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REPLY TO THE ERG CONSULTATION DOCUMENT

ON FL-LRIC COST MODELS

1.- Introduction

Telefónica is grateful to the ERG for the opportunity that it has been given to take part in this public consultation on FL-LRIC cost accounting models. Telefónica understands that this consultation is due to ERG’s willingness to harmonise as much as possible the European framework covering this type of accounting systems and to take the new European framework into consideration.

Specifically, from the point of view of the new European framework, Telefónica is concerned that this consultation is focusing on FL-LRIC models. The new Directives are considering a major new feature compared with the former regulatory framework, i.e. that cost-orientation obligations are not being automatically applied to operators with SMP, but that there are various options for the possible obligations of price control.  Furthermore, these options must be chosen after a prospective analysis of the market and in a proportional and suitable manner to remedy any failure of competition detected.  Cost orientation is the most interventionist manner of those that are possible under the new framework and should be reserved for more serious failures of competition and only once it has been determined that the less rigorous measures have proven to be ineffective.

Telefónica understands that the IRG’s original PIBs were designed at a time when this system was in fashion for interconnection on fixed-line networks.  And some Recommendations by the European Commission existed which recommended the use of LRAIC for interconnection of call termination on fixed-line networks. Telefónica understands that these PIBs, which are now subject to public consultation, were basically drafted with interconnection on fixed-line networks in mind.  A the time, it was considered that the LRIC methods were a tool for lowering the cost of interconnection and promoting entry into a market that was starting from a recent monopoly situation.

Currently, the time is different, the competitive situation is different, and the moment has come to raise the issue as to whether these systems are still valid for the regulation of prices, when considerable experience involving their development and use already exists.  Many authors and experts have underscored the problems with these systems as detailed further on.

So, Telefónica feels that a separate debate should be raised, beginning with the suitability of these systems for the telecommunications sector, and regarding their applicability.  Another aspect of concern regarding the ERG’s PIBs dated November 2000 is the lack of information regarding the applicability of the LRIC method (to which networks and/or services it would apply). There is no certainty in the consultation document on which networks or services the FL-LRIC method would apply.  The first part of the document mentions that it could apply to interconnection, ULL or universal service, and even to mobile networks.  These are areas that go way beyond the European Commission’s existing recommendations and what has generally been applied up until now.

2.- Aspects of the new European regulatory framework to be considered

ERG’s express question on the need for adapting the PIBs to the new European framework needs to put the application of price regulation in general under this framework into the proper context.

As already stated in the introduction, the regulation of prices in the electronic communications sector constitutes the maximum expression of intervention in a market. After having evaluated all other possible remedies (transparency, non-discrimination, etc.) it is one of the possible “remedies” that can be imposed and only when a serious failure in competition has been detected on the market that cannot be solved by the rules of competition.

Secondly, with the regulation of prices, various possible options exist, such as the imposition of reasonable prices, retail minus, cost orientation, etc.  This also means a greater or lesser degree of intervention, depending on the option, which should also be chosen in accordance with the principle of proportionality, based on the failure of competition identified.

In this respect, the Access Directive stipulates a gradation in the intensity of the regulation of prices, guaranteeing the proportionality and suitability of the measure to remedy the failure of competition detected, as indicated in its recital 20: “... Regulatory intervention can be relatively light, as in the case of the obligation to set reasonable prices for operator selection which Directive 97/33/EC stipulates, or it can have a much greater scope, as occurs with the obligation of price orientation based on costs, for the purpose of fully justifying them in those cases where competition is not sufficiently developed in order to avoid excessive billing.”. 

And thirdly, as part of the obligation of cost orientation, the FL-LRIC systems are one of the possible options within a variety of cost accounting systems that can be applied.

So faced with the issue of the need for adapting to the new European regulatory framework, Telefónica feels that there should be a debate on the validity of these systems as a tool for regulating prices in the telecommunications sector, bearing in mind all the possibilities that can be adopted and, in particular, the principles included in the new Directives on price regulations.

Amongst these principles, we can point out, in particular, that with the new regulatory framework, the orientation of prices based on costs can only be imposed in case of serious failures of competition which previous price control measures, or even other obligations that can be imposed, are not capable of correcting.

Moreover, the new European regulatory framework introduces a series of principles that cannot be renounced, which did not expressly exist under the previous regulatory framework and which will have to be taken into account, principally:

· the method of calculating costs incurred in providing a specific service will have to be taken into consideration; this will enable the required operator to achieve reasonable profitability on the capital used, including the costs of relevant work and constructions, with the adjusted value of the capital, if need be, in order to reflect the current evaluation of the asset and the efficiency of the operations.  

· the method for recouping costs should be adapted to the circumstances under which their calculation takes place (market, technologies, evolutionary), taking into account the need to promote efficiency and sustainable competition in the long term and to achieve maximum benefit for consumers, bearing in mind that the measures adopted that go into effect in the short term must not occur to the detriment of competition in the long term. (recitals 19 and 20 of the Access and Interconnection Directive
). Likewise, the dynamic nature of the market under consideration should be taken into account, so that the necessary investments in new technologies and services can be made.

3.- On the suitability of the FL-LRIC systems for regulation of prices.

One aspect that stands out from the experience involving the use of these systems is their broad degree of subjectivity.  This creates a situation where depending on the departure theories, the end results can turn out to be quite different.

As Jean-Jacques Laffont and Jean Tirole point out in their book entitled “Competition in Telecommunications” 
, there is a very discretionary nature in the process of building an incremental costs model in the long term, at the level of describing the technical components of the network as well as the imputation of joint costs, technological depreciation and amortisation.  Depending on the definition of all these aspects, cost estimates could diverge considerably.  At the same time, they add that not only must we take into account the technological costs of the services but also the opportunity costs.  These would have to do with the quality and the type of services that the company wishes to provide to its customers.

As the authors point out, it involves a cost optimisation process based on a network-engineering model, which does not adhere to economic principles.  Never would have networks with such great fixed costs have been built if their owners could only bear the marginal cost and not recoup their total costs.  Likewise, there are numerous network components, which, inasmuch as they are essentially fixed costs, are crucial for the efficient operation of the network, as occurs in the telecommunications industry. 

A study which demonstrates this fact has been done by Professor Dale Lehman, of Alaska Pacific University”
 on the evolution in calculating the costs of the local loop in the USA:


$/month

1998 embedded loop cost
22.44

FCC loop proxy
16.28

Average arbitrated rate (interim)
17.24

Average final UNE loop rate (33 states)
17.04

The FCC’s HCPM loop cost
22.41

The study shows that after five years of debates and adapting the North American incremental costs model, the results yield differences of approximately 30%.

In short, there are so many subjective aspects in drafting an LRIC model with so much variety at the world level, even involving the most basic aspects of the method, not to mention the acceptable values for the inputs of the model, that any attempt to establish a regulated price based on the results of a model with these features necessarily leads to unlimited speculations on concepts such as efficient technologies, efficient network design, etc.  This can yield very different results, whenever they are not contradictory, with only some of the assumptions made being altered.

Moreover, these systems involve strict efficiency requirements which are not feasible in the real world, since, in practice, we must always base ourselves on estimates in demand, which are increasingly difficult to make due to the rapid evolution of the telecommunications sector.  With these systems, we run the risk of not adequately evaluating the costs involved in the building of the network, which is a crucial factor in the telecommunications sector, and which places the investment risk on those operators that are regulated
. 

In short, these systems are imposing a very low rate of return on regulated operators for their investments.  This acts as a disincentive for making new investments and entering into any business that could be subject to this type of price regulation.  These require that efficiencies be automatically transferred to competitors and do not allow the costs of failed investments to be recouped.  Thus the risk factor, which is inherent in any type of business, is increased.

A conference was given last year at the National Press Club in Washington, D.C. by the economist Alfred Kahn regarding the ruling by the Supreme Court that the FCC had established an interconnection pricing policy based on a TELRIC (Total Element Long Run Incremental Cost) model for the operator Verizon. Professor Kahn, who is an economic policy specialist, raised the following question: what does it mean when we say that Interconnection prices on open networks must be based on costs, including a reasonable profit?  In it, he raised the issue that the costs that a company is going to incur must be measured.  It is economically incorrect to apply a theoretical estimate of a cost that includes a “reasonable benefit” in an industry where the technology is changing so rapidly.  In this case, no one would invest with the outlook of obtaining a price that only covered the cost of capital and the depreciation rates for assets valued as those of a public utility, knowing that the following day, the rate of return will fall due to the dynamics of the technology.

Regarding this point, Professor Kahn made reference to other authors.  Specifically he quoted William Fellner, who already back in 1960 said that investors act by anticipating delays (anticipatory retardation). Jerry Hausman also said that nobody will invest unless the price involves a “major rate of return”, i.e. two or three times greater than that of a typical utility.  Finally, Tim Tardiff uses the example of PCs to illustrate this point and says that the FCC is, in a certain way, expropriating the telecommunications companies, since by requiring that they use depreciation rates for utilities, it is making them bear the cost of depreciation.  Professor Kahn went on to say that it is possible that even though there are people who will continue to invest, this situation also acts as a disincentive to innovation by the major companies (dominant operators).

Conclusions

In short, these accounting systems were fashionable at a given moment, in which the political momentum suggested that termination prices on fixed-line networks be lowered as much as possible, in order to lower the costs of new operators, which had to make inroads in a market that was recently open to competition.  Therefore a considerable amount of work was performed and abundant literature was generated.  Nowadays, there are sufficient detractors of those systems due to their high degree of arbitrariness as well as their negative effects on investment and innovation.  This requires a broader debate on their applicability in the telecommunications sector in general. Therefore, it is worrisome that other alternatives are not being raised in the ERG consultation document.  The possibility has even been raised that they will apply to all types of networks and services, such as new services over fixed-line networks or mobile networks, which have developed under competition, and which due to the rapid evolution in technology are obliged to constantly renew themselves, thus posing a high degree of risk and uncertainty in demand.
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� (19) “ ... a short-term increase in competition should not be to the detriment of the competitors’ incentive to invest in alternative facilities which will guarantee greater competition in the long term”


(20) “ ... Whenever a national regulatory authority calculates the costs generated by the creation of a service imposed by virtue of the current Directive, it tends to permit reasonable profitability on the capital used, including the costs of the relevant work and building of the network, with the adjusted value of the capital, if need be, to reflect the current evaluation of the asset and the efficiency of the operations. The method for recouping costs should be adapted to the circumstances taking into account the need to promote efficiency and sustainable competition and to achieve maximum benefit for consumers.”


� “Competition in Telecommunications” Jean-Jacques Laffont and Jean Tirole.(CES 2000).


� Dale Lehman, MTM 663 Policy and deregulation (2002) http://polar.alaskapacific.edu/dlehman/


� Jerry Hausman, Professor of Economics at the Massachusetts Institute of Technology (MIT), has criticised in recent years the use of incremental costs models in the long term to establish regulatory pricing policies, because they do not consider the risk posed by the major investments required for the deployment of a network








4
1

[image: image2.png]


_976001025

