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1. Executive Summary

This paper has been written by InterConnect Communications (InterConnect) on behalf of the Electronic and Postal Communications Authority of Albania (AKEP) as part of a project entitled “International Consultancy for the design, development and implementation of a BU-LRAIC model for calculation of public mobile telephony services costs". 
A consultation document was issued by AKEP in early January 2010 and responses received from the three currently active national mobile telecommunications providers.  In an earlier paper we summarised the responses of the three mobile operators to the consultation paper
.    We reproduce below a summary table, which shows the broad direction of the operators’ responses, categorised by Interconnect for summary purposes as follows:

· Red – the respondent expresses strong concerns, or disagreement with the proposed approach

· Amber – the respondent broadly agrees with the proposed approach, but expresses some concerns

· Green – the respondent agrees with the proposed approach.
	Question
	AMC
	Vodafone
	Eagle

	Q1: Costing methodology
	
	
	

	Q2:  Single efficient operator
	
	
	

	Q3:  2G or 2G/3Gmodel
	
	
	

	Q4:  Scorched node
	
	
	

	Q5:  Broad or narrow increment
	
	
	

	Q6:  Cost causation principle
	
	
	

	Q7:  Single network increment
	
	
	

	Q8:  EPMU markups for common costs
	
	
	

	Q9:  Externality charge
	
	
	(no response)

	Q10:  License and spectrum fees
	
	
	

	Q11:  Annualisation method
	
	
	

	Q12:  Capital costs methodology
	
	
	

	Q13:  Level of WACC
	
	
	

	Q14:  Modelling of small operators and asymmetry
	
	
	


Table 1:  Summary of the broad direction of operators’ responses (red = strong concerns, amber = agree, but with reservations, green = agree with the proposed approach)
The remainder of this paper contains our comments on the operators’ comments and suggestions as to how AKEP should proceed in the light of those comments.  We shall concentrate on the points shown in the table as “red” (disagreement with the proposed approach) and amber (agree with reservations).

2. Comments on comments

Question 2:  Do respondents agree that it is appropriate to model a single efficient operator with a market share tending to 25% over a number of years?

Although all three operators were content with the proposed approach, AMC expressed some concerns about how the market would be modelled and gave some insights into its own market forecast assumptions in a separate chapter of its response.  We would assume that the other two operators will have made some equivalent assumptions about the market in framing the forecast data they submitted, though they have not chosen to make these explicit at this stage.

Interconnect have constructed a market model and we propose to share our assumptions with the operators as part of our discussions with them of the data they have submitted, so that the parameters can be agreed, or at least the implications of any differences of view explored and understood.

Question 3:  Do respondents agree with the proposal to gather data on operators’ 3G plans and investments to date, if any, but to model costs on the basis of an assumed 2G network?

There was some disagreement among the operators on this point.  Vodafone and Eagle were in agreement with the proposal to model a 2G-only network, whereas AMC argued for a combined 2G/3G network, which they believed would reflect more accurately the situation in Albania over the coming few years.  Vodafone also commented that if the 2G-only approach were to be adopted, operators should not be expected to provide any data on their 3G plans.

In Interconnect’s view there are valid arguments on both sides of this question.  It is undoubtedly true that Operators’ plans for 3G are well advanced and there are cost and performance advantages to be had from 3G technologies such that, in the absence of licensing constraints, one would expect an efficient operator to install them in their network.  The advantages of 3G might be expected to be further increased as the proportion of data to voice traffic increased towards the levels already found in other parts of Europe, where it is not unusual to find data displacing voice in volume terms as the major driver of capacity demands.

On the other hand, operators in Albania have not received firm assurances of what 3G spectrum they will receive, if any, and on what terms.  Interconnect therefore continues in its view that it would be unsafe and unfair to operators to assume that they were able to deploy this technology at some cost, which would have to be assumed at this stage.  However we do recognise the point that operators should be expected to provide to the regulator only the information that is necessary for the task at hand.  

Question 5:  Do respondents agree that a broad increment expressed on an average basis and incorporating all network services is appropriate?

Again, there was some disagreement amongst the three operators on this point.  Vodafone and AMC were supportive of the proposed approach of using a broad increment, Vodafone arguing that the effect of taking a narrower increment was mainly to create increased complexity in the allocation of fixed and common costs.

Eagle, on the other hand, argued that the increment should be limited to termination services, in line with the “pure incremental” approach now advocated by the European Commission.

Interconnect remain unconvinced that it would be appropriate for Albania to act as a trail-blazer in this matter, given that there remain considerable areas of controversy about the recommended approach and no EU NRA has yet completed a Determination based on it.

Question 6:  Do respondents agree that cost causation should be the primary principle for determining costs within the LRIC model?

Vodafone and Eagle express their agreement with this principle, Vodafone commenting that “there is little to dispute” in this proposal, although they go on later to advocate the addition of a charge based on network externalities.

AMC, on the other hand, cross-reference their response to a later question dealing with the appropriate treatment of fixed and common costs in which they advocate the use (at least in future Determinations) of Ramsey Pricing, which is based on elasticities.  In the matter of allocating fixed and common costs, however, it is difficult to see how the cost causation principle could be applied, by definition.  The proposed alternative (EMPU) is also not strongly rooted in cost causation.

In summary, Interconnect do not see any reason to depart from the cost causation principle, at least for determining the incremental portion of costs.

Question 7:  Do respondents agree that a single network increment is appropriate?

The respondents generally agree with this proposal, though Eagle point out that it does not appear to be consistent with the current European Commission Recommendation.

The position with respect to the EC Recommendation is it acknowledges the possibility that NRAs might consider separate increments for coverage and capacity, but it goes to some lengths to make clear that the coverage increment should not be recovered in termination costs as part of the pure incremental approach.  In fact this is implicit in the way the approach works, in that adding or subtracting call termination as a service would affect capacity demands, but would have little effect on coverage
.

As we have argued in relation to Question 5, we are not convinced that it would be appropriate for the pure incremental approach to be adopted in Albania until there is more international experience with it, particularly with the EU.

Question 8:  Do respondents agree that EPMU is the appropriate methodology for apportioning common costs?

Although the operators are generally in agreement with this proposal for the present, AMC and Vodafone both raise the issue that the advent of large scale data services may make it no longer appropriate to continue with EPMU in the face of downstream services that have markedly different levels of price elasticity.  Economic theory, as they point out, would suggest that a welfare-maximising solution would be likely to see fixed and common costs recovered in greater proportion from those services with lower price elasticities.  The recognised approach in such circumstances would be Ramsey Pricing.

Eagle again raises the issue that EPMU is not mandated by the EC Recommendation.  However, this is likely to be because the Recommendation envisages no fixed and common costs being recovered from termination services.  The reasoning for not recovering fixed and common costs is that this provides some recognition of the fact that there is a called party externality
 that the calling-party-pays (CPP) structure does not recognise.  In other words, although both caller and called party receive some benefit from a call, only the caller (or, at the wholesale level, the caller’s network) pays for the call.

In relation to the point about differing elasticities, there is a not insignificant practical issue that firm data on elasticities and cross-elasticities at the necessary level of detail are hard to come by.  It may be noted that in the UK, for example, the regulator, Ofcom, concluded in its 2007 review
 that it would not be possible to construct a sufficiently robust analysis to make Ramsey Pricing a suitable option at that time. Also, as AMC acknowledges, data services remain a small fraction of total demand in Albania.  It therefore seems appropriate to keep this issue under review for later Determinations, by which time the situation may have altered sufficiently to make consideration of elasticity-based approaches worthwhile.

In relation to the EC Recommendation point, it seems likely that this will remain one of the controversial issues as EU NRAs factor the Recommendation into their Determinations and so it would be appropriate to await a clear set of precedents for its implementation before considering its application in Albania.

Question 9:  Do respondents agree that there is no case for including an externality charge in the mobile termination rate?

The respondents disagree somewhat on this point.  AMC express the view that any such charge would be unlikely to be significant in the context of the total cost and so, by implication, that the effort of calculating it is not likely to prove worthwhile.

Vodafone, on the other hand, question some of the arguments made in the consultation in support of the proposal not to include an externality surcharge and by others elsewhere.  In particular, they argue that significant numbers of subscribers in Albania are likely to be marginal (a small increase or decrease in the cost of subscribing would change their decision on whether to subscribe or not).  They also point out that there is currently a 0.3 pence-per-minute surcharge in the UK, as part of a charge control in which final year prices range from 5.1 to 5.9 ppm.

A number of issues arise in considering the potential contribution of externality surcharges. One is that the concept departs from the principle of cost causation in the direction of a tax-raising scheme based on correcting for a hypothesised sub-optimal social outcome from a competitive market solution.  As was pointed out in the consultation paper, this takes it out of the scope of the cost modelling process and further analysis would be required before the MTR could be set.

Secondly, it is not possible to obtain reasonable quantification for some of the key factors, for example the extent to which any additional revenue accruing to operators through the charge would be directed at marginal subscribers, rather than wasted in competing for more profitable infra-marginal subscribers.  Ofcom’s approach to this problem was to set what it considered to be limiting cases, which it expected to yield maximum and minimum calculated levels for the charge. This resulted in rather wide limits for the estimated optimal level, ranging from close to zero to 0.51ppm.  Ofcom’s choice of 0.3ppm, a figure slightly above the midpoint of that range appears to be somewhat arbitrary – in essence they did not find sufficient reason to change an earlier estimate.  It seems likely that any attempt to mount a similar analysis in Albania would be faced with at least the same degree of uncertainty.

Thirdly, the calculation of a welfare-optimal level of surcharge involves a balance between potential welfare gains from increasing the numbers of subscribers and welfare losses from the increased marginal cost of off-net calls being passed on to callers.  Whilst it is likely that neither all the revenue raised would be used to subsidise marginal customers, nor that all of the increase in termination rates (as compared to the situation with no surcharge) would be passed through, there is a possibility that the net welfare effect would be negative.

Fourthly, there is an issue connected with who would fund the subsidy.  As was pointed out in the consultation document, the termination charge system is largely self-contained as far as payments for calls originating in Albania is concerned.  In most countries international calls originating and terminating in the country form a small part of the total and might be expected to be broadly in balance with each other.  However, as pointed bout by AMC in particular, this is not the case in Albania, where there is a very high level of incoming international calls.  For example the data collected by AKEP show that in 2008 there were 641 million minutes of incoming international calls to mobile subscribers, as compared to 829 million minutes of calls made from mobiles in Albania to fixed and mobile subscribers in Albania.  There were only 3 million minutes from mobile in Albania to international destinations, so it is not likely that any incoming subsidy from international calls would be reciprocated from subscribers to networks in Albania.
To a large degree, therefore, any increase in the (inland and international) termination rate would be funded by callers outside the country.  AMC hypothesise that overseas callers are less price-sensitive than domestic ones and argue that a cost-sharing relationship in which the former pay more would therefore be likely to be welfare-maximising.  However, although this might be plausible, unfortunately they do not advance any evidence to support this contention.  Furthermore, the logical conclusion of this position if we retain the principle of cost causation, is not that all call termination should be subject to a surcharge, but rather that fixed and common costs should be borne by incoming international calls in a larger proportion than by inland calls. 
Setting a differential termination rate for international as against domestic calls is problematical both from a practical point of view, that it is unfortunately prone operators misclassifying the source of traffic streams
 in order to evade the higher charge, and from a wider regulatory standpoint.  There is an expectation on the part of international regulatory bodies that international termination charges should be cost-orientated and imposing a differential of this kind would run counter to the efforts over a number of years by bodies such as the World Trade Organisation (WTO) to eliminate subsidies of this kind.
Regulators in other European countries have tended to reject the proposal to include an externality surcharge, including ART/ARCEP in France
 and PTS in Sweden
, both of whom were persuaded that the complexity and uncertainty of calculating the appropriate level of surcharge, together with risks of distorting competition, for example by requiring subscribers of fixed networks to subsidise the retail prices of mobile operators, outweighed any likely benefits.
In summary, although Vodafone’s argument supporting the proposition that there may be significant numbers of marginal customers in Albania and the likelihood that a large part of any surcharge would be funded from incoming international calls are both noted, it remains unclear that it would be possible to calculate an externality surcharge based robustly on evidence about the correct values for the various factors that would need to be taken into account, or that departing from the principle of cost causation in this way could be justified.   
Question 12:  Do respondents agree that a nominal, pre-tax WACC should be used?

The respondents agreed with the overall approach, but AMC were keen to have more details of the parameters and methodology to be used.  Each of the operators provided useful parameter estimates and AMC and Vodafone produced their own calculations of the resulting WACC.  These inputs will be taken into account in the calculation of the WACC by Interconnect on behalf of AKEP and the results and methodology will be made available to operators for comment at the conclusion of the modelling process.

Question 14:  Do respondents agree that no separate version of the model should be produced to represent new entrants, but that the data provided by Eagle should be used, where appropriate, to inform any subsequent decision on asymmetry?

All of the respondents agreed that no separate version of the model should be constructed to reflect the costs of new entrants, but AMC and Vodafone were both strongly of the view that asymmetric rates should not continue.

Vodafone, for example, made the claim that the European Regulators Group, the UK Competition Commission and the UK regulator, Ofcom, had all recommended against asymmetric rates.  Whilst it is true that each of these bodies has indicated a preference for symmetric rates, other things being equal, the ERG
, for example, makes it clear that there are circumstances where asymmetric rates may be appropriate, in particular where either access to spectrum is uneven, or licence and spectrum fees differ, or in cases where there are later entrants to the market, as in the present case.  Similarly, the UK Competition Commission endorsed Ofcom’s approach of setting asymmetric tariffs with glide paths toward rates that will still not be uniform at the end of the current price control period, some years after the entry of the most recent operator, H3G to the UK market.

Vodafone also rehearse a number of other arguments against asymmetry, for example the danger that it might lead to a perverse incentive for operators to avoid gaining market share, so as to avoid any reduction in the termination rates that they could charge.  This argument, however, ceases to be valid if the glide path is set on the basis of timing, rather than market share and in any case it is difficult to imagine many circumstances where, in an industry with significant fixed costs, an MNO would be better off with a lower market share.  

Similarly, Vodafone argue that Eagle has shown itself to be a very effective entrant by gaining market share rapidly in its first year of operation and thus should no longer be in need of market entry assistance.  However, as Vodafone acknowledge, it would be inappropriate for a regulator to approach this matter with a particular pattern of market shares in mind.  Furthermore, if AKEP were abruptly to withdraw asymmetry on the grounds of Eagle’s success in winning market share, there would be a clear risk of the kind of perverse incentives mentioned above.

In summary, although it is understandable that the established operators might wish to see a clear time limit to asymmetry, the case for abandoning it immediately does not appear to be strong and so it seems appropriate to retain this option, as provided for in the proposal.
� “Summary of Consultation Responses v2”.


� It is possible that some section of subscribers only has incoming calls from callers outside the network to which they subscribe.  However, conceptually, receiving the possibility of making and receiving calls (i.e. being within coverage) may still be considered a separate service to the calls themselves.


� The fact that people leave their phone switched on is taken as prima facie evidence of the existence of this externality.


� “Mobile Call Termination – Statement”, 27th March 2007, http://www.ofcom.org.uk/consult/condocs/mobile_call_term/statement/statement.pdf.


� Whilst we understand that methods exist for detecting deceptions of this kind, the application of such methods is likely to impose a cost on operators.


� In Décision 04-938 IV.1.3.4 the ART (now ARCEP) considers that “allowing for an externality in the price of the termination of voice calls is not justified over the period considered.”


It goes on to state the following reasons:


“Fixed operators have not included such a network externality in their charges for call termination in the past. Indeed, the regulatory framework did not contemplate an allowance for such costs.…. A differential treatment does not appear justified. It would be prejudicial to the fixed operators, who could in certain cases subsidize the costs of acquisition of a mobile customer who cancels a fixed line.”


“Given the complexity of the measurement of such an externality, its a priori very low level compared with the call termination charges, and the risks of distorting competition, the Authority considers that the relevant costs for the interconnection should not include commercial costs.”


� PTS has decided not to allow for any externality surcharge. The Swedish mobile market has reached penetration rates which are close to market saturation. Thus, PTS argues, there are very few marginal subscribers to be acquired and the benefit of an externality charge would be small. Furthermore, PTS does not control retail pricing, which may lead to supra-normal profits for operators which do not use the externality surcharge to subsidise retail prices.


� “ERG’s Common Position on symmetry of fixed call termination rates and symmetry of mobile call termination rates”, European Regulators Group, 2007
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