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ERG OPINION ON COST ACCOUNTING, MARCH 2004

Response by UnitedGlobalCom Inc 

The IRG working group on cost accounting has published its recommendations on the implementation of obligations for accounting separation and cost accounting systems for operators designated as having significant market power.  These recommendations, which are set out in the consultation document entitled “ERG Opinion Prepared by the IRG Working Group on Cost Accounting 22 March 2004”, build upon the European Commission’s 1998 recommendations on cost accounting and accounting separation.  This response is provided on behalf of UGC Europe. UGC Europe is a wholly owned subsidiary of UnitedGlobalCom, Inc. a leading broadband communications and entertainment company. Through its UPC Broadband division, UGC Europe provides television, Internet access, and telephony services to over eight million customers in eleven countries in Europe. UGC Europe also owns interests in and develops media and content services through its chellomedia division. 

In general, UGC has no concerns undue concerns with what is proposed in the consultation document. However, there is one particular issue which we feel is a concern. In its recommendations the IRG working group indicate that the recovery of costs should be done in accordance with the principles of:

· cost causation – cost should be recovered from those products or activities which cause the costs to be incurred; 

· distribution of benefits – costs should be recovered from the beneficiaries especially where there are externalities;

· effective competition – the mechanism for cost recovery should not undermine or weaken pressures for effective competition; 

· cost minimisation – the mechanism for cost recovery should ensure that there are strong incentives to minimise costs; 

· reciprocity – where services are provided reciprocally, charges should also be reciprocal; and 

· practicality – the simplest reasonable mechanism for cost recovery should be used wherever possible.  The choice of this mechanism should take into account the availability of reliable information.  

Within the Annex to the consultation document the working group suggests possible allocation keys for both operating costs and assets and liabilities.  This includes a proposed allocation key for the allocation of shared transmission assets
, which is based on the usage of the equipment.  For example, it is suggested that shared cable and wire should be allocated on the basis of the amount of cable used to provide different services, local loop equipment on the basis of line usage, and radio and satellite equipment on the basis of the usage of channels.

Whilst usage is one possible allocation key for allocating shared transmission assets, based on the cost recovery principles set out above, this allocation key may not always be appropriate.  There is often no unambiguously correct method for allocating shared transmission assets.  This is largely due to the lack of an obvious cost causation trail.  For example, the cost of installing shared fibres, and to a large extent the cost of the fibres themselves, is independent of the number of products provided over them.  Hence, the majority of these costs would be incurred if only one product were offered.
  

In addition to the usage based key proposed in the consultation document, other possible allocation keys for allocating shared transmission assets include:

· The number of products offered.  The cost of the shared transmission assets could be split evenly over the different products which are provided over the assets.

· The number of subscribers to products which use the fibre.  The cost of the shared transmission assets could be split evenly over the total number of subscribers.

· Weighted subscriber numbers.  The costs of shared transmission assets could be split over subscribers weighted to take account of either the bandwidth used by each subscriber, or the relative values to the subscribers of the different products (for example if the average subscriber values product A twice as much as product B, a product A subscriber should receive twice as much of the allocation of assets as a product B subscriber).

· Allocate to the basic product.  The cost of shared transmission assets could be allocated to a basic product which is consumed by all subscribers.  When allocating the cost of shared cable in BTs LLU product Ofcom recommends that these shared costs should all be allocated to the narrowband service.

As mentioned above, based upon the cost recovery principles set out in the consultation document, there are circumstances in which usage based allocation keys perform less well than others.  In particular, when new services are introduced an allocation based on capacity usage can result in allocations which are contrary to the principles of the distribution of benefits and effective competition.  

For example, if a network had originally been used to provide just one service, and subsequently a new service with similar capacity usage was introduced (e.g. the introduction of digital TV services on cable TV networks), an allocation of shared transmission equipment based on capacity usage can result in a significant proportion of the shared transmission costs being allocated to the new services’ relatively small subscriber base.  This allocation does not reflect the distribution of benefits and could impede the development of the new service and hence effective competition.      

Additionally, in an environment of cost-based pricing, such an allocation key would result in the unit cost, and therefore price, of the existing service (e.g. analogue TV) falling when the new service was introduced and then increasing as more subscribers switch from the old service to the new.
  In such a situation it would be preferable to allocate the transmission assets on the basis of subscriber numbers (or possibly weighted subscribers) rather than on capacity usage or the number of services carried. 

Therefore, careful consideration should be given to the choice of allocation key when allocating shared transmission assets.  The usage based allocation key suggested in the consultation document should not be considered as an a priori preferred allocation key.   The appropriate allocation key should be considered on a case-by-case basis, taking into account the recommended principles of cost recovery. 
We believe hat the final version of this document should include some language to reflect the need for such careful consideration in each particular case and should note that certain allocations keys, for example an allocation based on capacity usage, can produce perverse results. 

� 	When the assets can not be allocated directly to network components.


� 	Fibre is a commodity which is sold in standard bandwidths and operators typically install spare capacity as the cost of installing the fibre (i.e. the digging costs) typically account for a significant proportion of the total cost.  These two factors, in addition to technological advancements in compression algorithms, suggest that the cost of fibre does not increase in proportion to the number of products provided over it.  


� 	This is documented in paragraphs 7.38 to 7.43 of the Ofcom consultation “Review of the wholesale local access market”, published 13th May 2004.


� 	Therefore, those subscribers who are less willing or less able to switch to the new service, for example subscribers who are unable to pay any one off connection charges for the service, may face increasingly higher prices as subscribers switch from the old to the new service.
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