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1
Study Group 3 draws attention of ITU-D to the work and report of the Rapporteurs Group on Cost methodology established by ITU-T Study Group 3. The report is at Annex 1 to this liaison statement.

2
During the studies undertaken by the Rapporteurs Group there was general interest on the part of administrations and operators from developing countries to acquire know-how on costing models and how they may be utilized to provide relevant information for their own purposes.

Further, it was considered that a seminar on costing methodologies that could be presented by practitioners in the industry should be developed. It was considered that this type of seminar was within the purview of ITU Development Sector, it is therefore suggested that the ITU-D may wish to undertake such activity. Some areas for consideration in such a seminar may include the items covered in Appendix B.

3
ITU-D may wish to note that the Rapporteurs Group will continue with their studies under the Terms of Reference at Annex 2 to this liaison statement.

Annexes : 2

ANNEX 1

CHAIRPERSON’S REPORT OF 
RAPPORTEURS GROUP ON COST METHODOLOGIES
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0
Executive summary

The Rapporteurs Group on Cost Methodologies, created by the ITU Telecommunication Standardization Sector Study Group 3 in December 1998, convened for its second meeting on 22 and 23 September 1999. In his report the Chairman summarises the proceedings and the results of the meeting as follows: 

· During the meeting, several existing cost models and costing approaches for the calculation of accounting rates or termination charges were presented. Following this, the characteristics of these models as well as a set of general principles that such models should comply with were discussed. 

· A conclusion from the discussion is that - due to diverging interests of parties involved in negotiating such rates and charges deriving from different degrees of country development and from different degrees of competition that operators face - agreement on a common costing model for the purpose is illusive. Therefore, the objective of establishing such a common costing model on the ITU level ought to be abandoned.

· At the negotiating table, operators should be obliged to back up their claims for such rates or charges by one of two ways. Operators facing in their markets effective competition should be prepared to back up their claim for a termination charge by demonstrating that this charge would correspond to the price (or: the sum of prices) of a comparable competitively offered service (or: of several such services). Operators in markets that do not face effective competition for their termination services and therefore cannot refer to market-determined prices would need to provide relevant cost data to be able to substantiate their claim. So cost information - and for that purpose - cost models are in fact needed in these cases. 

· With regard to the establishment of general principles and rules to be fulfilled in applying a costing methodology, the Rapporteurs Group agreed on the formulation of principles concerning transparency, cost causality, practicability, efficiency, and reasonable contribution to common cost, and, furthermore, fixed some rules regarded as essential for determining cost components of international termination services. This will help to assess to what extent a model used by the a party in a negotiation effectively represents the cost of the termination service in question.

· In order to verify to what extent the existing models and approaches actually comply with these principles and rules, it is recommended to continue the discussion on the question of cost modelling in ITU forums.

· Representatives from administrations and operators in developing countries showed a general interest in acquiring know-how on costing and cost models. It is recommended that possibilities be opened in ITU forums to make this knowledge available.

1
Introductory remarks

During the meeting of ITU-Telecommunication Standardization Sector Study Group 3 in Geneva from 8 to 15 December 1998, it was decided to create a Rapporteurs Group on Cost Methodologies to be chaired by Werner Neu (WIK, Germany). The following Terms of Reference were defined as a guideline for the work of the Group:

· Review the structure of various costing methodologies, including Regional methodologies, and the purpose for which they have been developed.

· Evaluate the applicability of these costing methodologies to relevant circumstances.

· Organize a tutorial for next meeting of Study Group 3.

· Develop proposals for future work, including the development of ITU costing methodologies and the timeframe within which this has to be accomplished.

A first meeting of the Rapporteurs Group had taken place in Geneva on 3 and 4 May 1999. This second meeting was held in San Francisco, USA, on 22 and 23 September 1999. It was hosted by AT&T. It was attended by 19 delegates (see Appendix A for list of names). Chairman of the meeting was the Rapporteurs Group Chairman assisted in his work by a member of his own organisation (WIK). 

The following Chapter 2 reports on the discussions during the two days of meetings and the results that were obtained. In the concluding observations in Chapter 3 the Chairman gives his assessment of the results of the discussion and draws conclusions from these results. 

2
Points of discussion during the meeting 

2.1
Review of existing models

According to the Terms of Reference, a main part of the meeting was dedicated to a review of the existing approaches and models to determine the relevant cost figures for terminating international telecommunications services. The presentations of the models and the subsequent discussion aimed at an identification of the characteristics of the different models, i.e. their advantages and disadvantages. This was also supposed to answer the questions as to whether there are common characteristics among the models and, if any, whether these could lead to the identification of some generally applicable costing principles which could serve as a basis for a convergence of the different approaches.

The review consisted essentially of two parts, a presentation of the models and a subsequent general discussion regarding the use of such models in settlement rate or termination charge negotiations. 

2.1.1
Presentation of models

The following cost models and approaches were presented:

a) Approach of the Office of Telecommunications Authority (OFTA, Hong Kong / China): Cost Evaluation for International Traffic Termination

The approach of OFTA was developed to provide a cost based calculation of the local interconnection charges and the local access charges (LAC) to be paid by the external service/gateway operators to the local fixed line network operators. The principles used in this calculation are regarded as a starting point for developing a cost methodology for calculation of the costs of international traffic termination. Generally, OFTA uses a forward-looking LRAIC (long-run average incremental cost) concept identifying the relevant cost components of the LAC to reflect those costs which an external service/gateway operator would incur if he constructed the local network himself. However, the problem is that in some cases the available accounting data were not differentiated to a sufficient level of detail or are not based on up-to-date information. In these cases, OFTA has to refer to the existing data based on an FDC (fully distributed cost) approach provided by the operator or to benchmark data provided by external analysts. Accordingly, OFTA would welcome if the members of Study Group 3 could provide assistance for improving cost accounting procedures and market information of cost elements and service tariffs in the future.

b) TAS Group Cost Model

The TAS Model was developed by the countries of the Asia and Oceania Region with reference to ITU-T Recommendation D.140 and approved by the ITU for the determination 

of the costs of incoming IDD telephone traffic as a basis for fixing accounting rates between the countries of this Region. The model uses an FDC approach according to which the costs of international transmission and switching are calculated on the basis of the network elements identified in D.140 necessary for the provision of international telephone service: international exchange, earth station, cable station, etc. In respect of the national extension, the relevant cost is also calculated in terms of an element-oriented approach, i.e. broken down into costs of switching, transmission and local loop facilities. The cost of the local loop may be included in the national extension cost, if this is agreed between the negotiating partners in question. The model can be used for the calculation of world average cost per minute or stream cost per minute, i.e. costs of terminating incoming traffic differentiated according to the country of origin. It was noted that the TAS Group had advised SG 3 of intended refinements to the model, particularly in the area of cost causality.

c)
TAL Group Cost Model
The TAL Model developed by the Latin American and Caribbean countries with reference to ITU-T Recommendation D.140 uses an adapted FDC approach as a modification of the traditional FDC approach. Costs are to be allocated to the international telephone call service based on the causality concept. The approach was designed in a way to fulfil the principles of simplicity and flexibility in order to be easily applicable under different circumstances i.e. especially in the environment of less or least developed countries. On the one hand, the relevant cost elements are identified according to D.140, i.e. international transmission, international switching and national extension, following an FDC methodology. On the other hand, the formula to determine the termination charge for one minute of (incoming) international telephone service contains a component not directly related to the actual cost of service provision: an amount subtracted from the unit cost which represents the efficiency gains or cost lowering proxy based on forecast productivity over the period of estimation to be fixed by the appropriate local governing body. Furthermore, a term is added to the unit cost that represents the cost per minute of the universal service obligation (USO). The presenter noted that following suggestions made by the Rapporteurs Group during its May meeting, the model was adjusted to include only advertising and marketing costs specific to the service. (The question whether the USO cost and advertising and marketing costs can be regarded as direct cost of service provision was discussed in detail at a later point of the meeting (see Section 2.2.2)).

d)
FCC approach: Hybrid Cost Proxy Model (HCPM)

The FCC developed the HCPM as a basis for regulating the interconnection charges of the incumbent Local Exchange Carriers (LEC). The model uses a TELRIC (total element long run incremental cost) approach, i.e. it focuses on the pricing of facilities, assumes fixed switch locations and provides for a recovery of a reasonable contribution to long run common costs. Furthermore, it is a bottom up computer model so that it allows an optimization of the network in the same way as an engineer would design it. The fact that the process is initiated and sponsored by the regulator makes the model independent from carrier-specific data and model design. In the current process of implementation issues such as an appropriate fill factor for the network and reasonable methods for common costs allocation and operating expense estimation are under discussion. So far, the HCPM is designed for local network cost calculation. It can, however, be extended to determine also the costs of long distance and international networks. The important aspect is that the principles on which it is built can be applied to determine the cost of any part of telecommunications networks.

e)
WIK Analytical Cost Model For The German Regulator
On behalf of the German Regulator, WIK developed an analytical cost model consisting of forward-looking LRAIC modules, one for unbundled loops and one for the core network with regard to interconnection. As the HCPM, the WIK Model is based on a bottom up philosophy. Starting from demand data, a strict causality principle is applied to determine the costs of those network elements that are necessary for the provision of relevant services. It is independent from operator-specific data and allows sensitivity analyses, e.g. the cost comparison of a network optimised under given node locations (”scorched node approach”) and a network optimised without any constraints. The calculation and allocation of common costs is not part of the model and has, therefore, to be carried out separately. As the FCC’s model, It can be extended, using the same principles, to determine also the costs of international networks. 

2.1.2
Discussion

The delegates’ discussion after the presentation of the different models gives rise to the following observations: 

a) No agreement was found regarding the conditions that must be fulfilled by a model that could generally be used in calculating charges for international incoming traffic. As was repeatedly stressed by several delegates, those charges need to be agreed upon in negotiations between telecommunications carriers of different countries. It was recognised that when parties come to the negotiating table with quite different positions that this would make agreement difficult. There exists no international regulatory authority that could force the one or the other side to use a particular cost model for determining the charges proposed. 

b) An agreement on a particular cost model is relatively easy to achieve among countries when these countries find themselves in more or less similar economic and regulatory environments. This is for example the case when operators come from countries where most of them are still vested with exclusive rights of service provision. On the other hand, operators from liberalised telecommunications markets are fixing the level of charges in a negotiating process in which information comes primarily from market prices for similar services, and cost models - if they are needed at all - are then based on costing principles that are consistent with market forces. Agreement on a common costing approach appears to be difficult if operators come from different such environments. This is in particular the case when operators coming from developing countries and still being vested with exclusive rights negotiate with operators coming from industrialised and liberalised markets. In these cases, the different positions mentioned under the previous bullet come into play. This case was regarded as the relevant reference case for the further discussion.

c) It was recognised that the preference for a particular costing approach differed according to the market conditions that are relevant for the operator in question. Operators that are still vested with exclusive rights are mainly following the FDC methodology - as the experience of the TAS and the TAL Groups show - while operators and regulators in liberalised countries are increasingly using LRIC models. 

The delegate of Telecom New Zealand was sceptical whether it would be possible to agree on a single global cost model as the competitive side will not accept FDC approaches while carriers operating in a monopoly market are reluctant to adopt the application of a LRIC model. In general, he regarded it as unrealistic to endeavour to force the negotiating parties to apply a specific methodology and foresaw that on the international level the market process will overcome the use of cost considerations in negotiations. He did however, strongly support the adoption of basic principles that could be adopted for general use. This position was seconded by 

d) the delegate from Bell Canada (in a written comment following the meeting) in pointing out that the differences in the operators’ policy and marketing goals could not be overcome through the further study of costing models alone.

e) The FCC delegate and the Chairman pointed out that as long as in certain segments of the sector the market process does not work, the use of cost models would be necessary. This does also hold in industrialised countries where most of the market is competitively organised but, nevertheless, the incumbent operators are mostly still occupying dominant market positions in certain segments, especially the local access network. The FCC delegate and the Chairman regarded the question of LRIC vs. FDC as a red herring when both negotiating sides are complying with the principle of transparency in their cost calculations. Costs could then in general be correctly identified, provided both sides take efficiency considerations into account and there is agreement on the calculation and allocation of common costs. In the end, the total cost figures could be comparable whether FDC or LRIC is used. On the other hand, as the AT&T delegate pointed out, it has been AT&T’s experience that the use of an FDC method and the use of a LRIC method actually produce quite different results. The delegate of Teleglobe Canada stated that the mindset on the both sides is most important, i.e. that an agreement on the costing approach is possible when both sides are prepared to reveal the relevant data and assumptions used in the calculation. 

f) The delegate of Trinidad & Tobago was doubtful whether a transparent provision of data can be guaranteed in the reference case. As experience showed, the relevant data are often not provided by negotiating partners from industrialised countries. This observation was confirmed by the AT&T delegate who stated that for operators in competitive markets information on cost data is highly sensitive and is, if at all, only provided to the national regulator. As the Chairman stated, however, market prices in competitive markets reflect the underlying costs of the relevant services so that in these cases, in fact, cost data could be dispensed with. When competitive market prices for all relevant network elements are available, then the sum of the prices for these network elements should be near the cost to provide the call. Today not all network elements are provided under competitive market conditions and, therefore, there exist no prices for these elements that would reflect the underlying true, economic costs to provide them. 

g) The Chairman made the general point that in finding a transparent basis for the costs of termination charges, the reality of negotiations should be taken into account. This would lead to the application of the principle of transparency to be different according to the market situation of the operators. Operators acting in a competitive environment could not be forced to reveal cost data that are competitively sensitive, but they should be obliged to show the market prices for relevant network elements used so that a total amount for terminating an international call - from the geographical point onward from which the operator takes charge of that call - can be determined. Operators operating in a non-competitive environment should be obliged to show the relevant cost data for terminating incoming international traffic - up from the geographical point from where they take charge of the call. Generally, in their case, there would be the need to derive this information from appropriate cost models as competitive prices for the use of the relevant network elements would not be available.

Another point of discussion was the difference in the degrees of efficiency of the operators negotiating with each other. Operators in competitive markets are often compelled by the market forces or by a regulator (enforcing a LRIC approach) to restructure their operations according to efficiency considerations. The situation of operators in less developed countries is often very different, as the delegates of Trinidad & Tobago and Oman stated. Because of missing market forces, missing resources, or socio-economic problems created when the labour force has to be reduced, the restructuring process is generally slower. As the Chairman pointed out, in bilateral 

h) negotiations no partner can normally impose on the other a specific degree of efficiency. What should be expected, however, is that the partner still suffering from low productivity should make transparent the path to greater efficiency and the cost figures resulting therefrom on the way to this state.

i) Acknowledging the fact that an agreement on a cost model, to be used in common in the reference case by the negotiating partners, is apparently not possible in the foreseeable future, the delegate of Trinidad & Tobago proposed that the meeting should try to develop a basic set of guidelines to be applied in negotiations. Also the delegate of Hong Kong (China) considered it as possible to agree on principles which are perhaps differentiated according to the specific market situation of the countries. 

j) With regard to the effort to define some basic guidelines, the delegates discussed the traditional system of defining accounting rates and then dividing these on a 50:50 basis and agreed that as market forces drive rates close to actual costs the differences in costs between operators will be reflected in different rates. Accounting rates as we know them today will likely be replaced by termination charges and commercially negotiated agreements

2.2
Review of costing principles and rules on determining cost components

2.2.1
Principles

In the light of the preceding discussion, the delegates reviewed the costing principles which were identified as relevant in the May meeting of the Rapporteurs Group.

The delegates generally agreed that transparency is the most important requirement to be fulfilled in applying a costing methodology. Furthermore, as stated in Section 2.1, the principle should also be followed in situations where an operator bases the cost of its termination charge on the market prices of the network elements used instead of on corresponding cost data. Accordingly, it was defined:

· Principle of transparency: The open availability of information used in the cost derivation process in order to allow comprehension of the final rate from the vantage point of an external analyst.

The principle of objectivity ‑ to use a generally applied procedure and not one that is peculiar to the particular service in question – identified as relevant in the May meeting of the Rapporteurs Group was now regarded as being of less importance by the delegates. The principle is assessed as an implication of the transparency requirement and was, therefore, subsumed under it.

In order to take account of the limited availability of resources especially in less developed countries, the requirement to design a costing methodology in a practicable way was defined as follows:

· Principle of practicability: The ability to implement a costing methodology with reasonable demands being placed on data availability and data processing in order to keep the costing exercise economical, yet still useful.

The requirement to clearly reveal the causal relationships between the services provided and the resources used for their provision, i.e. to give a comprehensive insight into the cost structures working in the input/output relations of a firm, is closely related to the transparency principle as a fulfilment of this requirement in the framework of a cost methodology will help to completely comprehend the cost derivation process. The principle was defined as follows:

· Principle of cost causality: The demonstration of a clear cause-and-effect relationship between service delivery on the one hand and the network elements and other resources used to provide it on the other hand, taking into account the relevant underlying cost determinants (cost drivers).

The principle of cost recovery was discussed with regard to the question of whether it is a relevant principle in all cases or just in cases where the market forces do not work in a sufficient degree. The Chairman stated that in competitive markets the market price dictates the degree to which a recovery of costs will be possible and even whether a relevant service should be offered at all. Therefore, the principle is not applicable to a competitive market. The AT&T delegate noted, however, that some kind of cost management is relevant for all operators. Accordingly, the principle was formulated in the following revised form in order to take account of the fact that the operators are acting in different market situations:

· Principle of reasonable contribution to common costs: Costing methodologies should provide for a reasonable contribution to common costs.
In the course of the discussion three further principles were proposed as possible candidates for inclusion into the basic guidelines: the principles of efficiency, competitive costing and flexibility.

There was a general agreement that the principle of efficiency should be included as it is in the interest of every operator that the production processes are designed in an economic way and that a foreseeable progress on the path towards efficiency is taken into account when costs and tariffs are determined. The principle was defined as follows:

· Principle of efficiency: The provision of a forecast of cost reductions that result from a more efficient combination of resources.

Furthermore two more principles were proposed on which no common view could be developed: 

· The AT&T delegate proposed a principle of competitive costing defined in the following way: To manage costs in such a way so as to allow the pricing of products/services consistent with prices available in the market for similar or substitute products/services. There was no general agreement on the inclusion of this principle as no common view on its meaning and implications, different from the principle of efficiency, could be reached among the delegates.

· The delegate of Trinidad & Tobago proposed a principle of flexibility requiring: To design a cost methodology in such a way that it is easily and flexibly applicable in different environments. As some delegates assessed this principle as subsumable under the practicability requirement, there was also no general agreement on its inclusion.

2.2.2
Rules on determining cost components

In the May meeting of the Rapporteurs Group the Chairman proposed a possible set of rules to make up a costing methodology which could serve as a basis for a revision of ITU-T Recommendation D.140. This proposal was also under review in the discussion.

There was a general agreement that the following network elements, as identified in D.140, are typically used by an (incoming) international call:

(1) international transmission,

(2) international switching,

(3) transmission in the national backbone network,

(4) switching in one or more switching centres used primarily for national traffic, and
(5) local delivery system by bilateral agreement.

In the May meeting the term ”local loop” had been used under point (5). It was agreed that it should be replaced by ”local delivery system” in order to reflect the new technological developments in the access part of telecommunications networks.

For each network element identified as necessary for the provision of the international termination services and, accordingly, belonging to one of the five categories named above, direct costs will consist of:

· investment costs, i.e. interest on loans and return on equity capital, depreciation charges; 

· operating and maintenance costs; and conceivably

· administrative and other costs identifiable as directly being caused by the relevant network element.

The activity-based costing (ABC) approach was generally regarded as the most suitable method for the identification of causal links between particular services and the underlying cost determinants and, correspondingly, for the identification of direct cost. But as it was stressed by the Trinidad & Tobago delegate, ABC should not be the only method used for this purpose, particularly for operators that do not have access to such a sophisticated instrument. For reasons of practicability, other more rough approaches should also be acceptable. 

The following categories of costs were generally regarded as non-attributable to individual network elements because of a not-identifiable causal link and should, correspondingly, be listed separately as total blocks of costs:

· general administration,

· management systems,

· R&D,

· taxes (to the extent that they are not already included as part of direct cost elements).

The AT&T delegate stated that in some cases the development part of R&D can be directly attributed to a certain element or a specific service. Furthermore, she regarded it as necessary that the following categories of costs are also identified separately and not considered as part of direct costs:

· marketing, advertising, and sales,

· billing,

· customer service,

· uncollectibles.

The Chairman pointed out that these costs could be identified as attributable to specific services by using a suitable method such as ABC. He made, however, the further point that in most cases they are not direct costs of international termination services - which are an intermediate input traded between operators - but rather of services that are delivered to final customers. 

The issue of taxes was discussed at some length, with the result that it is recommended that every form of taxation should be examined carefully with regard to the question whether a direct causal link to a network element or a service is identifiable. This could be the case when an excise tax is levied on volumes of minutes or on capital assets used for identifiable services. Each time such a tax would have to be severely scrutinised as to its justification. The Group took note of Article 1.6 of Appendix 1 of the International Telecommunications Regulations that specifically addresses taxes. 

The following supplemental information was regarded as necessary in the framework of a cost model in order to provide for the required degree of transparency:

· capacity reserves built into installations to accommodate future traffic, since costs due to this capacity would not be costs of current operations,

· depreciation rates and assumed lengths of economic lifetime of installations,

· the cost of capital assumed as a percentage of the amount of invested capital (interest on borrowed capital, rate of return on equity),

· relation of operating cost to investment (to be able to compare that with corresponding values for carriers in other countries).

The delegate of Trinidad & Tobago raised the question as to what extent the capacity reserve is regarded as acceptable and how it should be treated in the cost calculation. The Chairman stressed that this depends on the circumstances and that no general estimate could be given. In any case, however, an information on the figure and an explanation on why it should be the way it is should be provided. This would provide the necessary transparency.

Concluding the discussion the delegates named the following items which may be addressed in conceptual discussions and negotiations on cost methods and figures:

· the degree of efficiency of operations,

· the cost components to be included as common costs,

· the derivation of a mark-up in a LRIC approach,

· the costs of the local service delivery,

· the costs of universal service, and

· advertising and marketing costs.

The last two items were discussed controversially. Delegates from the USA and Canada considered it as highly questionable whether these costs should be considered as direct costs of incoming international traffic. The Chairman referred to the externality argument that could speak for an inclusion of part of those costs into the cost calculation for a termination charge (similar to an ADC in the UK, for example) although the amount would be difficult to quantify. The delegate of Trinidad & Tobago identified a further controversial issue: the fact that some operators are confronted with political and regulatory directives outside of their control which lead to additional costs and the question whether and to which degree these costs should be taken into account. Generally, it was acknowledged that the Rapporteurs Group does not have the mandate to try to solve these controversial issues and that its task should rather be seen in drawing attention to them.

2.3
Proposal of a seminar on costing methodologies

The AT&T delegate presented a proposed outline for a seminar on costing methodologies that could be presented by practitioners in the industry, including AT&T speakers in different regions of the world. AT&T's draft agenda for such a seminar is attached to this report as Appendix B.

Delegates generally welcomed the proposal. The delegate of Oman expressed the wish that a seminar of this kind is carried out as soon as possible in his region and that a presentation of the FCC Model mentioned above be added to the agenda. As this type of seminar was regarded as being in the realm of the ITU Development Sector it was decided to ask Study Group 3 to suggest to the D Sector to carry out the seminar. 

2.4
Organisation of a tutorial for SG 3

It was agreed that the tutorial will consist of the following eight presentations (presenters are shown in parentheses): 

1. Introduction (Dr. Werner Neu)

2. TAS model (Peter Watt and/or Saud Al Tiwaniy) 

3. EC approach (Paolo Lopes)

4. TAF model (Pape G. Touré)

5. FCC approach (Jay M. Atkinson)

6. TAL Model (Dr. John Prince or Cleveland Thomas)

7. WIK model (Dr. Werner Neu)

8. Rapporteurs Group conclusions (Dr. Werner Neu) 

The meeting of Study Group 3 will take place in the week of 13 to 17 December 1999. The tutorial is scheduled for the afternoon of 13 December.

2.5
Further work of the Rapporteurs Group

In light of the insight gained in the discussion that an agreement on one common cost model is currently precluded by parties' different interests, delegates expressed diverging views on whether the work of the Group should continue.

On the one hand, the delegate from New Zealand expressed the view that the Rapporteurs Group should finish its work, stating the insight mentioned, the agreement on the principles discussed in Section 2.2, but that the agreement on concrete costing approaches should be left to the negotiating parties if they be at all willing to take cost considerations into account. This view was seconded by the delegate from Bell Canada in a statement submitted after the meeting in an e‑mail message. On the other hand, several delegates considered that there are areas of further work for the Group. With regard to this, the following suggestions were made:

a) In order to improve the general knowledge on costing issues, the delegate of Trinidad & Tobago suggested that reference cases should be examined where a cost calculation is carried out under different national scenarios and cost models.

b) Furthermore, he suggested that the Group should compile proposals for improving the Regional Models according to the costing principles derived above in order to promote the acceptance of the models.

c) In order to provide some helpful benchmark figures, the Bell Canada delegate suggested the production of a report in which the costs of the relevant network elements are examined in different regions of the world.

d) The AT&T delegate suggested that the costing principles should be redefined in the future in order to reflect the general transition process to a complete liberalisation of the markets. 

In any case, as the Chairman concluded, the work on improving the understanding of costing issues will always be useful, as operators in any market environment will need these insights for their own purposes. 

3
Chairman’s concluding observations

According to the Chairman's perception, the following points were brought into the open during the discussion on costing approaches: 

a) When operators negotiate to determine charges for terminating international calls they will have to rely on different sources of data depending on whether (a) the operator responsible for carrying out the termination is operating in a competitive market environment or (b) the operator is not operating in an effectively competitive market.

(i)
If (a) applies, the service of terminating a call has an equivalent that is offered competitively on the market and the market price for this service should be the basis for the termination charge. A competitively determined market price truly reflects the underlying costs so that separate provision of cost to substantiate that price would not appear to be necessary.

(ii)
If (b) applies, there does not exist price information from competitively offered services and relevant cost information would - if accepted as relevant by both sides - help in determining the charges.

b) If operators meet at the negotiating table where (a) applies to the one and (b) to the other, agreeing on what data sources the one or the other side should use to substantiate its claim for a termination charge appears to be essential:

(i) Operators from competitive environments should be prepared to back up their claim by demonstrating that this charge would correspond to the price (or: the sum of prices) of a comparable competitively offered service (or: of several such services).
 
(ii) Operators in markets that do not have effective competition for their termination service and therefore cannot refer to market-determined prices would need to provide cost data to be able to substantiate their claim. 

c) Given the diverging interests that the parties from (a) and (b) environments bring with them to the negotiating table, agreement on what kind of cost model to use is unlikely. Therefore, the hope of finding a common model that could generally be used in such negotiations ought in fact to be abandoned. (This is not contrary to the observation that among countries in a region with similar environments one should be able to agree on such common cost models.)

d) The most important insight, in the Chairman's view, is the following: Cost information is needed only for cases when there exist no market prices for similar services that could be referred to. This means that cost information - and for that purpose - cost models are needed only to back up claims for charges of carriers that are still operating in markets that lack effective competition such that there are no prices that reflect true economic costs. 

On the discussion regarding principles and rules, the Chairman's points are as follows:

e) The Group accepted the principles of transparency, cost causality, practicability, efficiency, reasonable contribution to common cost. Provided these principles are generally accepted, and provided they are applied in each case when two operators come together to negotiate termination charges, this would already constitute quite some progress. 

In order to make the point more obvious, let us list the implications of these principles:

(i)
Take transparency: To substantiate the claim for a termination charge, the operator in question makes transparent how the charge is calculated so that the negotiating partner is in a position to understand completely how it is arrived at. 

(ii)
Take cost causality: The operator in question establishes the causal link between use of resources and the price paid for these resource, on the one hand, and the rate requested, on the other.

(iii)
Take practicability: If the operator in question has no adequate cost accounting system, it is allowed to use a simpler approach for determining the relevant cost, but lays open that 

f) alternative approach (see principle of transparency). Actually, in such a case, a bottom up model as used in regulatory proceedings by the FCC, by the German regulator or regulators in some other countries - appropriately simplified - could be the most practicable approach in such a case. (Such models can also be implemented to reflect a fully distributed costing approach.)
(iv)
Take reasonable contribution to common costs: The operator in question demonstrates what its total common cost is, how it has been arrived at (see principle of transparency), and on what grounds a certain contribution should be made to its recovery by the termination charge.
(v)
Take principle of efficiency: If so far precluded by circumstances to operate at an efficient level, the operator lays open what its path to efficiency is, and shows what implication the current degree of inefficiency has on the level of cost.

g) Taking up now the rules on determining cost components, on which also a large degree of agreement was reached: The point is that consistent applications of these rules - while obeying the above principles - would lead to measures of direct cost for each network component used for terminating calls: transmission, switching (both international and national), local delivery. It would show the percentage rate of the cost of capital, the assumed lengths of useful life of capital items used in each of the network segments, the degree of capacity utilisation, the relation that operating cost for a particular network segment has to the amount of invested capital, and so on. 

h) As the FCC delegate and the Chairman had pointed out during the discussion, the fact of using a particular model (FDC or LRAIC) is actually secondary. It is the quality of the information (which increases with the degree of consistent application of the principles and the adherence to the rules just discussed) that is of primary importance. If given such information, there will be differences of opinion between the negotiating partners as to: what is the right level of the cost of capital, the length of life of a capital item, the degree of capacity utilisation, what cost component is to be included or not, and so on. No cost model can help to resolve these differences. These could only be resolved by the negotiating partners themselves, or by a regulator which in the international arena does not exist. 

Drawing on the insights produced during the two strands of discussion, the one on what model to use, the other on the proper principles and rules, the general conclusion seems to be the following:

a) This Rapporteurs Group will not be able to agree on a single model. Rather, it should focus instead on developing a set of consistent principles. Such principles will help to clarify the issues. In negotiations, one would then need to sit down to the real business of reconciling differences of opinion - without mutual recriminations regarding what cost model is the appropriate one. (What this also requires is that such negotiations are carried out - on both sides - in a spirit of openness and with the will of truly finding a win-win solution – which has in the past apparently not always been the case. To work towards such a goal actually might require a Rapporteurs Group with terms of reference aimed at spreading the know-how of how to properly conduct negotiations, of how to resolve conflicts and get - actually for both sides - the best out of bargaining.
) 

Due to time constraints, the Group could not verify to what extent the models and approaches that were presented actually comply with the principles and rules on which agreement had been reached. The expectation is that it would become apparent that in this regard some of the models would leave considerable room for improvement. Delegates from the regions for which regional 

b) models already exist expressed an interest to have these models discussed, verified and improved to the extent that it proves necessary. 

c) In addition to that, there was a general interest on the part of administrations and operators in developing countries to acquire know-how on costing models and on what they could be used for in providing relevant information for their own purposes. 

d) The conclusion from this is that there appears to be considerable room for further useful discussion on the question of cost modelling. The Chairman therefore recommends that ways and means be found to carry on such discussion in the appropriate ITU forums.
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	France
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	Canada
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	Japan
	KDD
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	Germany
	WIK

	Mr. Brendan Keown
	Canada
	Bell Canada

	Mr. Werner Neu 
	Germany
	WIK
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	USA
	Sprint Communications
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	Trinidad & Tobago
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Appendix B

Draft Agenda for a
Seminar on Costing Methodologies

I.
Introduction: Why Utilise a Costing Methodology?

A.
Responding to the Changes in the Global Telecommunications Market

 New technologies

 New Services

 New Competitors

 New Customer Expectations

 New Regulatory Requirements

B.
Making Difficult Decisions Affecting the Company’s Future;
Allocating Company Resources

C.

Understanding Costs 

 Traditional Cost Allocation

 Market Pricing

II.
What is a Costing Methodology?

A.
A system for collecting and analyzing the use of resources within an enterprise

B.
Critical Aspects of a Good Cost Allocation System: Understanding the how and why 

III.
Different Costing Methodologies and Their Purposes

 Historical vs. Current vs. Forward-Looking Costs

 Costs Actually Incurred vs. Costs of Efficient Service Provision

 Fully Allocated Costs (FAC)

 Activity-Based Costs (ABC)

 Long-Run Incremental Costs (LRIC)

 Total Element Long-Run Incremental Costs (TELRIC)

 Forward-Looking Economic Costs (FLEC)

IV.
The Role of Costing Methodologies in Managing a Telecommunications Operating Company

 Used to understand ”who” is using resources

 Used to understand ”how” and why resources are being consumed

 Used to make decisions about technology

 Used to make pricing decisions

 Used to improve operations

 Used to attract and retain most valuable customers

 Allows companies to benchmark against alternative suppliers and alternative service offerings

V.
The Role of Costing Methodologies in Telecommunications Regulation

 Used in discussions about cost-oriented pricing

 Used to prevent monopoly or dominant provider from abusing market power

 Used to determine costs of network elements and basic services such as universal service

 Used to encourage more efficient operations

 Used to encourage ”good” vs. ”bad” competition

VI.
Conclusion

The global telecommunications industry structure is changing and all operators now experience some level of competition.

In order to respond to the changing environment, operators need to develop new management capabilities, including the capability to manage their cost structures and to understand alternative cost structures.


Government regulators need to be able to manage the market power of dominant providers so as to allow competition to grow and thrive in their markets.

ANNEX 2

REVISED TERMS OF REFERENCE FOR RAPPORTEUR’S GROUP 
ON COST METHODOLOGIES

· To consider and if necessary to develop and propose to Working Party 2/3 revision of the guidelines for the cost elements contained in Annex A to Recommendation D.140.

· To develop and propose to Working Party 2/3 a set of general costing principles, which would facilitate understanding and assessing the derivation of cost components and thereby facilitate the negotiation of settlement rates.

· To consider existing Regional costing models and to suggest improvements where appropriate.

In order to avoid duplication and maximize the use of available resources, the work of the Rapporteurs Group should continue to be undertaken in close liaison with on-going work in ITU-D, TSB and BDT on the subject matter. 

_____________________

	�	A book highly to be recommended in this context is The Art and Science of Negotiation by Howard Raiffa, Harvard University Press, Cambridge, Massachusetts and London, England, 1982. 





______________
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Mr. Wyn Lucas, BT, London (United Kingdom)
Tel.: +44 171 4922294 / Fax: +44 171 4045934 / e-mail: wyn.lucas@bt.com
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