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Response to ERG´s consultation on FL- LRIC cost modelling

1. 
Introduction

The European Regulators Group (ERG) has invited interested parties to be involved in the production of an ERG common position on FL-LRIC cost modelling, as outlined in a Consultation Document of July 30th, 2003.

The task set out is in this phase is to determine which adjustments of the PIB
, if any, that are considered to be necessary in light of the new regulatory framework. TeliaSonera AB (TeliaSonera) is pleased to contribute in the following way to this task:

It is the view of  TeliaSonera that whereas the PIB at the time of its issue was rooted in the 1998 harmonisation package
 and mainly with a focus to introduce basics of the FL-LRIC method for cost determination of regulated products, there is now a strong need: 

· to firmly place a revised PIB into the statutes of the Framework and Access Directives to get a necessary harmonisation with pricing and costing principles under Competition Law

· increase focus on harmonisation after the first experiences of FL-LRIC drawn under varying regulatory pressures in various countries

· by being sufficiently specific in terms of: 

(a) interpretation of central concepts and criteria in the mentioned directives,

(b) how principles of implemention should reflect these criteria, and 

(c) what practical solutions would be recommended as second best reliefs as there is lack of data when pursuing theoretical cost concepts as a base for efficient pricing.

Cost orientation of pricing is the strongest remedy prescribed of available remedies in the Access Directive. However, cost analyses are also necessary in order to decide proportional responses to a market problem at hand in accordance with Art. 13 in the Access Directive. To date, no specific cost guidance has been issued for the latter purposes, apart from the harmonisation package of 1998-2000.

In order to achieve a firm coupling back to statutes, it is a necessary starting point for the task set out here to analyse in what situations and for what problems cost is referred to - and how this need for cost information should be resolved. The analysis below shows that proper application of FL-LRIC methods is needed not only for determining final price ceilings but also for quantifying risks of excessive profits. This seems to be the most important usage of FL-LRIC, as low and high risks would invoke very different remedies. 

We thus will limit the analysis to the need of cost methods for choice of proportionate remedies and to cost-oriented pricing. Also, our aim here is to limit the scan of the framework for the scope of guidance needs relating to the FL-LRIC method, and draw some central conclusions on a review agenda for PIB. The FL-LRIC method is still open to interpretation, as originally stated in the original PIB preamble (e). As a result of the analysis, it is proposed that the current PIB is revised to extend purpose and guidance not only to cost-oriented pricing, but also to assessing the risk of excessive pricing for decisions on choice of remedies.

The reasons for extending the scope of the current FL-LRIC PIB is that the same method is relevant both for stating risks of excessive pricing as for pricing controls. The PIB needs a general core concentrating on developing more precise interpretation of the FL-LRIC method in order to determine workable price, cost and profit concepts. They should be sufficiently general to work in all specific product and geographic markets, but also provide more detail along the objectives stated above, than hitherto given EU Directives and Recommendations do. This is necessary in order to avoid overregulation and minimising the risk of prolonging monopolies where competition-enhancing and efficient entry could otherwise occur.

2. 
The Cost Orientation Scope in the Directives
2.1 
The Framework Directive Cost Norm

The Framework Directive (2002/21/EC) briefly touches upon transparency and description of cost systems for accounting-based full cost allocations in article 13.1 a); and upon declaration of procedures for common cost allocation in article 12.2. Also, Enclosure B propagates comparison of ”similar cost structures” as one of the critera for deciding degree of dominance in a market analysis. 

Direct reference to cost is sparse in the Framework directive and would not seem to propel any need for changes in PIB under the limits of ambition set out here.

2.2 
The Access Directive cost situations

TeliaSonera has only analysed potential requirements on a revised PIB wherever cost and methods for costing are mentioned or apparently are involved by the Access Directive in determined tasks. There may be other important aspects relating to needs for cost guidance indirectly, that we have missed.  The following is included in the analysis: Four preambles and one article stand out to directly or indirectly involve costing methods in order to achieve the stated purposes:

Preamble:
Summary of issue with some citations

14. Cost orientation is no longer a default but a maximum obligation in order to avoid over-regulation. 

18. ”Accounting separation allows internal price transfers to be rendered visible”, referring to the recommendation 1998/322/EC part 2 (Accounting Separation and Cost Accounting).

20. Powers of price control given to NRAs with cost-based prices as the limit, ”where competition is not sufficiently strong to prevent excessive pricing”. Furtheron, ”The method of cost recovery should be proportionate to the circumstances, taking account of the need to promote efficiency and sustainable competition, and maximise consumer benefits”.

21. It is mentioned that an NRA may impose a cost accounting system in order to support price controls.

To be very basic, TeliaSonera wants to point to the concepts mentioned and how they relate to consumer benefits in the long run. These concepts need to be interpreted. The justification of risks should be based on methods stemming from recommendations by the Commission. We know that these recommendations follow closely from competition law concepts and methods. Following these ramifications, our interpretation of the mentioned preambles is the following: 

(i) Precision in risk assessment is required from preamble 14 when choosing  between remedies; 

(ii) Cross-subsidy control criteria are important in preamble 18 to help in assessing not only pricing but these criteria are also highly relevant in terms of remedy selection

(iii) Risks of excessive pricing must be assessed before choice of cost-based pricing, says preamble 20;

(iv) and preamble 21 finally offers system support for access and interconnection cost-based pricing once this remedy is decided upon. 

One question becomes pertinent to the review of PIB:  should FL-LRIC methods be limited to the needs of preamble 21 only, or should it be extended to cover choice of remedies?

With an open mind to revising PIB, a closer look at the four main sections of Article 13 do show a need for choosing a focus covering all of Article 13’s tasks. There is a common need to interprete the concepts used therein, and of defining and implementing practical cost analysis methods in order to solve the following, tasks:

Article:
Summary of issue with some citations

13.1 Cost based pricing and systems supporting such pricing may be imposed, if a market analysis shows that there is a risk that ”the operator may sustain prices at an excessively high level”.

13.2 It must be ensured that any cost system used promotes efficiency, sustainable competition, and largest possible benefits to end consumers

13.3 Burden of proof is with the operator, but the NRA may use other methods.

13.4 The cost system used must be described publicly, main categories identified and rules for cost allocation stated. 

A major hitherto undefined but very central task seems to be the identification, cause and quantification of risks for excessive prices, as this will also decide if cost based prices should at all be a proportionate remedy compared to other possible remedies. Here, the very same cost analysis used for determining cost based prices would be the relevant hard proof for judging the materiality of risks for excessive prices. Market shares is only a first-order indicator that may trigger an investigation, but they do not tell the deciding story. Not even economies of scale or other second-order indicators do in isolation.

Let us discuss a bit why and how FL-LRIC must be applied already in the market analysis phase, and onwards in the regulatory process under the new framework: If a preliminary market analysis has indicated that there may be some risk that excessive prices may result, it is still an open judicial question whether the mere ”possibility”- or harder evidence in the form of an FL-LRIC cost analysis - is needed as proof for introducing ex ante price controls.  For example, if there is a very low risk for predatory underpricing or excessive prices in the long run, it is our belief from competition law cases that ex ante price controls should not be introduced. If the risk is high, measures proportional to the risk assessment may be called for. This is no different from the ex post competition law procedures. From a competition law stand-point, however, it is evident that prices that are subsidy free involve no risk of excessive pricing in the long run. Proper quantified assessment of risk is needed also under an ex ante regulation, and it always should rely on FL-LRIC cost analyses for both entrants and incumbents as well as on demand. 

Now back to how this relates to a revision of the PIBs. In section 13.1 the term cost recovery thus needs a clarification in relation to excessive pricing in both directions (floors and ceilings) and in relation to demand of end users. The basic question first-hand is what defines excessive pricing – and how should it be quantified. Here guidance is needed.

Also, a major PIB task must be to assist, as expresses section 13.2, that any cost system used must ensure that its implementation contributes to further efficiency, sustainable competition and benefits to end users. It is not clear that the adoption of the label ”FL-LRIC” for a cost methodology ensures this, only its proper interpretation, practical application and engineered purposeful safe-guards can achieve this. The basic behavioural standard to be used for portraying this follows from the harmonisation package of  1998: how operators and potential operators working under competition would behave and what the market result would be when there is competition. Efficient entry conditions serve an important role in competition law. This raises the question of whose cost to be calculated for price ceilings that are not excessive. 

2.3
TeliaSonera conclusions on general framework requirements

TeliaSonera would like to stress the need to revise PIB in the following directions:

(i) We see PIB’s ”raison d’être” being to serve a role in interpreting concepts, presenting operational criteria for the central concepts and by providing practical guidance for implementation, furthering harmonisation between NRAs on the EU common markets of electronic communications. 

(ii) A revised PIB on FL-LRIC should in TeliaSonera´s view state that the FL-LRIC cost norm be used whenever needed for proper risk analyses when choosing between remedies - as well as for determining cost-based prices. It would surely be troublesome if different cost norms would be used for cost-oriented prices and the task of quantifying risks for excessive prices.

(i) It seems obvious that the 1998 harmonisation package does continue to serve a role as guidance for interpretation of the new electronics communication markets legislation. The revised PIB should strenghten references to the Explanatory Memorandum to the Recommendation 98/195/EC of January 15, 1998 on Interconnection Pricing. It is important to mark the leaving behind of old monopoly regulation, and actively promote competition-based regulation. The biggest hall-mark of competition is that everybody has information, but nobody, including the regulator, can act as if the world is predictable. This thought leaves great impact on regulatory strategies as well as all types of cost analyses, including determining cost for price-setting and the foregoing activity of determining risk for excessive prices (always in relation to cost).

TeliaSonera believes that all cost analysis should be carrried out strictly according to competition law procedures and criteria. There should be no separate or ”ex ante” twist on any cost analysis either for assessment of risk for excessive prices or for cost oriented price control, except for the mere fact that the analysis is performed ex ante.

3.
Individual notes on PIB recommendations

TeliaSonera here presents its view on each of  introduction, preambles and individual recommendations of the current PIB of year 2000.

3.1
Introduction and Preambles

The connection made to the 1998 harmonisation package including the first Explanatory Memorandum to part 1 of 98/195/EC should be made even stronger. Much more weight should be attached to the analysis of what a competition-based regulation implies, and what cost analyses are used when executing competition law. This field has not been discussed in an applied setting. FL-LRIC has only been analysed as a theoretically attractive pricing concept focussing on the classical pure and sole single- product infrastructural monopoly. The classical cost standard would be as relevant under competition, but its application must adapt to competition by including multiple actors, as efficient entry is determined by the entrant or entrants in relation to demand, and not by the alleged dominant. 

If excessive prices and cost-oriented pricing only uses floor pricing of the dominant there will be no competition. As the new regulation signals a competition-based regulation, economies of scale of scope, or essential facility dominance do not automatically invoke cost-based pricing – it is only a last resort and with some rather strict burden of proof.

Proportionality also requires adaptation to the real world conditions in unregulated competitive markets. There is perfect competition in theory, but seldom in reality. Any forcing of actors on a market to the extreme ideal  would be detrimental to the long-run willingness to invest – which in a market economy is equal to take opportunities under uncertainty. Most markets are unregulated in an ex ante sense and show prices somewhat higher than full cost on the average, as long as productivity increases. Otherwise dynamics would be lost. These prices are not excessive or illegal in an ex post sense.  The ideal FL-LRIC method must ensure dynamics according to the sustainable competition conditions mentioned in Art. 13.2 in the Access Directive. Therefore FL-LRIC must be applied such that ceiling prices do not exclude dynamic competition. 

Preambles (a) to (c) discuss the choice and national circumstances of LRIC. It is not acceptable within the EU market setting that, as mentioned in preamble (f), ”country specific aspects” are used as an excuse to interpret or apply LRIC differently, only differences in risks for excessive prices should explain differences in applying remedies.

Of specific interest is the current wording under preamble (e): ”IRG recognises that the FL-LRIC approach to cost modelling is possibly open to interpretation”. This of course is the worst possible state of nature, and unfortunately it is apparent to operators working on several national markets, that this variation in interpretation and even purpose still prevails. There is a strong need for harmonisation towards a competition-inducing interpretation of FL-LRIC.

But still this order is natural. ”FL-LRIC” today only is a label for a very theoretical cost concept. It must include clear critera for floor and ceiling prices. Specifically, the ceiling price must answer to a clear-cut definition of what is an excessive price in a product and geographical market at issue; otherwhise proportional remedies cannot be chosen on any derivable ground. The excusing role of uncertainty and its costs must form part of that analysis, under the cost norm FL-LRIC. Observe that we do not propose another cost norm, only an adaptation to competition uncertainty ensuring article 13.2 objectives.

For preamble (g), TeliaSonera believes that it is not enough to assume that PIB applies to the two calculation environments Top-Down and Bottom-Up. The two can have precise roles to play by defining floors and ceilings under competition law concepts by limiting pricing to subsidy-free prices. In PIB the two environments have no precisely defined role. We experience in the practical introduction of LRIC that there is no other role but checking the one environment for fatal errors in the other; or relying on one when deeming documentation in the other weak. 

In terms of the LRIC processes within EU member countries TeliaSonera would rather see clearer competitive limits for pricing by directing the two environments in the following way:

· BU-LRIC cost models aiming at demanded Stand Alone (SAC) ceiling for a hypothetical entrant. 

· TD-LRIC cost models aiming at LRAIC multi-product costing as floor for the full-range incumbent

TeliaSonera believes the right focus is to say that it should be ensured by clear guidance in a revised PIB that all cost and excessive pricing analyses are performed under competition law standards and no harsher standard. PIB could serve a role to distribute harmonised standards.

TeliaSonera approves of the current preamble (h).

Preambles (i) and (j) are in our view best served by setting an agenda in the above direction.

3.2  
Individual recommendations

Network topology recommendation

Recommendation I signals a wrong starting point. Any collection of recommendations should in introductory parts commence with laying down overall principles in line with our recommendation to preamble (e), concentrating on defining excessive prices as ceiling costs in a real competitive uncertain economic world. An actual price applied by a SMP operator that is stable and below excessive would imply a low risk for excessive prices in the future and could never induce ex ante obligations for cost-oriented pricing.

It should then follow principles for how to reach precise definitions of cost objects screened for risk of excessive prices after first rounds of indicative market power.

Relevant increment recommendations

Current recommendations II-V only need some revisions. 

In II the relevant competition law criterion is not an incremental but avoidable cost (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 CVR’s do not exist with any certainty in a continuous context except for very small volume intervals and with a precise strategy. Avoidable decrements, on the other hand, do handle defined decisional units that are possible by all firms to analyze. We think the CVR concept should be scrapped entirely and replaced by proper state-of-the-art dimensioning rules of electronic networks.

Common costs recommendations

The Common cost treatment in recommendation VI – VIII are strongly supported by TeliaSonera. In principle, Ramsey Pricing is supported for a pure monopoly regulation. Following Lafont & Tirole (2000:78-79, see box 2.6), however, Stand Alone costing is the second best solution under FL-LRIC for pure single-product infrastructural monopolies, when the Ramsey demand information is unknown. However, under competition-based regulation and assumptions, Stand Alone Costing must be made part of the LRIC method for finding subsidy-free prices, as firms typically compete with several whole-sale and end-user products, being multiproduct and multimarket firms served by common network capacity. Under this standard only prices involving subsidies are excessive in either direction.  LRIC plus EPMU should be scrapped as it has no economic meaning in theory, neither under competition law applications. It is only an arbitrarly rule for full costing and reverts the analysis to the norm of traditional FAC under current costs.

Long Run and Forward Looking recommendations

The FL-principle in recommendations IX – XII are supported. However, the cost analysis needs to be adapted to effient entry conditions (how the potential entrant relates to current competition and customers). In this section of recommendations, a strong guiding base should be real world behaviour of firms operating under competition, with its uncertainties. The guidance must also be more specific and further interpretation of and introduction of competition law cost criteria and method within the general and full framework of article 13 in the Access Directive.

Recommendation XIV on FCM (financial capital maintenance) should be revisited, as the proposed techniques multiply in various forms among NRAs with unclear references to any single method. The field is confusing and takes focus away in an auditing sense from the vital questions of price ceilings determining excessive pricing. Tilted annuities seem to involve sufficient guards against price level changes on the input side.

Depreciation recommendation

The XVth recommendation on depreciation is supported. Much data is needed for economic depreciation that simply is not there, but still introduced by massive assumptions in some countries. There is also vastly diverging opinions among consultants to NRAs as to whether the concept at all is practically workable. 

TeliaSonera believes that tilted annuities, as often recommended in bottom-up calculations, should be the main way of representing capital costs in fixed and  mobile networks.

All backward-looking criteria for arriving at net replacement cost for former incumbents are in conflict with how firms decide under competition, but in harmony with mimicking monopoly. Instead, competition should be mimicked, concentrating on what price, that demand sustains in the short run, makes another firm enter in the long run. This is the centerpiece of the new framework.

Claes-Göran Sundelius

VP Regulatory Affairs

TeliaSonera AB
� Principles of implementation and best practice regarding FL-LRIC cost modelling, as decided by the Independent Regulators Group, 24 November 2000.


� Recommendation 98/195/EC of 8 January 1998 on interconnectrion in a liberalised telecommunications market (Part 1 - Interconnection Pricing), as developed from an Explanatory Memorandum of the same date. 
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