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��PREFACE�BY  THE  SECRETARY - GENERAL

I am extremely pleased to introduce the Report of the Seventh Colloquium on the Changing Role of Government in an Era of Telecom Deregulation (known in short as the Regulatory Collo�quium), which was held at ITU Headquarters in Geneva on 3�5 December 1997.

The Colloquium represents an important continuing initiative to consider, in an informal, expert and practical way, some of the fundamental issues of telecommunications regulation that arise from today’s fast-changing telecommunications environment. The Colloquium is non-governmental in nature, privately financed, and brings together, in their individual capacities, high level telecom officials and experts from a diverse range of countries. The participants meet in Geneva for three days to formulate practical advice designed to be of immediate benefit to policy makers, regulators and business communities in developed and developing countries alike.

The Seventh Colloquium had as its topic the present crisis in the international system by which payments are made between countries for international telecommunications services (known as the accounting rate system). The Colloquium’s main conclusion is that the accounting rate system, and the level of accounting rates, is not the real problem:  as the Chairman’s Report indicates, the real problem is the lack of telecommunications development in many countries due to such causes as inadequate investment, inefficient pricing policies, monopolistic industry structures, and a lack of clear and effective regulation.

�To address this underlying problem, the Colloquium has formulated a series of conclusions and practical recommendations. We hope that they will be of value to the Second World Telecommunications Policy Forum (WTPF) as it formulates its advice to ITU members.

The funding for the meeting was provided on a collaborative basis by the Friedrich Ebert Foundation of Germany (FES) and The World Bank, through its infoDev program. Both organizations had funded earlier Colloquia, both separately and cooperatively. For their critical help, I am most appreciative to Dr. Erich Vogt of the FES and to James Bond, Bjorn Wellenius and Carlos Braga of The World Bank.

As noted in my Introduction to the Report of the First Colloquium, the concept of the Colloquia originated with David Leive when he was Chairman of the ITU’s Telecom ’91 Regulatory Symposium in Geneva in October 1991. An extensive round of informal con�sultations with experts from many countries led Mr. Leive, Ambas�sa�dor Gerald Helman, who provided critical assistance, and me to conclude that the Colloquium would meet a significant need and be of great practical value to many countries. This forecast has been more than borne out by the success of the seven Colloquia and the widespread use of its Reports.

In view of his outstanding leadership of the Colloquia, I asked David Leive after the Second Colloquium to continue as permanent Chairman.

The results of the Seventh Colloquium are reflected in the following Chairman’s Report by Mr. Leive. Together with several of my senior colleagues, I participated throughout the three day session, just as I had at the first six Colloquia. In addition, we were fortunate to have with us Mr. Neil McMillan, of the UK, prospective Chairman of the Second WTPF and Mr. Tsunekazu Matsudaira of Japan, Chairman of ITU Study Group 3.

The Report describes the consensus of the participants on the principal issues discussed, but does not represent individual partici�pants’ views.

�This publication also includes the executive summary of the Briefing Report prepared by an independent consultant, Michael Tyler, which was presented to the Colloquium in draft form to serve as a basis of the discussions. The full Briefing Report will be translated and distributed to all administrations later this winter. Both the executive summary and the Briefing Report reflect Mr. Tyler’s own research and views, and are not products of the Colloquium discussions themselves.

Planning is now underway for subsequent meetings. The Eighth Colloquium will take place in the last quarter of 1998, on a topic still to be selected.

In view of the Colloquium’s underlying mission to provide practical advice for policy makers and regulators, a program is being developed with World Bank help for a more active, intense and pervasive dissemination program, particularly employing websites and the Internet in an interactive fashion. The project should be underway shortly.

Finally, I want to reiterate the importance I place on innovative methods such as the Colloquia that can provide practical help to the telecommunications community throughout the world which must deal with the complex challenges that arise from changing industry structures, evolving economic policies and new technologies.





				Pekka TARJANNE�				Secretary-General





Geneva, January 1998
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�CHAIRMAN’S  REPORT

TRANSFORMING  ECONOMIC  RELATIONSHIPS�IN  INTERNATIONAL  TELECOMMUNICATIONS

I.	INTRODUCTION AND SUMMARY

The Colloquium initially reviewed issues concerning the traditional international framework for payments among telecom operators for international services, often called the “accounting rate system”. It did so because of widespread recognition that the accounting rate system is seriously, if not fatally, undermined, and may not be sustainable; that it urgently requires reform and/or replacement; that international traffic is increasingly flowing outside it; and that the system is further put into question by the WTO Basic Telecommunications Agreement.

The reasons for the crisis are not hard to find: the accounting rate system is near collapse because it evolved as part of an industry structure based on monopoly providers in different countries dealing with one another bilaterally. It is now increasingly being undermined by technology and the market forces unleashed by the entry of competition.

After more in�depth review, the Colloquium’s principal conclusion is that the accounting rate system, and the level of accounting rates, is not the fundamental problem to be addressed, but only part of the problem, and should not be seen out�of�context as major policy issues in themselves. The Colloquium identified as a principal policy and social goal the need to preserve and expand telecommunica�tions systems so as to meet the growing needs of all peoples at reasonable and affordable prices. The fundamental problem is the lack of network development in many developing countries, which makes it difficult to achieve this goal. This lack of development in turn is due to inadequate investment, inappropriate pricing policies, monopolistic industry structures and the absence of clear and effective regulation. These systemic deficiencies have partly been �masked by the high settlement payments flowing under the existing accounting rate system to some telecoms operators, especially in developing countries. Understandably, governments and telecoms operators in these countries are reluctant to change the current arrangement on their own initiative.

In addressing this broader issue the Colloquium recognised that the forces which are driving the changes and causing instability in the traditional industry structure (greater reliance on competition and market forces, technology innovation and convergence, and economic arbitrage) were likely to continue and accelerate.  It was also, therefore, important to act quickly.

Addressing these fundamental issues would still be urgent even if the accounting rate system did not exist; in effect, the accounting rate issue serves as a “catalyst” for timely consideration of them. Put another way, the focus needs to be not only on wholesale rates (the accounting and settlement rates) but primarily on competitive retail rates – what the ultimate consumer is charged for communications services, and on issues of development.

Structural changes in the accounting rate system, accelerated reductions in settlement rates, and the large�scale carriage of traffic outside that system, are all occurring. Such changes will continue, with different countries or groups of countries selecting different solutions. The effects will necessarily result in a redistribution of economic benefits between operators and between countries. They will present some operators and some countries with severe problems of adjustment, especially in the case of many developing countries, and above all in some of the least developed countries.

The Colloquium recognised that major efforts are already underway in a variety of forums to reform the accounting rate system; ITU Study Group 3 is a principal focus, as reflected in the Report of its December 1997 meeting. The reformed system will probably continue to be used to an extent that cannot yet be foreseen, alongside the new modes of operation. It is likely to embody substantially reduced accounting rates, and may be based on uniform “termination charges”. The Colloquium therefore did not �focus on such changes “within the system”, but on the broader issues. Its conclusions may be helpful in the preparation of the Second ITU World Telecommunications Policy Forum, which will consider these issues in March 1998, as well as to the Second World Telecommunications Development Conference.

Solutions that effectively serve global telecommunications development can be found by linking the restructuring of the international payment system with the restructuring of other aspects of the international economic relationships in telecommuni�cations, and also some aspects of broader telecommunications policy as well. Key elements include:

fresh approaches to investment in the public telecommunication network.

restructuring of pricing to reflect cost.

exploitation by operators in developing countries of the positive possibilities offered by “new modes of operation” in interna�tional telecommunications.

the orientation of telecom regulation to promote competition, investment and new technologies.

Policy makers and regulators in many countries often are still not aware of how profoundly, and rapidly, technology and market forces are transforming the telecom landscape, that this rate of change will continue if not accelerate, and that corresponding regulatory changes are imperative. There is an urgent need to increase their awareness of the actual trends, issues, and policy alternatives. A suitable, targeted and urgent transition process is needed through which this can take place.

The Colloquium’s work proceeded in two stages:

An assessment of the forces of change, the likely pace of change, and the likely impact of change

A discussion of how operators, regulators and governments, assisted by the ITU, and using all available ITU mechanisms, can best ensure a successful adaptation to the new environment.



¨  à  ¨  à  ¨  à  ¨  à  ¨  à  ¨

�II.	FORCES OF CHANGE, THE PACE OF CHANGE, AND THE IMPACT OF CHANGE

The accounting rate system is the product of a world that is rapidly vanishing, in which international telecommunications traffic was exchanged between national monopoly providers, through correspondent relations. There are three key factors hastening the break�up of the old system:

1.	The rapid introduction of new technologies and new modes of operation. The industry is being restructured with global networks and systems and a host of new private players. Increasingly, providers of communications and related services are shareholder�owner companies.

2.	The 1997 WTO Basic Telecommunications Agreement and the application of the basic GATS disciplines to the global telecoms market through that Agreement. The key elements include the so�called Most Favoured Nation principle (MFN) requiring non�discriminatory treatment of foreign operators and superseding “reciprocity” policies; commitments to provide market access for foreign operators; national treatment (i.e., treating foreign operators the same as national operators); and the comprehensive set of regulatory principles included in a large number of countries’ WTO commitments through the Reference Paper. All this is backed up by the WTO’s Dispute Settlement procedure. These features of the 1997 Agreement have established new rules of the game for over 90% of the world’s international telecommunications traffic.

3.	The emergence of even more open competitive conditions within certain pairs of countries with competitive industry structures; among the countries of the EU; and as between the most liberalised WTO members. These conditions have been characterised by some as a “Single Market”. For traffic among these countries (which account for over 80% of the �world’s international telecommuni�cations traffic) there is likely in future to be relatively little difference in price between international and long distance domestic calls. In numerous instances (in the EU for exam�ple) international calls will be terminated at the same interconnect charge as domestic long�distance calls; in other words, operator A can get into country B at country B’s domestic rates.

These three key factors deserve some elaboration:

The emergence of “new modes of operation” for international telecom services, effectively bypassing the accounting rate regime, is one of the stronger forces for change. The “new modes” include leased�line resale; the carriage of traffic within international global alliances such as Concert, Global One, or Unisource; “alternative calling procedures” such as refile, hubbing and re�origination; and the extension of an operator’s network to include Points of Presence (PoPs) in other countries, interconnected to the public switched network there at a local interconnect rate rather than the international accounting rate. These new modes of operation increasingly are provided by operators which are new players; some are not even ITU members (though they may be Sector members); some will never use the old settlement system.

The WTO Agreement has very far�reaching implications that are now only beginning to be fully understood. Certain countries (including a few developing countries) have made commitments in the WTO Agreement for very extensive dismantling of barriers against cross�border competition; these include removal of foreign�ownership restrictions. By committing themselves to the provisions of the Reference Paper on regulation, they have also committed themselves to extensive regulatory safeguards assuring fair treatment of foreign operators. In addition, there was an “understanding” among parties to the WTO Agreement that the application of the accounting rate system would not give rise to action by Members via the dispute settlement machinery. This understanding is to be reviewed not later than the start of the further round of WTO negotiations on services that is due to begin �not later than 1 January 2000. This “understanding” was necessary to accommodate concerns that the current bilateral accounting rate system is fundamentally at odds with the multilateral principles upon which the GATS is based.

There are also implications that go beyond the group of WTO members that have made these far�reaching open�market commitments. These are more difficult to analyse. The combined effect of MFN and the Reference Paper commitments appears to give operators from any WTO country certain rights to employ new modes of operation for traffic between that country and those WTO countries (for example, most of the EU countries) where extensive market�opening commitments have been made. These rights are, it is true, counterbalanced by provisions designed to prevent anti�competitive behaviour. Telecoms operators from the open�market countries are likely to fight back if the market access permitted by the WTO Agreement to their home markets is not matched by the opportunity to pursue “new modes of operation” such as leased�line resale or Internet telephony in the other direction. The exact balance, and the consequent extent of the new opportunities for telecom operators from WTO countries generally (including developing countries) will have to be discovered in each country by trial and error, but there may be major positive opportunities for developing countries.

These three developments have the effect of increasing the pressure on the accounting rate system. The operative reality is that twenty of the most liberal countries representing more than 80% of international telecommunication traffic have decided to play (and have already begun to do so) under new rules that effectively allow foreign operators to enter the market and terminate international calls at domestic interconnect rates, bypassing not only the present accounting rates but the accounting rate system itself for the traffic between themselves. Low rates for termination and the size of the networks involved in these countries will irresistibly attract hubbing traffic from outside. While these countries may still need to utilise the accounting rate system to pass traffic to the rest of the world, �the reality is that a majority of countries is left with the minority of traffic passing under the existing accounting rate system, with much of this traffic subject to a degree of refile.

How should the countries which have not made such a radical commitment to open markets �� numerically a majority �� react? Many developing countries rely on settlement revenues to meet a variety of needs, not all telecom�related. In many cases, though by no means in all developing countries, settlements constitute a major percentage of telecom revenues. The continuing flow of settlement payments under the old system is no longer assured from operators in some net payer countries. The prospect of reduced settlement payments highlights other more systemic problems facing the telecommunications industry, especially (but not exclusively) in developing countries: low telephone penetration; unsatisfactory market structures; lack of diversity in revenue sources; high prices to users; economically inefficient pricing; monopoly providers (whether state or privately owned); uncompetitive services; and either inadequate regulation or the complete absence of explicit and structured regulatory rules, processes and institutions.

It is these underlying issues that need to be addressed urgently.



III.	ADAPTING SUCCESSFULLY TO THE NEW ENVIRONMENT

What follows are some suggested specific means by which these issues may be addressed, particularly though not exclusively by developing countries. These are not mutually exclusive but can be deployed in combination. In many cases the problems addressed are not new, but the issues are still far from being resolved. The current accounting rate controversies simply bring them to the fore. Given the rapid and increasing pace of change, it is urgent that policy makers and regulators focus on these issues, and that remedial actions be taken as soon as possible.

�What choices do developing countries have? The structural defi�ciencies described above are not simply a case of being solvable by infusions of money. In any event, the public funds budgeted by relevant international institutions (e.g., the World Bank, the ITU) are not available, and not sufficient, to materially reduce the adverse impacts of a major decline in settlement revenues. So developing countries have to look to other means. For example, operators in developing countries can exploit the new modes of operation. This will require a high degree of initiative in such countries, and cooperation, by operators and regulators, policy makers and other elements of government, to insist upon and make effective use of the rights granted by the WTO Agreement. 

We address five specific areas of challenge and opportunity, in turn:

investment and telecommunications development;

pricing policy;

new modes of operation;

role of the national regulator;

transition issues.

We conclude, in Section 6, by discussing the role of the ITU and how it can best contribute to a successful outcome: that is, successful adaptation by operators, regulators and national govern�ments to the new environment.

1.	Investment and Telecommunications Development

Investment in telecommunications is a prerequisite for broad based economic development. More and more governments are con�cluding that investment requirements are best met by tapping market sources, including foreign private equity investment, most often in partnership with local domestic investment. However, attracting such investment and securing good results from it is a �challenge; international exchange of expertise and experience in meeting this challenge could be very valuable. Key factors which can contribute include:

Choice of a coherent and economically appropriate pricing policy, as discussed below.

A stable, transparent and non�discriminatory regulatory system for telecommunications (as envisaged in the WTO Reference Paper and in the work of previous ITU Regulatory Colloquia).

A stable and appropriate regulatory and legal regime (including taxation) for investment generally, and for foreign investment in particular, while ensuring that national priorities (e.g., telephone penetration, retention of a reasonable proportion of revenues in the host market) are met through regulatory supervision.

Encouraging locally�based private investment, which gives confidence to foreign investors.

Full use of modern methods of project finance as well as equity investment.

Aggregation of investment, whereby several countries might act together to create an attractive investment project.

It is very questionable whether the granting of monopoly privileges, or exclusive licences for lengthy periods of time, does in fact encourage sustained investment or efficient utilisation of capital employed, rather than producing the contrary result, even though privileges of this kind have sometimes been granted in the hope of such favourable results. It is also important to recognise that changes in the accounting rate regime may affect both the value of assets in the industry and privatisation prospects.

2.	Pricing Policy

The focus of public policy about pricing should be not only on “wholesale” (i.e., accounting and settlement rates) but on collection, or “retail” rates �� what consumers pay for communi�cations services. What the new situation requires is a rational pricing �policy applicable to access lines and to domestic traffic (local and long distance) as well as international traffic. Developing such a policy for any country, developed or developing, requires three preconditions:

Clear objectives, and logical adaptation of pricing policies and practices to those objectives.

Assembly of adequate information on costs, and analysis of how to allocate them, with explicit identification of any cross�subsidies intentionally built into the pricing system. Transparency is needed to accomplish this.

Recognition of changing technology and market realities.

A pricing policy successfully adapted to the new environment will vary from country to country, reflecting different goals and pricing approaches, but several features are likely to recur:

The policy will reflect the importance of providing widespread access to telecommunications. This includes access to public, shared means of access (which can range from pay�phones to “Internet cafés”) as well as access lines for individual households and business premises.

Modified pricing structures which go beyond mere rebalancing through across�the�board increases in local pricing. Pricing structure is likely to change, for example with new or improved features to encourage off�peak traffic (for which the incremental costs are often very low, even for international calls).

Measures to reduce costs where the simple transfer of costs from the competitive market sector (e.g., international) to a less competitive (local) market is politically or economically imprac�tical.

Such a “restructuring” of prices should reduce dependence on one or a few sources of revenue, such as international settlements, in favour of developing, so far as possible, a more robust and diverse “mix” of revenues. It will take into account demand and market conditions as well as costs.

�In sum, getting the pricing policy right is one of the keys to adapting to the new environment, especially in developing countries. The new policy about telecoms pricing should provide a clear roadmap and a clear timetable. It is also directly related to foreign investment: by giving off the right signals, a pricing policy can encourage foreign investment in domestic as well as international facilities.

3.	New Modes of Operation

The new modes of operation are diverse, but share one characteristic: they involve the movement of traffic outside the accounting rate system, with its traditional correspondent relation�ships. The new modes of operation comprise:

leased line resale (also known as private�line resale or Interna�tional Simple Resale (ISR));

refile, hubbing and re�origination;

international alliances of operators to provide service to multina�tional corporations;

the extension of networks from one country into another using end�to�end international circuits (not half�circuits) with Points of Presence (PoPs) at the distant end, interconnected to the PSTN (“Foreign PoPs”, in short);

Internet telephony.

The case of “foreign PoPs” shows how far�reaching the new modes of operation can be. In this case, the telecoms operator provides service directly to another country, terminating calls (often via interconnect arrangements) in that country in the same way a domestic carrier would. When coupled with the market opening commitments built into the WTO regime (especially for certain countries which have made particularly far reaching commitments) the new modes of operation offer major opportunities for vast and profitable expansion of the international services business.

�For operators in developing countries, the new modes of operation, combined with improved access to industrialised�country markets in countries which have made extensive WTO commitments, open up opportunities to greatly increase their traffic, especially outbound traffic between their “home” countries and these markets. Initiatives based on the new modes of operation could substantially offset, or even more than offset, the revenues lost as a result of lower settlement rates within the traditional correspondent arrangements. Operators in developing countries could undertake such initiatives either independently or in combination with other operators, perhaps in neighbouring countries; in practice, the second possibility will often be more realistic. But in exploiting such opportunities, they will have to recognise that operators in the “open market” countries may press for conditions to be imposed on their use of the new modes of operation (such as the conditions concerning the reduction of settlement rates to “benchmark” levels that the FCC has decided upon in the United States), and/or for similar opportunities to be made available to them in the developing countries.



4.	Role of the National Regulator

Telecom regulation is not an end in itself but rather a tool to achieve national goals.

Effective management of the policy issues addressed in this Report requires a national regulatory agency (NRA) with adequate powers, transparent decision�making, and clear and stable policies. (See the Chairman’s Report of the First ITU Regulatory Colloquium and the associated Briefing Report for a detailed description of the options for regulatory reform.) Since telecommunications in one country is more and more affected by regulatory decisions in other countries, effective and responsible management by the government and NRA in one country of their relations with NRAs in other countries is necessary. This could not be more clearly demonstrated than by the impact of the recent “benchmark” decision on accounting rates by �the FCC, although the FCC is not the only regulatory agency which makes unilateral decisions which broadly impact carriers from other countries. Decisions with far�reaching international effects should be made only after extensive bilateral or multilateral consultation. (Similar problems might arise if, as a substitute for the accounting rate system, an administration unilaterally imposed specified termi�nation charges for international traffic.)



5.	Transition Issues

There has been extensive discussion about the time developing countries may require to undertake a transition to new operational and financial arrangements adapted to the new global tele�communi�cations environment. The key questions are: transition by whom, to what, and when? What are the rules of the game and what are the techniques employed to help manage the transition effectively? There is no one answer, as countries are not all alike. The EU countries, and other countries that have made far�reaching market�opening commitments in the WTO agreement, have broadly similar “road maps” and timescales. The most demanding transition issues concern developing countries (other than those few, such as Chile or the Dominican Republic, which are among the countries committed to a far�reaching market opening by their WTO commit�ments). Here quite different “road maps” will usually be appro�priate.

The issue of transition is not just a matter of timescales, but also of timely creation of policies responding realistically to the new, and still changing, environment:

timescales should be reasonable in relation to the experience of other countries (mainly industrialised countries) which have previously made comparably major changes in telecoms policy and industry structure; but also fast enough to realistically respond to challenges of the new environment;

�there should be a defined transition plan and a specified end�point, as in the case of Mexico’s price rebalancing program;

transition policy and strategies should include proactive exploita�tion of the opportunities discussed in Section 3, as well as other measures to mitigate the adverse impact of reduced settlement payments. Such “other measures” might, for example, include extensive restructuring of end�user pricing for both domestic and international telecommunications services.

Achieving all this will require a strengthened regulatory capability. The massive changes now taking place in markets that represent the majority of global traffic make this more urgent than ever.

Even a well�conceived transition will not change the end result but will instead buy time, during which telecom operators, governments and regulators can take steps to correct systemic deficiencies such as uneconomic pricing of domestic telecommunications services, and then adapt to the new environment. The accounting system, at least as it currently operates, cannot be sustained in a market economy in the long term, so what is needed is a national market�oriented plan for economically viable operation and expansion in the absence of high settlement rates. Stretching out the transition time to cushion the shock, if possible, will only be truly beneficial if the time is used effectively to plan and implement structural change. A “soft landing” �� at the end of the transition period �� may not be very “soft” and the transition period itself may not be very long. An approach which faces the rigors of the new environment realistically from the outset may nevertheless lead to a successful outcome.



6.	The Role of the ITU

The ITU’s role in addressing these issues, beyond the important continuing work of Study Group 3, should be further developed and defined. On issues like this, where interests conflict, the role of the ITU as an impartial body trusted by a wide range of parties in both �developed and developing countries can contribute significantly to finding solutions beneficial and acceptable to as wide a range of participants as possible.

The forthcoming Policy Forum provides a timely opportunity for it to do so.

At the same time, the inherent limits of the ITU’s role needs to be kept in mind. National pricing policy, on which so much depends, is made by the market (with some intervention by national regulators), not by the ITU.

It is not at all clear, however, that comprehensive multilateral solutions are possible or desirable, whether under the aegis of the ITU or another organisation, nor is it clear what the elements of such a solution might be.

There is ample scope for the ITU to play a supporting and catalytic role.

This includes two critical functions: promoting telecom develop�ment in its Member States, and helping its Members to set up effective regulatory processes and institutions.



1.	National telecom development

The ITU, in conjunction with the World Bank Group and infoDev, IFC and others, should seek to facilitate access to investment resources for funding of network development, for example through advisory and consultative activities, and through measures to mitigate investment risks, such as the guarantee arrangements of MIGA.

Three specific cases of suggested initiatives by the ITU particularly deserve further consideration:

a)	Working with the other relevant agencies named, the ITU should help concentrate the existing scattered resources, and help to create a “one�stop shop” for funding of network development, and support the establishment of a cadre of “salesmen” to encourage countries to apply for, and to be �aware of, both concessionary and commercial funding available for network development, as well as sources of technical advice and training. The role of innovative forms of commercial financing such as BOT deserve particular consid�eration. Countries should be encouraged to diversify sources of network finance while maintaining regulatory and policy control over the process of development.

b)	In view of the critical role now performed by new players �� service providers not traditionally part of the ITU family �� the ITU needs to find additional ways to integrate the private sector into its activities.

c)	The ITU should, through information and training, encourage entrepreneurial behaviour in developing countries; for example, to take effective advantage of the new modes of operation and adopt other policies which offer potential for revenue enhancement and telecom development.

2.	Regulatory processes and institutions 

An equally vital task for the ITU to perform is to assist countries to set up effective regulatory regimes and systems, and to strengthen the capacity of regulators, in the interests of stimulating telecommunications development. For example, an independent regulator can provide the stability of policy potential investors seek, while at the same time ensuring that national development objectives are met. The ITU, World Bank Group and infoDev, and other international institutions as appropriate should enhance and coordinate existing technical assistance activities in this area, reinforcing local expertise on regulation through regional seminars, extended in�country missions, and education and training services. A key objective would be to make national governments, regulators and operators aware of the full range of policy options specifically appropriate to the country’s individual requirements. One means to do so is to facilitate access to information (laws, licenses, proce�dures, organisational structures) on regulatory approvals in different countries.

�IV.	CONCLUSIONS

1.	The accounting rate system, as it operates today, reflects a world that is rapidly disappearing. The present breakdown in that system has focused attention on a series of systemic deficiencies that have been present for a long time in the telecom development of many countries. Many of these, such as economically unsustain�able pricing of many domestic telecommunications services, or failure to attract sufficient private investment on terms mutually beneficial to both investors and telecom users, needed to be addressed in any case. The crisis of the accounting rate system makes it much more urgent to tackle them today. Attempts to preserve an uneconomic system will be achieved only at great costs to economic development.

2.	The dual impact of market forces (e.g., the impact of the new modes of operation and of the 1997 WTO Basic Telecommunication Agreement will increasingly make the accounting rate system (at least as it operates today) obsolete or irrelevant. Yet the outlines of what will replace it are not clear �� it is unlikely to be a single solution but several approaches co�existing at the same time. But it is equally clear that the old approach �� in which countries try to hold on to their high settlement revenues under the accounting rate scheme �� is no longer sustainable.

3.	These very dramatic changes are not well understood by policy makers and telecom regulators in many countries; nor are the options available to them to respond successfully in the new environment. A systematic process of analysis, debate and dissemi�nation of ideas and experiences is urgently required.

4.	There is an important opportunity for the ITU, particularly through the Second World Telecommunications Policy Forum and the Second World Telecommunications Development Conference, to: 

(i)	help intensify the sense of urgency among policy makers and regulators in understanding the new environment, �including the implications of the new WTO commitments, and in reforming their regulatory regimes to facilitate successful adaptation to an open market economy;

(ii)	encourage “pro�active” responses especially in developing countries, to the opportunities represented by more open markets and the “new modes of operation”, in addition to efforts to mitigate the adverse effects of reduced settlement rates.

(iii)	organise a program of help to countries without the necessary resources to negotiate changes in international payment arrangements; establish the pricing policies adapted to the new environment; create an effective regulatory regime; attract investment funds for telecom development; and negotiate an appropriate transition period.
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�Attachment  2

ITU  REGULATORY  COLLOQUIUM No. 7

DISCUSSION  OUTLINE



INTRODUCTION

These points for discussion are organised under three headings:

1.	Assessing the Forces for Change and the Likely Pace of Change

2.	Assessing the Likely Impact of Change

3.	Adapting Successfully to the New Environment (especially, strategies for operators and governments in developing countries).



1.	Assessing the Forces for Change and the Likely Pace of Change

1.1	How likely is it that there will be general agreement on a transition to a low�settlement�rate regime (as envisaged by the Informal Expert Group, and in the Briefing Report’s “Soft Landing Scenario”)? What policy choices (if any) would help to make this possible?

1.2	Will marketplace developments such as refile/hubbing, callback/ turnaround and Internet telephony force a choice between the “Soft Landing Scenario” or a disappearance of the traditional settlement system?

1.3	Is the Single Market concept a valid way of visualising the situation which will result from settlement reform, the new EU legislation, and the WTO telecommunications agreement, for countries committed to an open�market policy?

�1.4	How quickly will a Single Market environment as envisaged by the EU legislation and (for certain countries) the WTO agree�ment be realised in practice? Will the traditional settlement arrangements be entirely superseded for traffic between pairs of countries where “Single Market” conditions apply? Or will the traditional arrangements continue to be used for at least some traffic, though at reduced settlement rates?

1.5	In practice, will operators in WTO member countries which have not committed to unrestricted market entry find that regulators in single market countries are willing to let them exercise the right to carry traffic to and from “open market” countries via new modes of operation, apparently guaranteed by the MFN provisions of the GATS?

1.6	Are the traditional settlement arrangements objectionable in principle (for example, because they are unfavourable to com�peti�tive entry)? Might they be acceptable and sustainable alongside alternative arrangements (“new modes of opera�tions”), even in a Single Market, if settlement rates were lower?

1.7	Is the “Conflict Scenario” a serious possibility, and a serious threat to the previously harmonious management of interna�tional relationships in telecommunications? If so, what can be done to avert it?



2.	Assessing the Likely Impact of Change

2.1	What is the extent of the adjustment problem for operators which are currently large net recipients of settlements, or where net settlement receipts play a large role in the operator’s financial viability? What are the implications?

2.2	To what extent could this adjustment problem realistically be mitigated by transitional assistance of the kinds envisaged by the Informal Expert Group (e.g. World Bank or ITU assis�tance)?

�2.3	To what extent could a shift of emphasis in net�recipient countries towards more rapid expansion of outgoing international traffic, together with the earning of higher margins on this traffic through “new modes of operation” (as envisaged in the Briefing Report’s Scenario 3, the “Competitive Response Scenario”) mitigate or even outweigh the adverse impact of low settlement rates?



3.	Adapting Successfully to the New Environment

3.1	As operators carrying traffic under Single Market Conditions (e.g. within the EU, or across the North Atlantic) adapt to international open competition, how should national regulators adapt? In particular, should they adopt “a priori” restrictions on “new modes of operation” such as leased�line resale (as the FCC has in the US), seeking to prevent anti�competitive abuses? Or should they allow the “new modes of operation” for international traffic without restric�tion, relying on “reserve powers” (as OFTEL is doing in the UK) enabling them to intervene if anti�competitive abuses emerge?

3.2	What is the likely role of the GATS rules on national regulation and anti�competitive behaviour, and the WTO’s Dispute Settlement Understanding, in relation to this issue? For example, could/should a country aggrieved by unilateral restrictive action by another country based on alleged competition�policy concerns rely on the DSU for arbitration of the dispute?

3.3	How should operators outside the countries initially participating in Single Market arrangements adapt to the new environment? If they are based in WTO countries, should they seek to assert the right apparently granted to them by the 1997 WTO agreement and the GATS (under the MFN and National Treatment provisions) to carry traffic to and from the Single Market countries via the “new modes of operation”?

�3.4	Is such an initiative, linked to a business strategy emphasising expansion of outgoing traffic, and of new business (incoming or outgoing) billed by these operators, an attractive option? Is it realistic from a institutional/regulatory point of view? What capabilities would developing country operators, in particular. require? Would new alliances among operators and/or gov�ern�ments/regulators be required in order to implement it?

3.5	Should regulators in developing countries adopt the “converse” of the new conditionality just adopted for Section 214 authorisations by the FCC; that is, require removal of restrictions on “new modes of operation” in the correspon�dent country as a precondition for accelerated reduction of settlement rates?
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�EXECUTIVE  SUMMARY

This Briefing Report, prepared in conjunction with the seventh ITU Regulatory Colloquium, concerns the international economic rela�tion�ships between telecommunications operators which enable them to connect international calls. It focuses on how these relationships are evolving, and on the regulatory policies affecting them. It summarises the existing arrangements concerning account�ing rates and settlements; analyses the intense pressures for change; and suggests the kinds of changes that could result.

It also presents the authorÕs personal view of which outcomes should be preferred, and what choices by national policy makers and regulators will make such outcomes probable. This is strictly a personal view. Neither it, nor any other part of this report, necessarily represents the views of the Colloquium participants, the ITU, or its constituent members: rather, the report represents a starting point for debate on the issues and policy options.



This summary discusses in turn:

Two radically different kinds of economic relationships for inter�national telecommunications: a new approach based on open competitive markets, with little distinction between international and domestic operations; and the traditional approach based on the exchange of traffic between operators in different countries.

The existing situation.

The pressures for change.

Possible outcomes, summarised in the form of three scenarios.

The policy issues that governments and regulators face in this field.

�1.	ECONOMIC RELATIONSHIPS AND PAYMENTS FOR INTERNATIONAL CALLS: �NEW ARRANGEMENTS IN AN OPEN MARKET

The first stage of the transition from monopoly to competition in telecommunications saw a relatively small number of countries move towards a new industry structure for fixed telecom�mu�nications based on multiple competing operators. Until the mid�1990s, this had happened in only a few countries: specifically Australia, Chile, Finland, Japan, New Zealand, Sweden, the UK and the US.

Since then, governments in some countries have begun to extend to foreign telecommunications operators the rights of competitive entry�, and the regulatory protections designed to make compe�tition possible�, that they previously offered only to national competitors. For example, within most of the 15�country European Union (EU) such a policy applies to competitive entry by operators from any EU country, with effect from January 1st, 1998�. Such changes will transform the marketplace for international telecoms services over the next few years.

This has far�reaching implications for the way international calls will be carried, and the associated financial arrangements. Within any group of countries which allow unrestricted market entry by foreign (or foreign�owned) operators and which also grant such operators interconnection rights, there need be little distinction between international calls and those flowing within a single country �(Òdomestic callsÓ). In such an environment, regulators can and should treat domestic and foreign operators, in a non�discriminatory way, in the interests of fair and efficient competition. This implies that international calls will be carried via the public network in the destination country under arrangements just like those that apply to domestic long�distance calls. International calls will pay interconnect charges that are the same as those for domestic long�distance calls or at least similar. The interconnect service provided is essentially the same in both cases. For calls within the EU, for example, the difference will disappear as a result of EU legislation. If a domestic long�distance call brought into, say, Glasgow in Scotland by one of the new competitors to BT can be terminated there via BTÕs local network and interconnect service for approximately 0.6 of a UK penny per minute� (approximately one US cent� at todayÕs exchange rate), so can a call brought into Glasgow from Paris by a French carrier. This kind of situation is radically unlike the traditional way of handling international traffic and compensating participating telecoms operators, which we describe in Section 2 of this sum�mary.

International calls will no doubt continue to be priced to end�users somewhat higher than domestic long�distance calls, even for calls that both originate and terminate in countries where competition is unrestricted. The difference is likely to be relatively modest however, reflecting only the (relatively small) difference in network costs; remaining differences in interconnect charges, if any; the greater complexity of business processes for international calls; and probably some persistence of higher�than�average profit margins reflecting the perceived value of international calls�.

�If the reader objects to this picture on the grounds that it is too idealised and hypothetical, he or she is right on the first count, and wrong on the second. Such situations are not hypothetical: they exist today, and more are coming into existence at a rapid rate. It is true that the description is somewhat idealised: in practice, innumerable regulatory and commercial battles will be fought before the details of the new landscape of a fully competitive international market can be seen clearly. There is, however, no reasonable doubt about the general direction of events.

This report uses the term Single Market to refer to situations of the kind just described. Specifically, this report uses the phrase to mean a group of two or more countries where telecoms operators based in any country in the group can:

sell international services in any other country in the group.

extend their network into any other country in the group and establish network Points of Presence (PoPs), alternatively known as Points of Interconnection (PoIs), in that country.

interconnect their PoPs to the public switched network of the incumbent telecoms operator in any other country in the group, and terminate international calls (or originate them) on the same interconnect terms and at the same interconnect prices that apply to domestic operators and domestic calls.

Single Markets that fit this definition already exist: so far, however, they consist only of a few pairs of countries. The US and the UK form a rough approximation of a Single Market. US operators can and do operate extensively in the UK, largely in the manner described above. To some degree UK�based operators do the same in the US, though they still face severe regulatory obstacles and constraints. End�user prices (Òcollection ratesÓ) for calls between the two countries have plunged. In 1992, when Single Market conditions did not yet exist on the UK/US route, BTÕs ÒheadlineÓ price (before allowing for discount plans) for UK�to�US calls in the �peak period was 51 pence (84 cents) per minute. By 1995 this price had fallen to around 42 pence (69 cents) per minute�. The watershed year when the US�UK became a Single Market was 1996, with the abolition of the UKÕs restrictions on leased line resale. By late 1997, BTÕs headline price had fallen to 24 pence (38 cents) per minute; several operators were connecting daytime calls from the UK to the United States at prices in the range 8�15 pence (about 13�25 cents) per minute)�.

Other existing Single Markets comprising pairs of countries include Canada�UK, Sweden�UK, New Zealand�US, and Canada�US�. Each of these pairs is characterised by relatively low end�user prices, high and fast�growing traffic volumes, and diverse and fast�changing industry structures and arrangements for handling international traffic.

The domain of Single Markets is about to expand dramatically. It will not be limited to a few pairs of countries but will include large multilateral groups of countries as well. With effect from January 1st, 1998, most of the 15�country European Union (EU)� together with the 3 countries associated with the EU through the European Economic Area (EEA)�, plus Switzerland�, will form a �Single Market for competitive telecommunications. Telecoms operators from any EU country will be entitled to build network plant and conduct operations anywhere within this Single Market. They will be able to terminate international calls via the incumbent operatorsÕ networks, paying only the same interconnect charge that is payable for terminating domestic long�distance calls. Of course, in practice there will no doubt be the usual delays and difficulties in implementing the new rules�, but nevertheless the eventual outcome is clear.

An even more extensive Single Market is beginning to emerge. Twenty out of a total of sixty�nine countries� participating in the World Trade Organisation (WTO) Basic Telecommunications Agreement of February 15th, 1997 (including nine of the 15 EU countries) agreed to terms which, when fully implemented, will effectively make these countries into a ÒSingle MarketÓ as well�. As an informal designation, this report calls these twenty countries the ÒGroup AÓ countries. A further twelve countries have made commitments which, while somewhat less extensive, still allow considerable scope for trans�national competition. We call these countries ÒGroup BÓ. The two groups are shown together with the criteria defining them in Exhibit ES.1.

Exhibit  ES.1

THE SINGLE MARKET EMERGING FROM THE 1997 WTO BASIC TELECOM�MU�NI�CATIONS AGREEMENT

GROUP  A�GROUP  B��Commitments include:

·	open entry for foreign competitors in basic fixed services, domestic and international, from 1.1.98

·	unrestricted right of foreign operators to establish networks

·	non�discriminatory interconnection at cost�based prices�Commitments include:

·	open entry to new competitors with foreign participation

·	...but with short�term delay after 1.1.98 (up to 3 years)

·	...or subject to some continuing restrictions on foreign ownership or number of fixed�service operators��Australia*�Chile�Dominican Republic�El Salvador�EU:	Austria�	Belgium�	Denmark�	Finland�	Germany�	Italy�	Netherlands�	Sweden�	UK�Guatemala�Iceland�Japan*�New Zealand*�Norway�Switzerland�USA��Brazil�Canada�EU:	France�	Greece�	Ireland�	Luxembourg�	Portugal�	Spain�Hong Kong�Mexico�South Korea�Singapore��*	Some foreign ownership restrictions on incumbent operators only��

�The agreement was intended to come into force on January 1st, 1998�; but this has been delayed because some of the participating countries had not completed ratification or other national procedures required for confirmation of the agreement by that date�. The agreement is nevertheless likely to come into force during the first half of 1998. 

In this wide Single Market, the Basic Telecommunications Agreement requires that telecoms operators based in any of the twenty countries be permitted to operate on the same basis as a domestic operator in any other country among the twenty. Moreover, according to the agreement (following the Most Favoured Nation principle: MFN), the same rights must also be granted to operators from any WTO country�. While there are signs that full implementation of this agreement will not be easy, fast or uncontentious�, there can be no doubt about the strength or scope of the move towards a Single Market and little doubt that a Single Market will in fact be implemented among most, if not all, of the twenty Group A countries (and possibly among even more WTO countries) within the next few years�.

Of course, even after the EU Single Market for telecommunications is in place, and the WTO telecommunications agreement is more or less fully implemented, the majority of countries in the world will not yet be members of a Single Market pair or a larger Single Market grouping. The overwhelming majority of ÒrelationsÓ between pairs of countries for the carriage of international traffic �still will not fall within a Single Market. Nevertheless, most of the heavy�traffic routes will be between pairs of countries that fall within a Single Market. The great majority of the worldÕs international telecommunications traffic will therefore flow within one or other of the Single Market groupings. The Single Market type of environment which will consequently shape the predomi�nant kinds of economic relationships for the carriage of international traffic. 

Unrestricted competitive carriage of international traffic in a Single Market is very different from the environment in which the traditional arrangements for the carriage of international traffic were developed. The differences are summed up in Exhibit ES.2. Essentially, the traditional relationships for handling traffic from one country to another were established between pairs of operators, one in each country. Usually, these operators were monopolies; generally they were authorised only to operate in their own ÒhomeÓ country. The specific financial arrangements between them, which this report refers to as the Òtraditional arrangementsÓ (and describes in the next section of the Summary) were well adapted to such a situation, which economists call a bilateral monopoly.

Once the monopoly conditions that gave rise to the traditional arrangements are wholly or partly replaced by a competitive market, challenges to the traditional arrangements, and alternatives to them, naturally emerge. A Single Market opens up many new alternatives to telecoms operators in terms of how they carry their international traffic; what role other operators play in the process; and how (and how much) these other operators are paid.









�Exhibit  ES.2

COMPARISON OF ÒSINGLE MARKETÓ ENVIRONMENT WITH TRADITIONAL ENVIRONMENT FOR HANDLING OF INTERNATIONAL TRAFFIC

�SINGLE MARKET �FULLY�COMPETITIVE ENVIRONMENT1,2�TRADITIONAL �ENVIRONMENT��Can operator from ÒCountry AÓ operate (carry traffic, own facili�ties) in Country B?��Yes��No3��Do regulatory rules grant operator from Country A automatic in�terconnection rights in Country B?��Yes��No4��Are per�minute rates for terminat�ing domestic calls via the domestic network (interconnect charges) different from the corresponding charges for international calls, for comparable use of the domestic network?�

�No�(may be some exceptions)5�

�Yes��How are payments from A to B for termination of international calls in Country B determined?�By market competi�tion, nego�tiation, or regulatory determina�tion of interconnect charges covering both domestic and interna�tional calls6�By bilateral negotia�tion between mono�poly carriers in Coun�try A and Country B��1	The Single Market concept is explained in Section 1 of the Executive Summary.

2	Entries assume legislation, regulation and in practice all conform to Single Market requirements as defined in this report. Commitments of ÒGroup AÓ countries in the WTO Basic Telecommunications Agreement conform to these requirements, as does the EU telecoms legislation (except temporarily in EU countries granted an extension of the 1.1.98 deadline).

3	Except for ÒCountry DirectÓ, card calling services and callback.

4	Other than traditional settlement arrangements. Under these arrangements, correspondents have the right to rely on an existing settlement rate previously agreed, if operators fail to agree to a new one. For US operators, however, this may be over�ridden by the FCCÕs 1997 decisions in the ÒBenchmarkÓ Proceeding.

5	Operator(s) may be able to charge a premium interconnect rate for international calls, making a higher contribution to joint and common costs and USO costs than the domestic interconnect rate, provided the regulator approves that: this would not violate Single Market rules if (a) the rate still meets criteria for a Òcost�orientationÓ and (b) both domestic and foreign operators pay the same rate. Enforcing (b) for the incumbent operator is, however, impossible unless the regulator also imposes accounting separation, as in the UK.

6	Interconnect rates are likely to be regulated where (as is usually the case) local bottleneck monopolies remain.��

�We refer to these alternatives as Ònew modes of operationÓ, and describe them below in Section 3 of this Summary�. In brief, they are:

Resale

Refile, hubbing or re�origination

International alliances of telecommunications operators

The extension of foreign operatorsÕ networks into the destination countries for major international traffic flows, to Points of Presence (PoPs), alternatively referred to as Points of Interconnection (PoIs) in those countries, and in some cases even to customersÕ premises in those countries. Such arrangements are sometimes called Òfacilities�based entryÓ or Òself�terminationÓ.

Internet telephony

Contrary to claims often made, the Ònew modes of operationÓ will not necessarily entirely replace arrangements of the traditional kind. These may remain in use as one as of the widening range of alternative methods available to operators. Their simplicity means that, in this authorÕs opinion, they are likely to remain in use for a substantial amount of international traffic, even between ÒSingle MarketÓ countries.

The level of charges (settlement rates) paid by one operator to another for carriage of international traffic within the traditional arrangements is, however, a different matter. For the traditional arrangements to remain in use alongside the Ònew modes of operationÓ, settlement rates will have to fall to levels that make the traditional arrangements competitive (from the point of view of net payers of settlement payments) with the alternatives offered by the Ònew modes of operationÓ. This means lowering them to the point where paying settlements is comparable to the cost of terminating a call:

via leased�line resale, or...

�using the foreign operatorÕs trans�national network to a foreign PoP, plus interconnect charges between the PoP and the customer, or...

via the foreign operatorÕs network all the way to the customerÕs premises in the destination country, if the foreign operator has a local network in the distant city (as WorldCom/MFS has in several European cities).

For major operators on major routes between Single Market countries, self�termination may well become the predominant mode of operation.

2.	THE EXISTING SITUATION

Most international traffic is still carried today under what this report calls the Òtraditional arrangementsÓ. These are based on international bilateral relationships (referred to as relations) between pairs of nationally�based telecommunications operators, often referred to as ÒcorrespondentsÓ. Part II of this report describes the details of these arrangements, many of which are based on Recommendations of the ITUÕs telecommunications standardisation sector, known as ITU�T. The essential features are simple:

If the number of minutes of traffic flowing from Country ÒAÓ to Country ÒBÓ exceeds the flow of traffic in the reverse direction, the operator in Country A makes a net payment (ÒsettlementÓ) to the operator in Country B based on the net flow of traffic from A to B (that is, the volume of traffic from A to B, minus the volume from B to A).

The size of the net payment is calculated from the net flow of traffic (measured in minutes) multiplied by an amount of money per minute agreed upon between the two operators�. This �amount is based on a negotiated price called the accounting rate. In most cases, the same accounting rate generally applies in both directions: A to B, and B to A�. The amount paid per minute from one operator to its ÒcorrespondentÓ is usually half the accounting rate. It is called the settlement rate. Modified arrangements apply when the traffic flows from A to B indirectly via a third country (the ÒtransitÓ country). The accounting rate and settlement rate are intended, according to ITU Recommendations, to reflect the cost of carrying international calls, although how close they are to really doing so is one of the key issues in the current controversy�. They have no necessary relationship to the prices charged to end�users for international calls (which are referred to in this context as collection charges or collection rates).

Where there are multiple, competing operators at one end of the ÒrelationÓ, or at both ends, operating agreements between pairs of correspondents may stipulate proportionate return, though this is not a feature of the ITU Recommendations. Proportionate return means that if an operator in Country A originates, say, 35% of total traffic from Country A to the �operator in Country B, the operator in Country B must send 35% of its return traffic flowing in the other direction back to the same operator in Country A. Regulators in Country A may often insist on such an arrangement, especially if there is a telecommunications monopoly in Country B. In particular, a requirement for proportionate return is a major feature of the International Settlement Policy (ISP) of the Federal Commu�nications Commission in the United States. On the other hand, regulatory authorities in several other countries with competitive telecoms markets (DTI and Oftel in the UK, for example) do not require proportionate return. Regulators that do require this typically justify this on the grounds that the proportionate return requirement prevents the operator in Country B from obtaining excessive bargaining power through allocating return traffic among Country AÕs several competing operators. However, proportionate return tends to favour established operators and raises barriers to entry, and therefore tends to impede the transition to a fully competitive market for international calls.

Those aspects of the Òtraditional arrangementsÓ that are codified in ITU�T Recommendations have been very influential. While the Recommendations are not legally binding, their main structural features were developed by consensus in the telecommunications industry, and the main features are widely followed, in practice. The key points are reviewed in Chapter 6 of this report. In addition to what we call the Òtraditional arrangementsÓ, the Recommendations do also allow for a variety of alternative arrangements such as ÒSender Keeps AllÓ where no settlement payments are made.



3.	FOR  AND  AGAINST  THE  TRADITIONAL ARRANGEMENTS

Merits of the Traditional Arrangements

The Òtraditional arrangementsÓ have some virtues. They are simple to administer: no minor matter when there are over 200 countries and territories participating in international telecommunications and �thus, in principle, up to 20,000 distinct traffic flows between them that need to be administered�. The traditional arrangements have produced a substantial, continuing, and growing international transfer of resources between telecommunications operators. These transfers have helped telecoms operators in some developing countries to expand and upgrade their networks and make progress towards universal service goals. Nevertheless, many critics object to the traditional arrangements on the grounds that they conflict with competitive market principles. Critics often argue that there are alternative and better ways of generating funds to pay for rapid progress towards goals of network expansion and universal service. They also often object that in some developing or newly industrialising countries the flows of hard currency from international settlements are retained by national Finance Ministries and not necessarily used for such investments in the telecoms infrastructure.

The importance of this issue to developing countries (especially those which are relatively small, or have relatively ÒopenÓ, export�oriented economies) should not be under�estimated. In the case of Jamaica, where settlement payments have in most years flowed directly to the telecommunications operator�, 46% of telecoms revenue in 1995 was attributable to the total of net settlements received for international traffic�. The average for the small island countries of the Caribbean basin is between 30% and 50%. On the other hand, in India total funds received from net settlements though substantial (estimated at US$254 million in �1994)�, accounted for only 9% of reported domestic and international telecommunications revenue in 1994�, reflecting the large scale of IndiaÕs domestic telecoms market�.

The impact on developing countries of changes in the international settlement system should be of concern to governments and telecommunications operators in industrialised countries, since (as is often the case) the interests of developed and developing countries are more closely aligned than is generally believed. Notwithstanding their dissatisfaction with todayÕs level of settlement rates, telecoms operators in advanced industrial countries (and their customers) are beneficiaries of the expansion and upgrading of public networks in developing countries that is to some degree paid for by settlement payments. Telecoms operators in industrialised and developing countries alike almost invariably find that international calls represent one of their most profitable revenue streams.

The traffic that provides the basis of this profitable business is growing rapidly: annual growth of the top five international routes is on the order of 15%, with some routes such as US/Mexico growing by over 20% per year. This does not necessarily mean that revenues are also growing rapidly in every case, because prices are generally falling on routes where open competition prevails; they are falling very rapidly, as our UK�US example illustrates.

Future growth prospects are, however, constrained by the low telephone penetration in developing countries and by congestion and other service problems. Congestion results in numerous failed call attempts that incur costs for the telecoms operator trying to originate the call, as well as the operator in the developing country, and generate no revenues. It is very much in the interests of telecoms operators and users (and thus the whole national �economy) in advanced industrial countries that operators in developing countries should continue to be able to finance the expansion programmes which are reducing these constraints on worldwide growth in traffic and revenues.

Of course, there are many ways in which the capital investments required by such programmes can be financed. In the case of operators which are privately owned or being privatised, these include foreign direct equity investment; local equity investment; project finance (for example, Build�Operate�Transfer schemes or leveraged leases); and borrowing. But the feasibility of all of these in turn depends on the operatorÕs profitability, which in many developing countries is closely linked to the flow of net settlement payments.

Later in this summary (in Section 6 under the heading ÒHandling the Transition: Issues of Policy and GovernanceÓ) we discuss how public policy makers and regulators in developing and developed countries can assess the significance of settlement flows in relation to the need to finance such capital programmes; judge the likely impact of settlement reform and other, market�driven, changes in interna�tional economic relationships in telecommunications; and select the course of action that best serves the national interests they are mandated to safeguard.



Shortcomings of the Traditional Arrangements

The shortcomings of the traditional arrangements have become more apparent with the passage of time, as the telecom�mu�ni�cations marketplace has become more competitive and more open to entry and to new modes of operation. In particular:

The structure of these arrangements tends to limit the degree of effective competition on a route. Using the same accounting rate and settlement rate for all operators on a route (sometimes called Òparallel accountingÓ) prevents operators competing on price to attract terminating traffic. Proportionate return requirements obviously also have this effect. Proportionate return �puts additional traffic and revenue in the hands of established operators with large outgoing traffic flows, and disadvantages new competitive entrants which might otherwise have been able to bid to carry the terminating traffic. Thus the traditional structure is not very consistent with an overall policy favouring competition.

Since settlement rates are intended (according to ITU�T Recommendation D140) to be cost�based�, and since telecoms operatorsÕ costs per minute of traffic are much higher in some countries (especially developing countries) than others, using the same accounting rate for both directions of traffic seems inappropriate. An ÒasymmetricÓ system with different per�minute rates of payment between operators in the two directions would correspond more closely to the economic realities.

TodayÕs settlement rates, for calls to a particular country can vary by a ratio of 5:1 or more (sometimes much more) depending on what country the traffic came from. This seems illogical. Settlement rates are intended to be cost based, and yet the charge for terminating an international call in a particular country is largely independent of what other country the call is coming from. The structure of settlement rates should reflect this�. This logic has given rise to a proposal for uniform Òtermination chargesÓ for each country, regardless of the country of origin of the traffic: this approach was, for example, advocated by the Australian delegation to the recent WTO telecommunications negotiations. As opportunities grow for operators to re�route traffic around the world in search of the cheapest alternative routing, some such levelling of settlement rates is inescapable. Technological change and relaxation of �regulatory barriers is increasing such re�routing opportunities very rapidly. If levelling of settlement rates does not occur, the routes where higher settlement rates apply will simply be bypassed, a phenomenon akin to ÒarbitrageÓ in financial markets. Market forces will ensure an outcome not far from the Australian proposal, though not necessarily in the specific form that was proposed.

While accounting rates and hence settlements have fallen significantly (for example, settlement rates for traffic to and from the US fell from a weighted average of 51.5 cents per minute in 1992 to 36.5 cents in 1996 and 35 cents in August 1997�), it is widely accepted that this fall was insufficient to bring them into line with the true costs of terminating international calls�, or to reflect the large cost reductions arising from technological change and economies of scale. The Informal Group of Experts convened by the ITUÕs Secretary General to advise on the reform of the settlement system noted in its report of April 1997 that studies carried out by the ITU Secretariat suggested that Òin all but a few cases, settlement rates should be priced below 25 cents per minuteÓ�.

The structure of the traditional settlement arrangements, combined with the high level of settlement rates, creates economically inefficient incentives for telecoms operators. This structure:

Ð	limits (though by no means eliminates) the incentive for operators that are net payers of settlements to reduce end�user prices (collection charges) since the settlement rate �is an uncontrollable cost representing a substantial percentage of the collection charge�.

Ð	restricts the incentive for operators that are net recipients of settlements to reduce their collection rates and generally promote the growth of outgoing calls through marketing and service improvements (since doing so would increase their outgoing traffic relative to incoming traffic, and thus reduce their net settlement receipts).

Consequently, the traditional settlement arrangements impede the growth of international traffic, though traffic growth has nevertheless been very rapid.

The incentive structure inherent in the traditional system, to some degree inhibiting the growth of outgoing international traffic from operators that are net recipients of settlements, is one (but only one) cause of the large and fast�growing flows of net settlement payments paid by operators in some industrialised countries.

The United States and Germany have by far the largest net out�payments of settlements, as the Òtop 10Ó summary in Exhibit ES.3 shows. In 1995 net payments from the US were US$4.9 billion. Estimated net payments from Germany in 1994 (the most recent year for which extensive data are available for countries other than the US) were US$0.8 billion; no other net payer country paid more than US$160 million in that year. While settlement payments contribute to the ability of telecoms operators in developing countries to finance their network expansion, the operators paying the settlement payments generally argue that these payments are far larger than what can be economically justified. This is, of course, at the heart of the current controversies about the international payments system. But are the large out�payments for settlements (which are estimated as US$5.6 billion �in 1996 in the case of the United States)� demonstrably inappro�priate and harmful, based on some sufficiently objective criteria?

It is important to remember that the size of the settlement payments depends on the size of the traffic imbalance as well as the settlement rate. If outgoing and incoming traffic were roughly in balance, the level of the settlement rate would be much less of an issue. The traffic imbalances partly exist for fundamental reasons beyond the control of telecoms operators and regulators: for example, high per capita incomes in advanced industrialised countries; habits of telephone usage in those countries; and the existence of large overseas emigrant communities. 

The size and growth of traffic imbalances also reflects other factors that are, to a degree, controllable. Traffic imbalances have grown because competition has reduced collection rates in countries with a competitive telecoms market, despite the constraining effect of settlement payments on reductions in end�user prices. They have also grown because of the phenomenon known as ÒturnaroundÓ. ÒCountry DirectÓ services such as BTÕs ÒUK DirectÓ or AT&T ÒUSA DirectÓ represent one important form of turnaround. If a caller in Country B calls Country A by means of Òcountry directÓ services using a telephone credit card/calling card, the call is billed to the customer in Country A, not Country B. The call is counted for settlement purposes as a call from A to B, not from B to A�. The same happens for a call from Country B to Country A using a callback operator in Country A. The use of Òcountry directÓ service, calling card services or callback in effect increases the measured traffic imbalance that is the starting point for calculating the settlement payments.

�Exhibit  ES.3

TOP TEN PAYERS AND RECIPIENTS OF NET SETTLEMENTS FOR 1994

�COUNTRY�TOTAL OUT�PAYMENTS�(IN MILLIONS)�US$��US�4289*��Germany�800**��UK�158**��Japan�151**��UAE�148**��Saudi Arabia�135**��Switzerland�135**��Australia�100***��Hong Kong (SAR)�78**��

�COUNTRY�TOTAL IN�PAYMENTS�(IN MILLIONS)�US$��China�480��Mexico�444��India�254��Philippines�235��Russia�185��Turkey�173��Israel�162��Portugal�148��Morocco�145��Colombia�136��Source:  updated from ITU/Telegeography ÒDirection of Traffic, 1996Ó available from ITU website at <http://www.itu.int/ti>

*	FCC ÒTrends in Telephone ServiceÓ, March 1997

**	Estimated

***	ITU estimate, private communication��

The overall effect of the different forms of turnaround, taken together, can be sizeable. In the United States, the ratio of outgoing to incoming international minutes rose from 1.84:1 in 1990 to 2.14:1 in 1995�. In Hong Kong, which has been on the opposite end of this process, the ratio of calls incoming from the US (where a great deal of turnaround activity is based) to calls outgoing to the US was 1.2:1 in 1992. By 1995, this had increased to 3.1, and by the end of 1996 it was 7:1�. Since the period 1992�96 is exactly the period during which callback activity, and turnaround in general, burgeoned on this route, it is reasonable to assume that the very large growth in the traffic imbalance is mainly due to callback services and other forms of turnaround. For callback operators, the incentive and opportunity to create this situation arose from differences in end�user prices (Òcollection ratesÓ) between the two locations. For conventional telecoms operators, the incentive to pursue various forms of turnaround was reinforced by the proportionate return rule which, at the insistence of the FCC, applies to the US�Hong Kong route.

Such effects, with turnaround leading to increased traffic imbalances, are particularly pronounced for traffic between developed and developing countries. It would plainly be wrong to assume that the traffic imbalances that result in the large and controversial outflows of settlement payments from some industrialised countries are caused solely by the structural defects and inappropriate incentives built into the traditional settlement system. Much of the imbalance is the result of normal competitive market activity, including the creation of service innovations like Òcountry directÓ services; the scale of turnaround activity is of course motivated to a sizeable extent by customersÕ desire to avoid the high end�user prices (Òcollection ratesÓ) in monopoly countries.

�The mere fact that innovations such as those just described increase traffic imbalances does not mean they are undesirable: in fact, traffic imbalances and resulting flows of settlement payments would not be (or certainly should not be) an issue if the level of the settlement rate represented a fair market price for the service of completing one minute of international calling.



A Verdict on the Traditional Arrangements �and the Case for Change

How should the merits and demerits of the traditional settlement system, be judged overall? Any such overall ÒverdictÓ must answer four questions:

Are the economically inefficient incentives built into the traditional arrangements sufficiently harmful to justify making it a goal of public policy to abolish those arrangements?

Quite apart from the public interest point of view taken by governments, legislators and regulators, is the structure of the traditional arrangements in any case sustainable in the new, increasingly competitive environment?

Is the level of settlement rates in the traditional system, as distinct from the structure of the system, acceptable from a public policy point of view?

Is the level of settlement rates sustainable in the increasingly competitive environment?

This section discusses these questions in turn, giving the authorÕs personal view.

Question 1:    Inappropriate Incentives:�Do they Warrant Abolition of the Traditional Arrangements?

This reportÕs answer is ÒnoÓ. The adverse incentives involved in the traditional arrangements, such as discouraging the growth of outgoing traffic from countries that are net recipients of settlement payments, are only economically significant if the settlement rates �are above cost�justified levels. But while settlement rates are high, governments and regulators even in countries that are net recipients of settlement payments should be concerned about such disincentives. The way the traditional system constrains the growth of outgoing traffic is bad for the national economies of these countries. Enterprises in these countries should enjoy the same opportunities to use the public telecommunications system to explore and pursue their economic opportunities in other countries. If not, the balance of international competitive advantage is tilted against telecommunications users in the countries that are net recipients of settlements (usually developing countries), and not the other way.

The solution is to reduce the settlement rates and not necessarily to abandon the entire structure of the traditional arrangements.

Should governments and regulation also allow alternative Òmodes of operationÓ such as leased line (private line) resale or foreign�operator PoPs (Òself�terminationÓ) to grow up alongside the traditional arrangements, or perhaps even direct traffic away from the traditional arrangements�? Governments of countries that are net recipients of settlements may be reluctant to allow this, for fear of reducing the settlement payments flowing in. Ironically, the Federal Communications Commission (FCC) in the United States has also shown itself reluctant to allow this, except where the market in the correspondent country is fully competitive and open to competitive entry by operators from the US: in other words, where what we call a Single Market operates.

Governments or regulators in other net�payer countries, however, have not taken this view: in New Zealand, Sweden and the UK use of the Ònew modes of operationÓ such as leased�line resale or foreign�operator PoPs is generally permitted regardless of the �correspondent country involved. This policy reflects the view, shared by the author of this report, that there is more to gain from the benefits of increased competition (including the very effective pressure for reduced settlement rates that will arise when alternative modes of operation that do not involve paying settlement rates become available) than there is to lose from the rather theoretical risk that a monopoly correspondent in another country will abuse this liberalisation to gain additional bargaining power and profits�.

Question 2:   Is the Structure of the Traditional Arrangements Sustainable?

Regardless of what governments or regulators decide, is the present structure of the traditional arrangements sustainable? This reportÕs answer is Òyes, but only with significant modificationÓ. The reasons are:

A commercial analysis comparing a traditional type of settlement arrangement based on various alternatives shows that, in a wide variety of situations, the traditional arrangement can continue to be an attractive Òmode of operationÓ for both the operators making up a ÒrelationÓ, provided that the cost per minute to the operator that is the net payer is comparable to the equivalent cost under the alternative Ònew modes of operationÓ such as leased�line resale or foreign�operator PoPs that have become, or are becoming, available. The degree of sustainability depends on the level of settlement rates, not on the structure itself.

Nevertheless, certain modifications are essential for sustain�ability:

Ð	differences in settlement rates in the same country for different correspondent countries will have to be greatly reduced or even eliminated; otherwise refile and arbitrage will simply divert all the traffic to where the settlement rate is �lowest. Anomalies give rise to large arbitrage opportunities for operators other than the traditional operators to capture part of the value of the traffic by re�routing it.

Ð	as a fully competitive environment approaches, it may become impossible to maintain a symmetrical system where the same accounting rate applies to both directions of traffic. The settlement system must provide for lower charges for terminating calls in low�cost countries (this is already provided for within the traditional arrangements in the case of the Europe/Mediterranean region, under the terms of ITU�T Recommendation D300R).

Overall, reform of the structure of the settlement system is a quite distinct question from the level of the settlement rates. If the rates come down sufficiently, there is no logical reason why the broad structure of the existing settlement system (that is, correspondent relations in which operators exchange traffic and a net settlement is paid) should not remain in being, provided that necessary structural changes also take place, such as the reduction or elimination of unequal settlement rates to the same country, and the use of asymmetric settlement rates where the costs of termination (or origination) of calls are substantially different in the two countries concerned. In this scenario, a modified form of the traditional arrangement continues in use as one mode of operation used for international traffic, coexisting with the various Ònew modes of operationÓ.

All the complexities of the issue therefore reduce ultimately to three simple questions: when is a settlement rate Òtoo highÓ, and according to what criteria? Who decides that? And how?

Question 3:   Is the Level of Settlement Rates Acceptable?

The relatively slow rate of reduction of settlement rates, contrasted with the rapid rate of reduction in network costs for international links, has led to a widespread Òcommon senseÓ view that settlement �rates are now too high. Despite the fact that the cost of international transmission links represents only a small part of the total cost of an international call�,�, and therefore the strict logic of this comparison is flawed, most independent specialists in this field (including this author) would still support the Òcommon senseÓ conclusion.

But how, more objectively and analytically, should levels of settlement rates be judged? This is by no means obvious: it is not at all self�evidently valid, for example, to use the text�book microeconomic criteria often employed to argue that settlement rates should equal some measures of a correspondent operatorÕs Long Run Incremental Costs, as the FCC did in the Notice of Proposed Rulemaking (NPRM) for its International Settlement Rates Proceeding in December 1996�.

It is not realistic to expect a high degree of consensus about this. Not only are there obvious divergences of view between governments, regulators and operators in different countries (especially as between net�payer countries and net recipient countries). Even in theory, it is problematic to ascertain exactly what the ÒcorrectÓ level is. There are good reasons (discussed in detail in Chapter 8 of the main report) to view sceptically even the principle of prescriptions such as the FCCÕs proposal for settlement rates based on Total Service Long Run Incremental Cost (TSLRIC), derived from microeconomic theory, let alone the feasibility of applying such prescriptions in practice.

�This authorÕs conclusions are as follows:

Even from the point of view of economic theory, a pure incremental cost approach (as in the FCCÕs assertion in the NPRM that reducing settlement rates to Òan incremental cost level... would maximise consumer welfareÓ) is not warranted. Indeed, the FCC itself partially recognised this in its very next sentence, where it added that: ÒIn addition, we believe that it may be appropriate for international services to provide a reasonable contribution to the common costs of foreign carriersÓ�.

In the authorÕs view, it not only may be, but is, appropriate for settlement rates to provide a contribution to the joint and common costs incurred by an operator to enable its whole network and business to function. Domestic interconnect charges already do just this, in the United States and elsewhere.

Similarly, since governments and regulators typically impose Universal Service Obligations (USOs) on operators, it is equally appropriate that the international settlement rate should include a contribution to the cost of meeting these obligations: again, this is done in the United States and many other countries in setting domestic interconnect charges. (It is well known, though, that USOs can be an excuse for the costs of monopoly inefficiencies, and that in many areas rural services, operated efficiently, can be profitable and therefore incur no USO costs: any USO contribution should therefore be set at ÒreasonableÓ, economically justified levels. Agreeing what these are will obviously not be easy, but will be necessary).

There is no reason why the contribution to joint and common costs and USO costs from international settlements, per minute or as a percentage of the total payment, should be the same as it is for domestic calls. For routes entirely within a Single Market (as defined earlier) however, the per�minute contribution cannot be higher for international calls than it is for domestic long�distance calls, since both types of calls can use the same interconnect arrangements.

�The best that can be hoped for in practice is a series of pragmatic negotiations in which the parties involved eventually find themselves able to agree on:

(a)	broadly what elements can legitimately be included in a settlement rate;

(b)	what range of numerical values can be arrived at for these elements, under a wide variety of different but logically defensible cost�related doctrines;

(c)	in any case, what level of settlement rates is sustainable in practice, given the reality that the traditional settlement system is increasingly subject to competitive pressures. If the settlement rate is Òtoo highÓ in that sense, traffic will increasingly just bypass it using one of the many Ònew modes of operationÓ discussed in the next section of this summary�. Most net recipients of settlements will want to retain the existing system, sufficiently reformed to keep the net payers in the system and thus to achieve sustainability in the face of the emergence of new modes of operation.

The gradual leakage of traffic out of the traditional payment system is steadily compressing the range of settlement rates that will be sustainable in the longer term (say beyond 5 years). It should therefore be possible to get agreement on this pragmatic basis that the great majority of todayÕs settlement rates are indeed Òtoo highÓ, and to secure faster reductions than have occurred in recent years. �This also seemed to be the view of the ITU Secretary GeneralÕs ÒInformal Expert GroupÓ� when it reported in April this year.

Question 4:   Is The Level and Structure of Settlement Rates Sustainable?

No. Clearly, at todayÕs levels of settlement rates, when operators that are net payers of settlements find the opportunity to carry traffic outside the traditional arrangements, they take it. Of course, this does not mean that the more established operators are abandoning the traditional system wholesale, because they must think at least twice before disturbing the existing correspondent relationships upon which so much long�established business relies. But newer players have fewer such concerns. Even many of the traditional players use tools such as refile, or agreements to terminate one�way traffic without a linkage to return traffic, far more often than is generally supposed.

Consequently, traffic is increasingly flowing outside the traditional arrangements as a joint result of the high settlement rates and the evolution towards a new industry structure in which operators have many Ònew modes of operationÓ available to them: for example, extending their own networks into other countries and interconnecting to the local incumbent operatorÕs network there.

Thus there is little practical doubt that todayÕs levels of settlement rates are not sustainable. Where there is a monopoly operator at one end of a ÒrelationÓ, and Ònew modes of operationÓ such as leased�line resale are not allowed at that end, these high levels of settlement rates might in theory be maintained for some years, but even in this case, the arrangement will come under pressure:

Refile and hubbing will direct traffic to those routes where the settlement rate is lowest.

If (as usual) collection rates as well as settlement rates are high in the monopoly country, callback and other forms of ÒturnaroundÓ will tend to inflate the traffic imbalance to the �point where together with the high settlement rates, it raises the flow of settlement payments to such a high level that the operators (and possibly the regulator) in the net payer country apply very strong pressures for change.

Major telecommunications users may also press for change, increasingly making unfavourable comparisons between prices and other conditions for telecommunications to the country concerned, compared to other countries.

It follows that substantial reductions in settlement rates are inescapable and that the structure of settlement rates must move towards a uniform charge (Òtermination chargeÓ) for each country, rather than differing settlement rates depending on the country of origin of the call. This will be the case even in most of the countries where a telecoms monopoly still prevails.



4.	PRESSURES FOR CHANGE:�THE CHALLENGE TO THE TRADITIONAL SYSTEM

In the previous section we discussed the case for change based on fundamental considerations about the desirability and sustainability of international payment arrangements. In this section, we discuss the forces which are likely to challenge the traditional system.

The traditional settlement system and the current level of settlement rates are under challenge from five distinct directions:

The emergence of Ònew modes of operationÓ in which both the operational arrangements and the payment arrangements differ from the traditional correspondent relationship and settlement payments.

Commercial pressures from net payers of settlements. Accounting rates/settlement rates are negotiated between pairs of correspondents, and net payers are becoming more and more reluctant to pay according to todayÕs (and potentially tomorrowÕs) scale of settlement payments.

�Pressure from regulators in net payer countries. Some regulators, notably the FCC, have aligned themselves with the operators based in their countries who are net payers, and are pressing for the reduction of settlement rates. Interestingly, however, regulators in several other countries that are net payers of settlements (notably in Germany, with estimated net settlement out�payments of US$800 million in 1994, and the UK, where 1994 out�payments were estimated at US$158 million) have chosen not to do so.

The rethinking of international settlement practices that is taking place multilaterally through the ITU and other international forums such as the OECD.

The WTO Basic Telecoms Agreement in the case of the 32 Group A and Group B countries, whose WTO commitments are in conflict with the traditional settlement system as it is operated today (though not necessarily with a reformed version, as outlined in Section 3 of this summary).





Commercial Negotiations

Commercial negotiations still represent the main avenue for reform in the structure of the settlement system. Notwithstanding the frustrations often expressed in net payer countries, such negotiations (assisted in the case of the US by pressure from the FCC as regulator) have produced sizeable reductions in settlement rates. According to AT&T these Ònegotiations resulted in a reduction of 18% in the average accounting rate paid by AT&T from 1992 to 1995�. These numbers are controversial. FCC estimates show larger �increases. The FCC has established its estimate, showing a 29% decrease in the weighted�average settlement rate for US operators from 1992 to 1996, and a 32% decrease from 1992 to 1997�.

However, these reductions certainly still leave settlement rates in most cases well above any level that is likely to have a reasonable cost justification, and for some ÒrelationsÓ there has been little change.

Some major operators, especially AT&T, MCI and others in the US, frustrated with this situation, have been increasingly forceful (and successful) in urging their regulator, the FCC, to intervene.



Pressure from Regulators in Net Payer Countries

Increasingly, as telecommunications operators in those industrialised countries that are net payers of settlements have become concerned by the continuing rapid growth large scale and of settlement payments, they have pressed regulators in those countries to become more active in pursuing reform of the settlement systems. Such regulatory activism has included:

(1)	Requiring disclosure of accounting rates (which were traditionally kept confidential). This has been done in the US, the UK and New Zealand, and has helped highlight exceptionally high settlement rates and increased the pressure to change them.

(2)	In some countries (notably the US), regulators have sought to protect operators in a competitive market against excessive bargaining power at the monopoly end of a ÒrelationÓ by imposing a mandatory requirement on the operators they regulate to establish proportionate return arrangements with �their correspondents in monopoly countries. The FCC in the US does this through its International Settlement Policy (ISP). However, in Australia, New Zealand and Sweden (among other countries) the regulatory rules do not require proportionate return; Oftel in the UK only has a non�mandatory policy statement on proportionate return. The FCC (but not Oftel�) also requires uniform accounting rates for all operators to the same correspondent country (a policy sometimes referred to as Òparallel accountingÓ). Policies requiring proportionate return and uniform settlement rates, which arguably could be a safeguard against anti�competitive behaviour by monopoly correspondents, also have their own anti�competitive effects. They raise barriers to entry and favour incumbent operators�.

(3)	Controlling practices thought to contribute to excessive flows of settlement payments. If there is a competitive market at one end of a ÒrelationÓ (ÒCountry AÓ), and a monopoly at the other (ÒCountry BÓ) this may mainly result in the diversion of traffic from B to A out of the traditional settlement systems to the Ònew modes of operationÓ. If this happened, it would �further increase the flow of settlement payments in BÕs favour�,� to the advantage of the monopoly in Country B. Until recently, the UK government, for this reason allowed international traffic to be carried via the resale of leased�line capacity (ÒInternational Simple ResaleÓ or ISR) only to or from countries that allowed ISR operations by UK operators. The UK government, though, retained regulatory powers to intervene subsequently if anti�competitive behaviour occurs. The FCC in the United States operated a similar reciprocity policy (recently modified, as we explain below) under the name of the Òequivalent competitive opportunitiesÓ test, or ÒECO testÓ. The FCC, however, has abolished the ECO test, abandoned its own restrictions and has imposed new restrictions, discussed later in this summary, which on balance tighten its restrictions on leased�line resale.

(4)	Setting indicative targets for reduction of accounting rates.

(5)	Making these targets (ÒbenchmarksÓ) mandatory.

Today there is only one country (the US) where the regulator, the FCC, maintains interventionist policies of the last three types listed above. What seems to be emerging is a striking divergence of philosophies between the FCC on the one hand, and regulators in other countries with competitive telecommunications environments (such as Australia or the UK) on the other. The UK government abolished its ISR restrictions in June 1996, well before the 1997 WTO agreement (which, when it comes into force, will limit national �governmentsÕ ability to maintain such restrictions). In abandoning its restrictions, the UK government in effect took the position that gains from an unconditionally open competitive market (expanding the total Òsize of the pieÓ) outweighed the theoretical risk that such radical deregulation might give too much bargaining power in international telecommunications to monopolies in other countries (enabling them to take too large a ÒsliceÓ of the expanded pie)�.

As we describe below (and in more detail in Chapter 12) the FCC has tended to take the contrary view. It has focused on issues of bargaining power and hence who gets what Òslice of the pieÓ. To that end it has maintained strong restrictions on the use of Ònew modes of operationÓ for international traffic, except to countries that have already complied with the FCCÕs unilateral decisions about how far settlement rates should be reduced.

The FCC, through several related but separate regulatory proceedings, has made three key decisions in this field:

It has indicated that it may waive its established International Settlement Policy (ISP)� which requires uniform accounting rates for all US operators for any given country, and proportionate return, allowing new services and Ònew modes of operationÓ� for conventional international services in those cases where it believes this favours the operation of a competitive market�. It seems clear, however, that the FCC does not intend to use the �flexibility it has granted itself through this decision in the sphere of basic fixed telephone services, except in two particular ways:

(1)	to follow a Òhands offÓ policy towards the emergence of Internet telephony.

(2)	to waive restrictions on other Ònew modes of operationÓ such as leased�line resale or foreign PoPs (which require FCC approval under Section 214 of the 1934 Communications Act) only under specified conditions linked to the FCCÕs policy on settlement rates, as described below.

It has adopted ÒbenchmarkÓ settlement rates, defined as a single number for each of four groups of countries classified by income level. It has in effect given US international operators an ultimatum that they must start applying these benchmark rates by a stated deadline�. (The benchmark rates are compared with current settlement rates for a range of countries in Exhibit ES.3.) Since the US operators have operating agreements with their foreign ÒcorrespondentsÓ, the decision puts them in an interesting position: to comply with the FCC Order, they must renegotiate their settlement rate with the correspondent if they can, and unilaterally breach their agreement if they cannot. Later in this summary (in Section 7 under the heading ÒPossible OutcomesÓ) we discuss what might happen in practice.

It has made its consent to the use of several of the Ònew modes of operationÓ under which traffic is carried outside the traditional settlement systems (specifically, leased�line resale and foreign�carrier PoPs: see below) for each ÒrelationÓ conditional to varying degrees on the foreign correspondent carrier complying with the FCC�mandated benchmark settlement rate for the traffic that does continue to be carried under the traditional �arrangements�. At the same time as introducing these new restrictions, the FCC abolished old ones based on a reciprocity principle (ÒEqual Competitive OpportunitiesÓ or ECO test), as required by the commitments to market access and National Treatment made by the US to other WTO countries in the February 1997 WTO agreement.

These policies undoubtedly represent strong pressure for reducing the settlement rates in the traditional settlement systems. On the other hand, they do not attack the structure of the settlement systems per se. If anything, they tend to do the opposite: they restrict the use of some of the new Òmodes of operationÓ through which traffic can be carried outside the traditional settlement systems �� though not, interestingly, the use of Internet telephony�.

These FCC decisions raise some major questions about the proper governance of international activities that involve the jurisdiction of both the FCC and National Regulatory Authorities in other countries: we discuss the issues involved below in Section 6 of this summary. The decision to link FCC consent for the use of Ònew modes of operationÓ (with the exception of Internet telephony) to foreign correspondentsÕ acceptance of the benchmark settlement rates �unilaterally declared by the FCC seems to violate the commitments to market access for foreign operators made by the US in the 1997 WTO telecommunications trade agreement�.





New Modes of Operation

We noted earlier how service innovations such as country�direct service or callback result in ÒturnaroundÓ, increasing international traffic outflows from countries where there is strong competition in the market for international telecommunications services. These particular types of innovations do not take traffic out of the traditional settlement systems: they reverse the effective direction of traffic for purposes of calculating settlements, in such a way as to increase measured traffic imbalances, and flows of settlement payments. Consequently, they also tend to increase the pressures from net payers to curb the growth of settlement payments.

Another distinct set of service innovations, which we refer to generically as the Ònew modes of operationÓ, have a quite different effect. They either remove traffic from the settlement systems entirely or (as in the case of refile and ÒhubbingÓ) they involve routing traffic in such a way as to Òmix and matchÓ old and new �modes of operation to maximum commercial advantage (as an alternative to the term Ònew modes of operationÓ, the expression Òfull�circuit regimeÓ has also been used�).

The five Ònew modes of operationÓ are:

Resale of leased�line (Òprivate lineÓ) capacity to provide public switched international telephone service. In this mode of operation (sometimes called International Simple Resale: ISR) calls originate on the public switched telephone network (PSTN), move to the destination country via leased lines or similar bulk transmission arrangements, and then terminate in the destination country via the PSTN.

Foreign Points of Presence (PoPs)/Points of Interconnection (PoIs). If an operator from Country A is permitted to extend its own physical network infrastructure, including transmission links, into another Country B and interconnect to the PSTN there in order to terminate international calls, the locations where such interconnection takes place are known as PoPs or (with exactly the same meaning) PoIs. This type of arrangement contrasts with the traditional mode of operation where the operator from Country A possessed only Òhalf circuitsÓ to a notional mid�point between Country A and Country B, not transmission capacity all the way from A to B. This mode of operation is also referred to as Òself�terminationÓ�.

�Refile, hubbing or re�origination�, in which an operator takes its international traffic to a country where an open competitive market and low charges apply for forwarding of traffic to its ultimate destination in a ÒthirdÓ country. The traffic may get to the country where this ÒrefilingÓ occurs either via a conventional correspondent arrangement, via a leased line, or via a foreign PoP�. The unconventional routing is selected in order to minimise the originating operatorÕs cost for terminating international calls. From the point of view of the telecommunications operator where the call terminates, the call appears to have originated from the country where the refiling or hubbing took place�: for this reason, refiling or hubbing is sometimes called ÒanonymousÓ refile. Such unconventional routings are less and less constrained by technical considerations, because digital signals undergo relatively little impairment even if they traverse very indirect routings: this was not true for the analogue signals that prevailed at the time todayÕs settlement systems was created. Refile, hubbing and re�origination are quite distinct from the ÒtransitÓ arrangements that form part of the traditional settlement systems�.

�International alliances of operators. Operators may decide to combine their activities in certain lines of business internationally, as in alliances like Concert (led by BT), World Partners (led by AT&T) or Unisource (led by KPN of the Netherlands, Telia of Sweden and Swiss PTT Telecom) that service large multinational business customers. (Proposed transnational mergers take the same trend a stage further.) Such alliances provide end�to�end service. The alliance purchases and pools transmission capacity (either as half circuits or in other forms) provided by the parent company or other telecommunications operators. It uses this capacity to build global networks on which data and value added services, and increasingly voice services as well, are provided. The circuits may be interconnected at one or both ends to domestic networks via local PoPs. Traffic is not accounted for within the traditional arrangements. The alternative revenue�sharing and cost�sharing arrangements used by the international alliances are complex and diverse.

Internet Telephony. Recent technological developments, together with the beginnings of gateway arrangements allowing telephone calls to flow between the Internet and the PSTN, opens up a realistic possibility that the carriage of international telephone calls via the Internet (ÒInternet telephonyÓ) will soon move from its original more or less prototype or hobbyist status to become a major Òmode of operationÓ for carrying commercial traffic. It seems so far that this may happen entirely outside the conventional regulatory framework; it is certainly happening outside the traditional settlement systems�.



The Rethinking of International Settlements Practices �Through Multilateral Bodies

Just as operators and governments collaborated multilaterally to shape the traditional settlement arrangements, multilateral �consultations in recent years have focused on how to adapt international settlement arrangements to the Óchanging telecommunications environmentÓ. Essentially all the players are committed to this multilateral consultative process. Even the FCC, which has chosen to act unilaterally on the question of benchmark settlement rates, has stated that Òwe should continue to work vigorously with these (multilateral) organisations to pursue accounting rate reform�Ó.

The three main multilateral entities active in this field have been:

the OECD, conducting economic research and seeking to develop a consensus among governments in advanced market�economy countries.

Study Group 3 of the ITUÕs telecommunications standardisation sector (ITU�T), the source of the ITUÕs highly influential formal Recommendations in this field.

the Informal Expert Group appointed in early 1997 by the ITUÕs Secretary General, Dr. Pekka Tarjanne.

The Secretary General himself has played a vital catalytic role as advocate for fresh thinking in this field and the case for rapid reform of the settlement systems along market�oriented lines. Work by the ITU Secretariat, the activities of the OECD, and the ITU�T Study Group 3 have helped clarify the issues and have assembled a large volume of useful data and analysis. In addition, the World Bank and various regional bodies including APT in Asia and CITEL in the Americas have been active in stimulating reconsideration of the settlement arrangements. Within the European Union, the European Commission, working with national governments and regulators, has been the architect of the EU Single Market for telecoms services and the associated changes, described earlier in this summary, in the way international calls are handled.

The Informal Expert Group (IEG) contributed an independent view on the adapting of international economic relationships and �settlement arrangements to an increasingly competitive environ�ment. It puts forward a set of Òguiding principlesÓ which:

favoured increased competition and Òthe move to transparent, non�discriminatory, cost�oriented settlement arrangementsÓ;

advocated Ònew co�operative relationshipsÓ among organisations concerned with the issues, including national regulators, on a multilateral basis;

emphasised the informational role of the ITU and its contribution to developing costing methodologies and pricing principles;

argued that the ITU should Òhelp articulate the general range of settlement rates to which current rates are likely to evolveÓ;

proposed a role for the ITU to Òmobilise support from other international institutions to help countries make the inevitable adjustmentsÓ.

In addition, the IEG advocated Òan immediate, global reduction in settlement rates of the order of 5 to 10% during 1997, followed by a similar reduction in the first half of 1998Ó.

The ITU in co�operation with the Commonwealth Telecommunica�tions Organisation has since commissioned eight Case Study analyses of the likely impact of reduced settlement revenues on a range of telecoms operators in specific low�income countries.

5.	WHAT  HAPPENS  NEXT?

Considering what might happen next is inevitably a speculative exercise, in such a fast�changing situation. Still, itÕs useful to consider in broad terms the kinds of changes that may come about, and also how they may come about.

There are essentially four ways that the international economic relationships involved in the carriage of international traffic may change:

(1)	The traditional arrangements might remain in use for a large amount of international traffic, but with the level of settlement rates, at least for the great majority of ÒrelationsÓ, being substantially reduced.

�(2)	Structural change within the traditional arrangements. This might include cost�based Òtermination chargesÓ which would be the same for all international calls to a given country, regardless of the country where the call originates; or at least would involve settlement rates which vary relatively little for each destination country. It might also include asymmetric settlement rates which are lower for high�volume, low cost operators in advanced industrialised countries than for operators with lower volume and higher costs, predominantly in developing countries�.

(3)	Transferring traffic to Ònew modes of operationÓ outside the settlement systems.

(4)	Abolishing the distinction between international service and domestic long distance, so that domestic interconnect charges replace settlement payments�.

In practice, it is unlikely that any one of these four possibilities will prevail everywhere. There will be a mix, different for different pairs of countries:

Options (1) or (2) may predominate for traffic to and from many developing countries, although it is also likely that an increasing number of developing countries may make a radical step towards an open�market, pro�competition policy by joining a ÒSingle MarketÓ�, in which case options (3) or (4) also come into play.

�For traffic between countries that have pro�competitive regulatory rules, to varying degrees, the various Ònew modes of operationÓ (Option 3) are likely to become more and important: large amounts of traffic will be handled in those ways outside the framework of the traditional settlement arrangements.

For pairs or groups of such countries already forming, or committed to form a Single Market (US/UK for example, or EU/EEA), it is already clear that option (4) will prevail. This does not necessarily mean, however, that the traditional settlement arrangements will vanish for all international traffic within a Single Market. Operators will sometimes find it convenient managerially and perhaps also the most economic solution, especially for lower�volume traffic flows, to continue using the traditional system, as long as they can do so at settlement rates which are not far above the level of domestic interconnect charges�.





6.	HANDLING THE TRANSITION:�ISSUES OF POLICY AND GOVERNANCE

Policy Choices:   Regulatory Options and Governance

The developments and issues described in this report require gov�ern�ment decision�makers (Ministers, executive officials, legis�lators, regulators, and even courts of law, depending on the structure of government in each particular country) to make choices about two distinct kinds of questions: process questions concerning how regu�la�tory decisions should be made and, if necessary, enforced; and substantive questions about the regulatory decisions themselves.

�ÒProcessÓ Questions

National decision�makers will increasingly need to choose...:

How far to leave settlement issues to be decided by the telecom�munications operators through commercial negotiations, and how far to intervene.

If the decision is to intervene, whether to act:

Ð	Unilaterally, telling telecommunications operators carrying traffic to or from particular countries what they must do or may not do concerning settlement payments, without reference to the views of the regulator (or other relevant government authority) in the other country concerned.

Ð	Bilaterally, through decisions concerning individual ÒrelationsÓ with particular correspondent countries, arrived at through agreements or understandings with each of those countriesÕ National Regulatory Authorities (NRAs).

Ð	Multilaterally, through agreements or understandings (e.g. voluntary compliance with new or revised ITU�T Recommen�dations) reached among NRAs and operators from numerous countries, through the ITU or otherwise.

On the first question, the stances of each of the NRAs in different countries fall fairly clearly into three categories:

Interventionist:  actively intervening, and specifically seeking to impose levels of settlement rates well below todayÕs levels. So far the FCC in the United States is the only regulator in this category.

Pro�competitive but non�interventionist:  NRAs in most of the countries with a pro�competitive telecommunications policy are in this category. They are aware of the issues concerning settlements and have adopted some regulatory measures in this field (usually concerning disclosure), but have chosen not to seek to impose a solution on the operators or on regulators in other countries. It is striking that in several countries other than the US �that now have pro�competitive regulatory regimes and are net payers of settlements including Australia, Germany, Hong Kong and the UK, the national regulators have so far chosen not to intervene.

Regulators in countries with a monopoly industry structure for telecommunications:  So far these NRAs, where they exist, have either not addressed the subject of international settlements at all, or have favoured the status quo.

Until recently, settlement matters were handled almost exclusively by telecoms operators. The operators defined the broad framework of the settlement systems by creating a consensus for particular ITU�T Recommendations. They negotiated the specifics, such as levels of accounting rates, through commercial negotiations between themselves, separately for each pair of operators (i.e. each ÒrelationÓ). As the US, followed by other countries, made the transition from monopoly to competition in telecommunications, the pressures for change began to escalate. So far, however, the FCC remains the only NRA in the world to have taken a highly activist stance on this subject. Some other NRAs have taken cautious steps in such areas as transparency (e.g. Oftel in the UK has published all UK accounting rates) and have retained reserve powers to intervene in future if necessary, especially to ensure that new operators are fairly treated. None has yet undertaken a radical intervention comparable to the FCCÕs benchmarks decision of August 1997.

On the matter of ÒunilateralÓ, ÒbilateralÓ, or ÒmultilateralÓ action, two essential questions are inescapable:

Does an NRAÕs jurisdiction extend to unilaterally deciding the terms of an international collaboration in which each operator should be a Òwilling buyerÓ and Òwilling sellerÓ of services, and in which the sovereignty of the correspondent country and the jurisdiction of its NRA should be respected?

Even if the answer to the first question is ÒyesÓ, is it wise to seek to dictate such decisions unilaterally?

�The answer to the first of these two questions depends on complex issues of both domestic and international law. It is clearly beyond the scope of this report, and its authorÕs expertise, to give a view on the legal issues involved. It is however relevant to note that, over the years, a body of legal principles and precedents has grown up concerning the handling of international commercial and opera�tional issues that involve two or more national jurisdictions�. One of the key principles is that of ÒcomityÓ: the obligation of courts and other public bodies in one country to give due weight to the jurisdiction and laws of the other country or countries involved.

The FCC, in taking the unilateral route, stated (in its ÒBenchmarkÓ Report and Order of August 1997)� that:

Ò...we will require that US carriers negotiate with their foreign correspondents settlement rates at or below the appropriate benchmark... If US carriers fail to achieve progress... we will take... enforcement action...Ó

it will only grant foreign or foreign�affiliated operator authority to establish PoPs in the United States (Òcertain types of Section 214 authorisationsÓ) on condition that the Òforeign affiliate offer US international carriers a settlement rate at or below the relevant benchmarkÓ.

Startlingly, the FCC claims that the first of these provisions (among others) does Ònot constitute an exercise of jurisdiction over foreign carriersÓ since the decision and any related enforcement actions Òwill apply to US carriers within our jurisdiction, not their foreign correspondentsÓ�, and the decisions will only have an ÒindirectÓ effect on operators outside the US. It also argues that its position on the granting of Section 214 authorisations does not conflict with �the commitments of the United States to market access and National Treatment of foreign operators under the 1997 WTO agreement, even though the US Schedule to that agreement says nothing about the commitments being conditional upon reduced settlement rates.

No doubt these issues will be very fully dissected in the US District Court for the District of Columbia. As of October 23rd, 1997, six non�US telecoms operators and two international bodies had submitted ÒPetitions to ReviewÓ the FCCÕs August decisions in the ÒBenchmarkÓ proceeding, typically arguing that (to quote Cable & Wireless plc of the UK), these decisions establish Òwithout... jurisdictional authority the rate that foreign common carriers... must charge US common carriers for terminating their traffic in the foreign market...Ó�. Separately, the Philippine regulator (the National Telecommunications Commission), and the largest Philippine operating company (the Philippines Long Distance Telephone Company) have filed ÒPetitions for ReconsiderationÓ with the FCC.

But aside from the question of the lawfulness of initiatives to impose an outcome unilaterally, there is also the question of whether such an approach is wise. The entire fabric of international telecommunications has been built up based on a very high degree of mutual and voluntary co�operation between operators and governments in widely varying societies around the world. This co�operative process has become successful beyond the wildest dreams of its founders in fields ranging from numbering and standards for technical compatibility to operational and financial arrangements. Any user of computers can testify that such seamless connectivity and universal compatibility was not guaranteed to happen, does not in fact happen in large areas of computer applications, and should not be taken for granted. Unilateral action on key issues does not enhance the atmosphere for such voluntary co�operation in the future.

�Substantive Questions

To the extent that national regulators (individually, or collectively through a multilateral process) do decide to intervene in the international settlement systems (as the FCC clearly has decided to do, but other NRAs apparently have not), the agenda for the regulator in this field includes:

What levels of settlement rates to insist upon, based on what economic or regulatory principles.

Whether to regulate the non�price terms of operating agreements, e.g. requiring proportionate return.

Whether to attempt to restrict the Ònew modes of operationÓ, tolerate them, or positively encourage them.

In developing countries, the agenda also should include:

Measures to ensure that operators exploit the advantages to them of the Ònew modes of operationÓ (e.g. foreign�operator PoPs) to generate additional outbound traffic to industrialised countries, outside the settlement systems, wherever regulatory rules and operational practicalities permit. Such measures could, for example, include bilateral agreements with industrialised countries, or negotiated entry into multilateral Single Market groupings for purposes such as that emerging from the 1997 WTO agreement.

Measures to minimise the adverse effect of reduced settlement in�payments on telecommunications network development and on progress towards universal service goals: for example rebalancing of prices to make activities other than inbound international traffic more profitable.

Even where these possibilities are energetically pursued, however, it is likely that the forthcoming reductions in settlement rates will cause significant disruptions to the financial management of many telecoms operators in developing countries.

�7.	POSSIBLE  OUTCOMES

Stepping back from the intricacy of the issues and possibilities discussed so far, is it possible to discern broadly how events might develop? This section suggests a range of possibilities, in the form of three scenarios.



Scenario 1:   The ÒSoft LandingÓ Scenario

This scenario broadly corresponds to the changes envisaged by the Informal Experts Group (IEG) appointed by the Secretary General of the ITU, which reported in April, 1997. It involves a degree of Ògive and takeÓ on the part of all the players involved:

For high�income countries, which also are becoming (with almost no exceptions) countries with open competitive telecoms markets as well, changes that are naturally taking place as a result of the transition to a Single Market ensure that there is no significant or lasting conflict with the FCCÕs ÒbenchmarksÓ. In any case, for traffic between the various Single Market countries, large amounts of traffic flowing via the Ònew modes of operationÓ will be terminated at domestic interconnect rates or end�user prices. These prices themselves are far below the benchmarks, and settlement rates will have to fall to the benchmark levels or below in order to ensure the sustainability of the traditional system as just one of a ÒmixÓ of different payment methods in a competitive telecoms market where alternatives are readily available.

For other countries, including major net recipients of settlement, negotiations lead to staged but accelerated reductions in settlement rates, rather than the very rapid reductions called for by the FCCÕs benchmarks and associated deadlines.

Developing countries which are adversely affected are able to obtain significant transitional assistance from the World Bank, the ITU and other international agencies.

�Scenario 2:   The Conflict Scenario

In this scenario, the Òirresistible force meets the immovable objectÓ. Net recipients of settlements refuse to lower settlement rates fast enough to satisfy the demands of the telecommunications operators who are large net payers (AT&T, for example), and the FCC. Jurisdictional issues escalate (starting from the District Court proceedings that began in September 1997), as the FCC and the major net payers based in the US seek to force the issue.

The likely outcome would be a protracted stalemate while the jurisdictional issues are fought out in the courts or through other dispute�resolution mechanisms, possibly even high�level international diplomacy.

As this scenario proceeds (if it does), international relationships between operators, governments and regulators would be likely to deteriorate, possibly culminating in a variety of adversarial acts, which might include:

One or more operators in a net�payer country unilaterally reducing settlement payments.

A regulator in a net�payer country (probably the FCC) ordering a carrier to do this.

An operator in the correspondent country, either spontaneously or under the direction of its regulator, inactivating certain international circuits in retaliation, or at least refusing to authorise additional circuits; or alternatively sending all its traffic to the US indirectly via an operator in a third country outside the FCC jurisdiction.

Lest this scenario seem alarmist, it is worth noting that events along exactly these lines occurred in the case of the ÒrelationÓ between AT&T in the US and Telintar in Argentina in 1996, though the �dispute apparently has been settled subsequently�. Past experi�ences with previous attempts to unilaterally decide interna�tional issues are also not encouraging as precedents in the orderly management of international telecommunications�.

The case for maximum effort to avoid the Conflict Scenario is compelling.



Scenario 3:   The Competitive Response Scenario

The essential distinguishing feature of this Scenario is that in it, countries which are currently major net recipients of settlements, especially developing countries, would positively embrace the opportunities offered by a competitive international environment. They would seek to maximise these opportunities rather than simply accepting reduced settlement rates and seeking to minimise their adverse impacts (as in Scenario 1), or seeking to delay change and defend the status quo (as in Scenario 2). In doing so, an essential element of the strategy of developing countries would be to hold governments and regulators in the industrialised Ònet payerÓ countries fully to their own expressed commitments to open competition.

�In this scenario, as in Scenario 1, operators who are net recipients of settlements today agree to accelerated reductions of settlement rates, but do so on condition that they are granted the right to carry traffic into the net�payer countries such as the UK or the US using Ònew modes of operationÓ. This could include Internet telephony, leased line resale or their own PoPs established in those countries. Of course, relatively few operators in developing countries will have the resources to implement such a strategy themselves. It is nevertheless entirely practical to do so through an alliance; through an arrangement in which a strong operator from one developing country carries traffic for other developing country operators. Alternatively, some third party, which might well be a telecoms operator based in an industrialised country, could perform the necessary aggregation of traffic and operate the necessary network arrangements under contract to several developing�country operators.

In effect, governments and telecoms operators from developing countries would (in the US case) be turning around the FCCÕs position of refusing to authorise new modes of operation such as leased�line resale or foreign�operator PoPs� until the correspondent countryÕs settlement rate is reduced to (or below) the benchmark rate promulgated by the FCC. The correspondent would pursue the converse proposition: agreeing to accelerated reductions in settlement rates, on condition that it receives the right to utilise Ònew modes of operationÓ: in the US, for example, it would petition the FCC to grant Section 214 authority, and full interconnection rights, for such an extension of the correspondentÕs operations into the United States (for example via a foreign�operator PoP), with no further conditions or restrictions other than the reduction of settlement rates to the agreed levels. For correspondents from countries that are WTO members, this is a matter of holding the industrialised, net�payer countries to the letter of their market�opening commitments in the 1997 WTO telecommunica�tions agreement.

�In the new Single Market situation thus created, the correspondent would compensate for its reduced settlement rate from incoming international calls by a large expansion of its profits on international traffic to each major country that is a net payer of settlements, outside the traditional settlement systems and using one or more of the Ònew modes of operationÓ. The increased profits would arise from:

Increased volume, due to reduced collection rates and increased marketing and product/service innovations and enhancements, for which there would now be a much greater incentive.

Low unit costs, due to the use of end�to�end transmission links and domestic interconnect at the distant end of the call.

To fully exploit the Scenario 3 opportunity in practice, groups of developing countries would need to find ways to aggregate their outgoing traffic to achieve economies of scale. The scenario indicated several ways this can be done. Likely candidates to launch such an initiative are operators that have emerged or are emerging as major ÒhubbingÓ players in developing or newly�industrialised countries: for example, Singapore Telecom arguably is such a player already, and VSNL in India apparently intends to become one.



8.	POSTSCRIPT:�THE  WAY  FORWARD;  A  PERSONAL  VIEW

Contemplating the relatively unpromising prospects offered for some developing countries by the ÒSoft LandingÓ scenario, and the unconstructive nature of the Conflict Scenario, it seems worthwhile to seriously investigate the possibilities of Scenario 3, the Competitive Response Scenario. Above all, every effort should be made to avert the Conflict Scenario. At worst, it might disrupt the orderly management of international services, or conceivably even interrupt service between certain countries at certain times. Even on the most optimistic view, it would surely undermine the excellent working relationships that have so far made international telecom�munica�tions work so well.

�The best opportunity for developing countries is not to concentrate exclusively on seeking to minimise the damage caused by reductions in incoming settlements (though this is obviously necessary), but to re�examine the entire configuration of their business to obtain the best economic results achievable in the new environment. In particular, operators in developing countries should:

Respond to the increased incentive to cut collection rates and expanding outgoing traffic, through a major effort to:

Ð	Increase outgoing volume by cutting collection rates; by extending and enhancing services by improved marketing (for example, through innovations such as pre�paid telephone cards, and through other kinds of card services); and by attracting capital into what can certainly be very profitable investments in expanded international capacity.

Ð	Increase margins for outgoing traffic through aggregation of traffic from multiple countries; acquiring end�to�end transmission capacity instead of half circuits; and establishing PoPs in industrialised countries.

Ð	Make full use of the Ònew modes of operationÓ, including Internet telephony.

Develop a negotiating approach for bargaining with regu�lators and operators in the industrialised countries to ensure that regulatory barriers in those countries which could block implemen�tation of such a strategy are removed.

Recognise that achieving this in practice may require some concessions to the concerns of industrialised countries where the telecoms market is competitive. Such concessions might include agreement to reduced settlement rates matching, or reasonably close to, what is being sought by the FCC, or new commitments (through the WTO process, for example) to a phased timetable for increased opening of the national market to international competition.

Develop strong Òcountry directÓ, card calling and call back services of their own. These were less attractive in the past �because they would have reduced the incoming traffic imbalance and hence the level of settlement payments, but become more and more attractive as settlement rates within the traditional correspondent system move down towards cost.

The new environment, while highly challenging for almost every participant, need not be a Òzero sum gameÓ. Gains for one participant do not necessarily mean setbacks for another. The key to managing the new situation successfully is to recognise this fully, and seek out so�called Òwin�winÓ solutions where as many participants as possible can achieve a positive outcome.
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� 	Of the governments pursuing a Òpro�competitiveÓ telecoms policy, only that of New Zealand has permitted unrestricted foreign participation in its national telecommunications marketplace from the beginning of the competitive marketplace.

� 	For example, regulatory rules concerning the rights of competitors to interconnect their networks to the Public Switched Network (PSTN) operated by the old�established incumbent telecoms operator.

� 	The specifics of the relevant EU legislation are summarised in Chapter 2.3.

� 	BTÕs local interconnect rate per minute (0.618 pence); the details of the case considered are given in Chapter 3.

� 	1.012 US cents.

� 	In a perfect market, economic theory predicts that this cannot happen because prices are driven down to costs (including the opportunity cost of capital). However, imperfect competition is a more likely model.

� 	The UK�to�US rate given for 1992 was provided by BT in response to a telephone inquiry.

� 	Swiftcall, for example, offers calls from anywhere in the UK to anywhere in the US at 8 pence per minute during all hours Monday to Friday.

� 	Canada has retained some foreign�ownership restrictions, but in practice this does not substantially impede the kind of open competition we describe here.

� 	The deadline has been extended for Ireland, Greece, Portugal and Spain: see detailed discussion in Chapter 2.

� 	Norway, Iceland and Liechtenstein.

� 	Switzerland is not a member of the EEA or the EU, but has voluntarily chosen to align its telecommunications policies with those of the EEA and EU member countries.

� 	The European Commission is, for example, currently pursuing legal action against certain national governments in the EU for delays in imple�menting key elements of the EU Single Market legislation.

� 	We arrived at the number of 20 countries by counting only those countries which have: (a) made commitments in their WTO Schedules to open their national market for basic fixed telecommunications; (b) incorporated in their commitments all or essentially all of the provisions of the Reference Paper on regulatory affairs, which inter alia allow the new entrants to interconnect to the incumbent operatorÕs network on interconnect terms which are cost�based, and the same as those provided to domestic competitors; and (c) committed to abolish all foreign ownership restrictions.

� 	The specifics of the agreement are described in detail in Chapter 2 of this report.

� 	Some national commitments have delayed entry�into�force dates.

� 	As this report went to press in January 1998, about 20 of the 69 participating governments had missed the 1.1.98 deadline in this way.

� 	There are now 132 WTO members.

� 	Some specific difficulties that have already arisen in the US are discussed in Section 4 of this Summary and Chapter 2 of the main report.

� 	In fact, even more countries (even including some that are not yet WTO members) may be involved: the matter is discussed more fully in Chapter 2.

� 	And in detail in Chapter 14.

� 	For accounting and financial�reporting purposes, it is common for telecoms operators to show out�payments and receipts under the settlement systems on a gross basis, although no money actually flows between operators except on the net basis. The effect is to keep reported revenues higher than would otherwise be the case.

� 	Since costs may be different in different countries, a system with settlements more closely aligned with costs (as called for by ITU�T Recommendation D140) would tend to be asymmetrical, that is, it would be based on accounting rates that are not the same in each direction. An asymmetrical variant of the traditional system has already been implemented in the Europe/Mediterranean region in accordance with ITU�T Recommendation D300R.

� 	While the ITU can only advise member states and telecoms operators (ITU Òsector membersÓ), ITU Study Groups and the Informal Expert Group (IEG) appointed by the Secretary General have recommended specific and substantial reductions in settlement rates, as described in Chapter 6. The ITU Secretariat has carried out extensive studies using cost data from members, indicating (as reported by the IEG) that cost�based settlement rates would imply substantial reductions in these rates, usually to below 25 cents US cents per minute (ITU, ÒReport of the Informal Expert Group on International Telecommunication SettlementsÓ, Geneva, April 1997).

� 	200 squared, divided by two. A number of ways have been found to avoid such an overwhelming numerical proliferation of ÒrelationsÓ: for example, by using indirect arrangements for small traffic flows, and by leaving very small traffic or very balanced flows out of the accounting/settlement machinery entirely.

�	In some years, settlement funds have been directed to the Treasury, to cover emergency requirements.

� 	Source: data supplied by operator.

� 	Source: ITU/Telegeography, ÒDirection of TrafficÓ, 1996,

<http://www.itu.int/ti>.

� 	Calculated from ÒDirection of TrafficÓ.

� 	For the international operator VSNL, considered in isolation, the percentage is much higher, of course.

� 	Such a system already applies in the Europe/Mediterranean (TEUREM) region, in accordance with ITU�T Recommendation D300R.

� 	Strictly, this is the only way for direct routes between the countries concerned. Where transit arrangements are used, the costs incurred by the transit operator, and the transit settlements may vary for the same destination country, depending on the country where the traffic originated.

� 	FCC estimates.

� 	There is great difficulty in deciding what indicator is most appropriate to measure costs (as discussed in Chapter 10); but this statement is likely to prove true on most international routes, for almost any reasonable cost�analysis concept.

� 	ITU ÒReport of the Informal Expert Group on International Telecommunications SettlementsÓ, Geneva, April 1997.

<http://www.itu.int/intset/expert/issuesp2.html>

� 	The higher the settlement rate, the larger the percentage reduction of profit caused by a 1% reduction in the collection rate. (This reduction of profit is partially offset by the fact that such a price cut generates, through proportionate return, additional return traffic for the operator that has cut its price.)

� 	Preliminary estimate by Industry Analysis Division, FCC Common Carrier Bureau as at January 1998.

� 	Since the operator in Country A has received the callerÕs payment, and is required by the settlement arrangements to settle with the operator in Country B.

� 	Derived by AT&T from FCC 43.61 International Traffic Reports and FCC Trends Report – Canada 1990 (AT&T Supplemental Comments in CC Docket No.  90�337, Phase II, February 26th, 1996).

� 	Pun�Lee Lam, ÒErosion of Monopoly Power by Callback: Lessons from Hong KongÓ, Telecommunications Policy 12�8, October 1997, pp. 693�695.

� 	Allowing leased�line resale (also called private�line resale or International Simple Resale) is only effective if operators are allowed to interconnect their leased lines to the PSTN at both ends and pay for their PSTN use at either domestic end�user prices or domestic interconnect rates.

� 	We review current FCC policy on this subject in Section 4 of this Summary, and discuss the issues involved more fully in Chapter 13 of the main report.

� 	For example, for the Brazil�Argentina route, international transmission represented only 21% of the total Tariffed Component Price according to the FCCÕs ÒbenchmarkÓ methodology (Source: Report and Order ÒIn the Matter of International Settlement RatesÓ in IB Docket No. 96�261, released August 18th, 1997; Appendix D).

� 	Except for certain countries (notably landlocked developing countries) for which transit costs are very high.

� 	NPRM in IB Docket No. 96�261, December 19th, 1996.

� 	FCC, NPRM in IB Docket No. 96�261, op. cit.

� 	If uniform termination charges are adopted as part of a reform of the traditional system (and it seems likely, based on recent discussions in ITU�T Study Group 3, that governments, regulators and operators in many countries will adopt this alternative), this will remove some of this pressure, since refile and hubbing will now remove  less traffic from the traditional systems. However, unless operators using the Ònew modes of operationÓ are also required to pay the termination charge rather than domestic interconnect or end�user prices (which might occur in some countries), the Ònew modesÓ will continue to exert pressure to lower the termination charge to cost�based levels.

� 	Their report and recommendations are discussed in Chapter 6.

� 	Comments of AT&T Corp. ÒIn the Matter of International Settlement RatesÓ, File No. IB 96�261, February 7th, 1997.

�	FCC Notice of Proposed Rulemaking, In the Matter of International Settlement Rates, IB Docket No. 96�261, released December 19th, 1996; FCC Report and Order, In the Matter of International Settlement Rates in IB Docket No. 96�261, released August 18th, 1997.

�	ÒThere is no requirement on operators to maintain a system of parallel accountingÓ. This statement (in OftelÕs terminology) means that operators need not maintain the same accounting rate as others operating on the same route. ÒInternational facilities licences, guidelines on well-established international operator determinations and arrangements for accounting in respect of international conveyance servicesÓ, Oftel, July 1997.

� 	Many expert observers question whether proportionate return and uniform accounting rates are, on balance, beneficial to competition by blocking anti�competitive behaviour, since these restrictive policies themselves prevent (in the case of uniform rates) or inhibit (in the case of proportionate return) price competition in the rates offered for terminating international calls, thereby protecting incumbent operators.

� 	The flow is usually in BÕs favour because the operator in Country B, as a  monopoly, usually has substantially higher collection rates than the various competing operators in Country A.

� 	There is also a more elaborate (and in this authorÕs view, somewhat implausible) view that the operator in Country B may use above�normal profits in Country B that result from this situation to unfairly subsidise a competitive entry in Country B earning below�normal returns or even making losses. Proponents of this view (see Chapter 13, Section 13.2) do not reveal why the operator in Country B is expected to squander its profits in this particular way.

� 	In this case, the agency responsible is the Department of Trade (DTI). Oftel retains powers, under certain ÒconditionsÓ in the licences granted to UK�licensed operators, to intervene subsequently if it finds that anti�competitive behaviour is occurring.

� 	Regulation of International Accounting Rates, CC Docket No. 90�337.

� 	AuthorÕs term: see detailed explanation on the next page of this summary.

� 	Regulation of International Accounting Rates, Fourth Report and Order (Phase II), 11 FCC Rcd 20063 (1996).

� 	Report and Order in the Matter of International Settlement Rates, IB Docket No. 96�261; FCC 97�280, August 18th, 1997. The details are explained in Chapter 13 of this report.

� 	Op. cit. paras. 232�259. The FCC decided that it Òwill authorise carriers to provide switched services over... private lines... on the condition that settlement rates for at least 50% of the... traffic on the route are at or below the... benchmarkÓ (paras. 244�245).

�	It is interesting to note that making approval for the new modes of operation conditional upon the reduction of the settlement rates to benchmark levels gives incumbent operators an incentive to delay any such reduction to the last possible moment, since this has the effect of delaying the date when the new modes of operation are approved on the route concerned, and hence impedes the entry of competitors.

� 	The correct interpretation of the GATS and the 1997 WTO Basic Telecommunications Agreement appears to be that the FCC restrictions are a violation of the 1997 agreement if they are Òunnecessarily burdensomeÓ to achieve their declared aim of preventing anticipated anti�competitive behaviour. The Òunnecessarily burdensomeÓ test is specified in Article VI of the GATS. Ultimately, whether the FCCÕs restrictions are or are not Òunnecessarily burdensomeÓ under the GATS could only be definitely decided by a WTO dispute settlement panel.

� 	This term was coined by Dr Tim Kelly of the ITU: it alludes to the fact that under all of what the author calls the Ònew modes of operationÓ, the foreign operators secure transmission all the way into the destination country, rather than only half�circuits as in the traditional correspondent arrangements.

� 	In certain cases the foreign operator may have its own plant all the way to the customerÕs premises at both ends, even though interconnect services must still be used between the PoP and the called party for most calls. WorldCom, for example, is in this situation for traffic between the US and Germany, or the US and the UK (for example) because it owns local networks at both ends of these routes.

� 	In transit arrangements, the routings are approved by the destination operator, and the settlement payments are constrained by a rule, embodied in ITU�T Recommendations, that the shares of the accounting rate paid to the destination operator, and retained by the originating operator, must be the same.

� 	In future, Internet telephony may be used in this way as well.

� 	Technically, this is accomplished by stripping out the signalling data which identifies where the call originated, and substituting the corresponding data for the operator which is re�originating the call.

� 	By taking certain traffic outbound from this originating country out of the settlement systems, it may also cause or exacerbate an imbalance of inbound traffic over outbound, in the ÒrelationÓ between the originating and terminating countries providing the originating operator with additional settlement revenue from the traffic that remains within the traditional settlement systems.

� 	Except that the traditional settlement arrangements for leased�line service still play a role: see the discussion in Chapter 14.

� 	Report and Order in IB Docket No. 96�261, August 19th, 1997, para. 18.

� 	As already provided for in the case of the Europe/Mediterranean region by ITU�T Recommendations D300 and D150R.

� 	In this case, there could be a substantial degree of asymmetry, with cost�based interconnect rates in developing countries being substantially higher than those prevailing.

� 	If the country is a WTO Member (or is willing to join the WTO and accept its trade rules), it can do this by adopting a new national Schedule to the 1997 WTO telecommunications agreement that effectively makes it part of the WTO ÒSingle MarketÓ.

� 	The settlement rate should not exceed the (local) interconnect rate plus the costs of domestic long�distance carriage of the call, international gateway switching and an international half�circuit.

� 	Since the issue is a commercial one, and many of the players involved have monopolies or substantial market power, competition law as well as the administrative law of telecoms regulation must be considered.

� 	Report and Order ÒIn the Matter of International Settlement RatesÓ, in IB Docket No. 96�261, released August 18th, 1997; para. 20.

� 	Report and Order in IB Docket No. 96�261, op. cit., para. 279.

� 	United States Court of Appeals for the District of Columbia, Cable & Wireless plc vs. FCC, No. 97�1612, Petition for Review, September 26th, 1997.

� 	Telecommunications Reports International (TRI), October 25th, 1996. According to TRI, normally considered a reliable source, at one stage in 1996 AT&T unilaterally limited its settlement payments to 80 cents per minute. Telintar ÒunidirectionalisedÓ certain circuits (i.e. stopped accepting traffic on them from AT&T) on the grounds that AT&T had failed to make past�due payments. According to Telecommunications Reports, the FCC International Bureau then ordered all US operators to stop settlement payments to Telintar. Again according to Telecommunications Reports, a subsequent understanding, approved by the FCC earlier this year, called for AT&T to pay 92 cents per minute for the period to September 30th, 1997 and then 85 cents per minute for the rest of this year.

� 	The issue, highly controversial in the 1970s, of whether to proceed with new submarine cables across the Atlantic provides a telling example, which we discuss further in Chapter 16.

� 	Strictly, refusing to grant Section 214 authorisation.
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