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eircom Response to Consultation and Draft Decision — Intra Migration Premium

EXECUTIVE SUMMARY

eircom welcomes this opportunity to respond to ComReg's consultation and draft

decision document 08/105, “Intra Migration Premium”, of 23" December 2008.

eircom agrees that it is appropriate to review the level of the Intra Migration Charge.
The level of this charge is based on the real option granted to the OAO on
connection of a Bitstream service to migrate that service to LLU. This real option is
exercised by the OAO when they choose to migrate from Bitstream service to LLU
service. This option is a put option because it enables the OAO to put the Bitstream
investment back to eircom before the assets are fully depreciated. The option is an
American put option because the OAO can exercise it at any time between Bitstream

connection and the expiry of the eircom Bitstream investment.

A large part of the Consultation Paper is taken up with a flawed analysis of the
options available to the OAO around their own investment, necessary to enable the
LLU delivery of services to their customers. Whether this investment grants the OAQO
a call option has no relevance to the put option they exercise when they migrate from
the eircom Bitstream service to LLU provision using their own investment. This is the
case because both options can exist independently of each other. The ComReg
preliminary conclusion that the eircom Intra Migration Charge has no basis is

founded on this same flawed analysis

eircom calls on ComReg to put aside the inconsistent, flawed and poorly-argued
attempt to undermine the basis for the current charge — and to focus instead on a
genuine review of the level of the charge based on a study of the appropriate

parameters for the real put option that is at issue.
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eircom Response to Consultation and Draft Decision — Intra Migration Premium

GENERAL REMARKS

The subject of this consultation paper is the price charged by eircom to Other
Authorised Operators (OAQOs) for migration from the eircom Bitstream service to
either of the eircom ULMP or LS services. In its executive summary to the
Consultation Paper entitled “Intra Migration Premium”, ComReg raises a number of
issues that have no relevance to pricing the Intra Migration Charge; makes
statements around the level of charge unsupported by any evidence in the body of
the consultation paper, and describes the option to migrate in a way that
demonstrates a fundamental misunderstanding of the economics of the service being
bought. The OAQs claim that the charge is excessive has no relevance to the correct
level of Intra Migration Charge. OAOs will always argue that each legitimate
wholesale charge they face is “excessive” as a lowering, or removal, of that charge
will improve their business case. OAOs have no evidence of the relationship of
Bitstream prices to the cost of the eircom DSL investment and so have no evidence
that the Intra Migration Charge exceeds the cost of the portion of that investment put
to eircom on migration to LLU.

ComRegq, in its executive summary to the consultation paper, states that the eircom
price for the Intra Migration Charge “is excessive and has no real basis". This
statement is logically inconsistent. If the price has no real basis, the level of that price
is then moot. The price could only be excessive if it has a real basis. For the
avoidance of doubt, eircom believes that the price has a real basis but that it is not

excessive.

ComReg goes on to state that “there cannot be any granting of any such (American
Put) option to the OAO at the time of the Intra Operator Migration and therefore
there is no option value”. This statement exhibits a fundamental misunderstanding of
the form of option at play in migrating from Bitstream to LLU service. The option is
granted at the time of connection to the Bitstream service; the same option is then
exercised at the time of the migration from Bitstream to LLU. If the ComReg position
is that no option (to subsequently migrate seamlessly to LLU) is granted to the OAQ
at the time of the connection to the Bitstream service, then ComReg would have no
further role in setting the Intra Migration Charge — and eircom should simply proceed

to negotiate migrations commercially with OAOs.
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eircom Response to Consultation and Draft Decision — Intra Migration Premium

RESPONSE TO CONSULTATION QUESTIONS

Q. 1. Do you agree or disagree with what is classified as Intra Migration?
Please explain your response in detail.

eircom agrees with the ComReg definition in paragraph 2.3 of the Consultation of
what is classified as an Intra Migration from a Wholesale service to a LLU service.
eircom agrees that the first six of the seven instances itemized by ComReg in the
same paragraph are those where an Intra Migration price is chargeable. The first four
are the full set of cases where the particular price that is the subject of this
consultation is chargeable. eircom does not currently propose to charge a migration
fee for the fifth and sixth instances. The seventh instance described by ComReg may
be an intra-migration in the general sense that the form of wholesale service used
changes but the customer/operator relationship does not. However it is the operator
— rather than eircom — who selects from the range of wholesale options in deciding
how to serve their customer. For this reason there is no question of reciprocity in the
migration fee that eircom is entitled to charge for Bitstream to LLU migrations arising
from the exercising by the operator of the put option. This is the case because eircom
has no option to exercise. Rather, the seventh instance is a case of the operator,

serving the customer, exercising a further option to migrate from LLU to Bitstream.

Q. 2. Do you agree or disagree that the premium for Intra Migration should be
reviewed? Please explain your response in detail.

The issue here is the additional charge raised by eircom over and above the relevant
LLU connection fee when the access seeker exercises an option to migrate
seamlessly from Bitstream to LLU provision of Broadband services. eircom agrees
that it is appropriate to have a periodic review the level of the price for Intra Migration
because the levels of some parameters in the formula, used to determine the value
of the put option available to the Bitstream/LLU access seeker, may change over
time. However, the ComReg consultation paper makes no attempt to review the level
of the parameters in the American Put Option formula used as the basis for the

eircom charge.
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eircom Response to Consultation and Draft Decision — Intra Migration Premium

Q. 3. Do you agree or disagree with ComReq’s preliminary opinion that there is
no option being bought by the OAO for Intra Migration? Please explain your
response in detail.

eircom does not accept ComReg's preliminary opinion that there is no option. The
option is granted when the OAOQ takes a bitstream service. The option could be paid
for when granted, or when exercised. eircom charges when exercised. The option to
migrate from Bitstream to LLU is granted by eircom when it makes sunk investments
in Bitstream infrastructure, provides Bitstream service with short minimum contract
lengths, and allows for subsequent seamless migration to LLU services. Therefore,
the migration charge compensates eircom, should this option be exercised before
these sunk investments are paid off. This is clearly a put option as the Bitstream
access seeker has the option to put the Bitstream investment back to eircom. The
option is an American put option because the access seeker can exercise the option

at any time from connection of the Bitstream service.

In the discussion of an LLU investment in the Consultation Paper leading up to
paragraph 4.14 ComReg proposes that the option held by the OAO may be an
“American Gall Option” based on the costs and revenues available to the OAQ before
and after an LLU investment. This may well be the case, but is it not relevant to the
pricing of the Intra Migration Charge. Possession of put and call options are not
mutually exclusive — and can arise from a single investment. Even an OAO who has
not themselves invested in LLU can exercise the American put option to put
Bitstream investment back to eircom by migrating their service to Bitstream
infrastructure, available after the LLU investment of a second OAQ. So the presence
or absence of the call option arising from an LLU investment is not actually relevant

to the put option granted at the time of connection to the eircom Bitstream service.

Q. 4. Do you agree or disagree that the appropriate mechanism tor eircom to
recover such a migration option value is in the current Bitstream price as set
by the current retail minus price control? Please explain your response in
detail.

eircom does not agree that the appropriate mechanism to recover migration option
values is the Bitstream price. ComReg has set Bitstream prices using a retail-minus
control, where the Bitstream price is set at the level of the eircom retail Broadband

price less the avoided retail costs. This mechanism was agreed by eircom on the
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basis that a Bitstream price, set to recover the cost of the Bitstream investment
during the market growth phase — characterized by low and uncertain demand —
could have the effect of stifling market development. Retail Broadband prices have
fallen as the market has grown and become more competitive where customers are
able to choose between several infrastructure competitors. This has continuously

driven Bitstream prices.

Even if eircom had the possibility of setting Bitstream prices at the level to recover
the value from the OAO of their option to put the Bitstream investment back to
eircom, it is unlikely that this price structure is the most efficient. The higher level of
Bitstream price that this would entail would, in effect, be a penalty on those OAOs
who did not exercise the option.

It may well be that the migration charge, which allowed for a lower monthly rental
charge, is optimal, as it allowed OAOs the lower possible charge, given the
uncertainty of when or whether they would later migrate. ComReg suggests the
optimal structure of charges might include no migration charge. But the notion that a
migration charge is reducing the OAQs’ incentive to migrate is not evidence of the
optimal structure of charges, merely that purchasers always prefer lower

charges/prices.

Q. 5. Do you believe any issue associated with stranded Bitstream assets
following a migration from Bitstream should be dealt with under a review of
Bitstream pricing planned for 2009 where a cost plus regime will be
considered? Please explain your response in detail.

eircom believes that the issue of stranded assets should certainly be addressed in
the cost modeling that will inform Bitstream price setting. However it does not follow
that the most appropriate way to deal with the cost of stranded assets when setting a
Bitstream price, based on eircom costs, is to recover this from Bitstream rentals that
are charged to all OAOs. Those that do not intend ever to migrate should not have to
pay for a facility which they do not require. eircom proposes that it is more reflective
of the cost causation principle for wholesale price setting, that only those OAQOs
who exercise the migration option are charged the cost of that option. This form of
pricing will lead to lower Bitstream prices for the OAQO that continues with the use of
the service - by not exercising the option to put the Bitstream investment back to
eircom. Only the OAO exercising the option is charged for the cost of the partial

stranding of the Bitstream investment caused to eircom. In summary there is no
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reason why the move from retail-minus to cost-based pricing for Bitstream services
should lead to a change in the price structure — and in particular, there is no reason

why such a move should lead to removal of an Intra Migration Premium.

Finally, even if the cost-plus regime for Bitstream pricing is implemented after a
review of the WBA market in 2009, and the cost of the migration option is recovered
from the resulting Bitstream price,that is no reason to set the Intra Migration Premium
charge to €0. As shown above, the current Bitstream pricing regime allows no
mechanism for recovering the migration option cost other than the Intra Migration

Premium charge.

Q. 6. Do you agree or disagree that it the current Intra Migration Premium were
to continue for Intra migrations (for example from Bitstream to LLU), that this
could have a negative impact on investment by OAOs in retail broadband over
the medium to long term? Please explain your response in detail.

eircom disagrees that the current charge will have a negative impact on investment in
retail broadband. OAQs invest in retail broadband in three ways: by buying bitstream,
by buying LLU and by first buying bitstream and later migrating to LLU. The first two
approaches are actively encouraged by the current price. Bitstream prices are lower,
and direct connection to LLU — avoiding a later migration charge - is encouraged.
The risk reducing alternative of initially offering bitstream, and later migrating to LLU,
is correctly priced. Failing to set the correct price would distort market signals. OAOs
will always prefer lower charges but there is no evidence that the current Intra
Migration Premium charge has had any negative impact on LLU investments. Indeed,
there is evidence to the contrary, that OAOs had already made LLU investments in
the eircom exchanges serving the customer line before they took up the Bitstream
service that they may now wish to migrate seamlessly onto that platform. Some 75%
to 80% of Bitstream services that OAOs now seek to migrate, fall into this category —
connected after the LLU investment at that serving exchange. All evidence to date
suggests that the OAO wishes to avail of the lower Bitstream price set without any
mechanism to recover the option cost of a subsequent migration — and then to
migrate these services to LLU provision when ComReg has reduced the Intra
Migration Premium charge to zero. The current ComReg proposal on Line Share

pricing makes this OAQ strategy all the more compelling.
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Q. 7. Do you agree or disagree that an Intra Migration Premium is contrary to
the principles set out in paragraph 2.2? Please explain your response in detail.

eircom disagrees that an Intra Migration Premium is contrary to the principles set out

in paragraph 2.2. We will take the principles in turn:

* Promote competition; — the Intra Migration Premium is the most efficient way to
recover the cost put to eircom and, as such, has the effect of promoting
competition. The alternative approach available, before the Intra Migration
Premium pricing structure was agreed, was to set Bitstream prices to recover
this cost. This second price structure tends to be less promoting of competition
in two ways. The higher Bitstream price would, of necessity, be charged to all
competitors re-selling the eircom Bitstream service regardless of their intention
to migrate subsequently. This would have had the effect of penalizing those
OAOs who had no plan to migrate away from Bitstream provision of their retail
Broadband proposition. Apart from this effect, the higher general level of
Bitstream prices would have depressed the level of inter-platform competition

between the eircom ADSL platform and cable, wireless, and satellite platforms.

* Promote the interests of users across Ireland; — it is not in the interests of users
for wholesale pricing to be set at levels that do not allow any one service
provider to recover their efficiently incurred costs. The eircom Bitstream
investment has enabled eircom to recover the costs of the copper access
network across telephony and broadband services sold fo a large number of
users within the Irish community. Reducing Broadband and Bitstream prices
has driven increased retail and wholesale demand for services delivered over
the eircom ADSL platform. This in turn has allowed eircom to maintain PSTN
access prices — both wholesale and retail — below the level of the price controls
applied in the narrowband access market. So the existing structure of Bitstream

prices has benefited users across Ireland.

¢ Ensure no distortion or restriction of competition; — competition is distorted or
restricted when a competitor is prevented from recovering their efficiently
incurred cost, either by the actions of another competitor with market power, or
by an incorrect decision by the regulator. A decision which does not allow

eircom to recover the cost of the option, exercised by an OAO to put the
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Bitstream investment back to eircom, would be an example of the latter — as
there is now no mechanism to raise Bitstream prices and to recover this cost
through rental revenues. In any case, a decision to recover the costs of the put
option from Bitstream rentals would also distort competition as it would require
all OAQOs to contribute to the costs of the option that would only be exercised

by those actually implementing a migration strategy.

e Encourage efficient investment— correct wholesale pricing structures
encourage efficient investment both by the incumbent and by new entrants.
The current structure, characterized by lower Bitstream prices and the Intra
Migration Premium, sends the correct economic signals to the OAO when
considering an LLU investment. A higher Bitstream rental and no migration
charge would simply have the effect of distorting the LLU investment decision
for the OAQ — thereby encouraging inefficient entry. It would also have the
effect of stranding eircom DSL assets, leading to less efficiency in both the

eircom and OAO platforms.

* Encourage access to the Internet at reasonable cost to end users; — clearly
lower Bitstream prices lead to lower costs for high speed Internet access
services to end users. The eircom proposal to implement the Intra Migration
Premium, charged at the time of migration, will allow eircom to maintain lower
Bitstream rentals - and recover the costs of partial stranding of DSL

investments from the OAQ as they exercise the option to migrate to LLU.

Q. 8. If you believe a premium should be charged for Intra Migration (for
example from Bitstream to LLU), what premium would you believe is
appropriate and when should this premium be paid by OAOs? Please explain
your response in detail.

The original report from Indecon, which was attached to the previous eircom
submission to ComReg on Intra Migration pricing, sets out a considered view of the
calculation for the appropriate level of premium. Paying at the time of migration is the
most sensible option for maintaining Bitstream rental prices, and allowing uncertainty
in the market to reveal the best timing of payment for the OAQ, as the market

develops.
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Q. 9. Do you have any further views on the theory of option value that has not
been considered by ComReg when setting regulated wholesale prices? Please
explain your response in detail.

ComReg has evidently not considered the possibility that a put option can exist
alongside a call option, nor has ComReg produced any evidence or theory that
indicates that two such options cannot co-exist. This issue is discussed in detail
above and in pages 7 to 10 inclusive of the paper “Indecon Response to ComReg’s
Draft Determination Setting the LLU Migration Charge to Zero” that is attached as
Appendix A to this response.

Q. 10. Do you have any further views on the Intra Migration Premium
methodology as set out in eircom’s report published as 08/105a, other than
that set out by ComReg in this consultation? Please explain your response in
detail.

For the reasons outlined above, the eircom position on the Intra Migration pricing

methodology remains as set out in eircom’s report published as 08/105a.

Q. 11. Do you have any experience of, or know of, any similar charging
mechanism using an option value in other European member states? Please
explain your response in detail.

The existence of option values and put-option like characteristics in a regulatory
setting is common. A number of possible remedies are available including longer
minimum contract lengths, switching charges and migration charges. In general,
migration charges exist in the UK; the European Regulators’ Group (ERG) has
recognized that migration charges might be optimal and suggests that they are

reasonable.

In the telecommunications industry, there are various international examples of
access pricing whereby OAOs pay a migration or switching charge to the wholesaler
for the service of disconnecting the equipment from one network and connecting it to

another.

A migration charge in wholesale access markets compensates incumbents for

considerable sunk investments and is equitable provided it does not undermine the

11
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creation of a sustainable competitive market. It is important that a fair rate is reached
that appropriately compensates an access provider for the investment but, at the
same time, does not create a barrier for operators. In line with this, the ERG states
that ‘charges for migration should be reasonable and not deter acquisition of existing
customers’.! However, there is no agreed consensus on the extent of the switching
charge, nor how it is to be implemented. Rates and implementation mechanisms vary
across countries and regulators. One proposal was given in a study by the
Broadband Industry Group in 20042, which suggested that Ofcom should set rates for
‘a comprehensive set of migration charges covering switching between any
IPStream, Datastream, shared access and fully unbundled loops’. In addition to this,
in a document on the ‘Substantive Rules Applicable to Telecommunications Service
Providers™®, the Public Utility Commission of Texas outlined the processes and rules
on dominant certified telecommunications utility (DCTU) rates for intrastate access
services. |t recommended that there should be one premium local switching rate
element.

In a response paper to the PTS consultation on Bitstream in 2004*, BT Nordic states
that the decision to permit switching charges in conjunction with retrospection of
charges would be ‘consistent with recent regulation decisions’. The paper cites the
Netherlands and the UK as being two examples of countries where the respective
regulators set these kinds of migration charges. In other countries, the migration
charge has been more precisely quantified. For example, on 26 May 2005, BT
announced the introduction of a special offer for bulk shared metallic path facility
migrations of £20 per end user®. In this instance, BT was required to offer a
maximum charge of not more than £27.54 per migration. A second example is New
Zealand’s primary competition regulatory agency, the Commerce Commission, which

sets out a number of charges in relation to Sub-loop services. They advocated a

ERG Common Position: On best practice in remedies imposed a conseguence of a Position of significant market power in the
relevant markets for wholesale leased lines, The European Regulators Group
httpJ//erg.eu.int'doc/publications/erg_07_54 wll_cp_final_080331.pdf
* Ofcoms consultation on the review of the wholesale local access market identification and analysis of markets, determination of
market  power and setting of SMP  conditions, The Broadband Industry  Group, June 2004
httpz/www.otcom.org.uk/consult/condocs/rlam/responses/big.pdf
* Substantive Rules Applicable to Telecommunication Service Providers, Costs, Rates and Tariffs. Texas, The Public Utility
Commission of Texas - http://puc.state.tx.us/rules/subrules/telecom/26.205/26.205.pdf

4 BT Response to PTS consultation on Bitstream, 15 March 2004, The Swedish Post and Telecom Agency (PTS) -

httpd/www.pts.se/upload/Documents/SE/BT_remissvar.pdf

¥ Determination to resolve a dispute between Opal Telecom and British Telecommunications PLC (Openreach) about LLU bulk
migration charges, Office of Communications -
http/www.otcom.org.uk/bulleting/comp_bull_index/comp_bull_ccases/closed_all’'ow_889% determin/determination.pdf
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charge of NZ$34.43 for the migration service component (from the local exchange to

the distribution cabinet).®

Q. 12. Do you agree or disagree that there are no other costs for consideration
in the Intra Migration Premium? Please explain your response in detail.

eircom agrees that there are no costs other than the value of the American Put
Option to be recovered from the Intra Migration Premium. This is the case because
the connection fees for the LLU services that the OAOs propose to use to serve their
customer after migration from Bitstream service, recover the costs immediately

incurred by eircom in delivering the connection service.

Q. 13. Do you agree or disagree with ComReg’s proposed pricing for the Intra
Migration Premium being set at €0(NIL)? Please explain your response in
detail.

eircom strongly disagrees that the price for the Intra Migration Premium should be set
to €0. The detailed reasons for the eircom position are set out at length above and in
the Indecon paper attached as Appendix A to this submission. These reasons can be
summarized as follows:
¢ There is a real option granted to the OAQO on connection to a Bitstream service
for the subsequent seamless migration to one of a range of LLU services.
¢ This option is an American Put Option — and the presence or absence of a
separate call option related to an OAO investment in LLU is of no relevance to
the pricing of the Intra Migration Premium. ComReg argues as if the presence
of a call option around the LLU investment precludes the presence of a
separate put option granted at the time of the Bitstream connection. The logic
of this argument is fundamentally flawed as there is nothing to prevent two
options existing in parallel.
* The option granted to the OAO on Bitstream connection — and exercised at
migration — is the option to put the Bitstream investment back to eircom. The

migration has the immediate effect of stranding part of the Bitstream

® Draft Standard Terms Determination for the designated services of Telecom’s unbundled copper local loop network service
(Sub-loop UCLL), Telecom’s unbundled copper local loop network co-location service (Sub-loop Co-location) and Telecom’s
unbundled copper local loop network backhaul service (Sub-loop Backhaul), The Commerce Commission, New Zealand -
https/www.comcom.govt.nz/IndustryRegulation/Telecommunications/ Standard TermsDeterminations/ SubloopUCLLse
rvice/ContentFiles/Documents/Decision%20Report%20737685_1.pdf

13

ComReg 09/ 77s



Intra Migration Premium: Submissions received

eircom Response to Consultation and Draft Decision — Intra Migration Premium

investment and the calculation proposed by eircom (in the original Indecon
paper attached here as Appendix B) is the best evaluation of that option.

¢ ComReg proposes that the value of any option to migrate is already recovered
from Bitstream revenues. This is not the case as the Bitstream revenues have
not recovered the costs of the network investment — and the retail-minus
controls on Bitstream prices preclude eircom from raising Bitstream prices in

the presence of increasingly competitive retail Broadband markets.

Q. 14. Do respondents believe that the draft text of the proposed decision
instrument is from a legal, technical and practical perspective, sufficiently
detailed, clear and precise with regards to the specifics proposed?

The decision does not identify the legal obligation that requires eircom to offer Intra
Migrations at €0. Such migrations were not offered before September 2007 and then
were offered at the cost oriented price of €47 — based on the analysis of the option
value, and on the basis of prices set for related Bitstream and LLU services. ComReg
has not explained why a cost component previous allowed should now be disallowed.
ComReg proposes in the Direction to set the IMP to €0 but has established no basis
for obliging eircom to continue to offer the service at a price below the level of the
value of the new option granted. eircom believes that ComReg has no legal basis to
set the price to €0 as proposed in the Draft direction. However ComReg would only
have a reasonable basis to review the level of the price were it to examine the cost
basis for the current price. That is, if ComReg reviews the parameters in the
calculation of the put option value it will establish the correct cost basis for the Intra
Migration Premium. eircom again refers ComReg to its previous submission in this

regard.

14
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Section 1 Executive Summary

1  Executive Summary

This document is Indecon’s response to ComReg’s consultation and dratt
decision on the estimation of an intra LLU migration charge.

Previously, Indecon estimated the value of the option of Other Authorized
Operators (OAOs) to abandon bitstream to full LLU, or ‘migrate” from one
eircom wholesale service to another. This switching could involve significant
sunk investment costs for eircom as the former involves investment in
equipment which is partially specific to the task of bitstream access, while full

LLU would involve more investment by the OAO.

Indecon estimated the value of this option using standard option valuation
techniques and various estimates of the necessary parameter inputs. The
estimated value of the option was €48.

ComReg, having previously allowed a migration charge, have now issued a
dratt decision and consultation suggesting the charge! should be zero. In the
interim period, eircom has made investments and charged for bitstream at
prices under the understanding that the migration charge was in place,
should OAOs migrate early.

In their draft direction document (08/105), ComReg makes a few technical
critiques, but ComReg’s key arguments can be summarised into three main

oints; they are:
P :

1. OAOs possess a ‘call option to invest’ therefore, they ‘cannot?” possess
a put option.

! We note that ComReg’s title of the decision notice uses the term ‘premium’. In fact, there is a

.

difference between an “option ‘premium’” and the “value of an option”. The premium is
the part of the option above and beyond the intrinsic value of the option, while the value of
the option is the premium plus the intrinsic value. We are interested in the larger second
value of the option and argue that is the basis for the charge. In this, we assume that
ComReg is in fact meaning the “option value’ when they have called it a ‘premium’, and
that the ‘premium’ that ComReg refers to is the additional charge for intra migrations over

and above the standard connection fee for the LLU service purchased.

? ComReg 08,105, Executive Summary, “ComReg is of the preliminary opinion that there

‘cannot’ be any granting of any such option....”

Indecon Economic Consultants February 2009 Page1
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2. There is 'no option value at all it asset lives and WACC are set
correctly’. That is to say, that the existence of real options is irrelevant
if regulated prices are set “correctly” according to standard neoclassical
investment theory criteria.

3. Eircom is “free to set’ bitstream prices at whatever level they like, and
therefore should not be under-recovering their sunk costs; if they are,

eircom should simply raise the price of bitstream.

All of these statements are refutable and we argue the reasons in detail in the
body of the report, but summarize here:

1. OAOs possess a ‘call option to invest’ therefore, they ‘cannot®” possess
a put option.

a. The option to leave, abandon, quit, or exit a project is found to
be a ‘put’ option in all the basic and primary sources on real

options.

b. The existence of the former tells one nothing about the non-
existence of the latter unless is has been shown the two are
mutually exclusive, which has not been done.

c. In fact, the real options literature is full of the existence of
multiple options for complex business decisions, and even
compound options, so it is perfectly likely that a put and a call
could exist together.

2. There is ‘'no option value at all it asset lives and WACC are set
correctly’. That is to say, that the existence of real options is irrelevant
if regulated prices are set “correctly” according to standard neoclassical

investiment theory criteria.

a. The very nature and existence of real options is precisely the
point that neoclassical investment theory, and the “standard”
regulatory pricing principles is likely to give the “wrong’
answer —a wedge exists between the pure NPV of the project

and the efficient “price’.

3 ComReg 05/105, Executive Summary, “ComReg is of the preliminary opinion that there

‘cannot’ be any granting of any such option....”
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b. ComReg again makes the logical error that if standard
regulatory prices set based on neoclassical investment theory
are correct, then there is ‘no option value’. Again, unless they
show that the two are mutually exclusive, then the first one

tells one nothing about the true value of the option.

[g]

ComReg's own document adheres to this in their discussion of

the call option to invest.

3. Eircom is ‘free to set’ bitstream prices at whatever level they like, and
therefore should not be under-recovering their sunk costs; if they are,

eircom should simply raise the price of bitstream.

a. This idea ignores the fundamental point that part of the sunk
investments have already been made, contracts have already
been fixed, etc, at prices that were commensurate with the

migration charge’s existence.

b. Reducing the price to zero, having previously allowed it, after
eircom has made sunk investments, is inappropriate and
inconsistent with ComReg’s previous position which allowed

an intra migration charge.

¢. Because eircom faces a retail-minus type price control, it is not
likely that mere profit maximising behaviour leads them to set
price equal to cost in each of the wholesale and retail markets.
This is proved in the mathematical section of the annexes.

ComReg makes a number of more technical critiques of the Indecon valuation
method and points of logic and conclusion. We discuss these in turn during

the response document that follows.

In general, we believe ComReg’s draft decision to set the bitstream migration
charge to zero is without merit and based on a fundamental lack of
understanding of the nature of the rationale for the charge (the real put
option) and a failure to adhere to their duty to properly consider eircom’s
point of view.
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2 Introduction

2.1 The LLU Migration Option

In order to offer Bitstream Wholesale services to other authorized operators
(OAQOs), eircom must install expensive equipment (such as DSLAMSs) in the
telephony exchange centres. According to eircom, some significant
equipment higher-up the network from the exchange must also be installed
with the scope to handle the additional traffic due to bitstream. By installing
this equipment, and also allowing the OAO to switch to local loop
unbundling (LLU) services at any future time, eircom effectively gives the
OAQO an American real put option*. If this option is exercised at anytime
before expiry (the expiry date corresponds to the time when the bitstream-
specific assets are fully depreciated), then eircom is left with sunk costs in the
form of bitstream-specific assets for which it cannot recover the costs.
Depending on the costs of deployment and the remaining value of the assets,
eircom may or may not find it worthwhile to redeploy these assets. If eircom
is not compensated for these sunk costs, it is obvious that the OAOs have

been given a free put option.

The aim of Indecon’s previous study was to develop and employ an

appropriate method for estimating the value of this put option.

ComReg has issued a Consultation Paper and Draftt Decision on eircomi’s
current bitstream pricing structure (ComReg 08/105) proposing to set the
current migration charge from bitstream to full LLU to zero.

ComReg makes a nmumber of arguments in the paper (08/105) in arriving at
L= L

this conclusion, some of which are based on an apparent misunderstanding of
the Indecon document and the nature of what is the bitstream migration

charge, as well as the options involved with migration to LLU.

*+ We explain more about real options later. An option gives the holder the right, but not the
obligation, to buy or sell something at a fixed price. In this case, the option is an
“American” because the time to expiration is not fixed. The option is ‘real” because it is
based on ph_vsical or commercial arrangements, rather than a financial contract. A put
option gives the holder the right to “sell” rather than "buy’ an asset. In our case, migration
from bitstream and leaving eircom with sunk investments in relation to that service is akin

to ‘putting” that value back on eircom.
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In the remainder of this document, we discuss why we believe ComReg's
draft decision to set the prices to zero is incorrect. The remainder of the
document is organised as follows. The next section, section 3, sets out
ComReg’s main points and gives Indecon’s responses. Section 4 responds to
selected points and the consultation questions. Section 5 gives conclusions.
The anmexes contain more details of mathematical arguments.
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3 ComReg’s arguments and Indecon’s

respomnses

ComReg’s arguments can be summarised into three main points:

1. OAOs possess a ‘call option to invest’ therefore, they ‘cannot’ possess

a put option.

2. There is mo option value at all if asset lives and WACC are set
correctly’. That is to say, that the existence of real options is irrelevant
if regulated prices are set ‘correctly” according to standard neoclassical

investiment theor_v criteria.

3. Eircom is ‘free to set’ bitstream prices at whatever level they like, and
therefore should not be under-recovering their sunk costs; it they are,

eircom should simply raise the price of bitstream.

We assert that each of these points is based on what may be an inaccurate
understanding of the issues at hand, and we refute each of these points
below.

3.1 The option to exit, abandon, leave is a put

option

Point #1, that the OAQO has a call option to invest and therefore ‘cannot” have
a put option appears to be based on what may be an inaccurate
understanding of the nature of the options involved. The first reason is a
point of logic. The existence of the call option tells one nothing about the
non-existence of the put option, unless it can be proved or has been shown,
that the two are mutually exclusive. ComReg seemingly has not considered

this, nor otfers anvy evidence or argument that the two are mutually exclusive.

The OAQ is likely to have a call option to invest, and we do not dispute this.
It is however, likely a number of options exist in the business decisions of
OAOs and telecoms operations.
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More generally, the option to abandon one project in favour of another is a
put option. There is no disagreement on this in the economic research on real
options (see for example Dixit and Pindyck, 1994). There is a long and
detailed literature on real options. While true that the most common type of
real option is probably a ‘call option’ to invest or not, the put option is
common in the literature too. For example, the ability of a lessee to break a
lease agreement when the lessor has made sunk investment, has been

commonly modelled as put options.

ComReg seems to misunderstand what is the nature of the option. Indecon
has argued that the option is granted when eircormn makes fixed and sunk
investments in bitstream-related infrastructure, and enters into a (short lived)
contract with an OAQO. The payment of the migration charge only occurs if
the OAO migrates prematurely —i.e., before the investments are fully
depreciated. This does not have anything to do with the granting ot the put

option at the time of nugratioin.

ComReg seems to admit that the put option could be characterised as Indecon
has put forward. In paragraph 4.26, ComReg states, “Even if the OAO were
regarded,..., as having ‘acquired’ the bitstream assets when it started leasing
them, and its decision to terminate bitstream was then characterised as a put
option, this decision is not taken in isolation. Rather it is part ot the decision
to migrate to LLU which, in view of the costs and cash tlows involved, should
properly be thought of as a call option.” This last statement is clear evidence
that ComReg recognises the mnature of the put option, but erroneously
concludes that the existence of the call option precludes the existence of the
put option.

Again, considering the quite detailed body of economic research on real
options, there is no discussion to our knowledge that the existence of a real

call option precludes the existence of a real put option.

> Trigeorgis, L., Real Options, (MIT-Press, Cambridge, MA 1996) and Mcallister, Paftrick,
“Pricing Short Leases and Break Clauses Using Simulation Methodology.” working paper,
University of Reading, 2000.
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The standard references on real options give standard taxonomies of real
options and which options are likely to be puts and calls®. The existence of
compound options is also detailed. A standard taxonomy of real options is as
follows:

The nature of the put option in the real options framework is discussed in
many sources. According to Harvey, “The topic of real options applies the
option valuation techniques to capital budgeting exercises in which a project
is coupled with a put or call option. For example, the firm may have the
option to abandon a project during its life. This amounts to a put option on
the remaining cash flows associated with the project. Ignoring the wvalue of
these real options (as in standard discounted cash flow techmiques) can lead

to incorrect investment evaluation decisions.””

Further, as we stated, the general notion of the ability to leave a lease
agreement, or a lease agreement where the terms of the lease are shorter than
the lives of sunk investments made by the lessor, has been studied as a put
option in the literatures

¢ See for example: Amram. Martha: Kulatilaka, Nalin (1999). Real Options: Managing Strategic
Investment in an Uncertain World. Boston: Harvard Business School Press. Dixit, AL R.
Pindyck (1994). Investment Under Uncertainty. Princeton: Princeton University Press.
Trigeorgis, Lenos (1996). Real Options: Managerial Flexibility and Strategy in Resource
Allocation. Cambridge: The MIT Press. ISBN 0-262-20102-X.

"http: / / faculty.fuqua.duke.edu/ ~charvey/Teaching /BA456_2002/Identifying_ real_options.ht
m

3 Mcallister, Patrick, “Pricing Short Leases and Break Clauses Using Simulation Methodology.”

working paper, University of Reading, 2000.
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