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CHAPTER 8

8.
FINANCIAL AND ECONOMIC ASPECTS

8.1
GENERAL

8.1.1
The importance of economic planning

On both a national and corporate level the concepts and tools for economic evaluation are important means of ensuring that limited capital and expensive resources are applied over time to the most productive investments in the advancement of telephone networks.

The list of projects in an administration construction programme will contain not only projects of a "must" nature, consisting of growth jobs and public requirement projects, but also projects of a discretionary nature such as those providing for the modernization of existing equipment and for certain marketing programmes. The entire construction program needs to be evaluated on the basis of economics and the financial well being of the administration. In general, only those discretionary projects that will meet market needs, return income and generate funds for business development should be included in a construction programme. In addition, because of the public responsibility of the telecommunication provider in a country, the projects undertaken must include those that are needed and benefit the social welfare of the citizens.

For the purposes of the chapter, reference to the GAS 11 Handbook will be essential. Many of the project evaluation procedures include elements that are discussed in Chapter VII of the GAS 11 Handbook.

8.1.2
Purpose of this Chapter

This chapter will cover the overall guidelines for the selection of projects that will provide new technologies and new services using economic evaluation of project alternatives. This chapter will also cover sources for capital, risk analysis, profitability, and tariff considerations.

8.1.3
Advantage of exact analysis of new services

The introduction of any new service into a public telephone network is a challenging task because of the unknowns in the marketplace not only in terms of estimating market demand and price characteristics of the new service, but also in estimating equipment costs and ongoing operational expenses. Care must be taken ahead of time to prepare for any contingencies in the marketplace or in the administration. Managing the financial risks of a new service can be done by minimizing initial investments; by initially limiting the scope of new service offering by establishing a market trial; or by sharing the initial investment requirements with private investors, prospective customers, or local and regional governments.

8.2
METHODS OF ECONOMIC ANALYSIS

8.2.1
Evaluation criteria

The methodology for analysing the selection of projects to be implemented can be found in the GAS 11 Handbook, Chapter VII. This chapter explains in detail the approach and tools used in evaluating alternative plans for investment using discounted cash flow analysis, profitability analysis, sensitivity studies and tariff designs. Since there are many potential new services to choose from, the selection process has to be an interactive process of researching customers needs and their willingness to pay for the service and alternative service / network investment plans.

Projects should be evaluated first by their long-term benefits and the discounted cumulative cash flow is used for this. The resultant Net Present Value (NPV) of a project is compared to other programmes with similar topics. Sensitivity studies are important to determine how sensitive the plan is to changes in costs or actual revenue. The intent is to estimate the return on the investment and expenses of a project over its expected life.

In addition to NPV, a project must have a reasonable payback or break-even period, which is usually 3 to 5 years, although one or two programmes which involve major modernization plans and mass marketed programmes may have an extended payback. This is where an administrator must be cognizant of the total portfolio of investment plans with the objectives of maximizing profitability of the business, offering a return to investors, and advancing the economic strength of the country. Advanced communication services have the potential to meet all of these economic requirements.
Once the long-term, economic benefits of an investment are identified, the annual profitability of the programme must next be evaluated. Administrators may chose projects with high short-term profitability for the sake of cash flow but must not overlook longer term profitability projects for the sake of near term gain.

In addition, an analysis of what a company can afford to invest over time should be performed. This includes the administration's corporate sources of funds as well as new sources from world development funds or private investment.

Finally, the strategies and objectives of the organization as a whole, whether it is a commercial or government owned operator, will need to be used as a benchmark for all decision making. There are occasions where the local social obligations require the provision of certain potentially loss making, new services (for example a domestic satellite system in rural areas). The rules of economic analysis remain unchanged, with the overall objective of assessing and subsequently managing the project in an appropriate way still being of prime importance.

8.2.2
Life cycle analysis

As with all evaluation criteria, analysis is required of the cost versus benefits of a project over its expected duration, which could be as long as 20 years, not just the first few years of the plan. An analysis of the first few years will bias a plan to the lowest initial cost and fail to anticipate future operational costs, including maintenance and upgrade expenses. The duration of the study must cover the payback period, which is the period over which the capital investment is expected to be recovered.

8.2.3
Accounting methods

Even though a project appears to be profitable over the long term, it may not be viable if the administration is unable to afford the initial investment.

A financial analysis can be performed on the investment requirements by determining how the capital investment will be financed, given the current financial condition of the administration. The current financial statements are found in the income statement and balance sheet of the administration. In summary, the business financial statements include the current income and expenses of the administration's transactions, along with its debt-to-equity ratio. Using accounting models of income statements and funds flows for a five-year period the financial officers of the administration can assess the affordability of the project and the feasibility of a financial plan to repay the investment.

If an administration cannot afford a project which appears however to be profitable in the long term, it can decide to:

(
defer the investment until it can afford to pursue project,
(
scale down the project; or

(
look for more affordable capital financing alternatives.

8.3
POLICY CONSIDERATIONS

8.3.1
Profitability requirements

Two measures of profitability are firstly the long-term contribution of an investment alternative, and secondly the measure of the annual profits obtained from the new service.

If we assume that the operation of the basic service for an administration is earning an acceptable average rate of return, then it is wise to require a higher rate of return for the new service to cover the associated risks. This will give some assurances compensating for the lack of exact data on the costs and benefits of the investment. The rate of return here refers to the long-term rate of return on investment in a specific project. Any project with a positive NPV will earn more than the cost of money (discount rate for the cash flow analysis) and the higher the NPV, the more favourable the plan.

Sometimes a modernization / development programme will prepare a telephone network for more than one new service, with the contribution from each of those services being an integral part of the overall decision making process.

After the long-term profitability of a plan on a cash flow basis is known, then the annual costs and revenues are analysed. Chapter VII of the GAS 11 Handbook describes the methodology and rationale for measuring the profitability of each project on an annual basis. This is required to ensure short-term viability of the project and to establish price levels for the new services.

8.3.2
Overall benefit to national telecommunications or the national economy

From the onset of the economic analysis, the selection of which new technologies and services to target will include a consideration of national economic needs. There are direct and indirect benefits of adding new services. The direct benefits are revenue growth for the administration, operational benefits, advanced training and viable employment for telephone workers, and increased use of the public network by businesses. Indirectly, the new services can stimulate growth in the national economy by increasing for example the effectiveness of business customers, will spawn related service providers, which will in turn provide a source of new skills.

8.3.3
Goal of time required to achieve profitability; effect on network implementation

Each project should attain the required profitability that meets administration objectives. Some projects may be accepted at an extended payback period for the sake of long-term profits but a few should return a profit to the administration in the short term.

Once a project, or a set of projects, are selected it is crucial to implement the plan in the most effective and efficient manner as possible. Each administration needs to review its procurement, engineering, installation, marketing service, provisioning, and maintenance policies and capabilities to maximize its ability to carry out the plan. The risks are to miss the market window for the services resulting in customers finding alternative means to satisfy their needs, or to delay installation and market introduction after shipment and payment, thereby incurring the capital burden without coincident income to cover the investment. It is very important to install the network equipment and provide the services as soon as possible after the implementation of the equipment.

8.4
CAPITAL CONSIDERATIONS

8.4.1
Estimation of required capital

Chapter VII of the GAS 11 Manual describes investment costs that are referred to as capital expenditures. Along with the material costs in the construction of the plant, the estimate of capital should include installation, engineering and costs incurred during construction, e.g. interest expense, insurance, taxes.

8.4.2
Financing of customer premises equipment

Some services will require new terminal equipment at the customer premises. In order to stimulate the use of the new service, it may be necessary to provide the Customer Premises Equipment (CPE) in a convenient and inexpensive way. The costs of this CPE should be determined, then a price should be set, allowing for appropriate margins. Administrations can then provide options for the acquisition of the CPE by:

(
providing the equipment for sale at market price

(
leasing the equipment

(
selling the equipment at a lower, introductory price to stimulate demand, or

(
offering the equipment at no charge.

The costs of the latter two options can be covered by service revenues or underwritten by other investors in the services that have related products / services that would benefit from this new service offering.

8.4.3
Investment financing

There are several options that can be used to finance a new service, including:

(
using internal corporate funding (e.g. depreciation reserve), or retained earnings with increased future profits being possible through operating efficiencies and business growth

(
using external funds obtained from the world bank (see below) or regional development organizations / banks

(
private investment, using loans (possibly with debt conversion) or the issue of equity commonly through joint venture agreements

(
supplier financing and advanced payments

(
budget allocations received from the government

(
deposits for the services from prospective users.

{For reference, the World Bank is made up of five organizations:

1.
International Bank for Reconstruction and Development (IBRD) - lending to developing countries with high per capita income for structural development projects.

2.
International Development Association (IDA) - provides loans to the poorest developing countries (per capita income of less than US$905 - 1995) who cannot afford to borrow from the IBRD.

3.
International Finance Corporation (IFC) - lends to the private sector only (IBRD and IDA lend to Government sector). Support also includes project underwriting and risk management.

4.
Multi-lateral Investment Guarantee Agency (MIGA) - helps attract foreign investment in developing countries by providing to investors guarantees against non-commercial risk.

5.
International Centre for the Settlement of Investment Disputes (ICSID) - for conciliation and arbitration of disputes.}

In the case of private investment, a large user of the new services may directly pay for the construction of portions of the network required for their access. Another alternative would be for a private company or set of companies to offer to build, operate, and transfer (BOT) the network required for the new services. There are advantages to the BOT approach. The most significant advantage is that the risk of the new venture will be shared among a set of financial entities. A second possible advantage occurs when one of the companies is an equipment provider; this company may then remain involved for the duration of the contract (say 10 to 5 years ), and thereby has a particular incentive to deliver an operational system at a cost that allows the administration to better achieve its financial objectives.

An even more far-reaching alternative is to sell shares in the administration to large interested private companies who will pay a good price for the shares and invest additional funds for the expansion of the business.

Supplier financing is offered by many equipment suppliers. If desirable, the need for supplier financing should be stipulated in the request for quotation, and should be evaluated along with the capital cost of the equipment. The economic studies will reflect a range of costs for debt, since competition may encourage wide variation in the rates for the initial financing.

Given the complexity of the funding options available it is advisable to carefully review the options and where necessary to seek expert guidance, for example from a representative from the local Central Bank.

In all cases the local government regulations and political opinions will place constraints upon the options available and selected.

As a final note it is essential that a comprehensive business plan is produced, including all the economic justifications for the introduction of the new service / technology, and the risks associated with it. Investors are likely to be much more responsive to a well thought out investment project, which carefully considers all of the risks and downsides and the plans to manage them, than they are to a plan which lacks depth and tries to hide potential problems.

8.5
STUDY PARAMETERS

8.5.1
Economic parameters

The economic parameters of the cash flow analysis of a prospective project should include the length of the study, tax rates, inflation, and cost of money (discount rate ). On a set of projects it is also necessary to determine overall resources available to invest over time, and the most economic approaches to business long-term growth and short-term gain.

The following gives some considerations to be followed in choosing the economic parameters:

Length of study

The cash flow analysis of costs and benefits should cover the total life cycle of the capital investments. For example, for a local area network using a data switch, a period of approximately 5 to 7 years in length could be appropriate, however a cable expansion might be expected to last for 20 years and therefore the study length should be at least 20 years. Given that cost and revenue estimates are difficult to estimate over the long term, the study could be designed for 10 to 15 years without significantly reducing the quality.

Tax rates

In order to compute taxes paid, the national and local government rates, where applicable, need to be applied to the revenues less expenses. There may be opportunities to discuss with the local tax authorities the use of accelerated depreciation rates for specific projects, for the purpose of calculating charges against profit. This acceleration will reduce tax in the early years and improve the cash flow profile.

Inflation

Capital and labour inflation rates need to be estimated and applied to the material and labour costs each year for the plan. This is done in order to compute the actual cash flow each year of the study in that year.

Discount rate

The discount rate (cost of money) is used to convert after-tax cash flows to their present worth. The cost of money relates to the required return on investment to cover debt issue and return on equity to investors in simple terms will be:

Discount rate = (Debt ratio) x (Incremental cost of debt) + (1 Debt ratio) x (Cost of equity)

Where the incremental cost of debt will be the interest paid, after the deduction of tax.

The figure to be used for the rate of return required to cover the cost of capital depends on the method of financing the project. If the project is financed by borrowed capital, then the rate should be as close to the borrowing interest rate as possible. If the project is financed out of reserves, then the rate should equal the rate of return earned by investing the money in a risk free investment (e.g., government bonds), or a rate of return which is close to the rate of return expected by investor in the company (i.e. including a reward for accepting a degree of risk associated with the company, and with this project).

An alternative to identifying how this “specific“ project is to be financed (debt or equity) is to use a weighted figure for all planned projects, within an overall development programme. In both cases however the key requirement is still to look at the future cost of financing and not to past costs.

8.5.2
Economic Life

The economic life of equipment will be the expected length of time that the equipment will remain in service. It is called the economic life because this is the number of years that original capital investment and subsequent equipment additions will be useful in providing income to the administration as a return on those investments.

At the end of the economic life of the equipment, a net salvage value is estimated and accounted for as a cash flow. The net salvage value is the fair market value of the item less cost of removal, which includes disconnecting, dismantling and removing the item.

8.5.3
Estimation of uncertain parameters

Of the study parameters mentioned, the inflation rate will be the most uncertain and the most difficult to estimate because it is the most volatile aspect in a national economy and least controllable from the perspective of an individual company. For this reason, a life cycle cost/benefit, analysis is very important. If sensitivity studies are performed using different inflation rates, a course of action can be devised which will minimize the risks of inflation increases. For example it might be advantageous to schedule the purchase of the initial equipment in advance and for an extended period, for example 3 to 5 years. The initial price could then be lower, and an inflation factor could be agreed with the supplier at the outset. This would remove the uncertainty due to inflation in the price of the equipment. Another method of minimizing risks would be to design the tariffs with inflation in mind.

8.5.4
Effect on existing services

A review of all of the new technologies / services will reveal whether customers are able to satisfy their needs with existing capabilities, or whether new capabilities are required. The newer services usually offer feature or price advantages over existing services. The decline of existing services must also be managed within the financial portfolio of the administration and will need to be taken into account when assessing the impact of the new service. On the other hand, some new services may increase the usage of existing services and the resulting capacity required must be anticipated.

8.6
RISK ANALYSIS 

8.6.1
Identification of risk factors

The expected return on an investment in a new service / technology is a function of the expected revenues and expected costs of those new services. There is an inherent risk in any forecasting exercise. The market size may not be as large as anticipated, the marketing programs of price, promotion, delivery and performance may not attract a high volume of users or operating costs may be higher than expected.

Before a project is implemented risk analysis should be undertaken on the cash flows of a project. This is accomplished by altering the parameters and cash flows to reflect hypothetical risk conditions. If possible, the worst case situation should be determined, so that all measures can be taken by the administration to assure achieving the required return on the investment, or at least mitigating the risks beforehand.

8.6.2
Quantification of risks

For all inputs into a cash flow analysis a sensitivity study should be designed using a variation ( +or-x%) about the nominal inputs in order to determine the sensitivity of the NPV values to variations in the inputs, such as benefit and cost assumptions. For example, 85% could be used as a variation for certain inputs. The original study, with nominal values would then be recalculated with the inputs (singly or multiple) multiplied by 85%. The reasons for using particular multipliers should be clearly stated.

Another method for quantifying risks is to establish a set of benefit and cost values that result in an acceptable (perhaps not optimum) NPV. This may be called the "baseline" case. Any variation in inputs, which yield an increase in NPV over the "baseline" case, is an improvement; this will provide the administration with guidelines for choosing the optimum case, and for avoiding undue risk.

The input elements which need to be subjected to sensitivity analysis include market size, market share, price or tariff for the services, capital costs, operating costs, number of users, usage of the service, inflation rate, timing of the investment, and timing of tile penetration of the market.

8.7
ECONOMIC ANALYSIS

8.7.1
Costs

All costs that can be identified should be included in the study once a network and operations plan is determined. In comparing alternatives, an incremental cost approach is preferable. The incremental approach considers only costs which are required for the new services, and which did not exist prior to the new service introduction. Once a final decision among the alternatives is taken, the fully allocated cost of the network can be used for profitability and tariff analysis. Care must be taken to identify interrelationships when considering a number of potential new service offerings (for example where certain costs may be shared).

The overall goal of the analysis is to optimise the use of available resources for new investments.

8.7.2
Revenues

The market demand projections for any new services / technologies should be based on:

(
the identification of the target market

(
a profile of usage of the new service for the target market

(
identification of potential customers from the target market for the features of the service.

A price for the service and usage is computed, based on projected costs and price/demand relationships, and then market penetration over time is estimated. Revenue forecasts are then derived from the market forecasts.

8.7.3
Cash Flow

In organizing data for making project evaluation decisions the emphasis should be on cash flows and not on accounting net income. The reason is that accounting net income is based on actual concepts that ignore the timing of cash flows into and out of an organization.

8.7.4
Profitability

After a project is selected based on long-term economic benefit or NPV, profitability measures should be examined for viability to the business.

Profitability, as well as the above three study areas on costs, revenues, and cash flows are covered in Chapter VII of the GAS 11 manual.

8.8
TARIFF CONSIDERATIONS

8.8.1
Introduction

Fixing tariffs is a complex exercise that takes experience, an understanding of the principles involved, and an understanding of the specific circumstances facing the operator. Chapter VII of GAS 11 considers the structure of tariff, tariff levels, and gives some examples.

8.8.2
Key issues

Given the need to ensure that all operational elements are commonly focused on the achievement of the administration's overall business objectives, the complex inter-relationships that exist between the various elements of total revenue and the need to ensure that prices appear rational to the consumer, etc., a tariff structure/strategy is required that encompasses all products and services offered.

Decisions on prices to be charged for individual products/services must therefore not be taken in isolation, but must fit within this overall structure/strategy.

This section contains a checklist of the key factors that need to be considered and built into the administration's tariff model.

1.
Business objectives. The tariff structure will be an integral part of the overall strategy targeted at achieving the administration's business objectives. These business objectives (all with specific time-scales) could include for example some of the following:


Financial:

(
target or maximized profits

(
target turnover

(
target R.O.C.E.

(
early pay-back of outstanding debts


Non-financial:

(
specific increases in numbers of customers / lines (perhaps driven by Government targets)

(
geographical coverage.


If the prime objective for example was to increase the numbers of lines in service the installation price charged would probably be lower than if the objective was to maximize total financial returns in the short term.

2.
Cost of service provision. This will include a review of:

(
the cost structure, in terms of fixed and marginal costs, and the cost drivers

(
the cost of operating the national network (labour, depreciation. maintenance etc.)

(
the additional costs of providing international services, for example inter-administration traffic charges, overseas capacity rental (satellite / cable)

(
the standard and non-standard costs associated with installations

(
the inclusive cost of CPE

(
an appropriate basis for the allocation and apportionment of costs to the various products and services

(
current and future costs.


An assessment of the costs is required to evaluate the relative profitability of the different products and services delivered under various tariff strategies. It would be expected that the profit derived from each service achieves a specific financial target.

3.
Scarcity of resources:
Where financial or labour resources are scarce within the administration, a premium may need to be charged to cover the additional costs associated with the provision of a particular service, over and above the prices normally charged for a particular type of service.

4.
Consumer demand:
A structured approach to the assessment of demand in a particular market is an essential part of the pricing exercise, with demand being influenced by numerous factors in addition to the price being charged, for example quality, consumer disposable income, other competitive offerings, etc.

5.
Competition:
There are expected to be significant differences between the prices charged in an open competitive market with those charged in a monopolistic environment, with competition normally forcing down prices, reducing costs, and increasing the quality of service overall.


A careful assessment must be made of all the available strategies that could be implemented, and the expected competitor reaction. In today’s international telecommunications market, even where there are no locally licensed competitors, the use of call-back, re-file, etc., effectively creates competition for international services (traditionally the most profitable part of any state-owned telecommunications administration).

6.
National economy:
The impact of the local economy needs to be considered, for example national economic growth, inflation rates, and currency exchange rates (current and projected).


The growth in the economy will impact upon the demand for telecommunications services, however the development in the telecommunications infrastructure has been found to be a prime driver of total economic growth in developing countries. The assessment of the local economy, and the tariff structure to be adopted, must therefore take into account this relationship.

7.
Political / legal restrictions: These could include restrictions on price rises, the imposition of price reductions, service availability, or required pay-back for government loans.

8.
Financial exposure: As an administration emerges from a monopolistic business to become a more competitive service provider it should attempt to reduce its debt financing and increase its equity financing. The reduction of a company's debt ratio will lower its costs over time and, thereby, mitigate financial risks. It will also raise tile standing of the company's position in the financial and lending sectors.

8.9
REVIEW BASED ON EXPERIENCE

8.9.1
Recalculation of profitability

The profitability of a service should be reviewed on a regular basis, preferably at the executive level within the administration.

As each project is implemented and the services are offered, the administration needs to monitor both internal and external factors to see if the business is proceeding as planned. The trends which should be monitored include sales volume and profit by service and by market segment or customer, fixed costs, break-even points, operating income, and income before taxes. Key external measures considered should be customer needs and values, market size and growth, market share, business conditions, competitor activities and government regulatory actions. Administrations can study the situation against the economic analysis of each plan to make decisions that will improve profits.

8.9.2
Reconsideration of tariffs

The initial tariffs for a new service can be reviewed along with the profits from a service. If the rates are not returning sufficient income to cover capital or operating costs, or if the rates are too high to attract sufficient utilization, then they need to be adjusted.

8.10
A TRANSITIONAL MECHANISM TO COST ORIENTATED SETTLEMENT RATES

The World Telecommunication Policy Forum on the trade in telecommunication services (WTPF, Geneva 1998) recommended the creation, within the ITU-T Study Group 3, of a Focus Group in order to define a transitional mechanism to cost orientated settlement rates. The outcome of the work of that group is a proposal to add an Annex E to the Recommendation D.140. The Draft annex E (see Annex 8A) has received a lot of support from Administrations and is to be included in the report of Study Group 3 to the WTSA (Montreal, October 2000) for final approval. It has been noted that although the annex E has not been officially adopted yet, many operators from developing and developed countries are already using it as a basis of their negotiations.

8.11
ITU PUBLICATIONS AND REPORTS 
The text of this Chapter is based substantially on ITU GAS 12 Handbook, Chapter 5, Economic aspects of the introduction of new non-voice telecommunication services in developing countries. Other relevant ITU publications related to financial issues are listed below. Also, abstracts from recently prepared reports from important events are listed.
1. Telecommunications and Economic Growth – Seminars Jointly Organized by ITU/Webster University

1999

2. Collection of General Trends in Telecommunication Reform

1st edition, 1998

3. Telecommunication Policy on CD-ROM

1999

4. World Telecommunication Development Report – Mobile Cellular – World Telecommunication Indicators

5th edition, 1999

5. World Telecommunication Development Report: Universal Access

4th edition, 1998

6. World Telecommunication Development Report: Trade in Telecommunications

3rd edition, 1996/97

7. World Telecommunication Indicators Database

5th edition, 1999

8. Direction of Traffic: Trading Telecom Minutes – Report

3rd edition, 1999

9. Direction of Traffic: Trading Telecom Minutes

3rd edition, 1999

10. Direction of Traffic:

3rd edition, 1999

11. ITU Yearbook of Statistics – Telecommunication Services 1989-1998

26th edition, 2000

12. ITU Statistical Yearbook (Chronological Series 1987-1994)

1994

13. ITU-D Question 1/1 – Role of Telecommunications in Economic, Social and Cultural Development 

1998 – (SG1) Final Report

Separate editions in E, F, S

14. ITU-D Question 2/2 – Preparation of Handbooks for Developing Countries: Economic, Organizational and Regulatory Aspects of National Spectrum Management

1999 – (SG2) Final Report

15. ITU-D Question 4/1 – Policies and Ways for Financing Telecommunication Infrastructures in Developing Countries 

16. Manual on Tendering and Procurement of Broadcasting Systems and Equipment

Separate editions in E, F

17. Competitive Transformation of Telecommunication Organizations – MANDEVTEL

1997

Separate editions in E, F, S

18. Useful Reading for Directors and Managers – General Principles of Telecommunication Management (Volume I) 1993

19. Useful Reading for Directors and Managers – General Principles of Telecommunication Management (Volume II) 1996

20. Partners in Development: Telecommunications – The First Link

1994

Abstracts:

· Final Report and Proceedings of the Seminar on Partnerships and Rural Telecommunication Development Kampala (Uganda), 3-5 November 1999

The final report contains the statements at the opening and closing sessions as well the main conclusions on the presentations and discussions on each working session. The Proceedings contain the full papers presented during the sessions, covering various aspects of rural telecommunications such as financing regulatory issues and technologies.

· Addendum Issues in Telecommunications Development Volume II: Reforming the international accounting rate system 

During 1999, the ITU’s Telecommunications Development Bureau continued to support the efforts of developing countries to review telecommunications costs and tariff reform. The addendum of the 1998 Review of “Reforming the international account rate system” contains the reports of the 1999 series of seminars and contributions from developing countries to the work of the Regional Tariff Groups and the Study Group 3. These reports are complemented by three additional case studies.  

The 1998 series of BDT seminars and workshops highlighted the importance for developing countries to examine the underlying cost elements of telecommunications in order to contribute to the reform of the accounting rate system.  At the request of participants in those seminars and workshops, the BDT continued to support meetings at which developing country representatives applied the various methodologies for calculating tariffs to real situations.  Part 3 contains reports of these meetings, as well as recommendations to Study Group 3’s on-going deliberations on tariff reform.   In addition, Regional Tariff Groups met to review cost models for use in calculating more precisely actual costs.   A number of additional papers give overviews of tariff-related questions, of significant interest to developing countries.  Three more country case studies – Barbados, Trinidad & Tobago and Ukraine – are also contained in this volume, as a complement to the 11 published in 1998.  

· Financial Institutions Offering Resources for Telecommunications Projects 

and Technical Assistance in Developing Countries (as verified by Financial Institutions) Fourth Edition July 1999
This publication, divided into three categories (multilateral agencies, bilateral agencies and funds), aims at providing easy reference to institutions that provide resources for telecommunication projects and technical assistance in developing countries.  It acts as a guide to the main sources of financing for development for governments, regulators and public telecommunication entities, as well as private institutions and enterprises. In addition to providing addresses, telephone and fax numbers, email addresses, contact persons, each entry gives factual information (verified by each institution) on the purpose for which the institution was established, its activities, its objectives, broader knowledge about its policies, lending criteria, awareness of terms and conditions for project financing with respect to geographical coverage.

· Issues in Telecommunications Development Volume II: Reforming the international 

accounting rate system - 1998 Review First Edition, May 1999

On behalf of the ITU, the Bureau of Telecommunications Development has taken on the responsibility of guiding, assisting and encouraging developing countries as they restructure their telecommunications sectors to meet the challenges of globalisation and liberalization.

This volume contains the reports from Validation Seminars and Workshops at which developing country representatives reviewed the moves towards international accounting rate reform and a number of papers dealing with cost calculation methodologies.  They also provided useful contributions and recommendations for consideration by Study Group 3’s Focus Group.

· Issues in Telecommunications Development: Finance and Trade - 1998 Review First Edition, June 1999

This publication is intended to provide an annual review of various key issues in international telecommunications as examined by the International Telecommunication Union/Telecommunication Development Bureau - ITU/BDT.

This year’s authors have focused on trade, partnership and financing within the context of restructuring and globalisation. Papers have been selected to reflect a balance amongst the main stakeholders in telecommunications: governments, regulators, the private sector, telecommunications operators and the financial sector, as well as amongst the various regions. The case studies further illustrate the diversity of restructuring and the privatisation processes, as well as their impact on different stages of a country’s development. 

Detailed proceedings and reports have been produced separately. The Annexes comprise an inventory of financial institutions, and a comprehensive list of authors and papers presented at the Colloquia. All of these publications are available on request from the ITU/BDT.
· Final Reports of the Telecommunication Trade and Finance Colloquia

The six Final Reports (Volumes 1 and 2) are the resume of the six regional Trade and Finance Colloquia organised by the Telecommunications Development Bureau, during 1996 to 1998, in all the world. 

Taking into account the significance of financing problems and global developments in the trade in telecommunication services in the word, the objectives of these six regional Colloquia were: to encourage and stimulate new sources and innovative modalities of financing; to facilitate partnership through bilateral and private meetings between the private and public sector; to foster telecommunication sector liberalization so as to facilitate the entry of new telecommunication operators.
· Africa Telecommunication Finance Colloquium Abidjan, Côte D’ivoire  25-29 March 1996
Final Report (Vol. I - Vol. II)
The Final Report (Volumes 1 and 2) is the resume of the Africa Telecommunication Finance Colloquium organised by the Telecommunication Development Bureau, 25 - 29 March 1996, took place in Abidjan, Côte d’Ivoire. It was provided appropriate, well-consolidated and innovative framework of action on financing and resource mobilisation strategies in the context of new technologies, changing regulatory environment for trade and investment in telecommunication.
· Arab States Telecommunication Finance Colloquium Amman, Jordan 1-4 September 1996
Final Report (Vol. I - Vol. II)




The Final Report (Volumes 1 and 2) is the resume of the Arab States Telecommunication Finance Colloquium organised by the Telecommunication Development Bureau, 1 - 4 September 1996, took place in Amman, Jordan. The findings of the Colloquium provide a better understanding of the necessary conditions for attracting investment and for emphasising the importance of the investment required for the development of the telecommunication sector.
· Telecommunication Trade and Finance Colloquium for Latin America and the Caribbean
Brasilia (Brazil), 14-16 July 1997, Final Report (Vol. I - Vol. II)

The Final Report (Volumes 1 and 2) is the resume of the Latin America and Caribbean Telecommunication Finance and Trade Colloquium organised by the Telecommunications Development Bureau, 14-16 July 1997, took place in Brasilia, Brazil with the participation of 120 delegates from 33 countries. The objectives were: to encourage and stimulate new sources and innovative modalities of financing; to facilitate partnership through bilateral and private meetings between the private and public sector; and to foster telecommunication sector liberalization.

· Telecommunication Trade and Finance Colloquium for Asia and Pacific, New Delhi (India), 3-5 November 1997, Final Report (Vol. I - Vol. II)

The Final Report (Volume 1 and 2) is the resume of the Asia Pacific Telecommunication Trade and Finance Colloquium organized by the Telecommunication Development Bureau, 3-5 November 1997, it took place in New Delhi, India with the participation of 275 delegates from  28 countries.  Its purpose was to address on a regional basis with all potential partners the critical issue of financing telecommunication development in each region, and related aspects of telecommunications.

· Telecommunication Trade and Finance Colloquium for Europe, Geneva (Switzerland), 15-17 December 1997, Final Report (Vol. I - Vol. II)

The Final Report (Volumes 1 and 2) is the resume of the Telecommunication Trade and Finance Colloquium for Europe organised by the Telecommunication Development Bureau, 15-17 December 1997, took place in Geneva, Switzerland. It was provided appropriate, well-consolidated and innovative framework of action on financing and resource mobilisation strategies in the context of new technologies, changing regulatory environment for trade and investment in telecommunication and specific requirements of different countries. 
· Telecommunication Trade and Finance Colloquium for CIS, St. Petersburg (Russia),
2-3 February 1998, Final Report (Vol. I - Vol. II)
The Final Report (Volumes 1 and 2) is the resume of the Telecommunication Trade and Finance Colloquium for CIS Countries, organised by the Telecommunication Development Bureau, 2-3 February 1998, took place in St Petersburg, Russia with the participation of 113 delegates from 26 countries.

The findings of the Colloquium provide a better understanding of the necessary conditions for attracting investment and for emphasising the importance of the investment required for the development of the sector, as well as for setting up specific agreements between participants. 
ANNEX 8A
GUIDELINES FOR BILATERAL NEGOTIATIONS OF TRANSITIONAL ARRANGEMENTS TOWARDS COST-ORIENTATION, 1999 to 2001* 

E.1
Introduction 

This Annex contains the multilaterally-agreed guidelines to be used in bilateral negotiations to establish and revise accounting rates, accounting rate shares and transit shares during the transition to cost-orientation, in cases where it has not proved possible to apply approach 1 in Annex C of this Recommendation, to the satisfaction of all parties in a correspondent relationship. When implementing these guidelines, the ITRs, Recommendations D.150, D.155 and other relevant D-series Recommendations should also be taken into account.

E.2
General

Recognizing the change in the international telecommunications environment and the agreement to expand the menu of remuneration arrangements to be incorporated into D.150, it is recommended that Administrations take into account the transitional arrangements towards cost-orientation, detailed below. 

E.3
Indicative target rates for direct relations** 

E.3.1
As a transitional measure pending the application of approach 1 in Annex C, it is recommended that Administrations progressively move towards and attain the indicative target rates  set out in Table 1 in their bilateral negotiations. The target rates are shown in SDRs per minute, for countries / territories grouped according to their level of teledensity (telephone lines per 100 inhabitants) at 1st January 1998. Administrations which have already attained these indicative target rates should continue to take positive steps to reduce their accounting rates to cost orientated levels. When after 1 January 1999, a country or territory moves from one teledensity group to the next owing to an increase in the number of subscribers, the applicable indicative target rate should be adjusted accordingly and achieved within the same period as previously, subject to E.5.

Table 1: Indicative target rates for direct relations (settlement rates)

Based on the average of the lowest 20 per cent of current published settlement rates in each teledensity group, and measured in SDRs per minute (T = telephone lines per 100 inhabitants)

	Teledensity 

T < 1
	1 < T < 5
	5 < T < 10
	10 < T < 20
	20 < T < 35
	35 < T < 50
	T > 50

	0.327 SDR
	0.251 SDR
	0.210 SDR
	0.162 SDR
	0.118 SDR
	0.088 SDR
	0.043 SDR


E.3.2 
The indicative target rates in Table 1 show upper limits and should not be interpreted as providing any guidance for establishing lower limits for direct relations, nor should they be taken as cost-orientated levels. 

E.3.3
For small island states, which are defined as having a population of less than   300’000 inhabitants, distant from a continental mainland, off the main cable routes and therefore reliant on satellite communications, the indicative target rate of 0.266 SDR per minute may be used. The countries / territories within this category (see Appendix) may choose to adhere to this target or the one relevant to its teledensity.

E3.4
For the Least Developed Countries, which are recognized by the United Nations,  the indicative target rate of 0.312 SDR per minute may be used. The 48 LDCs, plus the 3 “as if” LDCs, eligible within category (see Appendix) may choose to adhere to this target or the one relevant to its teledensity.

E.3.5
The transitional rates under Table 1 are not applicable to those Administrations who have calculated their costs according to a mutually agreed costing approach and are aware that their cost is different for terminating an international call on their network than that identified for them under Table 1.

E.3.6
Where the indicative target rates proposed in Table 1 differ from the results obtained by applying a regional cost model which has been recognized by ITU-T Study Group 3, the results of the cost model could be applied, by bilateral agreement, within the region and in relations with Administrations outside the region, as described in Approach 1 of Annex C of this Recommendation. It is recognized that where this is not possible, the indicative target rates proposed in Table 1 could be used as the basis for the cost and/or accounting rate trends described in Approach 2 of Annex C of this Recommendation.

E.3.7
It is recommended that Administrations should utilize an appropriate costing methodology as soon as possible to determine their relevant costs.

E.3.8
Where the indicative target rates proposed in Table 1 differ from the cost elements identified in a country case study, which has been validated by the region concerned and endorsed by ITU-T Study Group 3, the cost elements from the case study could be applied, by bilateral agreement, within the region and in relations with Administrations outside the region.

E.4
Indicative target rate for indirect relation (transit share)** 

E.4.1
In order to provide guidance on transit shares, on routes where an origin Administration lacks choice*** among transit routes and service providers, it is recommended that transit Administrations move towards the indicative target rate (upper limit) of 0.05 SDRs per minute.

E.4.2
The indicative target rate of 0.05 SDR (upper limit) should not be interpreted as providing any guidance for establishing lower limit for transit shares, nor should it  be taken as cost-orientated levels. It is recognized that, on competitive routes, transit shares may be considerably below that target rate.

E.5
Transition period 

E.5.1
The starting point for the transition would be the current settlement rate level and transit share level. 

E5.2
The transitional arrangements towards cost-orientation should be negotiated through bilateral agreement, for instance in the following ways:

a)
On the principle of a 50/50 division of accounting revenue from traffic exchanged (symmetry), with both Administrations applying the same rate (settlement rate) to attain a level at or below the indicative target rate of the Administration in the lower teledensity category by or before the end of the transition period.

b)
In an asymmetric manner, with both Administrations applying different rates for call termination, in the context of an agreement to move to below the indicative target rate of the Administration in the lower teledensity category. In this case the Administration in the higher teledensity category would apply a lower rate for call termination than the Administration in the lower teledensity category.

c)
In order to enhance Universal Access to telecommunications in developing countries, Administrations in developed countries may give consideration to terminating incoming calls at their own cost-orientated rate without requiring reciprocal treatment. Such consideration would be voluntary and based on bilateral agreement.

E.5.3
It is recommended that the indicative target rates for direct relations in Table 1 be attained by staged reductions over a three year period (i.e., by year-end 2001).  However, for those Administrations in LDCs plus the 3 “as if” LDCs, a longer transition period is recommended, as a function of the level of dependency of the country on net settlement payments, as proposed in Table 2.

The level of dependence on net settlement payments as shown in Table 2 should be calculated on the basis of the moving average of the last three years. It shall be recalculated each year. If an administration’s level of dependence moves, from one year to the next, from one category to another, the target year will be adjusted accordingly but not beyond 2004.

Where circumstances are identified, through a transparent process, of the significant difficulties other Administrations may have in coping with the reduction, the target date may be deferred by bilateral agreement. Similarly Administrations that have identified through a transparent process, serious difficulties in meeting the target rates proposed in Table 1 may apply, by bilateral agreement a program of regular/annual reductions. 

E.5.4
It is recommended that the transit shares be reduced progressively in order to arrive at the indicative target rate of 0.05 SDR (upper limit) by the end of year 2000.

Table 2: Transition period as a function of dependence on net settlement payments (NSP)

	Net settlement payments (NSP) as a percentage of total telecommunication revenue (TTR) 
	Target year for achieving target rate

	NSP < 10 per cent of TTR 
	year-end 2001

	10 < NSP < 20 per cent of TTR
	year-end 2002

	20 < NSP < 30 per cent of TTR
	year-end 2003

	NSP > 30 per cent of TTR
	year-end 2004


Note:
1. Calculations should be based on published data, from company accounts, on net settlement payments and total telecommunication revenue, valid for 1997 or most recent .


2.  Data for net settlement payments and total telecommunication revenue should be valid for the country / territory as a whole, not just an individual Administration/.

E.6
Universal Service Obligations

Any Member State has the right to define the kind of Universal Service Obligation it wishes to maintain. However, such Obligations should be administered in a transparent, non-discriminatory and competitively neutral manner which is not more burdensome than necessary for the kind of universal service defined by the Member.

_______

* Note: This period may be extended, subject to the provisions in paragraph E5.3


**  The direct and transit target rates are not applicable between competitive markets


*** Only has access to three or less independent and comparable transit providers.
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