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Dear SiriMadam,

Subject: Public service compensation to finance a broadband network in
Hvalfjardarsveit

Application of the SGEI Decision
Response to comments and clarifications

1 Procedure

The Competition and State Aid Directorate of the EFTA Surveillance Authority ("CSA")
refers to a pre-notification, received on 6 January 2014 (Doc. No 694460), and additional
information received by email, dated 2March2014 (Doc. No 701118), concerning the

construction and operation of anext generation access ("NGA") network in Hvalfiar6arsveit
municipality ("HS").

By letter dated 4 April 2014, CSA responded to the aforementioned letters and informed the

Icelandic authorities of its preliminary view that the measure did not appear to fully conform
to Commission Decision 20l2l2llBu ("SGEI Decision")r and that consequently the

measure was not exempt from the prior notification obligation provided for in Article 1(3)

of Part I of Protocol 3 to the Agreement between the EFTA States on the Establishment of
a Surveillance Authority and a Court of Justice ("Protocol 3").

On 2 June 2014 (Doc. No 710240), the Icelandic authorities replied to CSA's letter and

elaborated further on the issues identified by CSA as standing in the way of the application
of the SGEI Decision in this case. The Icelandic authorities followed up the letter with an

email dated 5 December 2014 (Doc. No 732122).

By letter dated 10 December 2014 (Doc. No 718138), CSA responded to the Icelandic
authorities comments and provided further clarifications and comments. The Icelandic
authorities replied to CSA by letter dated 30 January 2015 (Doc.No 743624). The matter
was subsequently discussed at the Package Meeting in Reykjavik on the 13th of February

2015 and was addressed in the follow up letter to that meeting, dated 24 February 2015

(Doc. No 745267). The Icelandic authorities responded to CSA's follow up letter and

provided the requested clarifications by letter dated 10 April 2015 (Doc. No 75361l).

I OJ L7,11..1.2012,p. 3, incorporated in Annex XV of the EEA Agreement, point th.
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2 Description of the measure
According to the information submitted by the Icelandic authorities, the network will make
high-speed broadband available to all residents (around 186 homes), businesses (around 60
registered businesses) and summer houses (around 450 in total) in the HS municipality area.
The Icelandic authorities have furthermore confirmed that HS intends to own and operate
the network on a wholesale-only basis and that it will be passive, neutral, open and available
to all interested operators across all sectors, providing all possible forms of network access.

CSA has been informed that, prior to the decision to construct and operate the network, HS
published an advertisement in a national newspaper (Morgunbla6i6) in April 2013 to
establish any interest from market participants in investing in a fibre-optic network in the
area, either independently or in cooperation with HS (Doc. No 694463). According to the
Icelandic authorities, a market failure exists in HS since no parties indicated plans to
independently deploy and operate an NGA broadband network in the area within the
forthcoming three-year period. Furthermore, as regards the possibility of cooperating with
HS, it is CSA's understanding that private operators were only willing to contribute limited
resources to the project (around 0-20% of the total investment cost). According to the
Icelandic authorities, the lack of private investment in high-speed broadband in HS is due
to the high cost of network roll-out due to the sparsely-populated nature of the area.

The network construction (i.e. the ploughing down of ducts and blowing of fibre-optic
cables into those ducts to reach end users' premises) is to be carried out by market
contractors, which the Icelandic authorities have confirmed will be selected by HS through
an open tender. In preparing the project, such as the assessment of the appropriate network
architecture for the HS area and the associated cost, HS has enlisted the services of an
independent engineering firm, EFLA Consulting Engineers ("EFLA").

The project will furtherTnore be financed exclusively from HS resources with the total cost
estimated by EFLA to reach ISK 264 ll8 295 (around EUR 1.6 million). The estimated
annual operational cost and revenue is accounted for in EFLA's operational cost and revenue
estimate of 26 November 2012 (Doc. No 694464). Assuming 90Yo participation of
residences and businesses and 25o/oparticipation of summer houses, both of which will pay
a monthly fee as further described below, the annual revenue from the network is estimated
at ISK 7 984 275.The annual operational cost is estimated at ISK 3 140 000 and the cost of
capital is estimated at ISK 22 500 000. This implies an annual loss of ISK -17 655 725 (ca.
€ 108 000) from the operation of the network

The Icelandic authorities have confirmed that the network will be operated by a subdivision
of the HS municipality, similar to its waterworks, sewage and garbage disposal operations.
The subdivision will be fiscally separated in the municipality's accounts using generally-
accepted accounting principles. This implies that costs which can be directly assigned to a
particular service will be so assigned and that costs which cannot be directly assigned to a
particular service will be divided between the municipality's services on the basis of certain
parameters. The Icelandic authorities have furthermore confirmed that revenues from each
municipality service will be kept separate in the accounts.

3 The application of Commission Decision2}l2l2llBlJ
In the following CSA will address the outstanding issues relating to the application of the
SGEI Decision in this case.

According to Article 3 of the SGEI Decision, state aid in the form of public service
compensation that meets the conditions laid down therein shall be compatible with the
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functioning of the EEA Agreement and shall be exempt from the prior notification
obligation provided for in Article 1(3) of Part I of Protocol III.

The Icelandic authorities submit that the public service compensation in question falls
within category (a) of Article 2(l) of the SGEI Decision, i.e. compensation not exceeding
an annual amount of EUR 15 million for the provision of services of general economic
interest. Article 2(2) stipulates that the SGEI Decision "only applies where the period for
which the undertaking is entrusted with the operation of the service of general economic
interest does not exceed l0 years" . However, Article 2(2) fixther stipulates that, where the
period of entrustment exceeds 10 years, the SGEI Decision only applies to the extent that a
significant investment is required from the service provider that needs to be amortised over
u l,orrge. period in accordance with generally-accepted accounting principles. As previously
noted, the total investment cost for which the service provider will be compensated amounts
to around EUR 1.6 million and the proposed period of operation and amortisation is 25

years.2 Based on the above, the measure in question is therefore considered to fall within
the scope of Article 2(2) of the SGEI Decision.

Article 4 of the SGEI Decision provides that the operation of the SGEI shall be entrusted to

the undertaking concerned by way of one or more acts, the form of which may be determined
by each EEA State. The Icelandic authorities have confirmed that the entrustment act

comprises the municipality's official decisions, which include a reference to the SGEI
Decision (Docs. No 694466, 694467 and 694468), together with EFLA's analysis, design
and estimates (Doc. No 694471) and a memorandum from the head of the municipality
dated 24 October 2013 (Doc. No 694469). The relevant entrustment acts include a definition
of the content and duration of the public service obligations and the undertaking and the

territory concerned. Moreover, the entrustment acts contain a clear description of the

compensation mechanism and the parameters for calculating, controlling and reviewing the

compensation and there are arrangements for avoiding and recovering any

overcompensation. The Icelandic authorities have furthermore confirmed that no exclusive
or special rights were assigned to the undertaking by the granting authority. ln addition, the

undertaking operating the network is to be separated in the HS municipality's books,

enabling HS to monitor its fiscal status. On the basis of the information provided by the

Icelandic authorities, it can be established that the operator has in line with Article 4 of the

SGEI Decision been properly entrusted with a service of general economic interest.

In the aforementioned follow up letter to the 2015 Package Meeting in Reykjavik, CSA
reiterated its position that although most of the conditions set out in the SGEI Decision

seemed to be fulfilled with regard to the Hvalfiardarsveit network the measure appeared to

be not fully in line the Decision. ln particular, CSA underlined that there were still concerns

relating to potential overcompensation to the SGEI provider and consequently possible state

aid to the internet service providers (*ISP"). Article 5 of the SGEI Decision requires that the

aid amount shall not exceed what is necessary to cover the net cost incurred in discharglng

the public service obligations, including a reasonable profit. Therefore, in order for the SGEI

Decision to apply, it is critical to avoid any payment of overcompensation to the SGEI

provider.

CSA, in its follow up letter, noted that even if the proposed network setup was different

from other network models, such as the Gagnaveita Reykjavikur model, since the ISPs who

want to sell their services through the network have to invest in active equipment relating

2 According to the Icelandic authorities, the 25-year period of amortisation coincides with the average life
span of investments of this kind.
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to the network operations, those differences and these investment costs did not seem to
justiff permanently not imposing any wholesale access fees. CSA nevertheless agreed with
the Icelandic authorities that those costs at least mitigated the advantages to the ISPs and
that these differences could justiff either some discounts or not imposing a wholesale access
fee for some period (the amount of those discounts or the length of this time period should
reflect the investment costs incurred by ISPs).

Moreover, CSA noted that the extent of the advantage was unclear since it did not have
information concerning the standard wholesale access fees imposed by other network
operators or the breakdown of those fees, i.e. to what extent they relate to investment in
active equipment and to what extent they concern investment in the passive infrastructure.
It was also unclear whether there were special circumstances in this case which justified
compensating ISP's by not charging any wholesale access fees. Therefore, in order to
properly assess whether the conditions of the SGEI Decision and/or of the broadband
guidelines were fulfilled, CSA requested further clarifications relating to the issues
described above.

As previously noted, the Icelandic authorities have now provided CSA with the requested
clarifications concerning potential overcompensation to the SGEI provider. The Icelandic
authorities have emphasised that the decision of HS not to impose a wholesale access fee
(also referred to as a facilities' fee) for a limited period (two years) was meant to incentivize
ISPs and to not to set any barriers for service providers that wanted to install their equipment
and to deliver their services in the area. This will, according to the Icelandic authorities, in
all likelihood be implemented through agreements with the interested ISPs, stipulating that
a fee may be imposed after the two year period on the basis of a systematic assessment of
costs and prices for services provided (i.e. that any continued discount or waiving of fees
should reflect reasonable costs incurred by the ISPs).

The Icelandic authorities have also submitted information concerning both the potential
extent of the advantage, by providing examples of wholesale fees imposed by GR and Mila,
as well as information concerning the investment costs related to the installation and
maintenance of active equipment. According to this information, it appears that the
advantage, in the form of not being obliged to pay wholesale access fees for a period a two
years, is considerably lower than the necessary investment costs borne by ISP's. The
Icelandic authorities have furthernore noted that ISPs also bear costs relating to the
maintenance and updating of the active equipment.

In light of the above, CSA agrees with the Icelandic authorities that the substantial
investment costs bome by the ISPs that want to provide their services in the HS, as well as
their costs relating to the maintenance and updating of the active equipment, justifies not
imposing any wholesale access fees for a limited period of two years. Moreover, the
Icelandic authorities have confirmed that any further waiving of wholesale access fees will
be assessed thoroughly and that it should reflect only reasonable costs incurred by the ISps
in providing services in the area.

4 Conclusion
Having assessed the information and clarifications provided by the Icelandic authorities,
CSA considers that the measure appears to fully comply with the conditions laid out in
Commission Decision 20I2l2llEU. Consequently, the measure appears to be exempt from
prior the notification obligation provided for in Article 1(3) of Part I of Protocol 3.
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CSA nevertheless wishes to inform the Icelandic authorities of their obligation pursuant to
Articles 8 of the SGEI Decision, to keep available, during the period of entrustment and for
at least 10 years thereafter, all the information necessary to determine whether the
compensation granted is compatible with the SGEI Decision. The Icelandic authorities are

also required upon the written request by the Authority to provide it with all information
necessary for a compatibility assessment.

Should you have any questions or queries, please do not hesitate to contact the case handler
in charge of the case, Mr. Ketill Einarsson (e-mail: kei@eftasurv.int - Tel: (+32)(0)2 286
1818).

Yours faithfully,N^W
Director
Competition and State Aid Directorate


