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LIAISON STATEMENT TO ITU-D STUDY GROUPS
During its December 2002 meeting in Geneva, ITU-T Study Group 3 created the Rapporteur Group on Network Externalities (henceforth “the Group”) with the following terms of reference (TOR):

· To define the economic concept of network externality. 

· To study the relevance of the concept to telecommunications in general and to the development of telecommunications in developing countries in particular.

· To study the implications of the concept, if found relevant, to settlement issues.

· For these purposes, to collect pertinent information (e.g. studies, reports, etc.) from outside sources.

· To take into account this information as well as work from the Costing Methodology Rapporteur Group and from the Regional Groups on the subject. 

· To liaise with the D Sector seeking assistance from SG 1 and BDT Secretariat on any work that is being done in that sector on the subject.

The Group held its first meeting on 13 and 14 November 2003. This Statement informs ITU-D Study Groups 1 and 2 about the issues discussed and the progress made during this meeting. (The Statement also serves the purpose of informing ITU-T Study Group 3 members more fully than could be done with Tempory Document 4 (WP 2/3)-E during its November 2003 session.)

The meeting consisted essentially of three parts, a presentation of the case for network externalities by Dr. Neu, a subsequent intensive discussion covering the pros and cons of the concept, and finally the deliberations regarding the further course of action.

Presentation of the case for network externalities

There are two parts to the principle of network externalities. The first one consists of the recognition that the utility of a network to users depends on the size of the network. In particular, when new subscribers decide to join a network, they not only add to their own satisfaction but also to that of all already existing subscribers who now can reach this person, respectively, can be reached by him or her. The second part, in turn, is the recognition that customers normally do not take account of these public benefits; when deciding to join or not to join a network they take only their private benefits into account. A conclusion from both aspects of the principle is that it would be in the interest of all if operators were able to provide incentives for non-subscribers to in fact join the network. For this they should be able to subsidize from other services. 

The principle has relevance for telecommunications networks in developing countries, with two supplementary observations. First, the expansion of the networks in these countries is often not so much held back by the unwillingness of people to join but rather by the limited capabilities of operators to actually carry it out. This does not invalidate the conclusions drawn from the principle, shifts, however, the focus onto the first part of the principle, i.e. the dependence of overall benefits on network size. Second, while the original argument was that incentives for local access should be provided through subsidization from long-distance services, here the argument would be in terms of subsidization from incoming international services. 

The presentation by Dr. Neu was based on a set of slides using concepts from economics (see the Appendix for the shortened version presented to WP 2/3 on 19 Nov 2003). Dr. Neu first developed the notions of consumer and producer surplus that are the outcome of market processes. Then he showed that, given the demand and production conditions in the telecommunications industry, both kinds of surplus increase when the size of the subscriber network increases. He in particular developed this argument for the case where the calls in question originate in an advanced industrialized country and terminate in a developing country. He further showed that subsidization of network expansion in the developing country could be beneficial to both consumers and network operators in the developed country, provided the costs of subsidization is smaller than the benefit that would arise from the expansion.   

Discussion

This section is a summary of the positions taken by the various delegates. It closes with some observations by Dr. Neu (some of which were not immediately voiced during the meeting but reflect statements during his presentation to WP 2/3 on 19 November 2003).

In the view of the delegate from Vodafone, the effects of network externalities are a reality. If they are important and are not taken account of then this would lead to an economically inefficient result. The realization of these externalities would require the transfer of revenues from long-distance and international calls to local access. But it is important to realize that the charge element on account of network externalities should have to be added to truly cost-oriented charges, not those that may currently still exist and are still much above costs.

The delegate from MCI pointed out that while the concept of network externalities is theoretically valid, it seems doubtful whether it is empirically relevant in international telecommunications. In particular, the effect on the demand curve needs to be analyzed in more detail. There are two circumstances that need to be considered in the study:

· It is important to analyze the effect on the demand of developing countries calling other developing countries at higher termination rates. Higher termination rates on LDC can have a significant impact on the number of calls from LDC to other LDCs. If this is the case, the inclusion of network externalities could result in a loss of economic welfare.
· The analysis should also identify what would be the impact of particular groups in industrialized countries. For example, it is well known that a good number of the calls originated in IC are made by low income immigrants. These groups’ demand seem to be very elastic and therefore an increase of termination charges could result in a loss of economic welfare.
In any case, the experience of MCI is that low price is the most important variable that makes for large volumes, network expansion and that maximizes economic welfare. It would therefore be problematic to increase prices on account of network externalities. It would by the way not be feasible to have different settlement rates into a particular country depending on whether the call comes from an industrialized or from another developing country. As also mentioned by Oftel in its comments and by the FCC, it seems that there are no mechanisms to ensure how a network externality subsidy could be passed to the consumer and that would in fact result in network build-out. 

The delegate from Embratel commented on the issues based on the experience of mobile networks in his country, Brazil. In these networks expansion takes place primarily on the basis of prepaid subscriptions, and these do not generate international calls. This implies that an increase in the settlement rates would not engender the claimed benefits due to externalities in these networks. It would also be important to realize that, according to the theory, the effect of network externalities decreases with time. The effect would approach zero as the network approaches saturation. It should be investigated how and when such a saturation point is reached, preferably using the case of a European country. 

According to the delegate from the FCC, there are several additional issues that need to be taken into consideration. If there were different settlement rates paid by different countries, as suggested in Dr. Neu’s presentation, then this would lead to arbitrage that would not be tolerable. There would also the question why an intervention on the part of regulators is necessary if realization of network externalities is in the interest of operators. Further, it would be difficult to assure that funds paid on account of network externalities would actually be used for network extension. 

On the latter point, the delegate from Australia proposed that pass-through of funds should be ascertained through independent audits. According to the delegate from KDDI, in case of payments on account of network externalities the burden of assuring the appropriate pass-through of funds should, in general, be placed on the recipients.

The delegate from KDDI also proposed that the realization of network externalities should be the task of international organizations like World Bank, IAB, ADB, and EBRD.

During the discussion the additional question was raised whether national tariffs should be set taking network externalities into account. On this, primarily Dr. Neu pointed out that it would be only consistent for network operators in developing countries to do so. He also observed that for realizing network externalities, the intervention of a regulator should in principle not be necessary, except to avoid the problem of free riding that could arise if some operators take network externalities into account while others do not. Further he commented that the ill effects of increases in retail prices that took so much room during the discussion, even if all relevant, would not detract from the general point, i.e. that the benefits of realizing network externalities may be larger than the costs associated with a corresponding action. The challenge would then be to find ways to distribute the burden in a way that there will be a win-win situation for all concerned. 

The way forward

The Group agreed that considerable progress had been made in clarifying the question posed by the ToR but that additional work is needed. This work, mostly to be carried out by Dr. Neu, will have to consist of the following:

· Empricial verification of the concept in the international context. The outline of an approach on how to carry out the relevant statistical work has already been provided by Frontier Economics. Group members, in particular from MCI, the FCC, Vodafone and Verizon assured to assist in the collection of the relevant data

· It should further be investigated how proper pass-through of any funds paid for the purpose of network extension could be assured.

· The possibility that international organizations, when providing assistance to developing countries, take the effects of network externalities into account should be further investigated.

· For the case that network externalities were found to be relevant, an approach should be developed of how to determine the monetary value of network externalities. 

All participants agreed that nothing that so far had been established by the Group in any way prejudices the final results to be expected. 

Dr. Neu further pointed out that the empirical investigation would be carried out by him within the constraints of data and resources availability.

