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28 August 2003
O2’S RESPONSE TO THE ERG’S CONSULTATION ON FL-LRIC COST MODELLING
O2 is pleased that the European Regulators Group (ERG) is consulting on a common approach to FL-LRIC cost modelling.  The ‘Principles of implementation and best practice regarding FL-LRIC cost modelling’ (the “PIB”) published in November 2000 by the Independent Regulators Group (IRG) should be revised, not least to take account of the increasing development of cost models of mobile networks.

The PIB sets out principles for developing forward looking long run incremental cost (FL-LRIC) models, for ‘the assessment of cost oriented interconnection tariffs’.  Whilst O2 does not agree, as a matter of principle, that mobile interconnection tariffs should be cost oriented, we acknowledge that NRAs are increasingly regulating these tariffs on the basis of cost.  If NRAs are to regulate mobile interconnection tariffs on the basis of cost, a proper understanding of the costs of mobile networks is essential.  A failure to reflect properly the costs of running a network when setting regulated prices risks harming operators, the competitive process and, ultimately, customers.  For this reason, it is inappropriate for NRAs to use approaches to price regulation such as benchmarking that take no account of costs and provide no sound basis for setting set regulated prices.  O2 is, therefore, keen to see the ERG update and improve the existing PIB on FL-LRIC cost modelling.

NRAs have for some years used LRIC models of fixed network costs and are now developing models of mobile network costs.  If mobile operators are to be regulated on the basis of these cost models, it is of vital importance that the models are properly constructed.  O2 is concerned that National Regulatory Authorities (NRAs) are taking cost modelling principles that have been developed for fixed networks and applying these to mobile networks, without a proper consideration of whether that is appropriate.  
Mobile networks raise new considerations.  For example, mobile networks provide coverage, which is the ability to make a single call from any point of the network.  The cost of coverage is unrelated to traffic volumes or customer numbers and so introduces a further cost driver that is not present in fixed markets.  Cost models should reflect this.  In addition, mobile networks invariably have assets that are deployed efficiently but which become stranded.  This is a feature of competition between rival infrastructures and the need to provide wide geographic coverage (see detailed comments below).  Forward-looking costing principles developed for fixed networks do not take account properly of these stranded assets, with the result that efficiently incurred costs are not fully recovered and incentives to invest are harmed.   
Regulation also needs to reflect the different market structures typically seen in fixed and mobile markets.  Fixed markets have tended to be dominated by national incumbent operators.  By contrast, mobile markets have typically had no single incumbent and are often characterised by a high degree of competition.  This has several consequences for cost modelling.

First, NRAs do not need to verify the reasonableness of costs that are incurred in a competitive market in the same that they do for incumbent fixed operators that may be inefficient monopolists.  Second, mobile operators often compete with each other in different Member States.  To avoid distorting competition it is important that NRAs adopt a common approach to modelling network costs.  While the IRG’s PIB was a step towards developing a set of common costing principles, it is too general and leaves open to many options to be of much value.  The ERG’s revision should reduce the areas where differences are permitted.
In addition, it is important that having agreed a common set of principles, the NRAs apply those principles.  O2’s experience is that the LRIC models of mobile networks do not always follow the best practice principles established in the PIB.  For example, Oftel’s ‘LRIC’ model of a mobile network is in fact a fully allocated cost (FAC) model that allocates the stand alone cost of the required capacity to the various services. 

The ERG, in revising the PIB, should work with the mobile industry to gain a proper understanding of the costs of running a mobile network.  O2 would welcome the opportunity to discuss with NRAs its views and experiences of cost modelling.
In responding to the consultation, we provide comments on the principles advanced in the PIB.  These comments are attached as an Annex.  

John Blakemore

Head of European Regulation
ANNEX

Specific comments on the principles in the PIB
1.
Scorched node v. scorched earth

The PIB recommended a ‘modified scorched node’ approach, whereby the base point for modelling the costs of a network is the existing network topology, but this is revised to remove inefficiencies.  [Principle I.]

A ‘scorched node’ approach should take into account the forward looking principle.  Some assets that might look unnecessary or inefficient in the short run may have been deployed to minimise long run costs.  For example, mobile networks are currently deploying 3G infrastructure, whilst some 2G assets will be fully depreciated within a few years.  One consequence of this is that the future network topography is likely to be very different to the current network topography.

At the same time, any modelling approach should take account of the existence of stranded costs, which are an inescapable feature of mobile networks.  First, competition between rival network infrastructures means that operators may install capacity that is necessary and efficient at one point in time but through competition becomes underused.  For example, mobile network operators frequently install new coverage and capacity to serve a corporate customer’s specific requirements (e.g. at the headquarters building or along major routes to their remote research centre), but if that customer is lost to a rival network the assets become stranded.  Second, the requirement to provide coverage and capacity over wide geographic areas rather that at fixed points provides further scope for assets to become stranded.  For example, if a new bypass opens, cells that were previously required to provide coverage and capacity may become unimportant.  It is rarely economic to recover and redeploy the equipment so, over time, the network builds up a bank of under-utilised assets.  If cost models are to allow operators to re-coup their (historically efficient) investments and provide incentives to invest, especially where there are competing infrastructures, they must have due regard for these past investments.
As noted under item 4 below, it is inappropriate for NRAs to disallow costs that are incurred by businesses in competitive markets.  Therefore, NRAs should not seek to remove costs that mobile operators have incurred by characterising them as ‘inefficient’ without a proper understanding of why the costs have arisen.

2.
Relevant increment

The definition of the relevant increment is important to a proper identification of incremental costs and joint and common costs.  [Principles II to V.]  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.  

3.
Common costs

O2 agrees with the PIB that NRAs need to take account of the recovery of common costs.  [Principles VI and VII.]  However, the PIB produces no guidance on how this should be done, other than to say that Ramsey Prices are theoretically correct but too difficult in practice. 

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 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.  [Principle VIII.]

4.
Long run and forward looking

O2 agrees with the use of current cost accounting (CCA) valuation principles, using ‘value to the business’ rules and employing the modern equivalent asset (MEA).  [Principles IX to XII.]  

It is important that the implementation of any LRIC based regulated charges should send economic signals that promote efficient forward looking investment decisions.  In the context of mobile networks, this would mean that LRIC models should include both 2G and 3G network costs, because operators are now deploying 3G technology.  

The PIB argues that NRAs should exclude costs ‘that are not relevant for regulatory purposes’.   [Principle XIII.]  When an NRA chooses to ignore costs that an operator has incurred, it is effectively substituting its judgement on what costs the business needs to incur over that of the operator’s management.  This may be appropriate in fixed telephony markets where there may be concerns that the incumbent operator is inefficient.  However, in the case of mobile operators, the NRA will be substituting its judgement over that of management operating in competitive markets.  This would not be appropriate.  As a general principle, NRAs should not disallow costs that are incurred in a competitive market because the presumption should be that these are efficiently incurred. 

5.
Asset valuation: capital maintenance

The PIB avoids a decision on whether NRAs should use Operating Capital Maintenance (OCM) or Financial Capital Maintenance (FCM).  [Principle XIV.]  O2 is unclear as to the relevance of the different methodologies to a LRIC model.    

6.
Depreciation

Whilst acknowledging the theoretical superiority of economic depreciation, the PIB acknowledges that simpler approaches ‘are acceptable and may be preferred’. [Principle XV.]  This leaves considerable scope for NRAs to adopt different depreciation methods, which is inappropriate given that mobile businesses often compete with each other in more than one European market.   

7.
Reasonable rate of return

The PIB recommends the use of the weighted average cost of capital (WACC) but provides no guidance on how this should be calculated.  [Principle XVI.]  By itself this statement is of little assistance.  If the ERG wants to develop more specific guidance on the determination of the appropriate cost of capital, this should be the subject of a separate consultation.  
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