Accounting Separation

1. Rationale for Accounting Separation

1.1. Accounting separation (“AS”) is the critical method by which non-discrimination is delivered; without it, an obligation for non-discrimination is meaningless:-

(i) Accounting separation ensures that the prices paid for wholesale inputs by competitors and the SMP operator’s  retail arm are the same. 

(ii) It demonstrates that the price for the wholesale input is based only on the cost of providing the input in question, ideally the incremental cost and an evidence based proportion of the joint and common costs of the network provider. This prevents the vertically integrated company from (a) improperly allocating costs of its retail arm to its wholesale arm, and (b) improperly allocating costs between wholesale products so that they raise the price of those wholesale products that are most likely to create competition at the retail level. The importance of preventing the latter is that it reduces the possibility of the vertically integrated company from engaging in excessive pricing at the wholesale level ..

(iii)  In order to totally avoid the risk of price squeeze, accounting separation should take place at both the wholesale and retail level. As such it is an information remedy that can be applied to non SMP wholesale and retail products in order to prevent the aspect of a price squeeze that relates to predatory pricing in downstream markets.  
1.2. The purpose of AS is, in effect, to place the retail arm of the incumbent and new entrants in the same position. The alternative way of achieving the same result would be to undertake structural separation of the incumbent. Where Member States are unwilling or unable to pursue the appropriate AS, the Commission should use its competition powers to structurally separate the incumbent (see point 6 below).  

2.    Requirement under the New Framework


2.1. There is no conceivable situation where accounting separation is not required to ensure “appropriate” regulation of the wholesale SMP products of a vertically integrated operator.

2.2. Except as a stop gap, no other remedy can be considered a full substitute with regard to delivering on points 1.1 (i) and (ii) above. It is difficult to see how “stop gap” measures can be considered reasonable in respect of any products covered by the 1998 Directives
, since NRAs have been obliged to ensure accounting separation with respect to those products since the date of implementation of those Directives. In relation to new products and services, it may be reasonable in the short term to 

base wholesale prices to competitors on the transfer price which the incumbent provides internally and insist that the incumbent retail price is set sufficiently  high for the new entrants to be able to compete with the incumbent at the retail level by making use of the wholesale inputs and make a reasonable profit.

2.3. Article 8(1) of the new Framework Directive requires that “…the national regulatory authorities take all reasonable measures which are aimed at achieving the objectives…[of the Directives]”. A failure to implement a proper accounting separation mechanism would, inter alia, be a failure to carry out the measures necessary to ensure  Article 8 (2) (b) “…that there is no distortion or restriction of competition in the electronic communications sector.”

3. What is accounting separation?

3.1. Accounting separation should ensure that the costs of a wholesale input are based on the  cost of producing the product in question, ideally incremental costs as well as a mark-up for joint and common costs. 

3.2. Although, it is easy to get side tracked into complicated questions of detail about the treatment of costs, the latter are second order issues. The structure of an AS system is simple and obvious. A coherent AS system records the costs of the individual elements/components of the network. It then sets out how these are used by the various wholesale services. It then shows the relationship of the costs of these wholesale services to the prices of these services (including a reasonable return on capital). Finally, it demonstrates that the retail arm of the incumbent network  pays for these services on this basis. All this has to occur in accordance with a published methodology and an independent auditor has to endorse that this is in fact what has occurred. 

3.3. In order to calculate the costs of a service, the following pieces of information are required:-

(i) the cost base

Network elements  could in theory either be costed on a Historical Cost Accounting (“HCA”) or Current Cost Accounting (“CCA”) basis. CCA is preferred because it means that the network is being charged for on its cost of replacement. This encourages rational further investment by new entrants and  incumbents.

(ii) the cost standard

Long Run Incremental Costs (“LRIC”) plus a contribution to the recovery of fixed common costs of an efficient operator are preferred. However, Fully Allocated Costs could be used in the short term and are likely, if properly implemented,  to give a figure that does not vary extravagantly from the LRIC figure.

(iii) the cost elements 

The costs of at least all SMP wholesale services should be included. However, the analysis needs to be more detailed, since an SMP service will use a number of network elements. A complete system would costs of all the services, including the potentially leveraged wholesale and retail markets.
(iv) the usage volumes

Usage volumes are necessary in order to apportion costs of network elements  between the particular wholesale services that are using them.

(v) the cost of capital

The cost of a particular network element will include a reasonable rate of return on capital. Such a rate needs to be agreed set by the regulator, after consulting both the incumbent and new entrants in a transparent process. Usually the NRA  will take advice from financial institutions as to the degree of risk involved in providing the particular wholesale service. 

(vi) the accounting conventions

The NRA will have to consider whether the accounting policies and conventions employed are reasonable for the particular regulated products. 

(vii) an attribution model

The attribution model should set out how all costs and assets including joint and common costs are allocated between network components, and, critically between the wholesale part of the business and the retail business. The wholesale business must not be attributed costs that should be ascribed to the retail business. 
A complete system would also look at the attribution of costs in the retail and non-direct SMP wholesale businesses.
The AS system should also show:-

(viii) the transfer prices paid by the incumbent’s retail arm (with explicit comparison with the costs of the input based on the underlying network elements) 

(ix) a statement by independent auditors that the separated accounts can be reconciled back to the company’s financial statements and that the separated accounts have been constructed in accordance with the attribution methodology.

3.4.The information in 3.2 and 3.3 above must be published in order to ensure that the content will achieve the objectives of the Directive. The NRA is unlikely to have all the expertise to assess whether all of the elements above are being treated on a fair and reasonable basis by the incumbent . The assistance of other operators will be vital to assist the NRA in deciding which details are reasonable. All of the data above should be included in an annual published Accounting Separation report. Such a report is required by the current Directives, although few Member States  are currently in compliance with that requirement.

4. Transparency

4.1. In the past, many incumbents have sheltered behind the need to protect business secrets in order that competitors, and even the NRA, cannot discuss the construction of the elements of 3.2 above. The AID states at Article 11(2) that “National Regulatory Authorities may publish such information as would contribute to an open and competitive market, while respecting national and Community rules on commercial confidentiality.”

4.2. We consider that NRAs should restrict commercial confidentiality to genuine business secrets. This may mean that the costs of certain assets and activities should not be disaggregated to to a level of detail where they would genuinely be of commercial advantage to new entrants. s is published but . Where these detailed costs are not published to new entrants, they must be made available to the NRA and the attribution model by which they are allocated must be published to new entrants. .

N.B. Commercial confidentiality cannot restrict the information which is provided to the NRA – Article 11(2) AID.

4.3. It is absolutely not the case that the principles employed with respect to the issues in 3.2 and 3.3.can legitimately be labelled as business secrets. Of course, where they apply  to direct SMP products,  there is, by definition, not an effective market.

4.4.We are concerned that the Commission should maintain a wary eye for national implementing legislation which restricts the information that can be made transparent. In this respect, we note that the draft German implementing legislation appears to limit publication to competitors to a reference offer only. 

5. Practical points

5.1. Some incumbents argue that introducing AS would be disproportionately time consuming and expensive. This is misleading. On the basis of quotes received by an ECTA member, we estimate that the costs of setting up such a system from scratch today would likely be less than EUR 3 million.  This would represent a six month contract with a large consulting accountant such as PWC, KPMG or Accenture. Moreover, no incumbent would begin the process without an existing accounting system and internal reporting system for financial data. Such a cost is dwarfed by the consumer welfare benefits that would result from having a regulatory system that actually delivered on the regulation agreed back in 1998. 

5.2. A working AS system can be introduced with the Fully Allocated Cost accounts currently used by many incumbents. It does not need to await the adoption of LRIC.

5.3. The information generated by AS is clearly of benefit to NRAs since it will allow them to prevent anti-competitive behaviour much more easily. It will, however, also be of benefit to incumbents since it would improve their cost management.

6.1. Necessary Commission action on policing implementation

6.2. The single Commission act that would do the most to improve regulation of the telecommunications market and would have benefits across all SMP markets and in virtually every Member State would be to conduct an audit of all of the operational AS systems . The purpose of the audit would be to assess whether the system was sufficient to ensure non-discrimination. The audit should also set out what parameters an AS system would have to meet in order to be adequate and would provide helpful guidance to NRAs.

6.3. This suggestion sounds onerous. However, we estimate that an accounting consultant could undertake this in a period of 3-6 months, at an approximate cost of less than EUR 1 million in total. Clearly, Accenture could do this even more rapidly and cheaply, given the survey they undertook for the Commission in 2002:- “Study on the implementation of cost accounting methodologies and accounting separation by telecommunications operators with significant market power”. This report concluded that “Only a very small number of Member States follow most of the European Directives and Recommendations on cost accounting and accounting separation…incomplete scope of audits and missing reconciliation cast uncertainty on the cost figures used to determine prices. Finally, transparency of information is far from being achieved across the EU.”

(i) Where the audit finds that the AS system is deficient, we believe that the Commission would have three mechanisms for requiring improvement: 

(ii) The Commission should issue a Recommendation on the application of accounting separation under the new regime. Member States would then be required to take utmost account of this recommendation and explain their motivation for variation from this recommendation. We believe that discussion and agreement on such a recommendation with the NRAs would be facilitated where (iii) below had taken place.

(iii) The Commission could begin infringement proceedings and continue existing proceedings from the old regime.

6.4. (iii) 
The Competition Directorate could issue a policy statement stating that in the event of a future merger review or a relevant competition complaint that it would require structural separation if the AS were not compliant with the Recommendation. In this circumstance, we believe that the incumbents would have an interest in cooperating with the NRA to ensure regulatory compliance on AS.
 

� Earlier ONP and Commission Directives also contained requirements on cost accounting that were poorly respected.





