of individual remedies such as FL LRIC cost modelling, only after the publication of the Recommendation or guidelines on regulatory remedies
. The publication of the recommendation is foreseen for the near future and will probably include a general overview of the market conditions that will trigger proportionate and appropriate regulatory remedies. Only as such general regulatory remedy framework is known, will it be useful to focus on specific individual regulatory remedies. 

3. Moreover, FL LRIC cost modelling is not a remedy on its own. As such it is part of the price control and cost accounting obligations that are incorporated in article 13 of the Access Directive. Regarding the use of the instrument of price control and cost accounting obligations the ERG and NRAs should be able to elaborate more on the proportionate and appropriate application of different pricing tools like price caps, rate of return regulation and for instance FL LRIC cost modelling. This is also recognised in the Access Directive (quote)
: "Price control may be necessary when market analysis reveals inefficient competition. The regulatory intervention may be relatively light, such as an obligation that prices for carrier selection are reasonable as laid down in Directive 97/33/EC, or much heavier such as an obligation that prices are cost oriented to provide full justification for those prices where competition is not sufficiently strong to prevent excessive pricing". 

C.
New regulatory framework not taken into account

4. In the ERG Consultation Document is stated that in the light of the of the European Directives for electronic communications networks and services the ERG intends to formulate its own common position on the basis of an evaluation of the existing Principles of implementation and best practice (PIB). The Consultation Document continues to state that (quote): "It is therefore essential that the framework is fully taken into account in this process." 

5. The Consultation Document however does not include any link whatsoever between the (proportionate) use of FL-LRIC and the new regulatory framework. This contradicts the former statement. First of all there is no link to the proposed Recommendation on regulatory remedies as is stated earlier. Secondly, there is no link whatsoever to the process of market definition and market analysis that are included in article 15 and 16 of the Framework Directive. Such a link is of importance because only dominant operators in electronic communications markets trigger remedies one of which could be price control and cost accounting if appropriate. 
6. The need for ex ante regulation requires to be demonstrated by the NRA through a thorough market analysis which establishes that the market in question is not effectively competitive. In this context, ex-ante regulation of the wholesale access market is only foreseen if the related downstream retail market is not effectively competitive. This is based on the notion under the new framework that regulation of wholesale markets is only deemed necessary if the related downstream retail markets are not effectively competitive. This approach is made explicit in the Recommendation on Relevant Product and Service Markets where it is stated that (quote)
: "The starting point for the definition and identification of markets is a characterisation of retail markets over a given time horizon, taking into account demand-side and supply-side substitutability. Having characterised and defined retail markets which are markets involving the supply and demand of end users, it is then appropriate to identify relevant wholesale markets which are markets involving the demand and supply of products to a third party wishing to supply end users." 


7. Thirdly, the Consultation Document does not deal with the use of FL LRIC cost modelling as instrument of achieving the different policy objectives that are mentioned in article 8 of the Framework Directive. These policy objectives call upon NRAs to promote competition in the electronic communications sector, to encourage efficient investment in infrastructure and to promote innovation. The Consultation Document does not address the trade-off between these policy objectives and the way FL-LRIC should be applied in this context. William J. Baumol has recently stated that in the high tech business sector (product) innovation has replaced price as competition parameter
. Too much emphasis on the regulation of access prices therefore can be inefficient and counterproductive. This can be illustrated by the fact that in the United States of America the time lag between the commercial introduction of a new product and the entry of competitors has decreased from 33 years at the beginning of the twentieth century to 3.4 year in the period 1967-1986
. This indicates that entry of competitors does not depend on access regulation but is due to market dynamics and technological innovation. 


8. Moreover, FL-LRIC regulation should (quote)
: "(….) not reduce incentives for competitors to invest in alternative facilities that will secure more competition in the long-term." This means that FL-LRIC regulated markets should be contestable and open to market entry. The focus on so called platform competition or facilities-based competition has also been stressed recently by Mr. Erkki Liikanen regarding the strategies to boost Broadband in Europe
. The promotion of facility-based competition was also the main reason for the Federal Communications Commission (FCC) in its Triennial Review Order to draw a regulatory line between "legacy" technology and "newer" technology. This lead the FCC to conclude that incumbent local exchange carriers (ILECs) do not have to grant access to their Fiber To The Home Loops, Hybrid Copper-Fiber Loops and broadband access
.  

9. Finally, any obligation set by NRAs should be (quote): "(….) appropriate and proportionate in relation to the nature of the problem identified." The Consultation Document does not include any analysis or trade off as to in which market conditions the application of FL-LRIC can be considered proportionate and appropriate. The attached PIB only contains a list of a number of FL-LRIC cost modelling technicalities and is therefore insufficient to be used as basis for ex-ante regulation by NRAs. 

D.
Comparison of different cost accounting models 

10. Different cost accounting techniques and costing models can be used to regulate wholesale assets. These comprise for instance Fully Distributed Historical Cost standard (HC FDC), Current Cost Accounting (CCA), Activity Based Costing (ABC), Embedded Direct Costs (EDC) and Stand-alone (SAC) Standards. The Consultation Document only focuses on one specific costing model, i.e. the Forward-Looking Long Run Incremental Cost (FL-LRIC) model. KPN would urge the ERG to broaden the scope of the Consultation Document and to include all possible accounting techniques c.q. costing models. In this way should it be possible to compare the advantages and disadvantages of the different techniques or models. Only dealing with FL-LRIC leaves the parties involved less space to compare the added value of different techniques and models. Such a comparison should be one of the main issues of the ERG Consultation Document. Different cost accounting methods could also be used to check the outcomes of the different methods in order to have better weighted results. 

11. The application of any costing model should be based upon the market structure and market conditions. NRAs generally apply top down models, i.e. models that start from the costs related to the existing telecom operators. The risk of a bottom-up model is that it starts from the notion of costs related to a hypothetical efficient operator, without any assurance as to whether such a network would be up to real-life performance standards. Moreover, a year-after-year freshly undertaken bottom-up modelling runs the risk to be based upon a set of unproven and unrealistic assumptions. As such it is prone to a regulatory bias, especially if these pricing conditions are applied in markets with a single network operator and the roll-out of alternative networks is discouraged. 

E.
Quality of Service 
12. The process of any cost accounting techniques and cost modelling should always take the aspired quality of service into account. This can be achieved by defining the sufficient level of quality of service (and related costs) as first step in any cost accounting model. This both accounts for so-called bottom-up models in which costs are calculated based on an engineering model which equals the roll-out of an efficient modern network as well as the top-down models in which costs are calculated based on the actual costs of the operator and adjusted to remove inefficiency and costs not incremental to the relevant services. In both cases it is necessary to distinguish between inefficiencies and qualities of services which are necessary to maintain the supply of reliable services. If the quality of service is not been used as starting point in the process of any cost modelling, application of such cost modelling run the risk of trading of lower tariffs at the expense of a decreased quality of service. This can never be the outcome of regulation and will harm the continuity of telecom services. This is not to say that "gold plating" should be made possible, only that the quality of service and related costs should be the central focus of any cost modelling. Quality of service is already incorporated in the Access Directive where is stated that network integrity can be a reason not to grant access to and use of network elements
.     

F.
Cost recovery and cost causation


13. Another basic element of any cost accounting technique and cost modelling relates to the recovery of costs and cost causation. With this is meant that operators should be given the opportunity to recover the costs which have been made to roll-out networks and offer access to existing facilities or construct new facilities in demand of market parties. If operators would not be given the opportunity to recover investments, this will lead to less investments and less economic growth. Efficiency discounts, regardless whether based on bottom-up or top-down models, will lead to stranded assets and will discourage investments. Moreover, inefficient investments would offer opportunities to competitors to roll-out their own networks. 

14. Cost causation relates to the aspect that market parties that request access to existing facilities or the construction of new facilities, should also pay for the access to or construction of such facilities. The costs of (access to) such facilities should be born by those market parties that have requested for (access to) such facilities. Transferring such costs to the network operator or to end-users will not lead to a level playing field, but bias competition in favour of access seekers.  


G.
Conditions for FL-LRIC cost modelling
 

15. In network industries with high fixed, sunk and common costs the determination of incremental unit costs, are by no means straightforward. Access prices based on LRIC are in practice subject to conceptual and practical difficulties. KPN has been confronted with such flaws in the process of the application of BULRIC cost modelling by OPTA in the past years. The ERG and NRAs should take into account such difficulties.


16. Among the problems with LRIC-based price regulation that have been identified by KPN are the following:


· LRIC-based regulation does not generally allow the recovery of the opportunity costs of developing unsuccessful services or internally developed inputs, including transaction costs such as search and bargaining costs and the installation costs of shifting to new technology. LRIC-based regulation should take account of the recoverable costs;

· Models, especially bottom-up models, are basically static in nature. More generally the use of LRIC models would force firms to constantly update their facilities in order to completely incorporate today's lowest-cost technology, as though starting from scratch, the moment those costs fell below prevailing market prices. This will lead to a continuation of stranded assets every time the BULRIC cost modelling is repeated. This is because every repeated application of the BULRIC cost modelling will cause the already rolled out networks to be outdated and therefore not cost efficient. This requires a model which incorporates a regulated transition from the existing steady state of BULRIC efficiency to the steady state of the future period of BULRIC cost modelling;   

· LRIC-based regulation can significantly mis-estimate costs. It is reported that US LRIC models of the same network components can differ by up to 70 percent, while in Australia differences of plus/minus 30 per cent have been found. This pleads for benchmarking of different cost accounting methods; 

· LRIC-based regulation may, if forward-looking costs (or a reasonable efficient operator) are used, be based on inappropriate timing of network investment and upgrading leading to inadequate returns and lost options value. LRIC should deal with this issue;

· LRIC-based regulation puts the regulator in position of having to decide what investments are relevant even before they have been undertaken and so, regulators would replace the function of companies board and take a key role in management entry. The choice of the best technology available should not be made by the regulator but by the operator that is in a better position to judge
. Moreover, technological neutral regulation if one of the corner stones of the new regulatory framework
. NRAs should take into account and weight different available technologies to achieve technological neutral regulation;

· LRIC-based regulation substitutes the regulator's judgement for business judgements on the nature and timing of network investments, based on the regulators' forecasts of capacity, technological progress (e.g. platforms migration), demand and asset lives, and impact of pricing on demand, all subject to substantial forecasting errors. For instance, some elements may be customized and may not have a well-defined market price; or what constitutes efficient equipment in general depends on the forecast at the future usage of the elements. Again, benchmarking of prices is important if LRIC is applied; 

· Using incremental cost standards for pricing implies that prices are calculated as incremental cost plus a mark-up to account for residual joint and common cost. This opens the way for arbitrariness. A too small mark-up will encourage the operator to invest in less efficient technologies that have higher incremental costs and lower common costs, which would tend to reduce economies of scope. Moreover, due to the fact that the firm cannot break even, reduce the quality of service. The application of LRIC should take this into account; 

· LRIC-based regulation can limit the roll-out of competing telecom infrastructures because regulated access will limit the incentive to invest in proprietary networks. This is due to the fact that a forward-looking model which is at all times based on the state-of-the art technology (i.e. BULRIC), will be more efficient compared to the networks of new entrants which – as time passes – will become technologically obsolete. While new entrants roll-out their networks in year X, new technologies of year X+2 which are used for the repeated review of the FL-LRIC cost modelling, will be more cost efficient. This as result of the technological progress of the electronic communications sector. It implicates that on the long run assets of new entrants will always be less cost efficient as BULRIC cost modelling. As result new entrants will be discouraged to roll-out own telecom infrastructure because they run the risk of costs which will not be recovered (i.e. stranded assets). In this sense the use of BULRIC cost modelling would frustrate the roll-out of alternative networks. This would be contrary to the Access Directive in which is stated (quote)
: "The imposition by national regulatory authorities of mandated access that increases competition in the short term should not reduce incentives for competitors to invest in alternative facilities that will secure more competition in the long run."  And (quote)
: "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.";
· LRIC-based regulation increases the administrative burden for all parties involved. Building and reconciling LRIC models is a very lengthy and time-consuming process. A yearly process to determine interconnect rates would demand substantial resources from all parties involved;

· LRIC-based regulation creates information asymmetries between the NRA and market parties. For KPN it has been extremely difficult to understand the structure of individual BULRIC cost models and to get informed about the parameters and variables which are used by OPTA to calculate the regulated tariffs. Information asymmetries are caused by the fact that NRAs do not develop such models itself but outsource related activities to external consultants and partly caused by the fact that operators have very limited access to such models
.  KPN states that such models should be made available to all parties concerned, i.e. the parameters that are used and the structure of the model should be made public. However, business data that is used by NRAs to apply such cost modelling should be considered confidential.
H.
KPN comments regarding the specific PIBs


17. Nonewithstanding the comments about the inappropriate timing of the Consultation Document and the fact that the new regulatory framework has not been taken into account, KPN wants to highlight some comments on the sixteen PIBs that have been included in the Consultation Document. These comments will not be exhaustive. 


18. PIB I: Scorched node is preferred by KPN compared to the scorched earth due to practical reasons and economic arguments. Based on economics, the choice between scorched node and scorched earth is in itself already a question of proportionality. Also the effects of low prices on the hindrance of infrastructure investments should be taken into account. In practical sense it should be realised that a network model cannot achieve a complete simulation and as a result cannot guarantee a fully operational model. This will cause a risk of underestimation of costs, in which quality of services are not taken into account. 


19. PB II – V: The individually defined increments should relate to a logical system of related services. When increments are defined to small and relations between services are not taken into account, costs tend to be underestimated. Relevant increments are access and conveyance. A lower level of aggregation will increase the complexity of the model to a substantial degree; this problem has been noticed in the Consultation Document but is not elaborated. 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.     


20. PIB VI-VIII: Like stated earlier, LRIC models tend to underestimate costs. Starting point should be that all common costs that can be defined related to a group of products, can be recovered by these products. The easiest way to distribute costs over services within the increment, i.e. equal mark-up, can be applied if established that separate individual services do not cause deviating common costs. In addition it can be noted that too small increments related to common costs will cause the model to be too complex. The PIB states correctly, that from an economic point of view the Ramsey Pricing minimises distortion. The method maximises total welfare. From this perspective it is broadly agreed that this is the best method to define the mark-up. Especially in the mobile market the price elasticities of the several services can be quite different. So regulation of one service can, if not properly carried out, cause a major distortion of the market. Using the EPMU method is quite arbitrary, and only economically correct when the elasticities of the services are close to each other. Therefore it is needed that the NRA performs a serious analysis of the elasticities of the services, and consequences for the mark-up of the several services. 


21. PIB IX-XIII: The definition of Modern Equivalent Asset (MEA) should – in addition to the aspired quality of service – take into account the relations between parameters, such as price, price index, life cycle en OPEX. The adjustment of one variable will affect the other variables. These parameters should at all times be compared to equipment that can be obtained in daily life. The OPEX should take account of the quality of service that has to achieved and incorporated into the costing model. A network that is more sensitive to technical failures will need a higher OPEX compared to a network that has a higher quality of service. The time that is needed to build the network should also be taken into account.


22. PIB XIV: Starting point should be the notion that the aspired quality of service can be maintained during the life cycle of the assets. This influences the OPEX in the long run. 


23. PIB XV: The PIB acknowledges that simpler approaches for depreciation are acceptable and may be preferred. This leaves scope for NRA's to adopt different depreciation methods, which is inappropriate given that mobile businesses often compete with each other in more than one Member State. To KPN economic depreciation should be the standard. Tilted straight line will probably be the best approach.  


24. PIB XVI: A reasonable rate of return has to be high enough to attract new capital from outside investors. This means that if the regulated rate of return of SMP operators is set too low by the NRAs, potential investors will invest in other (not regulated) businesses that offer better perspectives. This will discourage new investments in SMP operators and can never be the outcome of regulation. On basis of the above considerations, KPN dismisses the WACC formula as being a too rigid instrument.    

Royal KPN NV

September 2003

Summary��The timing of the consultation on FL-LRIC cost modelling is ineffective and therefore inappropriate, taken into consideration that the framework for the application of remedies, i.e. the Recommendation on remedies, is not yet published. The Consultation Document does not give any reference to the new regulatory framework and the type of market failure that justifies the application of FL-LRIC cost modelling – taking into account that the FL-LRIC regulated market is still open to market entry, as required by the Access Directive. In FL-LRIC modelling Quality of Service should be the starting point for any costing model; trading of lower tariffs at the expense of a decreased quality of service cannot be the outcome of any price control instrument. Furthermore, principles of cost recovery and cost causation should be taken into account. The Consultation Document should include an overview of different costing models that can be used to regulate wholesale services. These comprise for instance Fully Distributed Historical Cost standard (HC FDC), Current Cost Accounting (CCA), Activity Based Costing (ABC), Embedded Direct Costs (EDC) and Stand-alone (SAC) Standards. The application of any costing model should be based upon the market structure and market conditions. 


NRAs generally apply top down models, i.e. models that start from the costs related to the existing telecom operators. The risk of a bottom-up model is that it starts from the notion of costs related to a hypothetical efficient operator, without any assurance as to whether such a network would be up to real-life performance standards. Moreover, a year-after-year freshly undertaken bottom-up modelling runs the risk to be based upon a set of unproven and unrealistic assumptions. As such it is prone to a regulatory bias, especially if these pricing conditions are applied in markets with a single network operator and the roll-out of alternative networks is discouraged. 








� See also public consultation of the ERG on the regulatory remedies at: � HYPERLINK "http://erg.eu.int/documents/index_en.htm" ��http://erg.eu.int/documents/index_en.htm� .


� Consideration (20) of the Access Directive. 


� Recommendation on Relevant Product and Service Markets, Explanatory Memorandum, page 7/8. 


� William J. Baumol, The Free-Market Innovation Machine, Analysing the growth miracle of capitalism, Princeton University Press, 2002, page 4. 


� Agarwal, Rajshree and Michael Gort. First Mover Advantage and the speed of Competitive Entry, 1887-1986. Journal of Law and Economics 44 (April): 161-77


� Access Directive, consideration (19). 


� Mr. Erkki Liikanen, Strategies to boost the Broadband in Europe, Informal Telecoms Council, Viterbo, 4 September 2003. 


� FCC, Triennial Review Order February 20, 2003, released August 21, 2003. � HYPERLINK "http://www.fcc.gov/Daily_Releases/Daily_Business/2003/db0821/FCC-03-36A1.pdf" ��http://www.fcc.gov/Daily_Releases/Daily_Business/2003/db0821/FCC-03-36A1.pdf� 


� Consideration (19) of the Access Directive. 


� This paragraph is partly based on page 27-29 of the publication of Case Associates, Remedies under the New EU Regulation of the Communications Sector, June 20, 2003. 


� "It is not realistic to presume that a government agency is better equipped than market participants to sort out those technological changes to determine which technology is the best available or most efficient."  Sidak, J. Gregory and Spulber, Daniel F., Deregulatory Takings and Regulatory Contract – The Competitive Transformation of Network Industries in the United States, Cambridge University Press, page 423. 


� Framework Directive, consideration (18). 


� Access Directive, consideration (19). 


� Access Directive, consideration (20). 


� Recently KPN was only allowed to "view" the cost model two times at the offices of OPTA during a couple of hours. KPN was not allowed to receive a copy of the model and to validate the model based on own statistics.  
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