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COMMENTS OF VODAFONE ON

“Public consultation on a draft ERG Opinion on proposed changes to the Commission Recommendation on Accounting separation and cost accounting”

Introduction

Vodafone welcomes the opportunity to comment on the ERG’s “Opinion on proposed changes to the Commission Recommendation on Accounting separation and cost accounting” (hereafter the “ERG Opinion”), issued for public consultation on 26th April 2004.  

The ERG Opinion is a comprehensive document, dealing with two distinct (but related) remedies:

· Accounting separation; and 

· Cost accounting.

Each may be invoked by an NRA in response to a finding of Significant Market Power.  This document will provide the ERG with Vodafone’s detailed comments on implementation of each of these remedies.  Before this, however, Vodafone wishes to submit comments on how the principle of proportionality should temper their application.

Application of Accounting Separation

Accounting separation is applicable in cases where a vertically integrated network operator has been notified as having Significant Market Power in one or more markets and, as a result, is in a position to discriminate in the way it treats its own downstream operations vis-á-vis competitors.  The ERG’s “Common Position on the approach to Appropriate Remedies in the New Regulatory Environment” states, under its discussion of Accounting Separation (Section 3.2.3):

This obligation [accounting separation] is specifically put in place to support the obligations of transparency and non-discrimination.  It may also act to support the NRA in implementing price control and cost accounting obligations.  Accounting separation should ensure that a vertically integrated company makes transparent its wholesale prices and its internal transfer prices especially where there is a requirement for non-discrimination.  Where necessary, accounting separation may identify cases in which a vertically integrated company engages in unfair cross-subsidy.

Accounting separation, therefore, is a remedy used principally to ensure non-discrimination by a vertically integrated telecommunications operator providing both wholesale access services to competitive carriers, whilst competing against those carriers in retail markets.  

Although this is a fundamental feature of fixed service markets, it is not a significant issue in mobile service markets.  The ERG has suggested in its Remedies paper that mobile network operators are in a position to discriminate in the prices they charge for mobile network termination to fixed network operators vis-á-vis the charges implicit in their own on-net or Closed User Group (CUG), services and that accounting separation may be justified if this were the case.  However, proper analysis shows that such remedies are not warranted.  The ERG will be aware that Ofcom has just concluded an investigation which came to precisely this conclusion.
   
Application of Cost Accounting

The second (and related) remedy is that of cost accounting. This is also discussed in the ERG’s “Common Position on the approach to Appropriate Remedies in the New Regulatory Environment” which states, under its discussion of Price Control and Cost Accounting Obligations (Section 3.2.5):

The obligation concerning price control and cost accounting allows that a NRA may impose obligations relating to cost recovery and price control (including cost orientation of prices and details of the cost accounting methodology to allow their calculations).  This obligation is qualified to apply where a lack of effective competition means that the operator concerned might apply either excessive prices or implement a price squeeze with anti-competitive intent (i.e. to the detriment of end-users).

This remedy may have relevance to mobile network operators insofar as the cost accounting output may be used as one of the inputs to a price control that may be applied to individual services provided over mobile networks where the network operator has been notified as having Significant Market Power.

Proportionality

The ERG Opinion rightly notes: 

“…requests for information [from NRA’s to operators] should be proportionate and (do) not impose an undue burden on operators.”   

For example, if fixed-to-mobile termination is the only regulated service provided by notified mobile network operators, a cost accounting requirement that required reporting all costs for the entire network would place a far greater burden on notified mobile operators than would equivalent obligations placed on fixed network operators who are regulated on a greater proportion of their revenue base.  

In addition, any decision to adopt CCA or LRIC must take account of the circumstances of the companies involved.  Consideration of the costs and benefits will provide a useful framework for NRAs.  In the case of a possible decision to require a notified mobile operator to adopt CCA, explicit account can be taken of:

· The fact that mobile networks have fewer services to be regulated, with proportionally less revenue involved in any price control;

· The differences between HCA and CCA will be less significant in the case of a mobile network, due to a younger asset base, and a greater proportion of assets with very short lives (e.g. software); 

· The NRA may have recently specified a price control remedy and so new methods of cost accounting will not be required in the short/medium term.
These factors should lead an NRA to decide against prescribing CCA.

Vodafone’s Detailed Comments

Notwithstanding the view that the applicability of accounting separation and cost accounting to mobile network operators will be limited, Vodafone submits the following detailed comments on the ERG Opinion:

· First, comment on the main body of the ERG Opinion;

· Second, comment on the cost accounting section on the Annex;

· Third, comment on the accounting separation section of the Annex;

· Lastly, comment on the cost of capital section of the Annex.

In this way, Vodafone’s response will follow the sequence of questions raised by the ERG for consultation, although not all questions will be covered.  

Draft ERG Opinion on proposed changes to the Commission Recommendation on cost accounting and accounting separation of 1998

The Commission Recommendation must strike a balance between generality in applicability and provision of practical benchmark methodologies.  In general, the ERG Opinion on the Commission Recommendation achieves this objective.  In one significant instance, however, the ERG Opinion errs in an attempt to provide too much detailed guidance.  Paragraph 2 of the ERG Opinion states that “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”.  Although this may be generally true in fixed networks, it is certainly not true in mobile networks.  This is well illustrated by a study of the fixed common costs of three of Vodafone’s European networks, conducted by PricewaterhouseCoopers.
  This analysis found that fixed common cost structures varied considerably (depending on geographical setting, distribution of demand, and network rollout requirements).  In all three cases fixed common costs exceed the “10%” expectation of the ERG Opinion.  Analysis by other Vodafone operating companies has identified further examples of fixed and common costs structures that very significantly exceed the 10% level.  This is not the result of “ill-defined” cost allocation systems.  Rather it is the true nature of the underlying fixed cost structure of the mobile networks involved, particularly the fixed costs of providing geographical coverage.

In the view of Vodafone, stating any particular figure for unattributable costs in a general guidance document (which will be used by regulators in a variety of different situations and networks) is inappropriate, especially when available evidence suggests that in many cases the figure will be higher than that stated.

In reference to paragraph 5, concerning the availability of accounting information to interested parties, the ERG Opinion should note the importance of ensuring the business confidentiality interests of the notified operators are not compromised.  In particular, release of information to third parties should be justified solely by legitimate concerns (if any) of ensuring non-discrimination in the use of the notified operator’s wholesale services.  In all other cases, accounting information should be available only to the NRA and their professional advisors under terms of a suitable non-disclosure agreement.  

Cost Accounting

There can be no disagreement with the general rules for preparation of the cost accounting system, namely identification of:

· Directly attributable costs;

· Indirectly attributable costs;

· Unattributable costs.

However, Annex Section 1.A.(b) must acknowledge that indirectly attributable costs should not always be distributed to reflect direct costs, but in some instances are appropriately distributed according to their relationship with other variables.  This can be illustrated by marketing and customer acquisition costs.  These costs can be “directly” attributed to customer acquisition, split by different customer types.  The marketing and acquisition resources put into each customer type will, in turn, be a function of its value to the network operator, most importantly in terms of the value of incoming and outgoing call traffic generated by that customer type.  Effectively, both incoming and outgoing call volumes are indirect drivers of marketing and customer acquisition costs.  The text should allow notified operators to make such indirect cost attributions where appropriate (subject, of course, to NRA approval).     

Vodafone also has a significant concern with the description of the rules for cost allocation of common/joint costs.  Annex Section 1.A.(e)  of the ERG Opinion appears to mention only “cost-causative” or “cost driver” methods.  

Economically efficient pricing (as illustrated by pricing seen in competitive markets) will allocate common/joint costs according to characteristics of end-user demand (such as in Ramsey Pricing).  Therefore, Annex Section 1.A.(e) must acknowledge that cost based allocations, such as “equi-proportional mark-ups” (EPMU), are used only as a proxy for an economically efficient allocation method.  NRAs must not be discouraged from investigating and implementing better methods whenever feasible.

In addition, when cost mark-up methods are used, it would be helpful if the ERG Opinion acknowledged that there are several approaches that are as simple to implement and no less discretionary or arbitrary as the EPMU method (such as allocating fixed common costs according to traffic volumes).  Acknowledgement of this would allow continuity in the methodologies used by operators and validated by the NRA at national level to allocate fixed common costs.
Accounting Separation

The text of the ERG Opinion in Annex Table 2.3 and Table 2.4 should make it clear that these tables are examples for fixed network operators only.  Not only are the line items inappropriate for a mobile network operator but also, under proportionality, it is by no means clear that the same level of detail would be appropriate for a notified mobile network, even in the unlikely event that accounting separation had been identified as a remedy.

Accounting and Costing Methods

As the ERG Opinion notes, accounting systems can be implemented in either HCA or CCA.  Although CCA is to be preferred from a theoretical point of view, it must be acknowledged that not all mobile network operators are yet in a position to report CCA.  This should not be overly concerning since, in the case of relatively young mobile networks, the distinction between CCA and HCA may not be great. 

It must be recognised that mobile networks may only recently have been subject to the possibility of economic regulatory cost accounting (unlike fixed networks), and so in the short term may not be able to amend their accounting systems to either:

· CCA (as opposed to HCA);

· LRIC (as opposed to more traditional service costing systems).

Both these accounting innovations take time to implement to a reliable standard - particularly the cost-volume relationships required for LRIC, and the asset revaluations required for CCA.

 The use of “bottom-up” engineering models is briefly mentioned in the ERG Opinion (e.g. Annex section 8.1.3).  NRAs should seek to have available to them results from both “bottom-up” and “top-down” models.  Reliance should be placed on a generic “bottom-up” model to allow the NRA to understand the true underlying generic cost structure of the industry, and so set regulated prices on the basis of an efficient network operator.  However, NRAs should also be aware of the possibility of “bottom-up” models having an innate downward bias (through cost omission).  Therefore, the output of the “bottom-up” model needs to be reconciled against the “top-down” costs of the most efficient network operators in the territory (should there be more than one network, as will be the case in mobile).

Cost of capital
There can be no doubt that the WACC is the correct way to calculate the cost of capital for regulatory purposes, combining costs of equity and debt.

In Vodafone’s view, the Capital Asset Pricing Model (CAPM) is the most acceptable method of calculating the cost of equity.  The CAPM has a strong theoretical basis, taking explicit account of risk.  Compared to more complex generalisations (e.g. Fama-French 3 Factor Model, Arbitrage Pricing Theory), the CAPM relies on an accepted functional form with a very small number of parameters.  Other methods (e.g. Dividend Growth Model) are highly dependent on subjective estimates of future stock performances.

Therefore, although other methods may be used for verification, the CAPM should be the prime tool used to assess the cost of equity.

Vodafone supports of the general approach, and parameter definition, taken in the ERG Opinion at Section 4.1 of the Annex.  In particular, Vodafone supports the definitions of:

· Risk free rate, measured by treasury bonds of long duration;

· Equity risk premium, based on averages of historical long run returns as an indication of future expectations;

· Equity beta and asset Beta;

· Debt Beta.

Choices of quantitative values must take account of the specific markets, e.g. euro-interest rates vs. sterling, national variations in market risk premiums (resulting, for example, from differences in pension fund structures), and variations in company betas (resulting from differences in company activities and customer profiles).   

In particular, the correct application of the CAPM to mobile network operators (if required) crucially relies on the estimation of asset Betas for mobile network operators, taking account of all relevant forms of risk.

� 	See, Suspected Margin Squeeze by Vodafone, O2, Orange and T-Mobile, Decision of the Office of Communications, Case CW/00615/05/03, 21 May 2004.  In particular:





In paragraphs 149 and 151 Ofcom describes the potential issue:





Where a vertically integrated undertaking has a dominant position in an upstream market and supplies an important input to undertakings that compete with it in a downstream market, there may be scope for it to abuse its dominance in the upstream wholesale market by adversely affecting competition in the downstream retail market.  The vertically integrated undertaking may operate a ‘margin squeeze’ by raising the cost of the upstream input (i.e. the wholesale price it charges its downstream competitors) and/or lowering the prices it charges in the downstream market (i.e. the retail prices it charges final consumers).





In considering whether there is a margin squeeze, Ofcom has analysed whether on the basis of the mobile operator’s own retail costs, the mobile operators would be profitable in the downstream market if they had to pay the same upstream input price as they charge to third –party operators in that market.





In paragraphs 178 and 216 Ofcom dismisses the issue:





The requirement for Ofcom to reach a final view of this issue [whether a margin squeeze exists] is dependent on whether or not an abuse would be found if the average retail price for…On-net calls were insufficient to cover…retail costs.  For the reasons set out in Section E below [see quote below], Ofcom does not consider that the mobile operators’ conduct constitutes an abuse.





…given the keen competition that exists between mobile operators and mobile service providers in the provision of Non-PSTN products and the countervailing buyer power of the business customers that purchase Non-PSTN products, Ofcom considers that the conduct in question does not amount to an abuse.


� 	Alastair Macpherson, The size of fixed common costs in mobile networks: empirical evidence from Europe.  Essay in Regulating mobile call termination, Vodafone Policy Paper Series, Number 1, 
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