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10 June 2004

Professor Heinrich Otruba

Advisor ERG - Secretariat

Information Society Directorate General
European Commission

BU24 01/ 49

B-1049 Brussels 

Dear Professor Otruba
CONSULTATION ON THE ERG’S DRAFT OPINION ON PROPOSED CHANGES TO THE COMMISSION RECOMMENDATION ON ACCOUNTING SEPARATION AND COST ACCOUNTING
O2 welcomes the opportunity to comment on the European Regulators’ Group’s (ERG’s) proposed changes to the Commission Recommendation of 1998 on accounting separation and cost accounting.  
O2 agrees with the need to revise the Recommendation to ensure that it remains relevant to the New Regulatory Framework.  Indeed, O2 welcomes many of the proposed changes, especially those that provide for any accounting separation obligation to be ‘based on the nature of the problem identified, proportionate and justified in the light of the [New Regulatory Framework’s] objectives’.
  O2 does, however, disagree with other aspects of the ERG’s proposed changes.  The main concerns that O2 has are as follows:

1. Although the ERG’s document acknowledges the need accounting separation obligations to be proportionate, there is insufficient recognition of the burden that accounting separation and cost accounting obligations place on operators.  Nor is there sufficient emphasis on the need for a proper cost benefit analysis before imposing an accounting separation or cost accounting obligation.  The need for a cost benefit analysis to demonstrate proportionality is especially relevant for mobile operators, where regulation is likely to be of only a small part of their business. 

2. The extension of separated accounting requirements to markets where the operator does not have Significant Market Power (SMP).  The ERG’s draft Opinion does this in two ways.  First, it argues that Article 5 of the Framework Directive allows National Regulatory Authorities (NRAs) to require all operators, whether they have SMP or not, to provide separated accounts.  Second, it argues that it is necessary to require an operator with SMP to provide separated accounting 

information across all business segments, even those that are not subject to ex ante regulation.  As explained in detail below, in both of these respects, the draft Opinion is wrong and at odds with the New Regulatory Framework.

3. The ERG’s continued assertion that cost oriented tariffs ‘most accurately’ reflect the prices that would be observed in a ‘competitive market’.
  In many markets that are effectively competitive (as defined by the New Regulatory Framework) prices will not be set according to costs, but instead in a way that most effectively enables operators to recover their costs over their whole product portfolios.  By requiring prices to be equal to cost the ERG seems to be setting a benchmark of a perfectly competitive market, which is inappropriate in telecommunications markets where there are joint and common costs.  
4. The ERG’s treatment of joint and common costs.  First, O2 is concerned that the document attempts to reduce the significance of joint and common costs.  In this regard, O2 is particularly alarmed by assertions such as ‘a well defined cost-allocation system will enable at least 90% of the costs to be allocated on the basis of direct or indirect cost-causation’.
  The Recommendation should not set arbitrary targets for cost allocation.  The figure of 90% also seems to come from the 1998 Recommendation, which was written with fixed networks in mind.  It would not be appropriate to apply the same figure to mobile networks. Second, O2 is concerned that the document so readily dismisses economically efficient approaches to allocating common costs in favour of arbitrary equal proportionate mark-ups.
The remainder of this document describes these concerns in detail, together with further comments that O2 has on the ERG’s proposed changes.    
Detailed Comments

As noted above, O2 welcomes many of the proposed changes in the ERG’s draft Opinion.  In particular;

· The clear emphasis in Recommendation 1 that ‘NRAs require from their notified operators the disaggregation of their operating costs, capital employed and revenues to the extent justified by the objective persued and the nature of the problem identified by the market analysis….  The level of disaggregation required should comply with the principles of proportionality, transparency and competitive requirements …..’  [Emphasis added.]
· The recognition that extensive industry consultation by the relevant NRAs is needed before implementing accounting separation.  O2 welcomes the emphasis given in Recommendation 2 regarding consultation on ‘the adoption of sound allocation methods and on the specific treatment to be given to unattributable costs’ and ‘the methodology and criteria for the evaluation of network assets at current value…’  These are, of course, just some of the complex topics that need to be agreed through industry consultation to ensure that the resulting separated accounts are robust and meaningful.
· The recognition that a co-ordinated use of both top down and bottom up long run incremental cost model (LRIC) models is desirable.  O2 believes that the top down model prepared by the operator should be the primary source from which cost based rates are derived, with the bottom up model prepared by the regulator being used mainly to sense check rates derived from the operator’s model.
· The recognition that confidentiality of sensitive information provided by operators is an important issue and needs to be dealt with appropriately by NRAs.  

 

Notwithstanding the foregoing, O2 would like to emphasise a number of points which need to be taken into account before the Recommendation is finalised.  
Increased regulation

The explicit reference to mobile operators in the proposed document constitutes a significant turning point in the regulatory stance towards the mobile market in many European countries.  The proposals would see an end to the current light-touch approach, which has accompanied the rapid market expansion, high degree of innovation and substantial benefits for customers.  It could signal a shift towards a heavy-handed interventionist approach, at a time when competition is intensifying as new operators enter the market, and further significant capital investment is required to fund the rollout of third generation networks.  Such a step change in regulatory intervention within the mobile market could have far-reaching effects and this is something that the ERG may want to reflect on.   
Of most concern to O2 is that the ERG seems to be importing regulation into the mobile sector that has been applied to fixed operators, without any proper consideration of whether it is appropriate to mobile operators.  Accounting separation, in particular, is not appropriate as a remedy in the mobile sector, where the large majority of an operator’s services remain outside the scope of regulation.  This contrasts with fixed incumbent operators that are engaging in several markets, each of which needs to be regulated, and which cover much, if not most, of their business.    

Proportionality

The increase in regulation of mobile operators and the extension of ‘fixed’ remedies to the mobile sector, give rise to the concern that the ERG has not given due regard to proportionality in its proposed changes to the Recommendation.  
There are significant costs involved in producing separated accounts.  Operators must align their accounting systems to provide the information necessary to produce the accounts.  This is unlikely to be the same information as that required for management of the business or external financial reporting, and so operators will need to produce additional information solely to meet the regulatory obligation.  NRAs should not underestimate the costs and burden placed on operators by an accounting separation obligation.  These need to be explicitly recognised by the ERG in its Opinion.  

Using accounting separation as an adjunct to a remedy runs the risk of being disproportionate.  Accounting separation is a heavy handed regulatory approach that, under the ERG’s proposed changes, may end up being used more generally than would be necessary to support a particular cost orientation remedy.  NRAs should not misuse separated accounts in this way.

In addition, accounting separation should not be used to limit the pricing freedom available to mobile operators unless this is clearly identified in the market analysis as a problem, because this would impact negatively on consumer welfare.  Mobile operators have used pricing innovatively and flexibly and this has promoted market expansion to the benefit of consumers.  As an example, pre-paid mobile was an innovation in pricing, rather than technology. 

In short, O2 submits that the ERG should make clear that cost accounting and accounting separation are remedies that are to be applied only when the market analysis specifically identifies that such remedies are justified.  Having demonstrated that accounting separation is justified by the nature of the problem identified, O2 believes it is crucial that NRAs clearly and quantifiably demonstrate that any proposed separated accounts are proportionate.  This assessment should, as a minimum, demonstrate that the anticipated benefits of the proposed separated accounts outweigh their cost.

Provision of information and accounting separation on non-SMP markets
The Consultation document states that ‘the provisions of the framework provide a basis for an NRA to gather accounting separation information in respect of non-SMP markets only insofar as an NRA can justify that the provision of such information is necessary for the NRA to carry out its responsibilities under other provisions of the framework’.  It is then stated that ‘the not regulated business segments can be subject to different granularity levels, according to the proportionality principle’…and that ‘activities not subject to regulation may be aggregated in a common account (Other Activities)’. 
O2 believes that activities that are not regulated should not be subject to regulatory obligations and further, that to attempt to do so would have no legal basis.  The ERG’s recent Common Position on Remedies indicates that regulation should be targeted at identified competition problems.  Following this approach would necessarily mean that activities not subject to regulation should not attract regulatory obligations.
  

In the Consultation, the ERG refers to Article 5 of the Framework Directive.  Article 5 gives NRAs a general right to seek information, including financial information, for the purpose of carrying out their responsibilities under the New Regulatory Framework.  O2 does not believe that Article 5 can be used for the purpose of requiring separated accounts, which is an onerous requirement to place on an operator.  

O2’s interpretation of this Article is supported by the fact that the obligation of accounting separation is set out in a separate article of the Access Directive (Article 11).  Given the onerous nature of having to produce separated accounts, it is clear that such an obligation was only meant to apply to situations of SMP and must be associated with an identified competition problem.  O2 does not dispute that NRAs have the power to request financial information under Article 5 of the Framework Directive, but a requirement to produce separated accounts, regardless of the detail that might be requested, is an entirely different matter.  
The fact that the remedy of accounting separation warrants a separate Article under the Access Directive clearly demonstrates and in fact delimits the circumstances in which such a remedy could validly be applied.   It is clear from Article 8 of the Access Directive that NRAs can only impose regulatory obligations designed to improve competition in a market (including the obligation to produce separated accounts under Article 11) on operators with SMP.  If Article 5 of the Framework Directive can be used to impose obligations to provide separated accounting information on operators without SMP it undermines a key underlying principle of the New Regulatory Framework, which is that ex ante regulation should be removed where markets are effectively competitive.  
Business and Services Statements

As well as using Article 5 of the Framework Directive to extend regulation to non-SMP markets, the ERG’s proposed changes seek to argue that it is necessary to have financial information on the whole business to regulate a small part of it.  NRAs should not leverage specific concerns with one activity to promote wider regulation by requiring detailed financial information on non-SMP markets.  To do so would be massively disproportionate and contrary to the New Regulatory Framework. 

O2 is very concerned by the ERG’s generic presentation of suggested accounting separation formats for the various industry sectors (that is, fixed and nobile).  It is inappropriate to impose blanket separate accounting formats on the different telecommunications sectors.  O2 believes that NRAs have to demonstrate that competition is ineffective before imposing such regulatory obligations on firms.  Specifically, any obligations have to be clearly justified by the nature of the problem identified in the individual markets analysed.

Notwithstanding the foregoing, O2 believes that the business units suggested for mobile separated accounting statements (that is, Wholesale, Retail and Other) in the Annex to the ERG document, are broadly sensible and could be appropriate if they reflect problems identified by NRAs in their market reviews. 

Market analysis of mobile termination rates is reasonably advanced in a number of member states.  However, O2 is concerned with the inclusion of international roaming by the ERG as a specific service at this stage.  It is inappropriate for the ERG to prejudge the outcome of market reviews that NRAs have not yet started to conduct.  O2 believes that this is clearly inconsistent with the New Regulatory Framework and the view stated by the ERG in this draft document, that disaggregation should only take place ‘to the extent justified by the objective pursued and the nature of the problem identified by the market analysis’. 
Allocation of cost 

O2 agrees that costs should be allocated to services as directly as possible where there is a causal link.  However, the telecommunications industry is characterised by economies of scope, which arise from fixed joint and common costs associated with the operation of a single physical network.  Fixed joint and common costs cannot be allocated to services on a causal basis since no one service can be said to have caused them to be incurred.  This is particularly true of mobile networks, where a large proportion of the costs are incurred in providing basic coverage that is necessary to provide all services.  

A considerable proportion of cost incurred is fixed and common across a range of services.  It is wrong to assume that 90% of costs can be allocated, either directly or indirectly, on a causal basis.  The ERG should not attempt to set an arbitrary target for the allocation of costs, but instead allow that to be determined following proper analysis of the nature of the costs.  It is notable that the figure of 90% comes from the 1998 Recommendation, which was written with regulation of fixed operators in mind.  It would be wrong to assume that, just because it is possible to allocate on a causal basis a large proportion of costs incurred by fixed operators, it is possible to do the same for costs incurred by mobile operators.  The figure of 90% is wholly inappropriate to the mobile sector, where a larger proportion of costs are joint and common.  O2 submits that referring to any figure, but especially one as high as 90%, is unhelpful and unnecessary.   
Ramsey pricing

In the presence of economies of scale and scope, the socially optimal benchmark has to be determined within a Ramsey pricing framework, taking account of: 
· the efficient recovery of fixed and common costs across all elements of the service bundle; and 
· the presence of network externalities, which arise from the fact that calling parties benefit from an increase in the number of mobile subscribers, but that this benefit is not being taken into account in the individual’s decision whether to purchase a mobile subscription or a prepaid package.

The ERG, without attempting to assess the available evidence, proposes to use an equal proportionate mark up (EPMU) approach for determining regulatory benchmarks.  

In O2’s view, it is (a) appropriate to make an allowance for network externalities; and (b) perfectly possible to calculate Ramsey prices taking account of network externalities, at least for those services for which regulatory intervention might conceivably be justified.  

Despite strong growth over the last few years, the mobile market is far from saturated and network benefits from increasing penetration continue to play an important role in establishing welfare-maximising benchmark prices.  Further network benefits arise as new services are developed, such as MMS and Instant Messaging.
Even if Ramsey prices cannot be calculated with absolute precision, it would be wrong to dismiss the approach for this reason.  First, the precision achieved by EPMU is to a large extent spurious.  Often it arises because NRAs attempt to allocate as many costs as possible to particular services so as to reduce the level of common costs to be allocated, in recognition of the inevitable distortion resulting from the use of EPMU.  

Second, the structure of Ramsey mark-ups is determined by the structure of relative elasticities (rather then their levels).  Common sense suggests that mobile ownership is a precondition for making and receiving calls on a mobile.  If regulation of termination charges, for example, were to be required because competition for subscribers does not constrain termination charges, this implies that the own-price elasticity of mobile-originated calls will have to exceed that of fixed-to-mobile calls, and that there is a cross-price effect from mobile originated call charges (but not from fixed-to-mobile prices) on subscription decisions.  This clearly determines a structure of mark-ups that is with great certainty fundamentally different from EPMU.  As Ramsey prices by definition yield maximal social welfare regulation, EPMU based regulation would necessarily result in substantial welfare loss.

Cost of Capital

O2 agrees in general, that the CAPM approach has attractions, in particular its simplicity and long pedigree.  However, we note that the “plain vanilla” CAPM approach has been shown to perform very badly at estimating equity risk premia in a range of empirical studies.
   Rather than relying on “plain vanilla” CAPM, we believe that it would be better to draw upon the range of methodologies designed to modify and improve on CAPM, for example multi-factor models such as those by Fama and French.  By doing this, the worst shortcomings of CAPM can be addressed within a consistent, empirically tractable framework.

This is not merely a theoretical issue; it has important practical implications for O2.  The standard CAPM approach to estimating beta runs the risk of significantly underestimating the cost of equity of a mobile operator such as O2, especially in an international context.  We believe that if the standard CAPM approach were employed, O2’s cost of equity – and hence the estimated weighted average cost of capital – would be significantly underestimated. 

We strongly believe that the standard CAPM approach is inappropriate for estimating O2’s cost of capital and that consideration must be given to employing models, such as multi-factor models, that correct for some of its weaknesses.  It is also worth noting that the multifactor modelling approach to asset pricing is not particularly new or controversial in the financial economics literature, and the shortcomings of the standard CAPM are well established.

In addition, it is now widely accepted that a CAPM based cost of capital that is measured ex post does not necessarily capture the full extent of ex ante risk.  This is particularly so where the investment is irreversible and is made under conditions of uncertainty.  Mobile operators faced considerable risks when investing in GSM networks, and this should not be ignored in calculating the cost of capital simply because they have, in the event, been successful.  Indeed, operators continue to make risky investment decisions, in increasing the capability of their existing networks through 2.5G, and in rolling-out new 3G networks.  

The CAPM approach should be modified to take account of the high ex ante risks faced by operators making uncertain investments.  There is a sufficient understanding of these risks and of the ways of modelling them, in particular by employing option pricing techniques, for NRAs to incorporate them in their cost of capital calculations.  
Efficiencies in LRIC models

According to the ERG’s document, when calculating LRIC, NRAs will need to take account of whether replication is economically feasible.  Where it is, the document suggests NRAs may want to include ‘allowable inefficiencies’.  In the context of competing mobile networks, this does not capture cost differences that are not to do with inefficiencies but arise from legitimate differences such as differing technologies and economies of scale.  In particular, where there are large differences in the market shares of operators, scale economies can give rise to very different unit costs.  If NRAs fail to take account of these legitimate cost differences, they threaten to undermine the higher cost operators, to the detriment of competition and consumers in the long term.   
We trust that you find our comments helpful.  Please let me know if you would like to discuss any aspect of them further.  

Yours sincerely

John Blakemore

European Regulatory Manager
� 	Article 8(4) Access Directive.


� 	Recital 7 of the ERG Opinion


� 	Recommendation 2 of the ERG Opinion


� 	Page 23 of the Common Position noted that ‘While under the old framework entire areas of the economy were subject to the same level of regulation, under the new framework each market will be subject to an appropriate regulatory response to specific, clearly identified problems. The result is that the overall level of regulation will be, with time, lower, more targeted at the competition problems, and conducive to a situation in which regulation will be needed increasingly less.’  [Emphasis added]. 


� 	See for example, Fama, E., and K. French, “CAPM is wanted, Dead or Alive,” The Journal of Finance, Vol, LI, No. 5, December, 1996, pp 1947-1959.  Other articles including: Fama, E., and K. French , "The Corporate Cost of Capital and the Return on Corporate Investment," � HYPERLINK "http://www.afajof.org/jofihome.shtml" �Journal of Finance� (1999).  Fama, E., and K. French,  "Multifactor Explanations of Asset Pricing Anomalies," � HYPERLINK "http://www.afajof.org/jofihome.shtml" �Journal of Finance� (1996). , Fama, E., and K. French "Common Risk Factors in the Returns on Stocks and Bonds," � HYPERLINK "http://www.elsevier.nl:80/inca/homepage/sae/econbase/finec/" �Journal of Financial Economics� (1993).  K. French and James Poterba, "Investor Diversification and International Equity Markets," � HYPERLINK "http://www.vanderbilt.edu/AEA/" �American Economic Review� (1991).
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