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Introduction

TeliaSonera AB is pleased to express its view on the “Public consultation on a draft ERG Opinion on proposed changes to the Commission Recommendation on Accounting separation and cost accounting” (i.e. to 1998/322/EC), dated 26 April 2004, hereinafter labelled the “update”.

A basic purpose with the new regulatory package is to use competition and its decision criteria as a primary mechanism to ensure lower prices and better quality to end-users, and leave the instruments of former regulation. 

Given this trust in competitive mechanisms, and also from a legal security and predictability view, important points of the update are too open to interpretation by NRAs.  TeliaSonera points to four general problems with the update, and develops its view below, as answers to each detailed question. These questions concern choice of definitions before choice of methods, whom to model under a competition-based regulation, how to solve the equity risk premium puzzle - and particularly what shall be meant by cross subsidy and cost-based pricing when common costs are large and costs should be pro-competitively defined (used here as a short word for “promote… sustainable competition”, Access and Interconnection Directive (AID, 2002/19/EC, art. 13.2). 



General problems

1. There is an unclear “mix” of methods appearing in the update, without clear declaration for what purposes each is suitable. Accounting separation can only be based on historical factual events, whereas cost calculations for purposes of controlling prices should be based on pro-competitive costing methods. 

The CCA method appears in the update as the solution to most accounting separation and price controlling needs, and the standing of LRIC and SAC in the Annex section 8 is put a bit on the side in the update, left to the NRA to apply under circumstances not specified. The regulatory literature seems to hold LRIC and SAC as pro-competitive costing methods as they reflect floors and ceilings to pricing and also relate to demand alternatives, whereas CCA is linked to statutory requirements under inflation in the accounting literature - only reflecting present supply of resources. Still CCA can contribute to the tasks, but there are important limitations.

CCA works well as a gross replacement cost estimation feeding a forward-looking top-down LRIC model for a real-life operator or bottom-up SAC model for a hypothetical entrant. This potential entrant could only ponder the full cost of new equipment in relation to the probability of sustainable demand at that cost. Follow-ups on price discrimination in the view of accounting facts thus is a different task than checking if pricing deviates abusively from forward-looking pro-competitive cost.

2. The proposed update should ensure in a strict sense that application of remedies in the Access and Interconnection Directive be made consistent under harmonised Union principles. 

Choice of criteria for checking the fulfilment of remedy requirements concerning cost determinations of a notified operator should be assumed to rest on the same principles that are used in the market analysis when SMP operators are defined, i.e. ex post cost criteria . The apparent reason for this is that no other criteria and methods than those of competition case-law are mentioned; see the Framework Directive (FWD, preamble 27) and “Commission Guidelines on market analysis….” 2002/C165/03 (section 1.3 para 24). Indeed, NRAs should take the “utmost account” in applying such criteria in the notification process. It should be equally important not to open remedy monitoring to application of entirely other criteria. There is a great risk that NRAs continue to apply concepts from the former regulation era, which would entirely dethrone the positive aim of the new legislation to create more dynamic competition in all submarkets. 

3. As the regulatory package is new and builds explicitly on competition principles rather than the former regulation principles, the update must expand on how central cost criteria are defined, so that they can be consistently interpreted. 

As front examples, the concept “anti-competitive cross-subsidy” appearing in recommendation no. 5, the expression  “unfair cross-subsidy” of art. 11, and the term “excessive prices” of art. 13 are not defined. In order to ensure harmonised principles and consistent application, they do need to be defined, which is an important task for an update of the present kind. Such definitions are needed, before measures and methods to control them are suggested. The recommendation should guide on how to interpret case-law. This certainly holds for the concepts of “cross-subsidy” in article 11 and “excessive pricing” in article 13. Both concepts heavily rely on comparisons with cost, but how does ERG define them pro-competitively, in the sense of competition law criteria?

4. The very tricky problem of how to handle common and joint cost (that by definition is not traceable to determinable product classes or value-adding activities), needs attention in the recommendation and should not - for reasons of harmonisation - be left to local choice as suggested in recommendation 2.

Rather, any recommendation should spell out case-law criteria that are already in place under competition law. There should be no “special law” criteria any more, as abusive pricing behaviour already is sufficiently defined in general law. Ex ante control differs from ex post application not by criteria, only by timing of dispatch. Therefore an increased focus on what these criteria are, and less focus on detailed internal allocation schemes is needed.  The criteria should be ensured to be applied consistently in all member countries.

Answers to Questions

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.

There are very different purposes with articles 11 and 13 which will be reflected not only in this answer but also in answers to subsequent questions. To reiterate:

Article 11 of the Access and Interconnection Directive (AID, 2002/19/EC) provides the right to NRA to impose accounting separation obligations as well as methods and format of reporting, primarily in order to control discrimination, but also where necessary, to control “unfair cross subsidy”. 

Article 13.3 of the AID prescribes that the burden of proof of prices being in line with cost is with the notified SMP operator, and article 13.2 obliges the NRA to mandate only cost recovery mechanisms or pricing methodologies that are pro-competitive. 

By its logical nature, accounting separation is a concept that only can be based on statutory accounts regarding verifiable events systematically recorded in ledgers, where certain operations or classes of products of a firm are accounted for as if they were independent firms. It involves reporting requirements of the notified operator’s own revenues and profits in its own accounting, as this obligation primarily is directed towards control against price discrimination. This is easy in the sense that it is possible by objective fact to check whether internal down-stream entities and external competitors using a necessary facility pay the same price for comparable services.

According to modern competition case-law, on the other hand, it appears that cost is an economic concept, as outlined in the Explanatory Memorandum of the Commission Recommendation on Interconnection in a liberalised telecommunication market – Part 1 Interconnection Pricing, of 15th  October 1997, C(97) 3148 (provisional text). TeliaSonera still believes that this text is valid for defining cost.

Thus, revenue, cost and profit in the sense of article 11 is close to statutory backward-looking cost with a minimum degree of arbitrary top-down allocation. For art. 13 and cross subsidy purposes, prices should be tested for cost-orientation against pro-competitive benchmarks. As competition law criteria hold both for regulated and unregulated areas, the same benchmarks should be used. Any FDC measure involving allocation of common cost would be arbitrary unless reflecting relative causal factors from the demand side of challenging alternatives, see answer to Q5. 

There is little sense of trying to invent a third standard to be applied to accounting separation and for costing, when current accounting-based systems are sufficient for checking price discrimination (more a checking of prices to different parties) and when bottom-up models of efficient entry are more pro-competitive in defining limits to pricing than fixed top-down cost allocation schemes of present resources.

The conclusion seems to be that there is most need for expanding on what a pro-competitive cost standard is, and that methods are chosen accordingly in a logical way. 

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.

TeliaSonera believes that practical guidelines are missing for implementing incremental costing approaches according to the definitions of subsidy-free prices under competition law, as developed in our answer to Q1. 
B: Cost Accounting:

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

TeliaSonera does 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 proof 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?

TeliaSonera agrees with the definitions for the general purpose of describing the traceability of a cost for a chosen cost object. However, the degree of traceability should be an objective fact that cannot be redefined by choosing allocation method. For example, the ABC-method cannot make an un-attributable cost attributable.

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

Recommendation 2 should be altered regarding treatment of un-attributable cost. Allocation of common and joint cost is not a costing problem, but a policy problem of how to finance common resources. The resources may serve both regulated and unregulated services in ways that are unique to each notified operator. The principles and criteria for controlling price-discrimination and cost-oriented pricing should however be the same in all member countries and not left to NRAs to decide.  

In several aspects the description of SAC in section 8.1.4 of the Annex is correct and relevant.  There is, however, a concern by ERG in the section that SAC overcompensates.  This is not the case, and SAC is wrongly discarded in the section, on a clear but false ground:

- In the text the SAC cost is being defined solely from the dominant’s current supply side. It is assumed in the Annex that all present common cost is allocated to one single product in turn (in extremum, even to a single variant). This is not a correct setting from a causal or competition case-law view. Incremental long range costing analyses for demand-sustainable next-best challenging alternatives are required, where it is assumed that market conditions are or can become such that competition can be created in the long run. Only from this standard, abuses can be dealt with proportionately.

The Heald study
 to the Commission shows that SAC is the preferable method if and only if defined from the demand side, modelling how it just would start tempting a sustainable efficient entrant to compete with a dominant. And combinatorial requirements of the dSAC method would not end up in the incumbent´s common and joint costs being recovered, but taking the costume of the potential entrant challenger´s cost.  

For costing purposes under AID art. 13 incremental costs of an efficient entrant (according to dSAC methodology at lowest sustainable degree of co-production) most closely follow causal principles for resource needs of generic product classes. Later studies support Heald’s argument
. 

To sum up, much work is needed by ERG to catch up with more pro-competitive economically cost-based alternatives to mechanical common cost allocation. By so doing, criteria would come closer to modern case-law on abusive prices as standard for what an excessive price is and to the standard of abusive (anti-competitive) cross-subsidy. 

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 s.m.p. 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?

TeliaSonera does not believe that the recommendation that accounting information should be available on request to interested parties is correct. 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.

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 state that remedies including Cost Accounting and Accounting Separation can only be imposed with reference to specific relevant Markets. 

As an example 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)?

See our answer to Q1 on purposes of AID art 11. Accounting separation has to be formally reconciled with the statutory accounts and hence based on HCA. 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?

Allocation instructions should not be as detailed as in the Annex allocation table 2.3. The suggestions may be right for some situations, but the generality cannot be guaranteed in all situations for all times. 

The former ONP directive (97/33/EC) prescribed indirect cost allocation along a generally formulated ladder of causality, attending decreasing order of traceability. It pointed to causality as the prime means of allocating common cost. Indirect causation via intervening multiple drivers other than usage (like ABC etc), and in a next step via indirect usage-based simpler drivers, and finally by arbitrary allocation, is sufficient as a guide to competition case-law, and also flexible to changes that do occur. We recommend the use of such a general guidance on cost allocation instead of Table 2.3 of the Annex.

It would be wrong to prescribe ABC-costing as a general tool for costing purposes, as causal analyses might require involvement of more analytic economic modelling in order to live up to the first step of causality in the ladder. Recommendation 2 should be changed in this respect. ABC-costing is not a unified theory and may hide great differences in quality as seen from an economic perspective.

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?

Reporting on allocation keys for AID art.11 purposes, will depend on which services use them and what decisions are made on them.  It is the notified operator who best knows the unique causal circumstances for decision-making under competition, case by case, and has the burden of proof.  

Such information cannot be presented before final statutory HCA accounts are closed. Regulation cannot intervene in this process before-hand.

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?

When considering if pricing deviates from cost under AID art. 13, and when checking for anti-competitive cross-subsidy according to recommendation 5, competition law criteria should apply. No other criteria are defined within the regulatory framework.  Figure 1 does not provide necessary guidance for these controls. Prices deviating from FDC/HCA costs, is not an abuse in a pro-competitive sense, but deviations outside floors and ceilings in case-law are not cost-oriented and indeed anti-competitive.

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.

See answer to Q12.

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?

CCA works well as a gross replacement cost estimation feeding a forward-looking top-down LRIC model for a real-life operator or bottom-up SAC model for a hypothetical entrant. For the top-down purpose, the notified operator must make the valuation of the GRC accumulated assets 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?

TeliaSonera strongly opposes a “third costing standard” that becomes unique in each country by consultations. Methods used for AID art. 11 purposes must rest on statutory accounting according to HCA which is unified by international conventions, whereas methods for AID art. 13 purposes and anti-competitive cross-subsidy definitions must rest on competition law criteria. Efficient entry parameters and factors may be consulted publicly for bottom-up models, but not for top-down models.

Some parameters are more important than others in a capital-intensive industry. The decision on the length of economic lives rests with the notified operator in a top-down calculation, because such assessments may change fast and for reasons that a regulator cannot constantly monitor. Also, external accounting requires such unique and constant monitoring by the operator.

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

For price control purposes under AID art. 13, competitive conditions should be simulated in the way that is developed in the Explanatory Memorandum C(97) 3148 to the 1998 part I recommendation. This involves the fully efficient pro-competitive cost of potential or real entrants that sustainably can stay in the market given demand (compatible with dSAC). The age structure should be treated neutrally in such costing along current efficient entry conditions.

For top-down AID art. 11 purposes, the rules for net valuation are properly defined, but impractical to use.

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. Tilted annuities seem to be the simplest way out from this complex area, as developed in an earlier consultation answer on a revision of the PIB regarding FL-LRIC to ERG from ETNO last autumn. 
F: Cost of capital and capital employed

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

TeliaSonera shares the view that WACC with CAPM seems to be the best, simplest and most transparent way to reflect the marginal investor’s opportunity cost, both for AID art. 11 and 13 purposes. 
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?

TeliaSonera especially supports that subjective data of a forward-looking character should not enter the calculation. The foremost problem is deep disagreement among academicians on the current size of the Equity Risk Premium (ERP). The ERP puzzle needs to be resolved by objective estimation from historical facts, on a global basis, in spite of forward-looking principles guiding cost determination. This is the most common legal case-law solution in the Anglo-American world of regulation.

Principally, the risk-free rate and ERP could be the same within all NRAs, as all notified operators acquire marginal capital on a global capital market scene. ERP should be estimated by the arithmetic method for independent investor periods. Any use of geometric means involves the false assumption of dependence, which is not compatible with the CAPM model.

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.

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?

TeliaSonera is sceptical to the view 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 when 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?

Statutory requirements and aggregates is the primary basis for cost reporting under art. 11. and should not be controlled by NRAs for regulatory purposes (no third standard). Only aggregate requirements that do not breech statutory requirements may be audited, if agreed on before-hand.

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

It is unclear to TeliaSonera what the comparative base for consistency estimation should be.

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.

No further comment.
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