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June 2004

ETNO Reflection Document on a draft ERG Opinion on proposed changes to the Commission Recommendation on Accounting separation and cost accounting

	
Executive Summary:

ETNO agrees with the ERG proposal to revise the Commission Recommendation on Accounting separation so that the principle of proportionality is emphasised. The proposed revision may, however, leave little room to adapt measures on a case-by-case basis, in order to meet the goal of non-discrimination and price control.

ETNO finds that:

· The Consultation Document fails to recognise that accounting separation serves different objectives as described in the AID, namely tariff verification and non-discrimination. Each of these objectives requires a separate analysis.
· According to the AID and USD, an SMP operator cannot be obliged to implement an accounting separation for those markets where it has not been notified as SMP, nor to give accounting information related to markets without SMP operators. 

· When a bottom-up approach is applied, particularly the use of the scorched earth methodology will neither reflect the actual costs of the notified operator nor that of a new entrant, which cannot be assumed to be most efficient. It is preferable to use the actual network topology to get a true picture of the costs. 

· For the detailed services of the regulated operators, access to accounting information should be restricted to the NRA whereas consultation for the parameters of the analytical bottom-up model should be public.
· Specific and detailed guidelines should be added for operators providing both services under special or exclusive rights and competitive public communications networks and services, in order to avoid subsidies between the two services.




DETAILED COMMENTS 

A: Changes to 1998 Recommendation
1. Do you agree that the proposed changes to 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 is there any part that should be expanded/reduced? If so, please provide details.

First of all, the ERG consultation document (the paper) mixes 2 different objectives:

1. Implementation of a cost accounting system, which goal is to verify:
· that the tariffs for a specific interconnection/access service are cost oriented by isolating the appropriate costs of the service (application of the article 13 of the AID (Directive 2002/19/EC);
· retail tariffs , where an undertaking is subject to retail tariff regulation or other relevant retail controls (application of the article 17.3 and 17.4 of the USD (Directive 2002/22/EC); 

2. Implementation of an accounting separation, which goal is to verify that wholesale services are provided at non-discriminatory conditions both to internal and external suppliers without unfair cross-subsidies (application of the article 11 of the AID). 

Dependent on which obligation is imposed on a relevant market (accounting separation or costs accounting obligation), the NRA will have to conduct a different analysis. 

It is important to recall that these 2 obligations are not linked, contrary to what the paper suggests. They correspond to different articles of different Directives which not necessarily cross-reference from one to another.

Then ERG recognises proportionality as a guiding principle in the context of cost accounting and accounting separation. The principle of proportionality implies that obligations for accounting separation and cost accounting are restricted to those measures necessary when –respectively- obligation on non-discriminatory pricing and price control are imposed in a specific market. Proportionality also implies that cost accounting requirements shouldn’t be excessively detailed and burdensome. 

The replacement of existing cost accounting mechanisms implemented at national level is, however, unnecessary and not appropriate as long as they are adequate and proportionate tools to achieve the objectives of the regulatory framework. It is therefore important to limit any new requirements for regulators and regulated operators to what the NRAs need to ensure a proper and consistent application of the provisions of the directives in particular Art. 11 of AID. Modifications of currently implemented cost accounting methods in the Member States can be extremely cumbersome to implement and may cause disproportionate additional costs for both regulatory authorities and the industry.

By implementing obligations for cost accounting it should be taken into account that cost based price regulation is – from the regulated operator’s view - a remedy with high transactions costs. Therefore regulatory costing obligations should only be implemented, if a cost based price control cannot be avoided in order to guarantee competitive prices.

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.

ETNO does not agree with four of the proposed changes:

· The recommendation that accounting information should be available on request to interested parties. Accounting information includes highly sensitive information and could therefore not be made available to such a broad audience as “interested parties”. Even though “interested parties” is an imprecise term, at least competitors of the regulated company would qualify as interested parties. Sensitive information such as accounting information should only be accessible by the NRA, which should be the body in charge of guaranteeing that the notified operator has properly implemented the cost accounting system. Regarding the publication of accounting information, it is important to underline that the requirements foreseen by the AID are not similar in articles 11 and 13. In article 11 (accounting separation obligation), NRAs may publish accounting information as far as it contributes to an open and competitive market. This article does not say anything regarding an audit. The information requested concerns the accounting documents, including the data received from third party. This approach is coherent with the objective to check that services provided at non-discriminatory conditions and that they are provided to internal and external suppliers without unfair cross-subsidies. 
In case of costs accounting obligations, the AID article 13 is very precise: “NRAs shall ensure that a description of the cost accounting system is made publicly available, showing at least the main categories under which costs are grouped and the rules used for the allocation of costs. Compliance with the cost accounting system shall be verified by a qualified independent body. A statement concerning compliance shall be published annually.” Article 13 does not require publishing of the costs.

· The recommendation that methodology and criteria for the evaluation of network assets should be fixed by the NRA after a public consultation. As mentioned above the specification of details regarding the re-evaluation of assets (CCA) could only be seen as a task, performed between the notified operator and the NRA.

· The recommendation on granularity of the cost information. This information (per identified product) presented in the separate accounts is also subject to the principle of proportionality. An NRA can only require more detailed accounts to be prepared inside an SMP wholesale
 market if a price control obligation different from strict cost orientation (e.g. a Price Cap) has not been imposed on that market. 
· The Recommendation provides a special relevance to LRIC-type costing methods. In the paper's ‘Whereas 7’, the only reference to an accounting method is to LRIC. On the other hand, it seems that LRIC can be applied to all types of situations, as it is explicitly mentioned that: ...when applying an LRIC-based price control to infrastructure where replication is feasible...". However, if replication is feasible, it is questionable that LRIC-type systems would be desirable, and even a cost orientation approach may not be the best solution.

B: Cost Accounting:

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

We do not agree with the statement on p. 9 of the Annex that a costing system should allocate at least 90% of the cost on the basis of direct or indirect cost-causation.

· There is no empirical evidence, that a “good” costing system – especially in this area of network industries - is defined by a relationship of 90 % direct/ indirect costs to 10% common costs. Even if a company reaches to fulfil such a requirement, this could also be interpreted as a prove for unrealistic allocation of common costs.

· There is no fixed relationship between direct/ indirect attributable and common costs over the time. Especially with increasing technical progress and hence decreasing network prices for a given service the relative part of common costs could increase. 
4. Do you agree with the definition of directly attributable, indirectly attributable, joint and common costs?

The description provided clearly shows that with some creativity, a lot of costs can be localised in different categories and demonstrates the triviality of the 90% rule which should be removed from the paper as stated in the preceding section
.
5. Do you think common and joint costs allocation criteria are set out in a proper way?

We don't understand the purpose of the last § of e) p. 3 of the annex. We agree that we should find transparent and non-discriminatory drivers to allocate common costs, but the fact that the paper explicitly pre-defines the results that such drivers should generate is not coherent with the scope of such a Recommendation. 
Besides, it should be considered that if this paragraph on universal service aspects is aimed at assuring that contributions coming from the US Fund will be properly recorded, then it seem quite excessive since any auditable accounting system should register on a cause basis all the revenues. 

If on the contrary this paragraph addresses costing aspects, then this means that a misunderstanding is arising; in fact:

· Net costs related to US obligations (and to be considered for any US Fund) have to be calculated on a “avoidable cost“ basis (USD Annex IV part A) and with reference to those only services/situation where a net cost arises;

· On the contrary accounting separation is based on a FDC methodology (HCA or CCA) and has to include all actual costs (not only the avoidable costs), having to be reconciled with the Statutory Accounts.

We propose therefore to delete the last § of e) p. 3 of the annex.

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

The terms “satisfactory” and “supportable” mentioned at the end of p. 3 of the annex are unclear and should be removed to avoid barren discussion on their interpretation. Transfer charges should be identified as charges per unit only when the cost nature justifies it (e.g. cost volume sensitive).

However present statement (“The transfer charges for internal usage should be determined as the product of usage and unit charges. The charge for internal usage should be equivalent to the charge that would be levied if the product or service were sold externally rather than internally”) is strongly misleading.

Main reasons are:

· The two (external /internal) situations are quite different; the first is the provisioning of Interconnection/access Services to competing operators , while the latter is the usage of resources to provide final (end-to-end) services to the retail clients of the vertically integrated SMP operator;
· Accordingly, the “chain production” will generally be different (in the sense that a different “mix” of network components has to be used in the two cases, and even when using the same network component the respective “usage factors” can be different in the two situations;

· The provisioning of interconnection services to competing operators can also involve specific activities/resources (e.g. billing), which are not necessary for the internal usage but of course the SMP operator will have to charge and bill its final clients.
Therefore the present definition doesn’t represent the right way to evaluate the costs for the usage of resources, services and activities related to the “access network accounting aggregate” and to the “core network accounting aggregate” as in the two (internal/external) different situations mentioned. On the contrary present definition seems to reflect a (not realistic) situation where a “network” branch of the SMP operator would sell only interconnection services, and therefore had to sell interconnection services also to the sister “commercial” branch, as if this commercial branch was interconnected (with its own exchanges!) the same way competing operators are interconnected to the SMP operator's network. 
This goes beyond the non discrimination principles, and would not represent the actual production chain for final services and would waste the savings coming from vertical integration.

A more correct definition should be such to fulfil the need for non discrimination and also to recognize the differences between internal and external provision.

Therefore we propose the following wording:

“The transfer charges for internal usage should be determined as the product of usage and unit charges. The unit charge of a network component or activity (e.g. €cent/minute) should not discriminate between external and internal usage and therefore should be the same both when the component/activity is used for internal usage (retail services) and when the component/activity is used for providing interconnection/access services sold externally; while it is recognized that  the “usage factors” of a network component or of an activity could be different in the two above cases, the Operator should give evidence that differences in the usage factors and inclusion of specific costs  do properly reflect , according to the principle of causality, the different provisioning situations” 

C: Accounting separation:

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

The requirements on accounting separation listed in the paper in general will provide the various stakeholders (e.g. the regulator, competitors and the general public) with sufficient and very detailed information regarding the regulated services. Since the requirement for cost separation currently is asymmetric in most Member States, i.e. not all companies operating in the telecommunication markets are obliged to provide detailed accounts of their business along the lines laid out in the document, then the requirements should be followed by objective provisions which can ensure that the companies obliged to provide detailed accounting separation are not placed at a competitive disadvantage.
One way to ensure this is that provisions in the guideline document stipulate that the information in the detailed accounts are made available only to the national regulator. Then the NRA on the basis of this information can monitor the development in the market and on this basis can make informed decisions regarding the need for regulatory measures. Alternatively, provisions should be made in the guidelines document requiring that the obligation to provide regulatory accounts should comprise in particular all utility or public authorities engaged in the telecommunication market with telecommunications activities and not only on public utility companies with a turnover above 50 mio €. 
The paper further mentions (p.4 B. §2) that Accounting Separation ensures that the cost base for IC services includes only relevant costs. It is not proportionate to motivate the imposition of an accounting separation exercise through such a justification especially when price control and RIOs are imposed. An independent audit and the certification by the NRA are already required in the framework of these remedies so the imposition of the accounting separation may not be mandatory.

The paper claims that the aim of the accounting separation (p.5 first §) is to gather accounting information concerning non-SMP markets. But the only cost information relating to non-SMP markets that can be asked by an NRA for verification purposes as explained in the FWD concerns the common costs relevant for both SMP and non-SMP markets. It is not the purpose of the accounting separation to identify accounting records for non-SMP markets. This has to be clearly stated in the paper. Also the last sentence of the first bullet point should be removed: “The not regulated business segments can be subject to different granularity levels, according to the proportionality principle”, as this isn't proportional.

The present recommendation doesn’t provide any specific guideline to the cases outlined in “Whereas 2”:

“2) Whereas undertakings providing public communications networks and services which have special or exclusive rights for the provision of services in other sectors may be required under Article (13) of the Framework Directive to keep separate accounts, so as to identify all elements of cost and revenue, for the activities associated with the provision of electronic communications networks or services, to the extent that would be required if these activities were carried out by legally independent companies;”

We believe it is necessary to define specific and detailed guidelines able to avoid subsidizing situations between services provided under special or exclusive rights and competitive public communications networks and services.

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 another relevant example that could be useful in this context?

The Recommendation should be coherent with the AID and USD. These Directives states that remedies including Cost Accounting (CA) and Accounting Separation (AS) can only be imposed - taking due account of the different applicable contexts for CA and AS - only with reference to specific markets belonging to the list of relevant markets, where the Operator has been notified as having a SMP.
Accordingly to this framework the concepts of Access Network and Core network are no more relevant in the new framework; what exist are the relevant wholesale markets. In order to implement a cost accounting and accounting separation for the markets where such obligations will be imposed, it is no longer necessary to build up intermediate steps such as the “Access aggregate” or the “core Aggregate”; what is required is a correct cost allocation system, able to allocate relevant asset costs to the services. Therefore the need for a split between core and access network businesses is not justified any longer.
9. Do you think that accounting separation could be effectively implemented using any of the cost bases indicated in the text (HCA and CCA)?

Generally, any accounting separation methodology should as far as possible respect the internal documentation of the regulated operator as long as it complies with the objective of the accounting separation obligation in the given market situation, e.g. to ensure compliance where there is a requirement for non-discrimination or, where necessary, to prevent unfair cross-subsidy (Art. 11 AID).
Thus, accounting separation can be effectively implemented using HCA or CCA as long as the regulatory objective is reached. However, in any case, any publication should respect commercial confidentiality. If cost accounting is carried out on the basis of CCA, it becomes inconsistent to allow certain form of publication following the article 11 when the article 13 implicitly recognizes that costs data are confidential. 
Additionally, the following issues should be covered in the section 1B:

· If the NRA is willing to impose a specific cost base, HCA or CCA, then the whole accounting system or the accounting separation should work using that cost base (HCA or CCA) for every asset and for each service. Situations where the SMP Operator is asked to implement an accounting separation based on HCA for a part of the assets and on CCA for the remaining part of the assets makes little sense;

· CCA must not to be confused with LRIC; CCA is a method of evaluating - at current prices - the existing assets. Therefore, if accounting separation has to be formally reconciled with the statutory accounts, neither a LRIC costing nor a CCA “with efficiency factors” can be used and audited for accounting separation purposes. 
D: Principles for cost causality, driver definition and attribution methodologies:

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

The problem of setting an absolute border (90/10) regarding the allocation of direct and indirect costs has been already mentioned under question 3. In addition, we remind that the degree of direct or indirect attributable costs depends highly on the type of business and the degree of vertical and/or horizontal integration. Therefore the degree of arbitrary allocated cost in relation to total costs alone could not be a measure for the quality of the cost accounting system.

Table 2.3 shows some categories of operating costs that are allocated to retail activities, such as marketing and sales costs. It should be possible to allocate a proportion of these types of costs also to wholesale business. In several cases, these types of costs are necessary for market development and the benefits of market development in terms of more customers and introduction of new services revert also to wholesale businesses.

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

n.a.
12. Do you think that the cost allocation process illustrated in Figure 1, although simplified, could provide a useful guide for the logic to be followed in cost allocation?

n.a.

13. 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.

n.a. 

E: Guidelines for CCA implementation:
14. 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?

The operator should identify the network assets subject to valuation in the application of current cost accounting.

Network asset revaluation plays a key role in the application of current cost accounting. Since network asset revaluation relies strongly on detailed network data (e.g. equipment inventories) and price information (e.g. contract prices) of the operator, the operator itself is best placed to evaluate whether for a particular asset an accurate revaluation is possible or not. 

In a first step, the regulated operator should come up with a statement on the relevant assets and their values, because he can collect and process the data much quicker on its own than in a joint effort with the regulator. The operator is also used to work with all the relevant input data and can relate its current cost accounting data to its other information systems. Especially taking these aspects of information gathering and reduction of bureaucratic effort into account, it is more efficient to let the operator make a proposal for asset revaluation.

When identifying the network assets subject to valuation the role of the NRAs should be limited to assure that a reasonable number of assets, and so a reasonable part of the total gross book value, i.e. sum of gross book values of all assets, would be revaluated. The revaluation should also include fully depreciated network assets in the statutory accounts if these assets are still in use.
In a second step, however, the role of the NRAs should be limited to check if the identified assets and their revaluation can be reasonably argued from an overall efficiency point of view. 

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

As a general comment we want to clarify that “cost modelling” (and specifically LRIC costing methods) does not represent a Cost accounting and Accounting Separation approach. Neither a LRIC top-down model can be used for the purposes of Cost accounting and Accounting separation (which has to be reconciled with statutory accounts, and structured in such a way of being auditable). 

Accordingly there is no need to make a consultation on parameters and factors to be chosen for “current cost accounting modelling” within the framework of this Recommendation.

If an NRA wishes, for other costing purposes, to define a LRIC top-down model, then the NRAs should not communicate to public and should not submit to public consultation the parameters and factors chosen for this LRIC top-down model based on current costs. 

The methodology of a top-down model requires that such a model refers to a specific real-life operator. Some operators and NRAs use top-down models whereas the bottom-up approach by some NRAs (Germany) is applied solely and others use a hybrid model (as in Denmark, Belgium and other Member States). So the current cost accounting methodology of a top-down should extensively use parameters and factors that refer to the specific real-life operator under consideration. This methodological requirement has three implications: 
· The parameters and factors could not be submitted to a public consultation, because they should only refer to the real-life operator under consideration. 

· The parameters and factors could not be communicated to public, because they represent confidential information of the real-life operator under consideration

· Relevant (non commercially sensitive) parameters for analytical bottom-up cost models in those cases where the NRA decides to make use of them in addition to the operators cost data should be subject to public consultation .
16. Do you think the definitions of net replacement cost, deprival value and economic value given in the text are correct?

The definition of current cost is not correct because it does not reflect the investment cost that a new entrant operator would have to make if it would construct today an efficient version of the network of the incumbent operator.

The purpose of the concept of current cost is to measure the costs that a new entrant operator would have for constructing a duplicated version (or at least an efficient version of it) of the incumbent operator’s network today, providing identical functionality, but using modern assets in place of the historic assets employed by the incumbent. So it is assured that the current cost reflects the “make-or-buy” decision faced by new entrant operators. 

In section 3.1 the paper defines the concept of current cost as the minimum of the deprival value and the net replacement cost. The deprival value is defined as the maximum of the economic value and the net realisable value. The net replacement cost is defined as the cost of replacing the asset with another asset of similar characteristics and age. In addition the draft states that assets with net book value equal to zero, i.e. fully depreciated in the accounts, but still in use, are valued at a net replacement cost equal to zero.

In section 3.4 the paper defines the concept of current cost as the gross replacement cost of an asset. However the concept of gross replacement cost is not defined in that section.

First, the paper mentions 2 definitions of current cost, which are not equivalent in all cases. We recommend to adopt for one unique definition of current cost and to use it consistently in the entire draft.

Second according to the definition in section 3.1 the current cost of a network component that is fully depreciated in financial accounts, but is still efficiently used by the business, is always zero. However a new entrant operator would need that network component when constructing an efficient duplicated version of the incumbent’s network, but it would not acquire the network component at zero costs. So the current cost approach adopted in the draft does not measure correctly the investment cost that a new entrant operator would have. Instead, all network components used by the operator have to be taken into account even if they are valued in the books at zero Euros.
Third, in practice, it is very difficult to determine accurately the deprival value because it requires the economic value and the net realisable value as input. The economic value is based on the net present values of future cash flows, which strongly depend on future market and service evolutions and hence are very uncertain. The net realisable value is based on the revenue the asset would generate if it would be sold, which strongly depends on several distinct factors as the negotiation power of either the selling or the buying party, the time frame in which the selling party would like to sell the asset, the supply and demand on the second hand market … 
The calculation of current costs has to be based on the actual costs of the operator concerned. After valuing the network at current costs, these costs can be checked in the light of achievable efficiency. It is therefore important to consider the possible adjustment towards an efficient production. Adjustments for efficiency should be based upon the operators demand forecasts and subsequently network planning as long as this is not obviously wrong or misleading. The forecasts by access seekers may also be considered. NRAs may only adjust actual costs in the light of efficiency gains based upon regulated operators’ and competitors’ expectations. 

NRAs should not use a scorched earth approach
 because prices will then be approved under the theoretical assumption of full efficiency. Thus no competitor can do better than the by assumption fully efficient operator. As a consequence competitors own infrastructure would require an investment which is higher than the payment for the use of regulated operators’ infrastructure. As a result no market entry through alternative infrastructure would occur. 
The aim of workable infrastructure competition is therefore not compatible with a scorched earth approach. Only the use of a scorched node approach, which adequately takes into account the current infrastructure and costs of the operator concerned, sets incentives to invest in alternative infrastructure by competitors. 

In addition, scorched earth does not take into account the cost of migration from old to new network technology. It does not make any sense to rebuild infrastructure as long as the cost of migration outweighs the savings through the use of newest technology. This break-even however is reached at different points in time for different elements. Therefore efficiency gains are not immediately but continuously realised along a time path which is, by definition, is better embodied by the scorched node approach.

Finally, the ERG paper may not sufficiently cover the issue of gross replacement and for that purpose we will propose a definition such as: 
The current cost of an asset equals the gross replacement cost of that asset. The gross replacement cost (GRC) of assets at any particular point in time is calculated as the sum, over all assets (efficiently) owned by the business at that point in time, of the investment that would be necessary to purchase and install new replacements for those assets at that point in time (using modern equivalent assets if the existing assets are no longer available or obsolete). 
This definition measures the investment that a new entrant would have to make if it were to duplicate the incumbent operator’s network (or at least an efficient version of it), providing identical functionality, but using modern assets in place of the historic assets employed by the incumbent operator. For achieving that goal it is essential that the gross replacement cost includes the gross value of every asset (efficiently) in use by the business, irrespective of the history of depreciation of that asset in any financial accounts to date. Indeed to do otherwise is to seriously distort one of the key measures of the capacity of the business to deliver value, and to understate the true value of that asset base of the business. 

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

The definitions of OCM and FCM are not sufficiently clear for implementing them in practice. 

The concept gross replacement cost is used, but it is not defined in the section regarding current cost accounting (section 3). We suggest adding the definition of gross replacement cost mentioned in the answer of question 16.

The concepts holding gains or losses are not defined. In addition the draft states that some of the treatments in terms of profit and loss need to be further adjusted. However the draft does not explicit what treatments need to be executed. We suggest to add the definition of the concepts holding gains and losses to the draft and to show, as for OCM, 2 examples (one with decreasing prices and one with increasing prices). Of FCM 

The concept return on net assets is not defined. We suggest adding the definition of this concept.

Especially the guidelines referring to FCM are too abstract to be of any practical use. To be of practical use the guidelines referring to FCM should at least contain a definition of holding gains and losses as well as their relationship to general inflation to understand the add on OCM. It is preferable however to emphasize the structural differences between OCM and FCM: OCM requires maintenance of physical output capability; FCM requires maintenance of investors’ financial capital. FCM will therefore not discriminate between initial and new investments. This means that an old assets value is based on market values. It means in addition that the depreciation charge measures the period-by-period change in the market value of an asset. It frequently adjusts asset values for unforeseen changes like fluctuations of replacement costs or license valuation.

A significant aspect in this is the continuous technological change in modern telecommunication networks. It is important that technological obsolescence is reflected when modelling economic depreciation. Investment costs related to the successive introduction of new technologies or new ‘versions’ is higher than the costs of investing in a previous existing asset. Also, asset life times might be shorter as they become obsolete or are no longer supported by vendors. Hence, if these effects are not taken into account in the economic depreciation, it is likely that the depreciation trend is underestimated.

F: Cost of capital and capital employed

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

We agree that WACC is the appropriate basic model of calculating the average cost of capital. In addition however the method for calculating the cost of capital (equity and borrowed capital) should be based upon an objective model regarding in particular the terms and conditions of capital markets which the regulated operator is confronted with. However, WACC does not measure the value creation, it only pays the costs of funds (debt and equity) and does not consider that the undertaking needs an economic value added to grow and finance new business investments. WACC is therefore not sufficient to compensate shareholders for their opportunity costs of supplying any other firm with capital because cost of capital only provides a minimal return on equity.
On average, regulated operators have to pay a return on top of the cost of capital. This is reflected by the so called return on capital employed (ROCE). ROCE equals regulated operators’ earnings before interest and tax (EBIT) in a given period divided by the capital employed in that period. Thus ROCE contains the cost of capital as given by WACC and an on top return called EVA (economic value added), i.e. ROCE = WACC + EVA / capital employed = EBIT / capital employed.

At first sight the assessment of a reasonable mark-up on WACC seems to be a difficult task, because it depends directly on shareholders opportunity costs. In practice, however, it should be adequate to observe the mark-up of firms which operate in unregulated competitive markets. The reasonable level of value added is then a benchmarking result of an appropriate peer group.

It is important to notice that regulation does not make regulated operators business risk free (so called buffering effect). There are several reasons that regulation does not diminish risks but raises them instead
:
1. There exists a lag between regulatory reviews and changes in the environment regulated operators have to face, i.e. costs and demand. The resulting loss in flexibility leads to a higher risk for regulated operators shareholders.

2. The mechanism of price adjustment may be imperfect. As an example universal services often have to be offered involving losses.

3. NRAs usually have imperfect information about demand and costs. Regulatory decisions therefore are frequently imperfect as well.

When evaluating the cost of capital NRAs should also take into account that an obligation to make networks available to other operators includes the risk that the infrastructure costs may not be recovered since access seekers enjoy considerable flexibility in the decision to make or to buy. In a market situation with constantly declining equipment prices the LRIC-approach correlates to a positive value on the option of delaying investments. Mandating wholesale access at LRIC prices thereby represents a real option value to the access seeker, because no compensation for the network operator is considered. As a result, real asset options must be incorporated into the approval of reasonable capital returns, if efficient make-or-buy decisions should prevail.

Concerning the equity/debt ratio, one should be careful using an optimal ratio stipulated by the NRA, not only because such an optimal ratio is very difficult to determine and depends on lots of elements (situation of the financial market, specific financial situation of the company, taxation regime, etc.) but also because of potential impact on other parameters of the WACC such as the value of the beta, the cost of debt, etc. Taking into account all interdependent impacts, the determination of the WACC could then become a purely theoretical calculation which would no more reflect the real financial situation of the company concerned. On the other hand, current ratio can be calculated very easily, without doubts and based on available data which reflect the correct and real financial situation of the company at that moment.

NRAs have to make sure that the different parameters and assumptions used are consistent with each other when calculating the WACC. In particular, NRA should use the same term for both the risk free rate and the market risk premium. Following, and as mentioned already by the ERG, two possibilities may be used to define the term:

1) Lifetime of the most relevant assets

2) Maturity on the duration of the regulatory determination

19. 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?

The Capital Asset Pricing Model (CAPM) is an example for market based determination of equity capital costs. The CAPM derives capital costs from company specific risks and the risk premium as it is granted by the market. It therefore takes into account shareholders’ risks as well as its valuation by market participants. It reflects the real terms and conditions on capital markets in an adequate manner. It is important to note that the capital market appreciates the risk of the undertaking as a whole and no indication can be derived from the market about the risk of any specific business or service offered by the operator. As a consequence the differentiation of cost of capital is a critical issue which might be arbitrary and the result may be inconsistent with the market values.
The WACC is a market based model which estimates market costs of capital due to the fact that the capital market - via each individual investor - is the entity which demands and receives the cost of capital as compensation for providing capital to an enterprise. Therefore, quite naturally the input parameters should be market values. 

However current market values do not completely go hand in hand with a forward looking approach because of the fact that current market prices are generally thought to reflect all public information known to the investors (market efficiency hypothesis
). Therefore the internal forward looking calculations, which are the foundation for investment and funding decisions within a company and other factors which influence the future cost of capital, are based upon information and know-how which is not public knowledge and therefore not (yet) priced in current market values.

One element of these internal forward looking calculations and business plan target values is the target capital structure. For this reason we strongly feel, that an optimal capital structure – in the sense of a target capital structure should be utilised in the calculations.

Using a current capital structure would be a direct contradiction to the forward looking approach and would be far from optimal for the following reasons:

1. The costs of capital (which are the end result of the calculation being discussed) are to be used for accurately estimating future costs. Therefore they have to reflect the compensation which investors will demand for an investment in a specific company at a future point in time.

2. As the cost of capital a company faces is inherently intertwined with the capital structure of that company, the capital structure must be geared optimally if the costs of capital are to be as efficient (low) as possible. If the marginal costs of equity are lower than the marginal costs of debt, it is optimal to substitute equity for debt up to the point where the marginal costs are equal. Naturally the same logic applies – albeit in the opposite direction - if a company's marginal costs of debt are lower than those of equity.

3. If the current capital structure is used in the calculation then this calculation cannot reflect future costs of capital correctly because the company itself will aim to reach the target capital structure. And if regulators base their calculations on the current capital structure, this will inhibit a company in operating as efficiently as would otherwise be possible.

We feel – in accordance with the approach in the “Draft ERG opinion” – that risk less debt instruments, such as treasury bonds, interbank rates (e.g. LIBOR, EURIBOR) or swap rates with duration of 10 years or more should be used as a proxy for the risk free rate. Furthermore we believe that using an average of such interest rates (on risk less 10-year debt) over an economic cycle is clearly preferable to just using the interest on risk less 10-year debt on a specific point of time.

Three possible approaches of defining the risk free rate are:

· Approach 1:

The problem this approach poses is that although a company's investment decisions go hand in hand with it's funding decisions to some degree, for one, a company cannot differentiate its sources of funding (and the corresponding costs of funding) with regard to the use of the acquired funds. Furthermore, returns on capital invested in a company are "produced" by the company as a whole - an investor in such a company does not invest in certain assets (e.g. those used to provide the regulated services) but in the entire company - and receives a total company return on his or her investment.
· Approach 2:
This approach, which would constitute a firm directive by the regulatory authority, which, based upon the sentence written in the “Draft ERG opinion” does not require any reasoning or justification, seem highly questionable and we would be opposed to such regulations.
· Approach 3:

This approach is supported by the literature on the CAPM, therefore it can be deemed appropriate.

On taxation we believe that the appropriate tax rate is a forecast (i.e. forward looking) tax rate.

Regarding the application of a global or disaggregated WACC for various business activities a drilldown along business lines and calculation of separate costs of capital for such sub-entities seems neither accurately viable nor economically sensible because: 
· As far as the calculation of such business line costs of capital are concerned, the main problem is the lack of observable market values as sources for the input parameters, as single business lines of companies (or shares of their equity or debt) are part of the company and are not separately listed on capital markets. Therefore such calculations would either require making various assumptions, to come up with the necessary input parameters for the models under discussion (WACC & CAPM) or implementing other models which somehow find a way to deal with this lack of observable market values whilst producing valid results.

· As far as an economic justification for needing or using such business line costs of capital is concerned, the main issue is that a company generally functions as a single entity – in an ideal case every element of a company has a reason for being in that company, and contributes to that company's success by enhancing its economic value. The simple rationale being that if it were more efficient or beneficial for the company as a whole, to spin off certain elements, it would strive to do so.

However the reasons for having certain elements or business lines in a company are diverse and go far beyond simple financial contributions. A company might for instance keep an unprofitable business line running because the benefits of having this product in its portfolio could be attracting many customers for the entire product portfolio, thereby generating additional revenues in other business lines by keeping the unprofitable business line up and running - if an investor were to invest in this business line on its own he or she would receive "negative returns" on their investment.

On the other hand, keeping less profitable business lines in the company makes it necessary to have other business lines which are highly profitable to compensate for the financial shortcomings of other business lines.

Simple analogy: Keeping assets in a portfolio which produce below average returns because these assets correlate negatively with the total portfolio, thereby providing diversification benefits. If this asset is looked upon as a separately and compensation is simply given in the amount of the below average return, then this compensation is too low and an investor will not invest in this asset, because then the diversification benefit – which is the reason for holding such an unprofitable asset - would not exist.

Summing up one can say that a company is more than a sum of its parts and if a cost of capital is calculated for single business lines, even if it calculated in a mathematically correct way, will not provide adequate compensation for the costs this business line poses for the company a whole.

Supporting this argument we would like to point to a comprehensive study which was carried out and published on behalf of the European Commission, stating: "The fact that substitution at both a service and a call level is taking place demonstrates that, in the mind of the customer, there is a blurring of the traditional distinction between fixed and mobile services." 
. Artificially splitting up companies who provide services in both segments is therefore becoming increasingly untenable.

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

Capital markets require a capital market orientated methodology for determining the cost of equity. Therefore other even more sophisticated market orientated methods like APT might be used. With regard to the regulatory practise though, the CAPM – model has the advantages of being simple to use and being accepted as a widely used standard. So we would strongly recommend the CAPM.

Certainly, subjective methods not based on market data should not be used for regulatory costing.

G: Qualitative characteristics of accounting information

21. 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 are sceptical that the notified operator should be obliged to apply IAS for regulatory financial statement assessment. It must be the sole decision of the notified operator on which accounting standards the regulatory cost accounting framework is based on. It would mean a disproportional effort to provide accounting information for regulatory purposes based on different standards, and then the statutory accounting system is based on (e.g. US-GAAP). 
22. 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?

In order to ensure that the regulatory accounting is submitted in an appropriate time (such as a few months later than the statutory accounts are approved and published) a deadline for the NRA approval of important methodological changes should be recommended. 

23. Do you think the two concepts of "materiality" given in the text are consistent?

n.a.

H: Other comments

24. 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.

In section 6, in order to give to NRAs visibility as to the basis of and amount of allocation across all services, the paper leads to extension of the obligations and the controls on unregulated markets. The proposal should be more precise and it should limit accounting requirements to the strict necessary as not to impose extra-burden to the notified players. Costs and revenues from non regulated businesses should be reported in total and only for the scope of demonstrating the reconciliation of the regulatory accounting with the statutory accounts in markets where an SMP has been identified.

In section 7, the paper suggests that publication should take place at least on an annual basis. But it would not be reasonable to impose several publications a year as it would add disproportionate costs to the notified company. Moreover, as regards the sector-specific regulatory objectives, it is not useful to establish accounts more frequently than every year.
� BT does not support this document. In particular, although some detailed costs and financial results will be confidential, BT recognises value in making as much information public as possible. This encourages confidence in the regulatory regime, by making transparent the way in which an SMP operator is complying with its obligations.





� Telecom Italia does not support the reply to this question.


� Telecom Italia does not support the reply to this question 


� Telecom Italia does not support this statement





�Due to previous reference to ”separate accounts” (see yellow highligts) and in the light of the article 11 of the AID (as correctly  stated in Point 1 of page 2) , more detailed accounts can be requested only for wholesale markets. Consequently, it  appears more appropriate to make a reference to “network cap”, instead of “price cap”.





� Ingraham, A.T./Sidak, J.G. (2003): Mandatory Unbundling, UNE-P, and the Cost of Equity: Does TELRIC Pricing Increase Risk for Incumbent Local Exchange Carriers? The authors empirically find that mandatory unbundling at TELRIC prices increase the incumbents equity costs�


�� HYPERLINK "http://www.sjcny.edu/~kaplan/pdf2/fama_70.pdf" �Efficient Capital Markets: a review of theory and empirical work�", 1970, Journal of Finance, Volume 25, Issue 2, Papers and Proceedings of the Twenty-Eighth Annual Meeting of the American Finance Association New York, N.Y. December, 28-30, 1969 (May, 1970), 383-417�


� Squire, Sanders & Dempsey, Analysys, 2000, Main Report, p. 22
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