Crucial Issues in an Open Market





Key questions in a future liberalised Telecom Market are:





How can universal service be developed ?  How much does it cost, and who should pay for it ?


What should be the future framework for interconnection and inter-operability ?


How will telecom networks be licensed ?  What conditions could or should be attached to licenses ?


How can a fair competitive environment be ensured ?


What are the broader social effects of a liberalised marked ?








Universal Service





The definition of 


Universal Service:  The provision of telecommunications services permitting access to a defined minimum service of specified quality to all users everywhere, and, in light of the specific national conditions, at an affordable price.  The notion of Universal Service also includes service to disadvantaged users.


Universal Service Obligation:  The obligation placed upon one or more operators to provide Universal Service.  Uneconomic Universal Service Obligations means the provision of such services to those users whom an operator would not serve if it were to apply its normal commercial criteria of profitability.





The underlying aim of universal service is to ensure that the benefits of cheaper and better quality telephone service and other benefits of increased competition and choice are passed on to all users.


In the process of liberalising telecommunications services it is necessary to focus on tariff structures whilst safeguarding universal services, and finance any remaining burden through internal transfers, access fees or other mechanisms.  It is therefore important to establish common principles for universal service and the means by which any uneconomic or non-commercial burdens of provision are financed.


It is recognised that the obligation to provide a basic voice telephony service at an affordable price to all customers could result in market operators being obliged to provide service to customers whom they would otherwise have insufficient economic incentive to serve.


At the current time, most telecom operators internally cross-subsidise less profitable services and customers with revenues from more profitable areas of operation.  However, in the process of liberalisation tariff structures would have to be adjusted in order to reflect the real cost of providing service to customers. In countries where this process already has started one sees that the tariffs for local calls are increased, whereas long distance national and international calls are becoming cheaper.


The dramatic technological and commercial changes in the telecommunications sector mean that the real cost of telecommunications is continuing to fall as quality rises.  The real task of policy in the context of universal service must be to ensure that the benefits associated with these changes are passed on to all users and not only to a privileged few.  Although provision of the local loop, or at least new provision of the local loop, continues to be one of the more expensive aspects of building telecommunications networks, a number of factors are reducing the real cost burden of this item.


Firstly, wireless or radio connections are becoming a realistic and potentially cheaper alternative to connecting customers on fixed networks.  This highlights the need for telecom operators to be allowed full freedom with respect to the technologies they are permitted to use to connect customers to the public network.  It also raises the issue of permitting the use of radio technologies in the provision of public telephones by other operators.


Secondly, competition and technological progress is bringing down the unit cost of the transmission and switching equipment required to service the local loop and through digitalisation is improving service quality and enabling new services to be provided, even though many operators have so far failed to market these services to customers.


Thirdly, the provision of telecommunications services jointly with other services, such as cable television, is reducing the cost of supplying telephony, particularly to residential customers.


At the same time that the cost of supplying services is falling in real terms, technological changes are shifting the balance of network costs from usage sensitive to fixed costs and reducing the importance of distance in determining costs.  This is a further argument for national regulatory authorities to supports the re-balancing and reduction of prices.


Reducing usage and distance sensitive tariffs brings substantial gains.  Many users are better off, telecommunications usage is stimulated leading to further reduction in unit costs and peripheral and isolated customers benefit.  However, customers who use the telephone as a lifeline or whose usage is low may be vulnerable to re-balancing.  This highlights the importance of national regulators managing the re-balancing process, removing general tariff distortions and developing targeted schemes to deal with customers with particular needs.


The process of liberalising telecommunications services must be joined by a process of adjusting and re-balancing pricing structures. This process is a key factor in the development of the sector and the full exploitation of existing and new telecommunications services. It is high and distorted tariff structures which are holding back the widespread development of both traditional and advanced telecommunications and information services. Infrastructure liberalisation can service to reinforce the move towards more efficient pricing structures, stimulate demand and further encourage development of the sector.





The dual aim, therefore, should be to provide consumers and business with a diverse offering of quality telecommunications services at competitive prices whilst guaranteeing universal access to basic telecommunications services for all citizens. The goal of providing affordable access to basic telecommunications services for all citizens emphasises the need to provide service as cost effectively as possible and implies that access should be provided at prices below cost for some, if the process of re-balancing pricing structures leads to some customers leaving the network, being dissuaded from joining or facing unreasonably high prices for basic telecommunications services. This is not an argument for maintaining inefficient, across the board subsidies for access but for developing targeted schemes for needy citizens and uneconomic customers.





Key-questions related to Universal Service





1. Why are universal service obligations imposed ?


The rationale for imposing universal service obligation is political, social and economic. It is desirable on political grounds that citizens in a democracy have access to communication facilities which they require to exercise their political rights, and it is desirable on social grounds that all individuals should have access to communication facilities to avoid a gulf emerging between ‘information--rich’- and ‘information-poor’ groups.


In addition, there are persuasive economic arguments for encouraging households and firms to attach themselves to the telecommunications network. These arise from the existence of externalises, not taken into account by individuals in their private decision-making. Within the network n new customers not only benefit themselves from attachment, but create extra opportunities for existing customers. There is also evidence of dynamic benefits for the economy arriving from the development of the telecommunications sector. The relationship between economic development and the development of the network is thus a reciprocal one : growth in one encourages growth in the other.


The presence of these externalities - and the social and political considerations noted above - create a prima facie case for imposing universal service objectives. However, it is likely that the aim of the obligations will differ at different periods. More precisely, at the time of network extension and mass market take up, the objective of universal service obligations is likely to be primarily economic - to stimulate the economy. Once the network is completed, the goal of universal service will shift to being primarily a social one. In the former stage, it would be desirable to keep installation and line rental charges low, to stimulate demand. In the latter stage, the emphasis is likely to be upon targeting of subsidies to ensure that the telephone is affordable to all and adapted to those with special needs (for example, the disabled).





2. At what levels should universal service obligations be set ?


At present, in countries where it is implemented, universal service obligations are largely confined to voice telephony, or basic service. Current technology permits many more services than voice telephony, for example, data services and interactive audio visual services. There are difficulties, however, in extending the universal service obligation to incorporate additional services. Firstly, many such services are not fully tested in the market, and it is not certain that households or businesses will require them on an appropriate scale. Secondly, their use is often confined to more affluent customers, and requiring them to be made available at a low price would involve imposing additional burdens on less affluent customers to cover the cost of services which they do not demand. Thirdly, the extension of universal service obligations increases the net  cost of such obligations, which must be found, either from taxation or by cross-subsidy within the telecommunications sector. High costs may deter competition.





Thus although it is proper that universal service obligations be reviewed in the light of changing economic, social and technological conditions, the case for the extension of the obligations is at present weak.





3. How should the cost of universal service obligations be established ?


The cost of meeting universal service obligations in any locality consists of the sum of losses incurred by operators in serving customers whom they are obliged to serve under the universal service obligation but whom they would not otherwise serve. The calculation should be made on the basis of the costs of an efficient operation.


The calculation of the cost of USOs thus involves examination of the costs and revenues associated with particular customers or groups of customers. Since only a minority of customers is likely to impose net USO costs, it is reasonable to estimate the costs of provision to “loss-making” customers on an avoidable basis - i.e. to calculate what costs would be saved if those customers - and those alone - were detached from the network. On the revenue side, it is natural to treat all revenues paid by a customer who might be imposing a net USO cost as the revenue associated with that customer. However, there is also an argument for attributing some of the revenue of incoming calls to the customer’s account, on the ground that that revenue too (or some of it at least) would be lost if the customer left the network. A calculation of this kind has been carried out in Australia, and that experience demonstrates the practicability of the method.


Not surprisingly, the net costs of USOs will differ in accordance with the level of network developments. When a network is complete, the avoidable cost of detaching a subscriber from it is small. At earlier stages of network extension, by contrast, the avoidable costs of providing service in a new are large. This has the consequence that the net cost of universal service obligations (as a proportion of telecommunications revenues) is likely to be greater in middle and small income countries than in countries where the network is fully developed.





4. How can universal service obligations be combined with competition in telecommunications markets?


It has been asserted that the development of competition will damage the attainment of universal service objectives. However, a variety of methods exists under which competition and universal service can be combined. One possibility is that universal service costs are met our of general taxation, or taxation of the telecommunications sector. This is unlikely to be practicable, although there may be arguments in favour of financing special provisions for, for example, handicapped users from general taxation or as part of the social security system.


Traditionally, the costs of universal service obligations have been covered by cross-subsidy within the monopoly telecommunications operator. When competition has been introduced, in some countries a decision has been taken to continue to impose USO’s asymmetrically upon the incumbent, in order to promote new entry into the sector.


In the long-term, however, it may be necessary to share the cost of universal service obligations among operators, in order to ensure competition on equal terms. One method of achieving this objective is to estimate the net cost of USOs using the procedure described above. That net cost can then be shared amongst operators. In practice, this will often be achieved by the inclusion of an access payment in interconnection charges paid by long-distance operators seeking access to the local loop.


Where there is competition, it is also possible to introduce competitive tendering for the satisfaction of universal service obligations. If a firm believes that it can satisfy those obligations more cheaply that the existing operator, it can tender to do so.


Illustrations of these methods can be found in a number of countries where competition has been introduced, including Australia, Finland, New Zealand, the United Kingdom and the USA.





5. Can universal service obligations be combined with competition in countries where the network is still being developed?


We noted above that the cost of universal service obligations is likely to be higher in such countries than in economies where the network is complete. One response is to defer competition until the network is complete and rebalancing of tariffs has occurred. The cost of universal service obligations is thus met through cross-subsidy. However, this approach denies the economies concerned the benefits of competition in telecommunications, which include incentives for the operators to increase efficiency and the availability to the regulator of needed comparative data on the incumbent’s costs and efficiency. It is therefore preferable to adopt one of the following approaches.


The first is to compute universal service costs on a ‘lifetime” or smoothed basis, recognising that when the network is complete, avoidable costs of serving potentially unprofitable customers will diminish.  The estimate of USOs costs at the stage of network development and afterwards would thus be an average of losses incurred before the after network completion. This approach would lower estimated USO costs, and implied transfers from the other operators in the early stage, but raise them subsequently. It would, however, require complex and contestable calculations.


A second possibility is to restrict competition to certain segments of the market, for example, long-distance and international calls, and require both the incumbent and entrants in those segments to contribute to the cost of universal service obligations through access payments.


A third possibility is to offer non-overlapping franchises to operators prepared to connect and serve areas which would not prove profitable for the incumbent. The cost advantage of the franchise might derive either from greater efficiency or from the use of low cost - possibly radio-based - technology.





6. Conclusion


All of these approaches deserve serious analysis.  The alternative, of deferring competition, may be very costly to network efficiency. The study thus shows that there is no reason in principle why universal service obligations cannot be satisfied in the framework of competition. However, the method chosen will depend on circumstances. Countries with less developed networks may adopt a different approach from others, which of fewer obstacles to the introduction of competition arising from universal service obligations.


�
Interconnection


Definition:


Interconnection means the physical and logical linking of the facilities of commercial organisations providing telecommunications networks and/or telecommunications services, in order to allow customers connected to different networks to communicate, to ensure the interoperability of services, and to increase the choice available to telecommunications users


There are different types of interconnection situations, which contain significant differences and many similarities. The following list illustrates one way to distinguish among them.


Group I - This encompasses Customer Premises Equipment (CEP) attachment to the public switched network (PSTN), value-added network services (VANS), and private networks connected to the PSTN.


Group II - Carrier to carrier interconnection, encompassing interconnection of fixed public networks, including fixed long distance competitive entrants and fixed local-exchange (LEC) competitive entrants.


Group III - Mobile/Fixed wireless and satellites, characterised by the use of new technologies,





The logic of this grouping is as follows :


- Group I have generally been the earliest to be licensed or otherwise authorised, chiefly because they are not perceived as competitors with the incumbent PTO, they are generally not regulated (except for type-approval of CPE and bypass activities of leaky PBXs) and regulators generally permit the incumbent PTO to charge them like large-volume customers.


- Group II have been the original “first-wave” competitors, e.g. MCI and Competitor Access Providers.


- Group III are probably the significant if not the chief competitors of the future, using (as they do) the most advanced technology, and able to provide service to sites (and in countries) where traditional copper local-loops are not available now, may not become available for years, and/or are not commercially feasible.


The pattern to date has often been that of a single, dominant incumbent PTO, and a few new entrants, usually small and struggling. But this is an oversimplification. There are increasing numbers of situations of multiple fixed operators and several new entrants, some of whom may be large and established entities, at least in their home markets. This in turn may call for increasingly complex approaches.





Interconnection in context


Interconnection policy is closely related to and often overlaps with other elements of telecom policy, regulation and investment objectives. In particular, interconnection is a tool to implement a country’s competition policy, and thus has economic consequences beyond the telecommunications sector. Interconnection is thus at the core of the regulatory mission, but cannot be considered in isolation. Interconnection issues also cannot be addressed without raising issues concerning the role and status of the regulator : its powers, procedures and resources. Effective interconnection requires an effective regulator.


Once a national government makes a policy decision to allow or foster competition by diversifying suppliers, the new entrants that are granted access to the market will need interconnection to the pre-existing network. Their ability to compete with the dominant incumbent PTO is directly dependent on the whole range of terms and conditions under which they interconnect with the incumbent’s facilities and among themselves. If such interconnection is difficult, bureaucratically delayed, discriminatory, ineffective or overpriced, effective competition will not take place or at best will have only very limited impact, and new entrants may fail.


While some regulatory intervention is needed to protect new entrants, it does not allow that, as the market becomes more developed with an increased level of competition, more and more regulation is required. Indeed, other means, some of which are identified below, should be explored to achieve the same results, with the objective being to regulate to the minimum level necessary in order to achieve effective interconnection.


Interconnection is also closely linked to investment policy issues. Many countries are now concluding that a principal way to accelerate telecommunication development and expand the telecom infrastructure is by introducing several operators whose investments, in turn, will in good measure be influenced by the effectiveness of interconnection. Such a strategy requires effective interconnection, otherwise investors will not commit.


There is a separate, though related, range of interconnection issues at the international level. These international components of interconnection are of growing importance and deserving of future study, but are not the subject of any detailed scrutiny here.





Objectives of interconnection policy





The principal, partly interdependent, objectives of interconnection are as follows :


a) to meet the needs of customers through the promotion of competing interconnecting networks and a wide range of innovative services; this public interest objective is foremost.


b) to help create conditions for attracting investment so as to stimulate infrastructure growth and innovation.


c) to contribute to efficiency in the economy overall through the provision of modern telecom networks and services.


d) to provide conditions for fair competition among the incumbent dominant operator and new entrants.


e) To ensure full network connectivity so that all customers may communicate with each other. This objective, when applied between and among countries, may also constitute an objective of international interconnection policy.





THE ISSUES


What does a New Entrant Need?





In the normal case, a new entrant will be dependent upon the incumbent PTO? As it requires interconnection to the incumbent’s network. The new entrant, on the other hand, will often be a competitor to the incumbent, which will regard the new entrant as a threat to its business. Moreover, the incumbent normally has little incentive to allow efficient access to its facilities by the new entrant. It is for this reason that the regulator has to step in if it desires effective competition.


Clearly, the new entrant, requiring access to the incumbent PTO’s system, must conduct a variety of transactions with the incumbent on technical, operational and commercial matters. In order to ensure that these transactions are as smooth and efficient as possible, regulators should consider clearly defining the protocol and charges for the transactions before the onset of competition. These arrangements should eliminate or minimise opportunities for incumbent representatives to delay or otherwise frustrate the process.  Experience has shown that incumbent operators are not loathe to discourage competition from new entrants by raising numerous practical obstacles to interconnection. Invariably, the regulator will be involved in mediating and resolving these problems as they arise, and should have the resources and expertise for such activity.





The new entrant requires :


a) a reasonable charge, as the level of charge (and to some extent also the structure of charge) is a critical determinant of whether the new entrant can survive. In many instances, the interconnect charge comprises 40-50% of the new entrant’s total costs;


b) the ability to choose suitable locations within the incumbent’s network for “points of interconnection”, decide on the number of such points and implement them without undue delay; if the number and location of such points of interconnection are limited by the incumbent, the entrant may be forced to offer a substantially less attractive service.


c) the determination of adequate technical standards and interfaces.


d) organisational procedures for working with the incumbent, particularly through an interactive process, which may include public comment. One recommended technique is for the incumbent to set up a dedicated unit within its organisation with the task of managing the relationship with competitors. Where possible, there should be standards established under which this unit is forbidden from sharing certain information with other parts of the incumbent organisation.


e) how numbers are to be allocated, the arrangements for number portability and access to the incumbent’s numbering information database;


f) clear rules respecting the protection of the entrant’s customer-confidential information given to the incumbent to allow the interconnection of such customers. The abuse of such information for winning back the incumbent’s customers needs to be strongly discouraged.


g)non-discrimination on quality of service and price; this is vital, and is closely tied to the incumbent operators’ tariffs being public.


h) reassurance that charges properly reflect costs so that there are appropriate signals to inform make/buy decisions.


i) unbundling of interconnection services to ensure that the new entrant does not need to buy more services than it actually wants for interconnection purposes;





j) arrangements which ensure the incumbent is required to negotiate with and make an offer to the new entrant within a reasonable period of time. There is a great incentive on the incumbent operator to use delaying tactics when negotiating an interconnection agreement.


k) the new entrant needs timely information and timely decisions from the incumbent operator.





Are interconnection arrangements to be left to the players, or to the regulator ?


Once a national policy decision is made that interconnection issues should be addressed, a threshold question is whether these issues should be addressed primarily by legislation, more flexibly through the decisions of a regulatory body, or through general competition law, possibly with specific telecom guidelines. A related fundamental question is to what extent the issues should be solved in the market place, i.e. normally through negotiations, and with minimal regulatory intervention. If a national government or legislature wants to create a more level playing field for competition in telecommunications, this does not necessarily have to be done through interconnection policy only.


Another way of addressing the question of developing and applying interconnection policy is to ask what are the respective roles of the following four players : the incumbent (monopoly or dominant) provider, the new entrant or entrants, the regulator, and the courts or other institutions to which a decision of the regulator may be referred, on legal or other grounds?


This characterisation of the four players actually is an oversimplification. The traditional model has been, and in many countries still remains, a single dominant incumbent, with one or two new entrants. Increasingly however, interconnection policy will need to address countries with multiple incumbents and a large number of new entrants. These multi-operator environments will pose the most difficult challenges.





Several general points can be made :


First, the specific relationships depend, of course, on the country concerned, and on the telecom policies adopted.


Second, in assessing these relationships it is necessary to :


a) identify the specific interconnection issues;


b) decide which ones should be solved (if possible) through negotiations between the incumbent and the new entrants;


c) for those issues, decide on how to handle situations where negotiations between incumbent and entrant fail to produce agreement;


d) for interconnection issues that will not be left to direct negotiation, what are the options for regulatory rules and processes?


Third, the fundamental feature in the relationship between the incumbent are the new entrant normally is imbalance of market power involving one dominant supplier and several small entrants, where the new entrant may, in the absence of the regulator, be at the mercy of the incumbent, in terms of actually being able to interconnect without delay, the level and structure of charges, access to information vital to its prospects and so on. The effect of this imbalance is normally that many of the more important issues of interconnection cannot be left entirely to negotiations between the players. In the less typical situation, where there may be four or give network operators, to whom a new entrant may go, competition may itself establish the interconnection charges, and regulatory intervention may not be necessary.


Fourth, the regulator needs to strike a careful balance : if it unduly shields the entrant by regulating artificially favourable terms for interconnection, this will reduce the entrant’s incentive to invest in its own network or attract uneconomic entrants. The new entrant may become dependent on the regulator to an unnecessary and undesirable degree. This is turn may have the effect of not producing effective competition in the long run.


Fifth, the regulator needs access to different types of  resources and expertise, depending on the particular interconnection issues. For example, defining entry conditions may require legal expertise, establishing interconnection tariffs and evaluating costs will require economists and accountants and establishing technical and operational conditions of interconnection will require engineering expertise.





Framework for Negotiation of Interconnection Agreements �


Part 1.   Ex-Ante Conditions to be set by the national regulatory authority





Dispute resolution procedure 


Requirements for publication/access to interconnection agreements and other periodic publication duties.


Requirements for the provision of equal access and number portability.


Requirements to provide facility sharing, including collocation


Requirements to ensure the maintenance of essential requirements.


Requirements for allocation and use of numbering resources (including access to directory services, emergency services and pan-European numbers).


Requirements concerning the maintenance of end-to-end quality of service.


Where applicable, determination of the unbundled part of the interconnection charge which represents a contribution to the net cost of universal service obligations.








Part 2.  Other issues which should be covered in interconnection agreements





Description of interconnect services to be provided


Terms of payment, including billing procedures


Locations of the points of interconnection.


Technical standards for interconnection.


Measures to conformance with essential requirements.


Intellectual property rights.


Definition and limitation of liability and indemnity.


Definition of interconnection charges and their evolution over time.


Dispute resolution procedure between parties before requesting national regulatory authority intervention.


Duration and renegotiation of agreements.


Procedures in the event of alterations being proposed to the network or service offerings of one of the parties.








Part 3.  Other issues which may be covered in interconnection agreements





Achievement of equal access.


Provision of facility sharing.


Access to ancillary, supplementary and advanced services.


Traffic/network management.


Maintenance and quality of interconnection services.


Confidentiality of non-public parts of the agreements.


Training of staff.
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