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Introduction

Wind Telecomunicazioni S.p.A. (“Wind”) welcomes the opportunity to offer its views on this consultation regarding proposed changes to the 1998 Commission Recommendation on Accounting Separation and Cost Accounting. For Wind, the issues of accounting separation and cost accounting are of fundamental importance, as the quality of the implementation process  for such obligations can influence the effective enforcement of other obligations, including non-discrimination and cost orientation.

In this document , we first make some general remarks regarding the most critical issues on the subject, in some instances, drawing from past experience and then we briefly  answer the ERG’s specific questions.

1. Issues of Critical Importance to Wind

1.1 Regulatory Accounting Procedures 

Wind maintains that regulatory accounting is one of the most important measures for sustaining and promoting competition development as well as for controlling retail and wholesale cost-oriented prices for existing SMP operators. In fact, according to the New Regulatory Framework, accounting obligations may be imposed on SMP operators by means of accounting separation (hereinafter “AS”) and implementation of cost accounting systems (hereinafter “CA”).

To further increase the effectiveness of such obligations, Wind emphasizes that besides the development of more efficient and advanced methodologies and criteria, a number of important issues should be taken into account, including:

· timely access to information regarding AS and CA to raise competitors’ confidence that the incumbent operators are not anticompetitively discriminating against them or circumventing regulatory accounting obligations;

· consistency and coherence with the RIO published by the incumbent operators;
· transparency regarding the methodologies used by the incumbent to fulfil AS and CA obligations.

Wind advocates industry consultation on the methodologies used, so that non-SMP operators have the opportunity to contribute to the provision of input data and to offer views on possible treatments.  All industry players should have the opportunity to examine the methodology eventually agreed upon .  Moreover, the methodology should be  open to regular revision and amendment based on public comments and feedback. 

To ensure that non-discrimination and transparency obligations are met, the methodologies used to design the CA and AS systems  shall be published and notice of such publication provided to all interested parties.  Publication and industry consultation will provide confidence that an SMP operator’s charges are properly cost-oriented and have been fairly and reasonably calculated.

Publication would assist both the NRAs, by enabling benchmarking and other comparisons, and new entrants to assess the reasonableness of charges.  This latter work would be of assistance to the NRAs by effectively increasing the resources reviewing this information. 

According to this, Wind proposes that a number of practical and fundamental aspects regarding the implementation of regulatory accountings be harmonised at EU level by means of establishing a common approach to the development of regulatory accountings (timelines, procedures and reporting) starting from those already in place in most regulatory advanced countries (e.g. UK). In particular:

· operators subject to regulatory accounting obligations should provide information - and make this publicly available - within a reasonable timeframe from the publication of the Balance sheets
. This in order to enable the NRA to timely evaluate the consistency of the other ex-ante measures which rely on AS and CA;

· for those SMP notified operators who must offer a number of intermediate services at regulated tariffs (or even produce a Reference Offer), the AS and CA documents should be consistent and coherent with those products in order to enable the NRA and competing market players to monitor the effectiveness of the non-discrimination obligation;

· transparency in the AS system should be implemented through the publication of the accounting methodologies and economic assumptions developed by the operator, in order to identify and allocate costs to services according to the AS criteria set forth by the NRA. In particular:

· allocation of indirect costs should be transparent with regard to the methodologies used, the allocation drivers and the results of such non arbitrary allocations;

· the value of capital employed should be coherent with company asset balance sheets and with evaluation methods identified by the NRA; therefore, in line with the evaluation asset method imposed, SMP operators should punctually allocate to service-year-cost the asset amortisation, giving a transparent evidence of the cost basis and the standard cost method applied in their own AS system.

1.2 Differences between Accounting Separation and Cost Accounting

Wind maintains that the AS obligation represents an ex-ante regulatory measure of particular burden which should be imposed on those notified operators having a particularly strong market power in one or more markets, and notably to vertically integrated operators holding the control of a not easily replicable network asset. 

According to this Wind agrees the ERG statement on the different role of AS and CA: while the first ensures non-discrimination
 between internal departments and new entrant operators, the latter guarantees the principle of cost orientation
. Therefore we can see that the AS obligation requests the CA obligation as its necessary cost allocation system, while a CA obligation can be imposed stand alone by the NRA in order to monitor the cost orientation of one or more services.

According to this two steps interpretation, Wind maintains that the AS obligation will generally be only imposed on vertically integrated incumbent operators which could incur in cross subsidisation and undue discrimination anticompetitive practices, while the CA obligation may be imposed also on new entrant operators, where appropriate, in order to monitor the cost orientation obligation.

In conclusion, Wind favours an approach to the imposition of AS and CA obligation that, in accordance with the principle of proportionality, takes into account differences between operators. For operators which entered the same market in different periods and market context, regulation should reflect this competitive lag by foreseeing a different declination of the same obligations by delaying the implementation of most advanced accounting models for late entrant operators.

2. Areas where submissions are particularly invited

2.1 Draft ERG Opinion on proposed changes to the Commission Recommendation on cost accounting and accounting separation of 1998

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.

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.

Wind thanks the ERG for the very accurate job, which we fundamentally share. In the following part of the document, we will try to focus only on those aspects which we think could deserve additional attention. 

In particular, and we reply to the first question, Wind does not see any scope for reduction in the Recommendation. On the contrary, we recommend that the final version of the Recommendation devote more attention to the important questions of transparency, consultation and publication. Industry consultation, publication of both results and methodologies, and external audit are the essential tools for ensuring that any CA and AS measures are really effective and achieve regulatory objectives.

For sake of transparency, it is probably important that the future Commission Recommendation addresses also the issue of business confidentiality. As a matter of fact, it is important that the NRA carefully analyse any allegation of business secrets to assess their veracity. While there might be legitimate reasons for monetary values of certain costs to be considered business secrets, the general methodologies of valuation and apportionment are unlikely to be similarly confidential. 

At the same time, we think that the practical guidance provided in the draft ERG opinion is good, even if in some cases the actual methodologies adopted under the general concepts would need to be described in some more detail. A practical criterion could be the following: the published guidance should be sufficiently detailed to enable an informed reader to come to its own judgement as to the reasonableness of the CA and AS system. 

2.2 Cost Accounting

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

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

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

Do you agree with the given definition of transfer charges?

Wind agrees with the principles described in chapter A of the draft text dedicated to Cost Accounting. We would only underline the special role of transfer charges in ensuring the non- discrimination principle and, as a consequence, the special care to be attributed to this concept. 

On this line of thought, we think that it is important that transparency requirements are also required with respect to other market players, and not only to NRAs, in order to improve the confidence of the market, and give the NRAs more instruments and benchmarks for their controlling activity.

In order to improve the audit activity, it is also significant to focus on procedures from which transfer charges data are originated. In particular, it is important that the operator subject to AS obligations sets internal contracts in order to exchange services between its business units; these contracts (which should include also provisioning, assurance and quality parameters) would give rise to internal documents for virtual billing, which will in turn provide data for the separating accountings of each regulatory unit.

2.3 Accounting separation

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

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?

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

Wind welcomes the progress made towards a robust AS regime implicit within this guidance. We welcome the recognition that there are a number of parties that will be interested in the results of such separation. The guidance also makes it clear that there are a number of reasons for an AS regime, including the support of non-discrimination and cost orientation. 

Given the fundamental nature of these concerns in an SMP environment, Wind believes that this remedy should only be adopted where an operator has both the power and the incentive to act in a discriminatory way, that is when:

· it controls an essential facility not easily duplicable (also from an economic, and not merely a technical, point of view) by its competitors;

· it competes in the retail market with the operators it provides the wholesale asset to (vertical integration).

In addition to the shareable principles detailed in the text, Wind would like  to underline in particular the need for transparency, in order to make the AS effective, and then the need for publication of data and methodologies. We would expect that ERG underlines this, and that the European best practice will be used as a benchmark: we can observe a large difference in the current European practices about publication of data, and we think the need for consistency is clear cut.

We also appreciate the idea that, in the case of retail SMP markets, there needs to be some demonstration that there is not a first evidence of margin squeeze for the key activities within that business.

2.4 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?

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?

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?

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.

Wind broadly agrees with the principles of cost causality, driver definition and attribution methodologies set out in the text, but would welcome a clarification on what is considered an acceptable justification that the costs have been efficiently incurred. Probably further guidance is needed as how any efficiency adjustments are to be calculated and implemented, and how inefficiently incurred costs are to be treated. 

Wind definitely agrees also with the principle that cost allocation methods have to be reviewed by NRAs for assessment, and believes that the review should not only involve the NRA and the SMP operator, but all other interested industry participants as well. Wherever possible, there should be public consultation on the major principles of costing methodologies, including cost allocation. Almost all cost allocation methodologies in network industries involve a considerable number of choices between competing assumptions, principles and definition, and it is not appropriate for new entrant operators to be denied the chance to contribute to open public debate on the major items of these issues. Again, we think that key regulatory decisions (e.g. methodologies dis-allowed costs, other cost adjustments to incumbents accounts, efficiency analysis, etc.) should be published. The basis for any regulatory decisions should be clear, and this process should be open to public debate too.

2.5 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?

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

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

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

Wind agrees with the definitions given in the consultation document and believes that CCA implementation criteria (network assets, parameters and factors) should be subject to public consultation, in order to have the NRA exploiting the maximum support from the industry, and to maintain a transparent attitude.

2.6 Cost of capital and capital employed

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

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?

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

The traditional formulation of the Weighted Average Cost of Capital calculation is appropriate for determining the cost of capital for regulatory purposes.  It is important, of course, that the calculation is done using appropriate values, that is to say the parameters used (and hence the overall cost of capital) should be forward-looking. The determination of the cost of capital to be used for regulatory purposes should take into account the range of plausible values for each parameter, and therefore the overall cost of capital, recognising that there is no single “right” answer.

As a consequence, Wind considers that, in broad terms, the proposals for the use of CAPM are appropriate. However, it is important to recognise the extent of uncertainty and subjectivity relating to more or less all the parameters used in the calculation of a firm’s cost of capital.

Finally, we understand that there are a number of other alternatives to the CAPM approach, which might be useful as additional evidence for determining the costs of capital. However, at this stage in their development, these present too many uncertainties and subjectivities to be used on their own. In addition, were we to move from CAPM to an alternative method at this stage, we would probably suffer from inconsistencies over time. We therefore suggest that, for the time being, ERG adopts the CAPM model as their recommended solution.

2.7 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 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?

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

Wind believes that any internationally recognised accounting standard – IAS, or the GAAP (Generally Accepted Accounting Principles) accepted by a major stock exchange – can be used as the basis of the assessment of the regulatory financial statements. By the way, the use of international standards has the advantage to allow the comparison among different Countries.

Nevertheless, it is important to underline that, obviously, the possibility to apply IAS cannot avoid the need for quickly setting detailed regulatory accounting guidelines.

We support the principle that changes to the regulatory aggregates in the financial statements should take place only if previously approved by the NRAs, as it is important that comparisons can be made over time as well as between companies.  If there are proposed changes to the levels of disclosure or the basics of valuation or allocation, it is as important that these are discussed by all interested parties as was the case when the regime was introduced in each country. 

Clearly, should relevant and not foreseeable changes occur, it is important that the consultation process doesn’t stop the accounting information preparation, so it can be conceived that the interested operator, after having consulted the NRA, includes its own variation. But it is important that this change is underlined and then submitted to consultation.

Please note that Wind would be happy to expand on any of the points above. We also have no objection to our comments being made available to the public. Any question regarding these comments may be addressed to:

giovanni.amendola@mail.wind.it

� In Italy, the last published regulatory accounting of the incumbent operator refers to the year 2000!


� “The purpose of imposing an obligation regarding accounting separation is to provide a higher level of detail of information than that derived from the statutory financial statements of the notified operator, to reflect as closely as possible the performance of parts of the business as if they had operated as separate businesses, and in the case of that vertically integrated undertakings which provide electronic communications networks, to ensure that they do not discriminate in favour of their own activities.”


� “The purpose of imposing an obligation to implement a cost accounting system is to ensure that fair, procompetitive and transparent criteria are followed by notified operators in allocating their costs to services. Criteria for the preparation of a cost accounting system are illustrated in Section 1a) of the Annex. The cost orientation of prices obligation regarding the provision of specific types of interconnection and/or access is one of the possible obligations that NRA may impose to notified operators according to Article (13) of the Access Directive.”
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