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PRINCIPLES OF IMPLEMENTATION AND BEST PRACTICE REGARDING FL-LRIC COST MODELLING


Comments by Vodafone

Vodafone welcomes the ERG’s request for comments on best practices in cost modelling. Our experience is that these difficult and complex issues have too often received inadequate treatment from regulators. Crude benchmarks have too often substituted for serious attempts to understand the cost structure of the industry that is being regulated. When genuine attempts have been made – as by OFTEL who recently devoted 2 years to the development of a LRIC model for mobile operators – the resulting models have been shown to be inadequate. The LRIC model developed by OFTEL was in the view of the Competition Commission ‘groundbreaking as it was probably the most complex model of its type that had been developed…anywhere’
. Yet it was subsequently found by the Commission to have ‘underestimated cell site capacity by 20.1 per cent, transceivers by 24.0 per cent and number of cell sites by 12.4 per cent’
. 

The new Framework contemplates that regulators have powers to set prices, but with that duty comes a responsibility to set them properly. Whether the new Framework results in less intervention is unknown at present but that it should require more rigorous and sophisticated analysis and more careful intervention cannot be seriously in dispute. In Vodafone’s view the existing guidelines understate the responsibilities which come with price setting and too readily concede that ‘workable approximations’ can substitute for rigorous analysis. As such, the guidelines in their present form underestimate the task faced by regulators in this field.

The ERG can and should do several things in this context.

· It can play an important role in improving the quality of cost modelling activity undertaken by national regulators by developing guidelines and sharing best practice focussed on rigorous and sophisticated analysis. This will not be accomplished by a cursory revision or updating of the guidelines in their current form. We detail below the areas which will need to be addressed if this task is to be undertaken properly. 

· It might begin to explore areas where consensus might be reached with the industry on some key methodological issues in modelling. Reaching such a consensus in our experience requires an extensive dialogue between regulators and industry, for which the ERG is best placed to stimulate. Our experience is that cost modelling can be very demanding in terms of resource commitments and time for all concerned. These efforts are likely to be replicated across Europe and on each occasion that models are subsequently recalibrated. The whole purpose of cost modelling, which must be inherently collaborative in nature, is to provide some stable consensus as to how costs are to be properly accounted for and subsequently recovered in the setting of prices. There is no such consensus at present. Simple amendments to the guidelines will not achieve this. The ERG needs to define an iterative process which will allow such a consensus to be sought. 

· Third, the ERG needs to begin to engage with the challenge of deriving prices from costs. Price controls should, properly devised, seek to replicate the outcomes which would prevail in competitive markets, including the provision of appropriate incentives to the regulated firms
. Two critical issues arise in this context. The first concerns the appropriate treatment of common costs, referred to below. The second concerns the setting of price controls which embody the proper incentives to the regulated firms. This is implicit in the consideration of scorched node and scorched node assumptions in the guidelines, but in Vodafone’s view requires considerably more development. There is, in particular, a fundamental distinction in our view between price controls and rate setting. This distinction is well understood by regulators but is in danger of being abused in practice. Prices set by reference to cost models should allow reasonably efficient firms to recover their costs, should incentivise the sub-efficient to improve or to exit, and should allow super-efficient firms to retain their gains. Such incentives prevail in competitive markets where super efficient firms may take their advantage as profits and where the competitive market price is set by the efficient firm not the leader. Price setting by regulators should aspire to similar incentives.

Our experience is that price setting by reference to both LRIC and FAC outputs has often resulted in firm specific rather than market prices being set. In competitive markets firms cannot sustain firm specific prices above the market price. Yet many regulators, for example in setting call termination rates, seek to differentiate between operators either on the basis of simple unit cost efficiency or scale. Such an approach need not necessarily result from the application of a particular cost methodology – efficient prices could be derived from either generic FAC or generic LRIC data. In practice, however, we observe that the application of FAC methodologies which allocate ‘actual’ costs tend to be particularly associated with the view that firms should be allowed by the regulator to recover inefficiencies as a form of ‘entry assistance’, even if such price differentials were not sustainable in a properly functioning competitive market and even if such differentials penalise efficiency and sustain inefficiency
.. The implicit rejection of such an approach should itself be an important basis for the adoption of LRIC methodologies. The guidelines cannot neglect critical issues such as the incentive properties of the prices which are set as a result of the cost-modelling exercise. 

Other topics which will need to be addressed in more detail than is provided by the guidelines as presently drafted include:

· Our introductory references to the cost model developed by OFTEL illustrate the importance of reconciling bottom up LRIC data with top down FAC outputs in order to test the predictive capabilities of any model that is developed. Decisions may need to be made about which operator provides an appropriate benchmark against which to calibrate a LRIC model, but severe difficulties arise, and have arisen, when the model outputs have little apparent relation to any of the existing networks observed within the market in question. The guidelines will need to consider what regulators should do in such circumstances.

· The existing guidelines note that common costs are most efficiently recovered (‘distortion is minimised’) through the application of Ramsey pricing. Regulators will need good reasons to depart from efficient outcomes, or outcomes which replicate those which might be expected in a competitive market, when setting prices
. The fact that Ramsey pricing may be difficult to implement in practice is not a good reason or indeed any reason at all for NRAs to avoid its obligations. Any revision to the guidelines should be designed to assist regulators in operationalising Ramsey pricing in the presence of significant fixed and common costs. Professor David Newbury of the Department of Applied Economics of Cambridge University provided comments in the debate on call termination in the UK which explain how this might begin to be approached. This will require extensive debate and further work in the coming months and the ERG should facilitate this debate.

· Regulators have traditionally excluded non-network costs such as marketing and acquisition costs when modelling fixed networks for the purposes of setting wholesale rates. The justification for such an approach appears to have been that buyers of wholesale services, being other fixed operators, should not contribute towards the retail costs of the firm with whom they are themselves competing at the retail level
. It is far from clear to whether this is in fact an appropriate approach to cost recovery when vertically integrated firms compete, as in the mobile sector. This will require further debate which the ERG should facilitate.
· Network externalities, being mark ups above cost to reflect the welfare gains which accrue to callers as a result of additional subscription to the network, are not strictly derived from LRIC cost modelling. However they are fundamental to the appropriate derivation of prices and have proven a complex and controversial topic in recent debates on mobile price setting. If network externalities are to be excluded from these guidelines then they will require proper consideration elsewhere. More generally, and as noted above, the ERG will need to consider carefully whether these guidelines are to consider the development of prices as well as the quantification of costs. In our view the guidelines cannot be meaningful without doing so.
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� Para 2.274, ‘Vodafone, O2, Orange and T-Mobile: Reports on references under section 13 of the Telecommunications Act..’, Volume 1 (Summary and Conclusions), Competition Commission, London HMSO, February 2003


� ibid para 2.298


� There may be a case for regulated prices which do not replicate the outcomes of competitive markets where network externalities are not fully captured in the pricing of specific firms. 


� Article 13(2) of the Access Directive requires that pricing methodologies promote both efficiency and sustainable competition. The Guidelines under consideration here are proposing what those pricing methodologies might be.


� See Article 8(2)c of the Framework Directive


� In practice, some regulators such as OFTEL did allow some recovery of ‘non conveyance’ costs via Access Deficit Contributions – being contributions to the net loss of providing ‘access services’ which arose because PTTs were subject to retail price controls which did not allow full cost recovery.
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