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KPN comments on a draft ERG Opinion on 

Proposed changes to the Commission Recommendation on Accounting Separation and Cost Accounting
June 11, 2004

Introduction

KPN welcomes the draft ERG opinion on the proposed Review of the Recommendation on Accounting Separation and Cost Accounting, because it could give a valuable contribution to the transparency and harmonisation of the activities of regulators on these issues.

At the summit in Lissabon, government leaders decided that Europe should become the most powerful and dynamic, knowledge-based  economy of the world.  Excellent telecommunication services were considered to be a major driver for realising that objective. An entrepreneurial climate that is conducive for investments and innovations is required to achieve the objective of excellent telecommunications services.

The importance of fostering investments and innovation is not sufficiently reflected in the position paper on accounting separation and cost accounting. On the contrary. It is mentioned that third parties can rent facilities from incumbent operators for a price that is based on efficient costs. Bottom up incremental costing methods, even based on efficient architectures, could, in the view of the ERG, indicate what an efficient costing level would be. This approach could create a strong disincentive for new activities. KPN therefore strongly feels that market operators should always be given the opportunity to recoup their costs made. Application of efficient costing that makes the recoupment of costs impossible, is not acceptable for KPN and will discourage, if not prohibit, investments and innovation. 

It is true that the opportunity to rent for efficient prices discourages inefficient entry. But the negative effects of such an approach are far more important. A company that can rent production facilities for efficient prices does not have any incentive to invest. It would be very unwise to invest, because by renting both the market risk as the technology risk could be placed on the first mover. Even more serious is that no company would have an inventive to invest, if there is the risk of compulsory provision of wholesale services to cherry pickers at efficient prices.

Large investments are needed to meet the Lissabon targets. Investments in data/ip services. and in broadband (access-)networks, such as fibre to the curb and fibre to the home. The market risk of to these investments is considerable. Adding the risk that a regulator may at any time apply an efficiency discount on tariffs, because new networks could be build at lower costs, could very well be prohibitive for the willingness to invest.

In this context it should be considered that facilities based competition gives the strongest incentives for competition. The development of the market for fast internet in The Netherlands, is a good example of the effectiveness of facilities based competition. 

The cable-tv operators provision about half of this market, and the other half of the market is provisioned with services based on ADSL. Three competitive operators have collocation facilities in all major exchanges, making the ADSL market competitive too. This has lead to a broadband coverage, for more than 95% of the country. Which led to extreme competition, and made it possible that The Netherlands if now among the leading European countries in terms of the penetration of fast internet.

Comments of KPN

KPN welcomes the opportunity to comment on the draft ERG opinion on proposed changes to the Commission Recommendation on Cost Accounting and/or Accounting Separation. The comments of KPN coincide in some cases with the answers provided by ETNO.

KPN would like to underline that the Commission Recommendation was issued under the old ONP regime, where obligations in case of SMP were inscribed in law. The new regulatory regime requires NRA:


· to analyse those relevant markets in the communication sector where competition law is insufficient to redress market failures which could arise,

· in case of a market failure to address this failure with minimum proportional ex-ante obligation(s).
 

The draft changes to the Recommendation seem not to take into account the fundamental change in approach in the sector regulation.

· 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.

KPN is of the opinion that the proposed changes do not take into account, in general, the motive to cost accounting and accounting separation. Cost accounting and accounting separation each represent different instruments oriented to different purposes to redress market failures where appropriate.

Cost accounting 

· only in case tariff regulation as such is a proportional remedy and:

· cost oriented tariffs are the minimum regulatory intervention suitable in that market as a way to set tariffs,

· and cost oriented tariffs allow the regulated market to be contested – i.e. allow other market parties to invest in and enter the regulated market, cost accounting is instrumental to check whether the tariffs are cost oriented. 


The draft changes seem to presuppose that cost orientation of regulated tariffs will be the normal state of affairs. It is clear that the new regulatory framework correctly applied will show that the requirement for cost orientation will be the exception. In the case there would be a need for regulation of (wholesale) tariffs, KPN prefers a price cap system, because this gives more certainty in the market and leads to more efficiency drive with the SMP operator. KPN therefore rejects a tariff regulation system based on a year-by-year cost orientation. The draft should reflect this.

Accounting separation

Accounting separation as such is not an ex-ante measure, which addresses a market failure. Accounting separation can be instrumental to verify a requirement for non-discrimination where proportional.

The A&I directive recognises the differences between cost orientation (art 13) and accounting separation (art 11). The two obligations are not linked. 

KPN underlines that the ERG should recognise the principle of proportionality as a guiding principle in the context of cost accounting and/or accounting separation. According to KPN, there should be a clear analysis of the remedies to be used in each market and each remedy should be proportionate. The principle of proportionality effectively imposes to the NRA to choose the most appropriate, i.e. the minimal required, remedy for the actual market-failure and not to apply all remedies irrespective of the nature of the actual market failure. 

Proportionality also implies that cost accounting requirements shouldn’t be excessively detailed and burdensome. The ERG draft goes beyond what is necessary. 

In particular, to replace existing cost accounting mechanisms implemented at national level is 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 NRAs and regulated operators to what are necessary to ensure a proper and consistent application of the provisions of the Directives and in particular Art. 11 of Directive 2002/19/EC by NRAs. 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.

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

· 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.

KPN does not agree with the following proposed changes:

· The recommendation that accounting information should be available on request to interested parties. Accounting information includes highly sensitive information, which cannot be made available to a broad audience. Such sensitive 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 A&I directive are not similar in articles 11 and 13. In article 11 (accounting separation), NRAs may publish accounting information as far as it contributes to an open and competitive market. The publication of commercial sensitive information would distort competition. The article does not say anything regarding an audit.


· Another issue is that NRA's may be listed at several stock exchanges. Because the accounting separation model is different from the statutory accounts, this information can impact the rate of the shares. The disclosure of financial information has to follow the rules of several authorities, like the SEC. The publication of the separate accounts will therefore cause disproportionate risks and additional costs to reconcile the accounts. 

· In case of costs accounting obligations, the article 13 states: “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.” There is no requirement to publish cost figures.

A final general remark, the granularity of the cost 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 market if a price control obligation has not been imposed on that market. 
B: Cost Accounting:

· 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.   

· 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 as stated in the preceding section removed from the recommendation.

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

This depends on the use of the cost allocation data. When the cost allocation data are used to determine wholesale tariffs, the common costs have to be taken into account. In this respect it is essential that the common costs have to be recovered in the tariffs. For this case we agree with the criteria set out in the report. 

On the other hand when we look at the profitability of certain retail markets or products the allocation of common costs could lead to false conclusions. This is the case when the allocation of common costs (which is arbitrary in its nature) determines whether there is profit or loss. In principle where a subscriber cost is common to all services it should not be allocated at all but notified as common costs so it can be recovered appropriately across all services. 

However if the common costs should be allocated tot the initial retail markets we agree with the statement in the annex (pg 10, paragraph 2.2) that the remaining costs might be allocated based using several approaches. The Ramsey Pricing principle is theoretically most appropriate for this case. Because of the operational implementation allocation based on revenue or margin could be a more practical application.

· Do you agree with the given definition of transfer charges?

The definition is clear enough. 

C: Accounting separation:

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

KPN thinks that the accounting separation requirements listed in the document in general will provide the NRA with sufficient information regarding the regulated services. 

However, we state that the accounting separation should be at the level of identified SMP-markets (for with accounting separation is a remedy). If the competition analysis is performed at the level of markets, why should a lower level of detail be identified? Therefore we do not agree that the aim of the accounting separation is to gather accounting information concerning non-SMP markets. This has to be clearly stated in the recommendation. The last sentence of the first bullet point on page 5 should be removed. “The not regulated business segments can be subject to different granularity levels, according to the proportionality principle”. 
Extreme care must be taken to ensure that the requirements are followed by objective provisions which can ensure that the companies obliged to provide detailed accounting separation are not placed at a competitive disadvantage. 
We strongly recommend that:

· the description (specification) of the accounting separation is made publicly available

· the cost figures should be only available to the NRA

· the NRA publishes a statement referring to 

· the compliance of the cost figures with the description 

· the conclusions  (according to the objectives of accounting separation as motivated by the NRA)

· 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 given examples are clear.

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

The valuation principles as applicated in the statutory yearly report are most suitable to be applied for accounting separation purposes because in this way the cost figures from the accounting separation can be clearly reconciliated with the statutory report. 

In the context of cost accounting for the purpose of cost oriented tariffs both CCA and HCA could be adequate. The imposition by national regulatory authorities of mandated access that increases competition in the short-term should not reduce incentives for competitors to invest in alternative facilities that will secure more competition in the long-term.
D: Principles for cost causality, driver definition and attribution methodologies:

· 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 would argue 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.

On table 2.3 there are some categories of operating costs that are allocated to retail activities, such as marketing and sales costs. KPN thinks that 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.

· 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?

The cost allocation methods have to be specified in a description of the allocation system. The NRA should review this description.  

· 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?

The figure provides a useful guide.

· 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.

KPN thinks that the lifecycle of assets should be taken into account in a cost allocation system. If costs are allocated only on the basis of costs and volumes of the current year, cost allocation will counteract on innovation because innovative new services will be too expensive in the beginning of the lifecycle due to high investments and low volumes. Similarly, at the end of the life cycle, volumes are low as well. Therefore, KPN is not in favour of cost orientation as a remedy at all, but if it is imposed, it should take the form of a multiple year system where the lifecycle of assets/products are taken into account. This consideration applies to the migration of plain old telephony to new voice (see also the Analysys report on VOIP).  
E: Guidelines for CCA implementation:

· 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.

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. 

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

In a top down model, 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 could be subject to public consultation.
· Do you think the definition of net replacement cost, deprival value and economic value given in the text are correct?

The theoretical framework is clear enough.
· 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 sufficiently clear for implementing them in practice. 

F: Cost of capital and capital employed

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

The WACC is the correct way of calculation the minimum cost of capital on the market value of the total invested value. WACC therefore is 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. Consequently applying WACC purely doesn't lead to value creation.

· 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 and debt capital costs. The CAPM derives capital costs from investment specific risk and the risk premium as it is granted by the market. It therefore takes into account shareholders’ and debt risks as well as its valuation by market participants. It reflects the real terms and conditions on capital markets in an adequate manner. 


According the principles of CAPM we stress the following points regarding the input  parameters:

· The equity/debt ratio has to be based on the market value of the current equity and debt rather than the book value of the assets. This is in accordance with generally accepted corporate valuation rules. 

· The risk free rate should be related to the maturity of treasury bonds in accordance to the average lifetime of the assets used, consequently 10 years or more.

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

Because CAPM reflects the real terms and conditions on capital markets in an adequate manner as well it is consistent in the used assumptions, CAPM provides the right framework to determine the minimum cost of capital.

G: Qualitative characteristics of accounting information

· 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?

As per 1 January 2005, International Financial Reporting Standards (IFRS) will be the

mandatory basis for financial reporting by companies that are listed on a stock exchange

in the European Union (“EU”). This requirement is also applicable for listed

telecommunications operators. The implementation of IFRS could be seen as an opportunity to harmonize the regulatory accounting principles across the EU taking the IFRS statutory accounts as a basis. The advantages would include:

· Consistent application of accounting principles in the regulatory accounts and therefore better comparability of the regulatory accounts across the different territories; and 

· Consistent proportionate reporting burden for the operators.

· 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?

A formal approval from the NRA should only be required for complete methodological changes. Refinements due to the evolution of the organisation and business should not be subject to the ex-ante NRA control for the sake of efficiency. 

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

We agree that the amount of common costs at the end of the cost allocation cycle should be lowest as possible. But there is no sense to a maximise the percentage of common costs, because the percentage of common costs depends on the possibility to allocate costs in a causal way. We have a similar comment on the application of current cost methodology.
H: Other comments

· 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 guidelines suggest 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. In any case, costs calculations and audits should be performed following the NRA’s market analyses, the right periodicity being in relation with the market analyses periodicity or at the very most annual. Moreover, as regards the sector-specific regulatory objectives, it is not useful to establish accounts more often than every year. 
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