BT Group Response to Consultation on Draft ERG Opinion on Proposed Changes to the Commission Recommendation on Accounting Separation and Cost Accounting 

1. Executive Summary 

BT welcomes the opportunity to comment on the ERG Opinion on the proposed changes to the recommendation on Accounting Separation and Cost Accounting. 

UK position

In the UK, BT has been preparing and publishing detailed, audited Accounting Separation and Cost Accounting regulatory financial information for many years. The debate as to how the requirements for this information should change as part of the implementation of the EU Directives on Electronic Communications is largely concluded. 

Ofcom published its Final Notification
 to the Commission of its proposals on 8 April. BT responded on 10 May
. We would also refer to our response to the initial set of proposals made by Oftel, on which a public consultation was held in June and July 2003
. These documents set out our position on Accounting Separation and Cost Accounting in detail. 

In summary, BT recognises that there is value to both regulator and regulatee in the preparation and delivery of audited regulatory financial information of the kind proposed in the draft Opinion, in establishing both confidence in the application of regulatory remedies and certainty as to their effectiveness. There is also value to the industry in making such information public, since it establishes a welcome degree of transparency. An effective reporting regime serves to increase confidence that an operator with SMP is behaving in a non-discriminatory way and that its prices are appropriately cost-oriented, and hence to reduce the scope for complaints being made by other operators that require intervention by the NRA. 

Harmonisation

Of particular relevance to this consultation is the objective set out in the Directives to ensure the development of consistent regulatory practice and a consistent application of the Directives across the EU. From the Andersen Study of 3 July 2002 on the implementation of cost accounting and accounting separation remedies, we note that only the UK and Ireland publish any regulatory financial information and that the extent to which implementation had occurred was very variable. We do not believe that any greater degree of consistency has been achieved since that Study was concluded. 

As an outcome of this consultation, we would therefore expect to see a much greater extent of published regulatory financial information and published documentation of the bases of its preparation across the EU, consistent with the above objective. The ERG opinion should be an important contribution to the achievement of a truly harmonised EU market in electronic communications markets. 

We recognise that the scope and scale of the cost accounting and accounting separation requirements imposed in the UK may not be quickly replicated in each of the EU member states. Indeed, we believe that the burden that has been imposed in the UK, and the burden that it is proposed by Ofcom will be applied in the future, are both unnecessarily onerous. Too much detail is proposed without there being a clearly identified regulatory problem to which the requirement is demonstrated to be a proportionate remedy. However, whilst we believe there is a case for levelling down the UK requirements toward the average EU position, there is a much stronger case for bringing other member states’ requirements up toward the UK position. 

Implementation issues 

We believe that certain valuable steps can be taken quickly. Historical cost information can be made available as an interim step before the implementation of current cost accounting. A piecemeal approach to implementation should be taken if the full range of measures proposed by the ERG cannot be implemented at once. There is more value in having historical cost information available immediately, than having to wait several years for current cost information. 

2. Responses to Specific Questions Posed by ERG in the Annex to the Opinion: 

1. Do you agree that the proposed changes to the text of the Recommendation as set out in the draft ERG Opinion addresses correctly, in general, the issue of cost accounting and accounting separation obligations, or do you think that there is any part that should be expanded/reduced? If so, please provide details.

The Opinion is correct in identifying that cost accounting is useful in ensuring that there is a transparent illustration of the relationship between prices and costs. It is also correct that accounting separation is useful in enforcing non-discrimination. We believe it is also helpful to consider accounting separation as the means by which the results of a vertically integrated business would be presented if that business had been structurally separated. 

The scope of the Opinion should not be reduced. We note that the application of the existing Recommendation on regulatory accounting is inconsistent between member states. The guidance set out in the Recommendation should therefore be detailed enough to assist in the achievement of the objective of consistency and harmonisation. 

BT believes that it is helpful for there to be some form of public consultation on the methodologies used in preparing cost accounting and accounting separation. This will encourage transparency and assist each NRA in providing the widest audience for comment on how best the details of regulatory accounting should be implemented in each member state, within the parameters set out in the Recommendation. 

BT believes that the Opinion would be more useful if it contained fewer examples, but set them out in more detail. These few examples would illustrate precisely the scope and nature of the principles set out in the Recommendation. For example, Table 2.3 sets out a possible way for allocation of various categories of operating cost. This would be more powerful if it took (say) three cost categories and expanded the possible bases of allocation for each of these in greater detail. 


As it stands, the Opinion provides only high-level guidance, and could result in an inconsistent application of cost allocation across member states. 

Greater transparency would mitigate this risk. Publication of cost attribution methodologies would allow the user of the regulatory financial information to for their own judgements as to the reasonableness of the methods used, and would instil greater confidence that cost attribution is fair. 

2. Do you think that the proposed changes to the text of the Recommendation as set out in the draft ERG Opinion provides sufficient practical guidance on how to implement a cost accounting system and accounting separation? If not, please highlight the areas where you would wish to see more guidance provided and why.

As in our response to question 1 above, we believe that the Opinion could provide greater detail in its examples. This would give an authoritative view of what the Recommendation is intended to achieve. 

We note that cost accounting and accounting separation are technical, specialist subjects. For some member states, it may be difficult to find people with sufficient experience and expertise to implement the Recommendation fully. Therefore, greater, more specific guidance in the Opinion would be helpful to ensuring an effective application of the cost accounting and accounting separation remedies that may be required, both for the NRA and the operator(s) with SMP. 

3. Do you agree with the general rules established to prepare a cost accounting system?

Yes. 

4. Do you agree with the definition of directly attributable, indirectly attributable, joint and common costs?

We believe there is some confusion in the Opinion between indirect and common/joint costs. The concept of common costs is relevant to a LRIC view. Otherwise, we believe it is more helpful to consider costs as being directly or indirectly attributable, or unattributable. The distinctions might be made clearer by a more rigorous use of specific terms: the overall process can be described as cost attribution; costs for which there is a direct relationship with a product can be “allocated”; costs for which the relationship is indirect can be “apportioned”. If the terms allocation and apportionment (or other defined terms) are used consistently, and the difference is illustrated with a clear, detailed example, then we believe much of the scope for confusion in this area would be resolved. 

5. Do you think common and joint costs allocation criteria are set out in a proper way?

As above, we do not believe this is helpful, since it could be confusing when set against indirectly attributable or unattributable costs. 

6. Do you agree with the given definition of transfer charges?

Yes. This is a clear and helpful consideration of transfer charges and their role in accounting separation. 

7. Do you think that the accounting separation requirements contained in the document allow to properly provide the regulator, the industry, customers and other stakeholders with detailed information on the regulated services?

Yes. 

8. Do you think that the given examples for accounting separation are useful to understand how to allocate the cost components to each service? Are you aware of any other relevant example that could be useful in this context.?

In the UK, non-discrimination is demonstrated in BT’s regulatory financial statements through the preparation of a number of separate analyses. The Network Statement of Costs shows the unit cost for each component used in the Network. The Standard Service Statements show how these components are utilised in providing services to other operators. The statement (set out as note 8 to BT’s Current Cost Financial Statements for the Businesses and Activities) of Retail downstream purchases from the upstream Network enables a clear comparison of the price at which third-party operators and BT’s own Retail activities purchase service from Network.. We believe that these types of statement are useful in achieving the objectives of accounting separation. 

We also believe that the “example of accounting separation for the Fixed Network”, and Table A1, are intended to achieve the same objective of demonstrating non-discrimination. However, we do not believe that the example is sufficiently clear. 

Again, we believe that a more detailed worked example would be more useful here. 

9. Do you think that accounting separation could be effectively implemented using any of the cost bases indicated in the text (HCA and CCA)? 

Yes. We believe that Current Cost Accounting is most useful but we believe that there is also value from Historical Cost Accounting information. Indeed, where member states are in the process of implementing the Recommendation, it may be easier to start with HCA results and progress to CCA over time. It is more helpful to the NRA and to the industry to have HCA information available now, than to wait (say) 12 months for the implementation of CCA. 

This should not be taken as an acceptance that CCA does not matter. HCA can be a useful interim measure, but should not be accepted as a permanent solution. 

10. Do you agree with the principles for cost causality, driver definition and attribution methodologies set out in the text?

Yes. We note that not only should cost drivers and attribution methods be delivered to the NRA, but that they should also be published. This is consistent with the objective of transparency and would engender a greater degree of confidence in the regulatory regime. 

Activity-based costing (ABC) methods are essential. The preponderance of fixed and common costs in the electronic communications industry means that without ABC, it is difficult to see how costs could reasonably be attributed. 

11. Do you agree on the fact that all cost allocation methods, hence a detailed list of cost drivers, should be reviewed by NRAs for assessment before financial statement preparation?

We are unclear as to what is intended by “assessment” here. We believe it is reasonable for any significant change in cost driver from one period to the next to be discussed between an SMP operator and the NRA. Since most cost drivers will not change, there does not seem to be much purpose in having them assessed each year. 

As above, we believe that the methods should also be published. This will enable the reader to form their own judgement as to the methods being used. This may be helpful to the NRA, since it provides for a more comprehensive assessment of the methods. We recognise that this is a specialist, technical area, often requiring some network / engineering expertise, which might not always be readily available within the staff of an NRA. Publication of the methods means that the expertise within other operators can be used to review the methods, and provide useful input to the NRA as to their reasonableness. 

12. Is there any further principle, in addition to those set out in the text that you wish to propose? If so, please justify it/them?

In the UK, these regulatory costing principles apply: cost causality; objectivity; consistency; UK GAAP; transparency; and sampling. These are set out in more detail in BT’s Accounting Documents
. 

We believe these are useful to a preparer of cost accounting and accounting separation information, in that they give some certainty as to what is acceptable to the NRA.

13. Given the key role played by network asset revaluation in the application of a current cost accounting methodology, in your opinion should network assets subject to valuation be jointly identified by the NRAs and the operators?

We believe that this must remain the responsibility of the operator with SMP. The basis of current cost valuation might in some cases be dependent on the network build plans of the operator. We suggest the assets that are revalued and the basis of their valuation be published each year. This would provide the NRA and the rest of the industry with some confidence that the process is operating appropriately, whilst not slowing down the process of preparation unnecessarily. 

14. Do you agree that NRAs should illustrate and submit to public consultation the parameters and factors chosen for current cost accounting modelling?

Yes. To the extent that no such consultation has taken place, it would be helpful in the interests of transparency and to give the industry confidence in the regulatory regime, if the CCA methods were subject to an initial, one-off debate. We do not see value in consulting on this subject on a regular basis. 

15. Do you think the definition of net replacement cost, deprival value and economic value given in the text are correct?

Yes. 

16. Do you agree with the given definitions of CCA capital maintenance methodologies, namely operating capital maintenance (OCM) and financial capital maintenance (FCM)?

Yes. 

17. Do you agree that WACC is the correct way to calculate the cost of capital?

We believe that WACC continues to be appropriate for determining the cost of capital for regulatory purposes. It is important, of course, that the calculation is done using values appropriate to the purposes for which the cost of capital is required. For example, in setting a price control for a future period, it is important to use parameters which are forward-looking and correspond to the period over which the price control is to be applied. The determination of the cost of capital to be used for regulatory purposes should take into account the range of plausible values for each parameter, and therefore the overall cost of capital, recognising that there is no single “right” answer.

It is, however, important to take the level of risk into account in determining the rate of return to be allowed on capital employed.  It is not always appropriate to calculate an operator’s overall cost of capital and apply this to individual price constraints. This is especially true where investment is being driven as a regulatory requirement (to provide a specific service as a regulatory remedy), where in the absence of such intervention the operator might not consider the likely returns sufficient to warrant potentially speculative investment.

18. Do you agree with the way CAPM is proposed to be applied for regulatory purposes? In particular, do you agree with the definitions of the input parameters?

Yes. However, it is important to recognise the extent of uncertainty and subjectivity relating to more or less all parameters used in the calculation of a firm’s cost of capital.

For example, the equity risk premium is, we believe, not company-specific, but a fundamental attribute of the market in which the company’s equity is listed.  Although a long-term perspective should be taken, using long-run historic data, it is equally  important to take account of recent trends and  take a forward-looking view. 

19. Do you agree with the fact that, besides CAPM, other methodologies could be correctly utilised to determine the cost of equity?

No. Alternatives to the Capital Asset Pricing Model, such as the Dividend Growth Model and the Arbitrage Pricing Theory are problematic in practice, and we do not believe they should be used, except to provide additional evidence.  

Recent volatility in dividends declared by telcos make it impossible to use the Dividend Growth Model with any reliability.  If there is a period of relative stability in the telecomms market the usefulness of this technique may return.  

Although the APT approach is gaining credibility, we do not believe that the selection of additional factors, which is critical to the technique, will necessarily result in a meaningful conclusion.  Additional factors may be selected that, whilst appearing to have statistical relevance, do not have causal relevance.  Further research would be needed into the applicability of APT to the regulated telecomms market before it should be considered as a serious alternative to CAPM.

20. In your opinion, in the absence of regulatory accounting guidelines, should NRAs require the notified operators to apply IAS (International Accounting Standards) for regulatory financial statements assessment? If not, what accounting principles should be applied?

We note the efforts being made by the accountancy profession to harmonise accounting standards across the world around IAS. We would therefore expect that once these efforts are concluded, that most operators found to have SMP and to have cost accounting and / or accounting separation obligations will in fact prepare financial statements using IAS. It should therefore be straightforward for their regulatory financial information to be prepared on the basis of IAS. 

We believe this is desirable. It will achieve a greater degree of consistency and comparability between operators, and serve to harmonise the EU markets further, than if local GAAP is applied. 

21. In order to guarantee comparability and consistency over time, do you agree on the fact that changes to the regulatory aggregates and sub-aggregates in the financial statements should take place only if previously approved by the NRAs.

Yes, subject to this being applied with due regard to materiality. 

22. Do you think that the two concepts of “materiality” given in the text are consistent?

We agree with the intent set out in the Opinion that the extent to which costs are attributed on an arbitrary basis should be reduced as far as possible. In the UK, discussions between BT and NRA have resulted in a position where the amount of such costs is around only 1% of the total cost base. This is probably too low a percentage, but does indicate that a threshold of 10% is reasonable. 

We are unclear why the Opinion states that as much as 15% of an operator’s asset base should not be subject to current cost valuation. In BT’s regulatory financial statements, some assets are carried at their HCA value, but this is as a result of a consistently applied methodology (covering, for example, short-lived or low value assets). BT publishes its CCA methodologies, so this is transparent to the user of the information. 

More generally, we believe it would be helpful for the Opinion to include some guidance as to the evaluation of materiality. We would expect this to be done by reference to the context in which a given number is presented. The prominence of the number within that context, its relative value and position within the overall financial statements are all factors to be considered. 

23. Please provide a concise description of any other issues that you believe the document should address or a critique of any other aspects of the document that you consider relevant. In doing so please refer to actual or potential problems encountered in electronic communications markets, as well as to any relevant case law and/or other precedents.

Section 6 of the Annex to the Opinion considers the need to respect confidentiality. Clearly this is a real concern for operators with cost accounting and accounting separation obligations. We have argued that Ofcom’s proposals do not pay sufficient respect to this concern. 

However we recognise the value in making as much information public as possible. It encourages confidence in the regulatory regime, by making transparent the way in which an SMP operator is complying with obligations as to cost orientation and non-discrimination. By providing for review by other interested parties, publication provides for a wider input to the regulatory accounting process, and this can make it easier for an NRA to identify areas for closer scrutiny. 

Considerations of confidentiality apply most obviously to the actual financial results themselves. We do not believe there should be any sensitivity around publication of cost attribution and current cost valuation methods. 

Section 7 considers audit. We believe there is value in an audit opinion, and in its publication. Again, it must give more confidence in the regulatory regime, particularly when allied to publicly available methodology documentation. The audit then gives the reader comfort that the methods described have indeed been followed in preparing the information.  We believe it makes most sense for the regulatory auditor to be the same firm / person as the statutory auditor. This makes for a quicker, more efficient audit, and imposes a lower burden, both as to resource required to support the audit and as to cost, on the SMP operator. We believe it would make for a more consistent approach across the EU if audits were carried out in accordance with International Auditing Standards, under which we would not expect the audit report to address the items suggested in section 7.3 of the consultation. 

Section 8 deals with LRIC. We believe there is value in the preparation of this information. We refer to our response to the separate ERG consultation made on the LRIC PIBs for more detailed observations. 

See also Executive Summary, above. 
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