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National Regulatory Authorities (NRA's) implement the regulatory framework laid down in EU and national law. These principles of implementation and best practice (PIB's) have been devised by the IRG to assist in the process of harmonising implementation in IRG member states. The NRA's are committed to implement these principles wherever possible.

Introduction

The Independent Regulators Group (IRG) acknowledges the importance of co-operation between national regulatory authorities (NRA's) in order to secure consistency in the application of European Commission Recommendations. The importance of co-operation between NRA's is confirmed by the European Commission in the latest Directives dealing with a new regulatory framework for the electronic communication sector.

This PIB has been drawn up to assist NRA's in implementing current EC Directives. New replacement Directives (primarily the 'Framework' and 'Access & Interconnection' Directives) will be fully embedded in national legislation not later than 24 July 2003. At this time this PIB will require updating although much of these new Directives still retain most of the accounting separation and cost accounting remedies that currently apply.   
Current EC Directives

Most, but not all, accounting separation and cost accounting obligations are derived from Directive 97/33/EC (on interconnection in Telecommunications with regard to ensuring universal service and interoperability through application of the principles of Open Network provision). This Directive requires that certain organisations, notified by their NRA as having significant market power (SMP), should follow the principles of transparency and cost orientation for interconnection charges. Other relevant obligations on SMP operators include:

a) the requirement to keep separate accounts for their activities related to interconnection and, on the other hand, other activities, so as to identify all elements of cost and revenue, with the basis of their calculation and the detailed attributions used including an itemised breakdown of fixed asset and structural costs.

b) the requirement for NRA's to ensure that:

· a description of the cost accounting system, showing the main categories under which costs are grouped and the rules used for the allocation of costs to interconnection, is made available,

· allocation methods are displayed at a level of detail that makes clear the relationship between costs and charges of networks components and services (that is to say, usage factors),

· compliance with the cost accounting system has been verified by the NRA or some other independent competent body approved by the NRA,

· a financial statement concerning compliance is published annually.

EC Recommendation

The EC published in April 1998 a recommendation concerning the implementation of accounting separation and cost accounting systems by operators designated as having SMP in accordance with Directive 97/33/EC. The EC described the purpose of accounting separation as the provision of an analysis of information derived from the accounting records to reflect as closely as possible the performance of parts of the business as if they had operated as separate businesses.

The IRG recognise that this Recommendation has contributed significantly to the development of consistent approaches to accounting separation for interconnection charges across member states. The IRG also acknowledges that this process can be improved to aid greater consistency and comparability of financial information across Europe. For example;

· experiences of IRG members in implementing accounting separation have found that the EC Recommendation does not always cover all of the methodological or practical issues in sufficient detail i.e. what level of independent audit is appropriate?

· there is a mixed picture of implementation across NRA's highlighted in the EC's 7th Implementation Report.

· further guidance would be helpful in relation to developments in telecommunication regulation since 1998 (e.g. Regulation No 2887/2000 on unbundled access to the local loop)

· implementation of the new Directives will give NRA's an opportunity to review and revise current practice.

Therefore, the IRG believe that there is value in a PIB specifically aimed at assisting NRA's to establish or develop a regulatory accounting framework not just for interconnection but for any regulatory action where robust financial information is required. It is acknowledged that these PIB's will require further development and agreement over time. 

New Directives

The new Directives dealing with electronic communication networks and services retain many of the obligations for provision of information and accounting separation currently in force.

The "Framework" Directive, for example, requires Member States to ensure that operators provide all the information, including financial information, necessary for NRA's to ensure conformity with the provisions of, or decisions made in accordance with relevant Directives. These operators shall provide such information promptly on request and to timescales and level of detail required by the NRA.

The "Access" Directive is more specific in relation to accounting obligations where an operator is designated as having significant market power. NRA's may, for example:

· impose obligations for transparency in relation to interconnection and/or access, requiring operators to make public specified information, such as accounting information.

· specify the precise information to be made available, the level of detail and the manner of publication.

· impose obligtions for accounting separation in relation to specified activities related to interconnection and/or access.

· require vertically integrated companies to make transparent its wholesale prices and its internal transfer prices inter alia to ensure compliance where there is a requirement for non-discrimination or to prevent unfair cross-subsidy.

IRG Considerations

Principles

1. Statement of purpose

 Financial information prepared and published for regulatory purposes often differs significantly from other financial information prepared by companies for statutory or other purposes. This information will assist a NRA in carrying out its regulatory duties and functions as well as disclosing relevant information to a range of stakeholders (e.g. other industry operators, consumers, government, investors). However, it may not be clear to the reader why this information has been prepared or its legal basis. 

PIB

IRG considers that published regulatory financial information should include an explicit statement about its compliance with EC and national regulatory obligations and its purpose. 

2. Financial reporting principles

In deciding which information to include in regulatory financial statements, when to present it and how to present it, the aim is to ensure that financial statements yield information that is useful and fully complies with regulatory obligations. 

IRG considers that the following qualitative characteristics should be taken into account in specifying regulatory financial statements: 

a) Relevance








Information is relevant if it has the ability to influence the economic decisions of users of the regulatory accounts and is provided in time to influence those decisions. If there is a conflict between the relevance and the reliability of the information then the approach chosen needs to be the one that maximises the relevance of the information. Where this is a conflict, the SMP operator should provide some insight into the degree of reliability of the information concerned.

b) Reliability








Information is reliable if:

 - it can be depended upon by users of the regulatory accounts to represent faithfully what it either purports to represent or could reasonably be expected to represent and therefore reflects the substance of the transactions and other events that have taken place

 - it is free from deliberate or systematic bias and material error and is complete,

c) Comparability








Information needs to be comparable so that users of the regulatory accounts can discern and evaluate similarities or differences over time and across different regulatory business entities or economic markets.

d) Understandability







Information provided needs to be understandable although information should not be excluded simply because it would not be understood by some users of the regulatory accounts. Information is understandable if its significance can be perceived by users of the regulatory accounts that have a reasonable knowledge of business and economic activities, regulatory framework and accounting and a willingness to study with reasonable diligence the information provided.

e) Materiality








Information is material to the financial statements if its misstatement or ommission might reasonably be expected to influence the regulatory decisions of NRA's or the economic decisions of other interested parties.

PIB

When specifying the requirements and presentation of regulatory financial statements, NRA's should take into consideration the qualitative characteristics of relevance, reliability, comparability, understandability and materiality.

3. Basis of preparation

The basis of preparation of regulatory financial statements should be set out in advance by the NRA and, as far as possible, be agreed with the preparer. These bases need to be sufficiently detailed and comprehensive so as too ensure that the preparer and the independent auditor can apply them consistently and thoroughly.

The basis on which regulatory accounts are prepared require special regulatory rules as well as the application of generally accepted accounting practices. Regulatory accounting guidelines will not necessarily satisfy all the preparers requirements and it is therefore advisable that where regulatory accounting guidelines do not exist then the preparer must refer to established accounting standards e.g. in the UK this would be UK GAAP.

Regulatory accounting guidelines will normally refer to the following:

i) Regulatory accounting principles

These principles establish the key doctrines to be applied in the preparation of regulatory accounting information. They should include, inter alia, the principles of cost causality, objectivity, transparency and consistency.    

ii) Methods for attributing costs, revenues, assets and liabilities

A description of the attribution methodologies used to fully allocate revenues, costs, assets and liabilities. 

iii) Basis for transfer charging

A description of the basis used to transfer charge between disaggregated regulatory entities as required under accounting separation obligations. Typically this will prescribe methodologies for ensuring an operator charges itself on the same basis as other operators for similar services where there is a regulatory requirement to do so.

iv) Accounting policies

These policies are those that follow the form used for the preparation of standard statutory accounts and will include, for example, details of fixed asset depreciation periods and the treatment of research and development costs. Where the regulatory accounts are prepared on a current cost basis then the basis on which assets are valued will be included as accounting policies.

v) Long run incremental cost methodologies

If LRIC applies, a description of the methodologies used to prepare long run incremental cost information. This description would also include details of the identification and treatment of shared or common costs as well as combinatorial tests.  

PIB

Regulatory accounting information should be prepared in accordance with a set of principles, policies and procedures agreed by the NRA. These principles and procedures could include the following:


- Regulatory accounting principles


- Attribution methodologies


- Transfer charging principles  


- Accounting policies







- If applicable, Long run incremental costing methodologies (preferably consistent with the LRIC PIB   agreed by the IRG)







In the absence of regulatory guidance, a preparer of regulatory accounts should defer to international or national generally accepted accounting guidelines (GAAP) and standards or national accounting guidance. Where there is any conflict between regulatory guidance and national rules then regulatory guidance takes priority.

4. Form and Content of Regulatory Financial Statements

Good presentation ensures that the essential messages of the financial statements are communicated clearly and effectively and in as simple and straightforward a manner as possible. It is not practical or appropriate for financial statements to report every single aspect of every relevant transaction and event. The presentation of information in financial statements therefore involves a high degree of interpretation, simplification, abstraction and aggregation. Nevertheless, if this process is carried out in an orderly manner, greater knowledge will result because such a presentation will satisfy the various regulatory objectives such as demonstrating that charges are cost-orientated or the absence of undue discrimination.

Financial statements comprise primary financial statements and supporting notes that amplify and explain the primary financial statements. Both the primary financial statements and the supporting notes form an integrated whole.

A NRA will therefore need to set out the precise form and content of the financial statements to ensure the regulatory objectives are met. This will normally involve:

i) agreeing a definition of the regulated entities to be reported on and other levels of disaggregation,

ii) agreeing the form of the primary financial statements (profit and loss account, statement of capital employed or balance sheet and, if relevant, cash flow statement),

iii) agreeing the notes to be included. These notes can for example detail transfer charges (demonstrating non-discrimination) and cost orientation of certain regulated charges.

PIB

NRA's shall require operators to prepare financial statements in a form and content as set out by  the NRA, after consulting, when appropriate, the operators. The presentation of the information shall be designed so as to comply fully with European and country law and satisfy the legitimate expectations of users.

There shall be a set of primary financial statements and supporting notes backed by detailed explanatory documents. 


5. Independent verification/Audit

Normally the preparer of the regulatory accounts would arrange the procurement of an independent audit opinion. The audit opinion and accompanying report has potentially high value in enhancing the quality, objectivity and credibility of the information presented. Users confidence and understanding of the financial statements is significantly enhanced by the presence of an independent audit. 

From an NRA perspective it is important that the audit is performed to high standards and the resulting opinion is also at a level appropriate to the information presented. It is also for the NRA to establish whatever relationship is appropriate with the auditor. 

It is possible for the NRA to appoint and manage the audit process but it is also possible that the preparer will procure the audit (possibly using its own independent auditor appointed for the purposes of auditing the statutory accounts). In the latter case it is also important that the Operator ensures that the NRA has access to the auditor and can request clarification or explanations on the audit report. 

The NRA may also need to assist the auditor in establishing appropriate levels of materiality which may be different to those normally applied to statutory accounts and also clarify the auditor's duty of care.

PIB

NRA's shall ensure regulatory accounts are subject to an independent audit opinion to a high standard. Where the NRA does not carry out this audit then the NRA should also ensure that he has access to the auditor so that additional information can be sought in respect of the auditor's report. Where the operator appoints the auditor, the NRA may also ensure that they are consulted and agree the appointment. 

6. Transparency/Publication
Regulatory accounting information has a potentially wide range of interested parties including competitors (both actual and potential), investors (actual and potential), consumers as well as the NRA. These interested parties have legitimate interests in the financial statements and a clear understanding of the basis on which they have been prepared.  

In principle, it is best practice to publish, in full, the financial statements, supporting notes and detailed methodology and process documentation. However, full disclosure may be constrained by national legislation and the need to take account of commercial confidentiality. It is also important to ensure the methodology and process documentation is complete and comprehensive because gaps and deficiencies could seriously erode the adequacy and credibility of the results. A test to apply to check the thoroughness of the documentation could be to see if it is possible to construct a model using the disclosed processes and documentation that, if populated with data similar to the operator, would produce similar results.

Publication should be made as soon as possible after the end of the accounting period, say within three months. Publication should be in a form easily accessible by interested parties such in paper form, on the operator's website or on CD-ROM.

PIB

NRA's shall aim to ensure that an operator publishes the regulatory financial statements and associated methodological and process documentation promptly in an easily accessible form (preferably within three months of the end of the accounting period).

It is desirable for an NRA to assess the completeness and adequacy of the documentation using objective criteria. For example, requiring that the documentation be prepared to a standard where an informed user could design a regulatory accounting model using the disclosed methodologies and processes that, if populated with similar data, would produce a similar result to the operator.

It is desirable that regulatory accounts and associated documentation setting out the principles and methodologies applied are published subject to the constraints of national legislation and commercial confidentiality.  
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