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TERMINATION SERVICES

The GATS and Traded Telecommunications Services

1 The General Agreement on Tradein Services (GATS) and the Annex on Telecommunications
provide agreed trade disciplines which should be capable of application to any traded tel ecommunications
Service sector.

2. These disciplines include MFEN (Article Il), transparency (Article I11), domestic regulation
(Article V1), monopolies (Article VIII), business practices (Article I1X), market access (Article XV1)
and national treatment (Article XVII). The application of such disciplines to traded services in the
basic telecommunications sector would yield significant economic welfare gains.

3. It is important that the coverage of such disciplines is comprehensive and that the definition
of traded services captures the redlities of the modern market place.

4, Inthe past, tradein the basic telecommuni cations sector has been masked because until recently
most countries regarded basic telecommunications as a service provided by state-owned monopolies.
Theinternational telecommunications framework that evolved was intended to facilitate co-operation
between these monopolies (usually state-owned) so that services could be delivered. This framework
did not anticipate, nor alow for, the competition that has developed with widespread liberalization.
The framework resulted in relatively high charges for services and restricted demand.

5. Australiais concerned to ensure that the traded elements of the basic telecommunications are
recognized as such and that these el ements are subject to agreed trade disciplines. Thisisin linewith
ITU recognition that the exchange of basic telecommunications between carries is trade (Section 2.5
of the World Telecommunications Development Report 1995).

Trade in Termination Services

6. Australia has assessed that one of the major traded services in basic telecommunications is
the service provided to deliver (terminate) an internationa call. Estimates of the annual turnover in
trade of such termination services ranged between US$35 hillion and US$42 hillion in 1993.

7. As already described in SNGBT/W/4, termination services are the services which network
operators provide each other when they alow access to their networks through international
interconnection. They are the only traded eement in the cross border provision of internationa telephone
Services.

8. Termination services do not cover the commerce between the customer and the operator in
the country of origin or destination country of an international call. Rather, termination services are
about operator-to-operator trade.

9. For example, acall which originatesin Country A is transported from the originating network
to the destination network in Country B. An interconnection point (gateway switch) transfers the call
to the terminating network in Country B. This network then delivers (terminates) the call to its final
destination.
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Figure 1. Termination Services

COUNTRY A COUNTRY B

Termination Service
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10. From this description, it is clear that the operator originating the call in Country A (and/or
the operator providing gateway to gateway transport in aliberalized environment) is the consumer of
the service provided by the operator in Country B in completing (terminating) thecall (1). Theoperator
in Country A (and/or the operator providing gateway to gateway transport) could be expected to have
some contractual arrangement with the operator in Country B to ensurethat these services are provided
efficiently and for an agreed charge.

11. An international system has been put in place to facilitate termination services. Bilateral
agreements have been reached between operators in accordance with Article 1, paragraph 1.5, of the
International Telecommunications Regulations and other recommendations of the International
Telecommunications Union (ITU).

12. These agreements set a notional charge (accounting rate) for each minute of bilatera traffic.
Total minutes of termination services provided by the operator of one country are offset against the
total minutes provided by theother. The settlement rate (i.e. half of the accounting rate) isthen applied
to the imbalance of minutes and paid periodically.

13. These agreements provide a mechanism for the service user (i.e. operator) in Country A to
purchase the termination services of the operator in Country B and to pay for these purchases in a
simplified manner. They traditionally have been a reflection of the market power of state-owned
monopolies. The element of trade in services (i.e. the termination service) has been obscured by
accounting settlement rate structures.

14. With the move away from the monopoly situationin many countriesand increased competition,
trade in termination services is more clearly identifiable. Using the example above, the operator in
Country A may now be able to choose between a number of operators in Country B to terminate the
cal. (2) This choice should be based on normal trading considerations including transparency, MFN
and Nationa Treatment.
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Tariff effect of termination services agreements

15. The trade impact of current arrangements for termination services, especially charges for
termination services by operators, may be likened to the impact of atariff on goods. The difference
between charges derived from accounting rates and the base charges for domestic termination of calls
is the tariff equivaent for termination service charges.

16. For example, in future 1 above, Country B is the destination country. It seems reasonable
to assume that the cost of terminating a call from the gateway switch in Country B is the same for
domestic subscribersin Country B and the operators of countries originating thecall (e.g. Country A).

17. There are a number of possible waysto arrive at a measure of the average domestic cost for
terminating a call from the gateway switch. One may be a weighted average of all domestic and local
long distance call charges. Such a measure would actually exaggerate cost because it would include
billing and marketing costs. Another (and even higher) measure would be the charge to domestic
subscribers of the longest long-distance calls.

18. If we compare our measurement of the cost of terminating a call from the gateway switch with
the charge to foreign operators through accounting rates we could arrive at a tariff equivalent of the
effect of accounting rates.

19. Infigure2 below, C representsameasurement of averagecost of terminating acall toadomestic
subscriber from the gateway in Country B. C, representsthe charge (asderived from accounting rates)
totheinternational operator in country A for thetermination of acall in Country B. Thetariff equivaent
of the accounting rate is represented by T.

20. Because agreements between operators are made at a bilateral level, these tariff equivaents
tend to be MFN-inconsistent. The operator in Country B is able to charge different rates to operators
in different countries. For example, in figure 2, C, shows the charge imposed by the operator in
Country B on an operator in Country C and the corresponding differenceis T, or thetariff equivalent.

Figure 2: Accounting rates and tariff equivaents
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21. Just as the tariffication and eventual reduction of barriers to trade in other sectors are known

to result in economic gains, we would expect that any disciplines imposed on tariff equivaents in
termination services could be expected similarly to result in economic gains.
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Trade distorting features of current system

22. The current internationa system for facilitating termination services has significant trade distorting
effects. The Australian approach to termination services seeks to bring them under GATS disciplines
to minimise these distortions.

23. The present accounting and settlement rate systemsfor payment of termination servicesresults
in:

- arbitrary setting of charges well above costs; and
- bilatera arrangements which are MFN-inconsi stent.

24, The current system, where GATS disciplines are not applied, allows monopoly and dominant
operators to take their monopoly rent and exercise price discrimination across markets.

25. The accounting rate system locks operators into price distorting behaviour. For example, if
an operator were to reduce its charges to subscribers on a unilatera basis it would face the penalty
of increased out-payments to foreign operators. This is because the demand stimulated by the price
cutswould lead to more minutes of termination servicesin the country of destination thereby increasing
the imbalance of minutes on which the operator would be forced to pay the high settlement rates of
foreign operators.

26. The non-MFN nature of accounting rate setting accentuates these distortions. An operator
in one country is able to set different accounting rates for the operators in different countries, even
though the cost of providing the termination service could be expected to be the same.

27. Increased competition aone, without the application of GATS disciplines to the existing
framework, will not forcereform of theaccounting rate system. Operatorslosing traffic to value-added
services such as call-back, which bypass the agreements between operators and the accounting rate
system, have an incentive to increase accounting rates to eliminate the arbitrage opportunity between
charges for inwards and outwards call. Current call back and refile regimes are non-transparent and
may lead to added distortions.

Applying provisions of the GATS to Termination Services

28. Having described the nature of termination services, the agreements which support them and
their trade-distorting effects, it iseasier to seethe relevance of applying GATSdisciplinesto thistraded
service.

29. It is possible to relate the General Provisions of the GATS to different aspects of the trade
in termination services. If we adopt an Article by Article approach, we see that the definition of
measures by members affecting trade in services as set out in Article 1.3(a) would seem to capture
the agreements between operators that regulate trade in termination services even when these are
negotiated by commercial parties. This is because most operators are either State-owned operators
(i.e. "central governments" or "authorities' as per 1.3(a)(i) under International Telecommunications
Union treaties or privately owned operators exercising " powers delegated by governments or authorities'
(as per Article 1.3(a)(ii)).

30. Agreements between operators on termination services are unlikely to be consistent with the
MFEN provisions of Article Il. Thisis because of the differential pricing system entrenched in such
agreements. Australia suggests that countries that wish to maintain such agreements would need to
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seek MFN exemptions after 30 April 1996 when the suspension of Article Il for the basic
telecommunications sector ends.

31. Transparency and the free flow of information is important for commercia decision making
and theliberalization of trade. Articlelll explicitly callsfor membersto publish"all relevant measures
of general applications, which pertain to or affect the operation of this Agreement. International
agreements pertaining to or affecting trade in services to which a member is a signatory shall aso be
published".

32. Agreements between operators on termination services (whether commercia or not) are both
"measures’ and "international agreements’ within the meaning of Article1.3(a). Assuch they should
be subject to the transparency provisions of Article 111, except where the disclosure of confidentia
information would be contrary to the public interest or would prejudicelegitimate commercia interests
(Articlelll bis). Itisdifficult to think of grounds on which theselegitimate commercial interestswould
be prejudiced.

33. In view of the monopoly status of many operators of basic telecommunications services, and
the joint agreements reached between such operators on the provision of termination services, Article VIII
on monopolies and exclusive service suppliersis applicable, particularly paragraph 1 (which appears
to direct members to ensure that monopoly operators provide termination services on an MFN basis).
In the event that a Member believes that the monopoly supplier of a service of any other Member is
acting in a manner inconsistent with provisions of Article VIIl.1 and 2 it is has the right of recourse
to the Council for Trade in Services. The Council may then request the Member establishing,
maintaining or authorizing such a supplier to provide specific information concerning the relevant
operations. In the case of termination services this could include specific information on agreements
between operators.

34. Current agreements on trade in termination services clearly restrict trade in services because
of the large difference between cost and charges and the consequent impact of this on demand. Where
business practices (not falling within Article VI1I1), such as those enshrined in termination services
agreements, restrain competition and trade in services, Article IX provides for consultations between
members with a view to eliminating those practices.

Specific commitments

35. It is clearly possible to list specific commitments for trade in termination services as set out
in SNGBT/W/4. Themodel schedulein that paper contained comprehensive examples of limitations
on market access, limitations on national treatment and additional commitments across modes of supply
1, 3 and 4 for termination services.

36. For example, under limitations on market access for cross-border supply, participants could
schedule any limitations on the places of entry to or exit from the market such as the gateway switch
or nationa extension. Similarly, limitations could be scheduled on the number of foreign service
providers national service providers can either sell or buy termination services to or from.

37. Under national treatment for cross-border supply participants could schedul e preferencesgiven
to domestic suppliers such as pricing or conditions of interconnection with or access to networks of
national service providers including licensing and regulatory approval.

38. The Secretariat's informa note of 14 February on Modes of Supply and Market Access
Limitations also gave some examples of how termination services could be schedul ed.
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Developing countries

39. Many countries, particularly developing countries, wish to raise development revenue from
internationa telephone services, including the traded element of termination services. Some governments
establish monopoly or exclusive international telecommunications service providers so that they can
raise revenue by setting charges at a level higher than the cost of providing the service efficiently.
However, under the accounting rate system, such development revenue collection can be applied on
a discriminatory basis, depending on the market power of other operators. This results in trade
distortions.

40. Under anon-discriminatory, transparent and eventual ly cost-based terminati on service system,
governmentsin devel oping countries could replacerevenuesraised by operatorsfrom monopoly pricing
with non-discriminatory and transparent taxes on internationa traffic. This would contribute to the
elimination of distortions which create arbitrage opportunities for call-back operators, that reduce the
utilization of developing countries telecommunications transport network systems. Over time and
consistent with the specia and differential needs of developing countries as recognized in GATS
Article IV, these taxes could be disciplined to improve competitive markets.

Australian approach

41. The current arrangements for termination services constitute a serious barrier to trade. The
effect of these arrangements is to cut demand by as much as one-half according to some research.
Australid s proposals on termination services could have a valuable trade-liberalizing effect on basic
telecommunications. At the very least, the trade-distorting effect of termination services would be
made transparent through the application of general GATS provisions in concert with scheduled
commitments.

42. The generd provisions which need to be addressed as a matter of priority for termination services
areMFN (Articlell) and transparency (Articlelll). Operatorsinthecountry of origin of aninternationa
telephone call need to have reasonabl e information on the means, conditions and cost of gaining access
to the destination network. Operators dso need to know whether they are at any competitive disadvantage
vis-avis another operator.

43. Operators should be required to publicise termination rates. This would enable competitive
forces to operate more effectively to bring down the charges to operators for termination services.
It could be expected that this would, over time, have a flow-on effect for subscribers initiating an
international telephone call. Publication of terminations services rates strictly speaking need not be
arequirement in all cases (e.g. agreements between operators of memberswhere there is genuine open
competition), but would be highly desirable in order to assess whether GATS provisions are being
observed.

44, The scheduling of specific commitments would impose an added discipline on trade in termination
services. Over time the tariff equivalent inherent in accounting rates could be subject to tariffication
and reduced.

45, The liberalization of trade in termination services is an integra part of the NGBT's mandate
to achieve "the progressive liberdization of trade in telecommunications transport networks and services'.
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Footnotes
Q) This ignores other arrangements such as refile and transit.

2 However, evenin countrieswherecompetitionisallowed, thereareusually measurestorestrict
choice, e.g. the paralel accounting rate and proportional return requirement.





