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Public consultation on a draft ERG Opinion on proposed changes to the Commission Recommendation on          Accounting separation and cost accounting
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.
In principle, TIM hopes that the regulatory tools to be implemented under the New Regulatory Framework will be diversified and proportionate to the degree of competitiveness reached on various markets.

In terms of remedies, Cost Accounting and Accounting Separation are two distinct obligations that could be imposed according to the specific regulatory problems they are intended to eliminate and with different costs and degrees of rigour and strictness.  It follows that since Accounting Separation is a remedy in itself, it cannot be deemed to constitute the logical evolution of Regulatory Accounting Systems. 

In such regard, TIM has pinpointed two distinct fields for the potential application of Accounting Separation: 

1. Horizontally integrated dominant operators in a specific market that are in a position to extend such dominance to integrated markets: the convergence of business (for instance: fixed telephony – mobile telephony, etc.) may give rise to a dominant position warranting the structural break-up of the company; accounting separation could be adopted as a justified and in fact absolutely indispensable alternative to such a drastic and excessively burdensome solution, since it allows for the actual separation of two or more business divisions that are economically and operatively convergent, even though they are clearly distinct from a regulatory standpoint;

2. Vertically integrated dominant operators in a specific market that are in a position to extend such dominance to integrated markets (for instance: wholesale/retail in telephony, production/distribution in energy): even in this situation, accounting separation represents the most adequate tool to guarantee the cost orientation of regulated rates. It is in fact in this context, moreover limited to the notified ex-monopolist fixed operators that accounting separation has been historically applied, accounting separation is implemented with a view to preserving forms of crossed subsidies between retail and wholesale services.

In the case of mobile Operators that focus on the wholesale market which accounts for a modest percentage of their overall business, a proper cost allocation system for services (both regulated and unregulated) would be sufficient to reach the target of ensuring that wholesale tariffs are commensurate with costs. An accounting separation system would be inappropriate and disproportionate to the goals pursued by the NRA. Accordingly, in order to respect of the principle of remedy proportionality, TIM feels that it is more reasonable to opt for a less invasive approach, based on a proper regulatory accounting model to be jointly set up and implemented by a workgroup involving both operators and the NRA.

In confirmation of the above, the mobile market at both the national and EU levels, has never been subject to accounting separation obligations. The old Italian regulatory framework (Presidential Decree No. 318/97) required all SMP notified operator to maintain separate accounting “for each activity undertaken in respect of interconnection, including interconnection services offered within the same organisation and those supplied to others, so that accounts pertaining to installation and network operation are maintained separate from accounts pertaining to the individual services rendered”; the subsequent regulation on interconnection (Ministerial Decree of April 23, 1998) limited accounting separation obligations solely to the notified bodies mentioned in schedule A, parts 1 and 2 (public fixed network and systems of leased lines) following the joint opinion rendered by DG IV and DG XIII (Opinion of March 10/17, 1998). This opinion in fact required the Italian government to modify the first version of the regulation that “incorrectly” extended accounting separation even to mobile operators.

Further confirmation that accounting separation obligation is not binding on mobile operators, at the EU level, can be found in the recent , the authoritative OFCOM decision’s issued following an in-depth analysis of the termination market in light of the new regulatory framework (“Wholesale mobile call termination” – June 1, 2004).

It must further be borne in mind that any implementation of complex accounting separation and transfer price systems would entail investments and significant impacts on:

· resources, for reengineering, implementing and maintaining database, general ledger, data mining, etc.

· processes and procedures, in terms of feeding accounting plans, registration managerial events, internal responsibilities to guarantee the process, etc.

· as well as the restructuring of the general and operating accounting practices of service providers. 

What is often misunderstood is the fact that companies have commonly available that type of information necessary to feed an accounting separation system: regular management reports don’t need such detailed view and even economic evaluations, moreover characterised by detailed data, are usually developed on the basis of management data or technical estimation, not surely based on detailed accounting systems.

Accordingly, in keeping with the principle of the “proportionality of the remedy”, TIM feels that an adequate regulatory cost accounting model would certainly go on achieving regulatory goals in the mobile market. TIM further feels that the an accurate and clear cost accounting system can be, in addition,  ensured if it is designed by workgroups
, involving both sector operators and the NRA.  This approach indeed allows for the in-depth definition of the applicative aspects of methods and models that would also help streamline the subsequent auditing phase aimed at checking the proper application of methods in the cost accounting systems adopted by operators. 

The goals correctly aimed by NRAs in terms of transparency, traceability and clearness can be, therefore, performed by an accounting system implemented according to clear guidelines jointly designed as described above.

In other words, accurate and audited cost accounting systems allow NRAs to control regulated services and to make the correct decisions in pricing reduction, as showed by decreasing trends in Italy and in Europe. 

In this regard, special mention must be made of the Italian experience in the sector in the past three years in which regulatory cost accounting models that were set up and designed jointly between operators and the NRA and later suitably audited by independent bodies, promoted and supported the regulatory goals set forth by the NRA in terms of reduced fixed-to-mobile rates.

Do you think that the proposed changes to the text of 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.
With regard to the completeness of the guidelines for the implementation of a cost accounting system, TIM feels that it would be sufficient for the ERG Opinion to define the guidelines for the relevant issues: the details required for the actual implementation of the models (for instance allocation matrices and drivers) ought to be jointly defined at the local level through workgroups involving the NRAs and sector operators that take into consideration the specific context in terms of:

· the peculiarities of the individual markets in terms of type of final user and the technological features of the services provided, (e.g. electromagnetism aspects);

· the regulatory framework on the whole; 
· structural, accounting and management aspects of the service providers.

Cost Accounting
Do you agree with the general rules established to prepare a cost accounting system?
TIM agrees with the general rules for a cost accounting system, set out in the text.  In answer to question 1 in the section “Draft ERG Opinion”, the requirements of in-depth examination must also be laid down in terms of general issues.

Do you agree with the definition of directly attributable, indirectly attributable, joint and common costs?
TIM agrees with the definitions set forth in the text with regard to directly attributable, indirectly attributable and common costs.

Do you think common and joint costs allocation criteria are set out in a proper way?
TIM agrees in respect of the criteria (i) (allocation on the basis of an analysis of the origin of the cost) and (ii) (allocation with reference to cost categories that are more punctually attributed).  With regard to point (iii) allocation based on the weight of direct costs, TIM feels to point out that such driver has been calculated by considering direct and indirect costs, both allocated to the services. In any case, TIM reserves the right to use alternative drivers, even as recommended by the Regulator.

Do you agree with the given definition of transfer charges?
Given that TIM feels that Accounting Separation is not applicable to the Mobile market, the transfer charges arising from the application of Accounting Separation are therefore not definable.
Accounting separation
Given that TIM feels that Accounting Separation is not applicable to the Mobile market, TIM refrains from making comments on this section of the Consultation.

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?
TIM agrees with the cost causality principles described in the text.

With regard to operating cost allocation methods and drivers and invested capital items set forth in tables 2.3 and 2.4, TIM feels that it would be proper to view the same as general guidelines subject to adjustment during application, so as to bring them in line with the types and structures of costs and processes typical of the operators subject to regulation.

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?
In order to define a list of cost drivers, it should be necessary to analyse the complexity of allocation models, the information data available (financial, traffic, network information, IT systems etc), the typology of services and platforms. This complex evaluation process can be made only through cooperation between operators and NRAs, otherwise the list of drivers couldn’t be successfully adopted and also the audit activities can’t take place correctly. 

Do you think that the cost allocation process illustrated in figure 1 although simplified, could provided a useful guide for the logic to be followed in cost allocation?

TIM shares the streamlined cost allocation process, but feels that this detail must be shared by all the notified operators and in the individual NRA’s at the national level.

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. 

TIM feels that the basic principles set out in the document, are exhaustive.

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 indentified by the NRAs and the operators?
TIM agrees that assets subject to revaluation in application of CCA methodology should be identified jointly by the NRAs and the operators through workgroups. With regard to the complexity involved in applying CCA methodology custom-designed for each individual operator, the NRAs must take into account the diversity amongst the various operators (network structure, procedures for the acquisition of assets, etc.) as well as the efforts that the operator must exert in terms of resources and information technology systems in order to comply with requests for information that is not already available within the company.

TIM further feels that it is important to highlight the fact that the valuation perimeter must include all the company’s assets, without focusing solely on network assets, since all the assets of a mobile telephony company contribute to the industrial operation of the business. 

Do you agree that NRAs should illustrate and submit to public consultation the parameters and factors chosen for current cost accounting modelling?
TIM agrees that public consultation is necessary for laying down the main guidelines, but feels that methodological detail can only be achieved through consultations with the NRAs, with a view to checking the aspects peculiar to the domestic market, operating procedures and the ability of notified sector operators to provide information.

Do you think the definition of net replacement cost, deprival value and economic value given in the text are correct?
TIM agrees with the definitions laid down in the text with regard to net replacement cost, deprival value and economic value.

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

Cost of capital and capital employed
Do you agree that WACC is the correct way to calculate cost of capital?

TIM feels that WACC is the best method for determining the yield of average employed capital at the company level, bearing in mind the unitary nature of the business in which mobile telecommunications operators engage.

It must be underlined that, by calculating financial parameters as beta risk premium, it must take into account the business in its wholeness. All the investments made by mobile telecommunications operators, using all the alternative technologies (GSM, GPRS, EDGE, UMTS) are targeted at a single offering of voice and data transmission services aimed at retail and wholesale customers, and must therefore be included in establishing the Average Employed Capital to be subjected to the regulatory WACC.

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?
TIM agrees adopting CAPM as method for estimating the cost of equity for regulatory purposes, especially since CAPM has been widely accepted in international authoritative commentary. 

With regard to the parameters in question, TIM feels that it would be correct to use the operator’s specific parameters in calculating the cost of equity, in keeping with the structure of the costs input into regulatory accounting models. In particular:

· The Gearing Ratio must reflect the real financial structure of the company and not mean sector-specific financial structures or purely theoretical target structures. Apart from financial debts, sources of interest-bearing financing, must also include the Reserve for Employee Termination Indemnities and the Tax Fund that most authoritative commentators consider to fall within the category of source of interest-bearing financing;

· The Tax Ratio must be represented by a nominal rate that takes into account specific tax peculiarities at the national level (for instance: the Regional Production Tax (IRAP) in Italy).

Do you agree with the fact that, besides CAPM, other methodologies could be correctly utilised to determine the cost of equity?
TIM agrees on the alternatives to CAPM for determining the cost of equity, but feels that these alternative methods are not easily adaptable to determining return on investment. Therefore, TIM feels that although CAPM may be considered, at least for the time being, the best available model for determining the ratio between risk and return, and is currently the most widely used model
.

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? 

In principle, regulatory cost accounting is targeted at meeting precise objectives that are quite different from the goals pursued through other accounting principles. As a result, TIM feels that it is necessary for specific methodological guidelines to be defined jointly with the NRAs, with a view to ensuring the proper application of regulatory accounting principles. 

In the absence of specific rules, TIM feels that it would be most appropriate for reference to be made to the economic literature on management accounting. 

It is clearly confirmed that the underlying basis of regulatory accounting principles (HCA and CCA) is the General Accounting of the company, as summarised in the audited Financial Statements for the period in question. In such regard, TIM points out that the choice of the accounting principles of reference, and therefore the adoption or otherwise of IAS, should not in any event be left to the NRAs, but should fall within the sole remit of other national oversight authorities (for instance, CONSOB in Italy).

In order to guarantee comparability and consistency overtime, 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 such regard, instead of unilaterally establishing changes in the aggregates in the operator’s regulatory financial statements, the Regulator ought to formalise joint decisions made through technical round-tables and workgroups that include the operators. In this way, the parties involved could put forward their proposed changes based on natural economic and corporate trends that would not be immediately apparent to the Regulator without such consultations.  

Lastly, operators ought to be able to make changes to the aggregates and sub-aggregates that, unless previously approved, must be motivated at the time of auditing and certification of regulatory accounts.

Do you think the two concepts of “materiality” given in the text are consistent?
Materiality of discretionary costs

TIM does not agree that common and joint costs that do not directly or indirectly pertain to a specific service are to be limited to a pre-set maximum value (10%). The limit in question is not applicable to mobile operators that, in addition to normal staff costs and overheads, sustain considerable sales and caring costs (acquisition of customers, advertising, customer service) due especially to field organization widespread through the territory; these ones, being common to all the services, must be allocated and therefore recovered through revenues generated by all the retail and wholesale services provided.

Materiality of assets

The document refers to materiality in numerical terms (85%) without providing a breakdown of calculation procedures. 

TIM feels that:

· the 85% must be calculated separately on Intangible and Tangible Fixed Assets; 
· the 85% should include assets revalued as Current Costs using one of the following valuation methods:

· Absolute Valuation (Quantity x Current prices),

· Price indices,

· MEA,

· HCA=CCA for recent assets and/or assets with a useful lifespan of no more than three years (for instance, software). 

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.
TIM feels that operating expenses must also include licensing fees and costs for the acquisition of bandwidth that are not mentioned in the draft. These costs, sustained to operate in the mobile business, are not attributable to a specific service, but pertain to the entire range of offerings, and therefore ought to be considered common costs to be recovered through the sale of all the retail and wholesale, incoming and outgoing services on offer.

� Recently, Irish NRA ComReg has formed a working group in order to share cost accounting models.


� For more in-depth information see Brealey-Myers-Sandri “Principi di finanza aziendale” [Principles of corporate finance], 1999.
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