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France Telecom’s response to the public consultation on a draft ERG Opinion on proposed changes to the Commission Recommendation on Accounting separation and cost accounting

Introduction

The Commission Recommendation of 8 April 1998 on Accounting separation and cost accounting is based on the Directive 97/33/CE of the European Parliament and the Council of 30 June 1997 related to interconnection. The article 7 of this Directive, which dealt with “notified” organisations as having significant market power, required to draw up recommendations on cost accounting systems and accounting separation. Indeed, national regulatory authorities (NRAs) had the ability to impose those two obligations to the “notified” organisations, which had to implement them.

The regulatory framework on which this Recommendation is based has been abolished and this Recommendation is de facto obsolete. It can be deemed wholly desirable, in order to harmonise the practices, that the Commission draws up a new Recommendation although 2002 Directives do not impose it. France Telecom shares this opinion.

This new Recommendation shall meet Access Directive 2002/19/CE requirements and more accurately those of the article 11 (obligation of accounting separation) and the article 13 (price control and cost accounting obligations).

Access Directive carefully differentiates the obligations (identified in Articles 9 to 13) which might be imposed to the operators designated as having significant market power on a relevant wholesale market. The precise conclusions that a NRA may draw (but not must draw) from the imposition of a precise obligation are set up in the same Article: those conclusions do not apply to an obligation set up in another Article in the general case unless they are explicitly mentioned in that another Article.

This point is of great importance. However the draft Recommendation does not make an obvious distinction between Article 11 and Article 13 of the Access Directive. By mixing the conclusions that the NRAs may draw from one Article or from another one, the draft Recommendation seems to question the provisions of the Access Directive and the will of the whole framework to differentiate the competitive analysis relevant market by relevant market.

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.

France Telecom does not agree with the proposed changes because the draft Recommendation mixes the aims of the cost accounting system and the aims of the accounting separation. The objective, the nature and the level of the information which is required, processed or transmitted are very distinct according to the imposed obligation.

The obligation to set up a cost accounting aims at the verification of cost orientation when imposed and also at the provision to the NRA of costing methodology informations as detailed as necessary.

The accounting separation, on its side, is intended to verify the compliance with the obligation of non-discrimination. It provides information on aggregates of products which is corresponding to this aim (core network, access network, wholesale, retail, …).

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.

The guidance given for the implementation of a cost accounting system is relevant and well-detailed. Pointing out to the definition of the different costs and to their allocation methodology will considerably help  the operators which will have to implement such a system.

However, it is necessary to remind that the implementation of a cost accounting system and the provision of separated accounts are treated as differentiated obligations by the Access Directive.

The different players have evidently to be informed about the major principles ruling those systems. Nevertheless France Telecom considers that their concrete implementation is within the competence and the responsibility of the operator on which one or another obligation is imposed, in relation with the NRA.

B: Cost Accounting:

3. Do you agree with the general rules established to prepare a cost accounting system? 
France Telecom considers the general rules as relevant.

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

France Telecom supports the definition given by the ERG. Concerning indirect costs or costs shared by several products and services, it is essential to define allocation keys representative of the used resources. 

Besides, it is very relevant to introduce a hierarchy in allocating methods. When there is no direct allocation driver, it is always better to select an indirect cost driver, even if there is only a light relationship between the initial cost and its destination. This methodology is relevant and much preferable to an allocation based on an arbitrary agreement.

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

The necessity as mentioned in the draft Recommendation to look for the most objective methodology, according to the hierarchy proposed at the point A e, in order to allocate joint or common costs related to their use should be recognised.

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

The issue relative to the transfer charges concerns the verification of the compliance with the obligation of non-discrimination within the accounting separation framework. This issue is dealt with in part C, question 8.

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 aim of accounting separation is not to provide detailed information on regulated services.

The various stakeholders (NRAs, consumers, operators) have not the same needs concerning information.

Three levels relative to the cost data publication have to be distinguished :

· publicly available information

· provision of non public data to the NRA 

· provision of data exclusively to the auditors.

When an obligation of cost orientation has been imposed to a SMP operator, it is natural to provide to the operators purchasing wholesale services information on the nature of costs which are inputs for the price they have to pay. Nevertheless, details on the costs have not to be communicated to them. Similarly, the allocation of network components to those wholesale services has not to be publicly available as this information would provide them an unfair competitive advantage. When an operator has an obligation for cost orientation of prices, the control of its tariffs is ensured by the NRA. The NRA should not publish information falling under commercial confidentiality (Article 11). 

In case of a cost orientation obligation, the NRA evidently needs to understand how the costs are elaborated in order to make its own opinion. This level of information has not to be communicated to the market players.

Lastly, some data and particularly strategic input data used by the model are totally confidential and have not to be communicated to third parties. Only the qualified and independent body in charge of the regulatory audit has access to all the data necessary for its mission.
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 cost accounting is one of the means to verify non-discrimination and a way to prevent unfair cross-subsidy between the various groups of activities of the undertaking (network, wholesale, retail, …). It is not and cannot be a way to define a cost allocation of the network components to the various products, which is the responsibility of a cost accounting system.

France Telecom does not agree with the definition of transfer charges given in the draft Recommendation.

The transfer charges can only be set up as mentioned in this draft when products such as access, traffic, leased lines are provided to another product of one of the same category.

On the contrary, the transfer charges applied from network to retail or wholesale products are the automatic result of the cost allocation implemented following the principles described in section 2. The implementation of those principles leads mechanically to the compliance with the principle of non-discrimination.

When building separated accounts, those network charges become the transfer charges which respect mechanically the obligations of non-discrimination.

Therefore, it is not necessary to set up rules relative to network transfer charges towards products. At best, those rules would not be useful and at worst they would be incompatible with the principles described in section 2.

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

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?

France Telecom agrees with these principles but highlights that their implementation has to be adjusted according to the organisation appropriate to each network. Besides, several details have to be corrected, for example it exists some operating costs corresponding to sales or marketing costs which concern wholesale products.

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?

Before being implemented, the general principles for allocating costs have to be discussed between the NRA and the operator concerned by the obligation of a cost accounting system. In practice it is nevertheless not possible to have a detailed process with regard to the various allocation keys since those keys are many various, complex and will move according to the network or undertaking change of organisation and according to the information system.

The auditors will verify the validity of the whole set of keys and their traceability after cost calculation since it is only at this point of the process that it is possible to analyse and assess the consistency of the whole set of results.

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?

France Telecom has used to this kind of cost allocation process for a long time and considers that this description will be useful for the operators having to implement for the first time a regulatory cost accounting system.

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.

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 if for a particular asset an accurate revaluation is possible or not. 

When identifying the network assets subject to valuation the role of the NRAs should be limited to assure that a reasonable number of assets would be revaluated. The revaluation should also include fully depreciated network assets in the statutory accounts if these assets are still in use.

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. 

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. 

The methodology of a top-down model requires that such a model refers to a specific real-life operator. 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 two 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

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

A reference to the concept of economic value, which is based on a market approach, cannot avoid the question of its articulation with an obligation to calculate cost-oriented prices. And any calculation of cost-orientated prices needs to begin by an evaluation of the costs. 

However, as everyone following an economic approach knows, the capital value on a specific year, equal to the sum of a depreciation term plus a reasonable return on the capital employed, is determined by the evolution of the conditions of the demand on the market(s) as regards businesses which are in exact relation with the use of these assets. In other words, the capital value depends in theory on market(s) prices for products and/or services, and not the opposite.

Among an infinity of possible profiles, the right profile for economic depreciation of the assets, theoretically speaking, describes in an exact manner the way the cash flows generated in the future by using these assets during their remaining useful life will ensure exactly the reimbursement and the remuneration of the capital invested at its opportunity cost, following the market conditions at every moment.

Following these considerations, it is nearly only in perfectly competitive markets that one can hope to observe a natural adequacy between the principle of a "cost-orientation of the prices" and “the economic value” of the assets. But that kind of markets are out of the scope of the sector-specific regulation.

ERG considers a need to differentiate the evaluation of current cost of network assets depending whether the operator is already in place or is a new entrant starting from scratch. In the case of a new entrant, the reference current cost would represent the purchase price of a new network based on the best available technologies. In the case of an operator already in place, the reference current cost would be determined on the basis of an equivalent modern asset, considering similar age and characteristics, both in terms of capacity and functionality. Besides, ERG suggests to evaluate at zero the capital value for these assets totally amortised these assets being still used or not. 
This dichotomy obviously raises a problem since if the current costs are effectively used to constitute the reference accounting for the elaboration of the reference interconnection offer, the choice of the reference concept (net replacement cost, net sale price or economic value) for the evaluation of network assets cannot be evaluated independently of the objectives assigned to this pricing.
Regarding the reference costs for the elaboration of the SMP reference interconnection offer
, France Telecom would like to remind that the European Commission has recommended to base these prices on long run average incremental costs, the practical implementation of which leads to calculate current costs. Today a large number of operators within the European Union uses effectively this concept in calculating tariffs of their reference interconnection offer
..
Apart from the fact that this method leads to relevant and efficient costs, such a pricing constitutes the right signal “make or buy” since the LRAIC represents for an efficient operator the cost of building today a network infrastructure based on the best industrially available technologies. Such a pricing distorts neither the competition between technologies nor the operators’ choice between building alternative infrastructures (“to make oneself”) and renting infrastructures to the operator in place (“to buy from a third party”).

To be "efficient", an interconnection tariff must reflect the collective choice between the short term benefits due to services competition and the long term benefits due to facilities-based competition. A too low tariff would discourage the investment in alternative networks, whereas a too high tariff would prevent the new entrants from competing directly with the operator in place. The "right" level of tariff is thus the one which incites operators to a socially optimal choice between building an alternative infrastructure and renting of the infrastructure of the operator in place.

Now by stating arbitrarily that the cost of using totally amortised assets is equal to zero, while these assets have an intrinsic economic value as long as they are used to produce services, such a regulatory decision would make these assets no reproducible by new entrants whatever efficient they are and even in conditions of economic viability.
Such a practice would thus go obviously against the long term objectives. Besides, it would contribute to artificially confer a character of essential facilities to the assets of the operator in place, justifying afterward the need for a sector-specific regulation.

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

France Telecom has no remarks on the definitions given by the ERG.

F: Cost of capital and capital employed

France Telecom would like to highlight that since the Recommendation of 1998 the NRAs have in general used the reference of the weighted average cost of capital (WACC) but the practices may be very different from one country to another.

We are faced with some preliminary questions to which the NRAs have given various answers .

Do we determine the cost of capital of the regulated undertaking? If yes, is it for the whole of its activities or only for the regulated activity? If no, do we determine a cost of capital of the “sector”? On which assets do we apply the return on the capital employed (before taxes)?

Different practices

The annex of the draft Recommendation mentions that the cost of capital of an undertaking is an “opportunity cost”, that is to say that creditors and shareholders choose between several investments to make up their portfolio. An undertaking has to remunerate its shareholders and to reimburse its creditors at the rate they demand, taking into account the risk they assume when they bring or lend funds to the undertaking. The cost of capital is therefore the cost of the undertaking global financing. It is equal to the weighted average of the cost of equity and the cost of the debt (but it pre-exists to both of these two costs which are not independent from each other).

Several methods may be used to determine the cost of capital of an undertaking. One may for example seek the discount rate for which the current sum of the present value of the forward-looking cash flows is equal to the value of the undertaking. 

The Recommendation of 1998 has prioritised the method according of which the cost of cost of equity is determined by the capital asset pricing model (CAPM). In this model, the cost of debt is equal to the marginal cost of debt and after taking into account taxation, the cost of capital of the undertaking is calculated as a weighted average of those two rates respectively by the shareholder’s equity and the debt.

The NRAs have adopted this approach but applied it in different ways, particularly as far as the chosen parameters are concerned. Indeed the shareholders’ equity and the debt which would be determined at their market value have sometimes been determined using the accounting values. The debt/equity ratio is thus determined using sometimes the market values and sometimes the accounting values, but the NRAs may also choose a “target” debt/equity ratio. As said in the annex page 34 : “The NRA will then have to consider several options for each parameter”. It will be most important that the definitive Recommendation points out to the necessity of a consistency between those options. When the cost of financing is based on the economic liabilities, it is consistent to apply it to the economic assets. But by the fact that the NRAs may choose very different options, any benchmarking between the Member states will be very unreliable.

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

As mentioned above, there are several methods recognised by the economists as valid to determine the cost of capital of a company. Apart from the method described in the annex of the draft Recommendation, another method is to determine the discount rate for which the sum of the present value of the provisional cash flows is equal to the value of the company. Under certain assumptions concerning financial markets, the obtained discount rate is the weighted average cost of capital of the company, got with a different method of calculation. 

Besides, the choice of a WACC method implies other choices: one for the method of determination of the cost of the shareholders' equity and one for the method of determination of the cost of the debt.

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 criticisms made to the standard CAPM are well known and will impede its use for regulatory purposes. The model uses historic series, what brings few informations for the future. It uses a too small number of factors to explain the risk attached to a share: for financial analysts, the liquidity is missing as particularly important concerning this Recommendation, the evolution of the regulatory framework.

The definition of every input parameter (rate without risk, etc.) is standard. The true problem, which is not evoked in this questionnaire, arises from the discretionary feature regarding the choice of a particular indicator for representing each parameter. The annex provides several options for each parameter. But generally, discretionary features lead to an increasing opaqueness and a lack of confidence in the final decision, ending to more difficulties for the regulatory authorities.

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

France Telecom agrees with this opinion. There are other methods and particularly those which derive from the CAPM by modelling more subtly the cost of shareholders' equity, notably by taking into account the temporal horizon and the regime of the regulation.

Besides, France Telecom would like to say again that there are other valid methods, accepted by the economists, and which consist in defining the cost of capital as the discount rate which makes equal the sum of the present value of the provisional cash flows and the present value of the company.

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?

Within the current national laws, the operator is responsible of its accounting system and standards it uses, under the control of its statutory auditors. This point is not within the competence of the national regulatory authority in charge of the network and services electronic communications sector.

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?

The changes in the presentation of regulatory costs elements must indeed be discussed between the operator subject to the obligation and the national regulatory authority. The changes in the composition of regulatory aggregates and sub-aggregates can be presented to the national regulatory authority for a preliminary agreement. However, as the detailed composition of each of the elements may be modified due to the various evolutions already quoted in the answer to the question 11, a procedure foreseeing that all these changes should be discussed for a preliminary and systematic agreement is not justified. In fact, implementing such a procedure would create a too heavy burden on operators and thus would be inefficient.

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

10% maximum of common costs allocated on a proportional basis at the end of the cost allocation cycle

If the share of these common costs remains too high, the reliability of the cost accounting system may be questioned. However, although a percentage around 10% seems to be a reasonable objective, it is necessary to mention that this value depends on the undertaking structure and it is therefore not desirable to freeze a priori a threshold. Besides in order to reach an optimum model, the NRA should not decide a priori what are the common costs.

15% maximum of costs which are not taken into account in the current costs

Reaching at least 85% of the network assets calculated by using current costs seems to be a fair objective. A too low value may lead to an hybrid system mixing two types of costs the meaning of which differs. Aiming a too high value may be difficult. Indeed some assets have too low value or represent too various types of equipment to be calculated in current costs. Moreover because some assets come from emerging technology without stabilized prices calculating them with relevant current costs is not possible.

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 7, the paper suggests that publication should take place at least on an annual basis. It would not be reasonable to impose several publications a year since 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. 

� Cf. Recommendation of the Commission 98/195/CE on January 8th, 1998 concerning the interconnection in a market of telecommunications liberalized (Part 1 – pricing for the interconnection)


� Cf. report prepared by Andersen at the request of the DG information society: « Study one the implementation of cost accounting methodologies and accounting separation by telecommunication operators with significant market power », in July 3rd, 2002.








PAGE  
12

