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PROMOTING COMPETITION PIECEMEAL

IN INTERKATIONAL TELECOMMUNICATIONS

Executive Summary

This paper discusses the need to comsider the jmpact of growth in
competition in international telecommunications on the U.S.’s relationship
with foreign telecommunications authorities. Increased competition among
U.S. suppliers of jnternational t elecommunications gervices could result in
a reduction in the U.S.’s share of the benefits from such services unless

the U.S. government takes appropriate action.

Foreign governments generally delegate the responsibility for the provision
of all telecommunications and postal gervices to a single government agency
or public corporation. These public sector monopolies are referred to as
agdministrations of posts, telegraph, and telephones (PTTs). All countries
exercise control over international access by requiring an operating
agreement of any carrier wishing to establish a communications link‘from
abroad. Operating agreements specify the type of service to be provided and

the terms for sharing revenues with the PIT.

The paper develops 8 theoretical model of piecemeal competition under the
assumption that the FCC pemits free entry into the U.S. segment of

international telecommunications but plays no role in establishing the terms



of the operating agreements U.S. firme negotiate with foreign PTTs. In this
theoretical model, promoting competition among U.S. suppliers of
interngtional telecommunications may do nothing more than shift profits
abroad. Competition fo:._' a component of an intermational telecommunications
service will tend to drive thg price of that component down to cost. But
the price of the total service may remain the same if some other essential
component of the service is controlled by a monopolist. The PTTs have &
monopoly on access and may be willing to exercise their market power in

order to provide revenues to subsidize domestic telephone and postal rates.

Five qualifications to this theoretical conclusion are considered. The
essence of the first three qualifications is that competition may increase
economic efficiency. With a "bigger pie" the U.S. may gain even if its
share of the pie shrinks. But it is also quite possible that competition
may so reduce the U,S. share of the pie that the U.5. ends up with less. In
particular, the paper suggests that: (1) Competition would increase economic
efficiency if prior to its jntroduction U.S. and foreign suppliers had
failed to cooperate in setting prices. Specifically, if prices of
individual components of end to end service were set above the level that
would maximize joint profits, free entry into all services supplied by U.S.
firms would lower the price of international communications to U.S.
consumers. U.S. firms, however, would see their profits shifted abroad.
(2) 1f telecommunication services are mnot homogeneous products, introducing
competition would increase ﬁroduct diversity. Efficienc.y would increase

only if the increase in product diversity is not excessive. (3) Eliminating



rate base regulation and removing regulstory barriers to entry may induce
firms to reduce their production costs. Rate base regulation could be

removed, hovever, without allowing free entry.

The fourth and fifth qualifi.cati.ons concern the pehavior of PTIs and the
FcC. Specifically, the paper argues that: (4) PTTs may choose mot to use
increased competition among p.5. firms to increase their share of the
international telecommunications profits. The high tariffs PTTe have
traditionally charged and the attempts by certain PTTs to force U.S. firms to
bid against one another for new operating agreements suggest, however, that
at least some PTTe would be likely to gxploi.t the opportunity for greater
profits created by jncreased competition among U.S. firms. (5) The FCC
"yniform settlement rates policy,” vhich was designed to prevent a PTT from
playing competing U.S. carriers off against one another, may reduce but

cannot eliminate the PTITs” ability to control prices.

The theoretical analysis of the paper is applied to five international
common carrier policy issues facing the FCC: (1) FCC approval of entry by
additional U.S. carriers, (2) intermodal competition, (3) private
international eatellite and cable systems, (4) direct access to INTELSAT,

and (5) ownership of U.S. international earth stations.

The paper concludes that the entire benefits from allowing entry by
additional U.S. carriers may be captured by PTTs unless the FCC takes

appropriate actions to strengthen the U.S.’s bargaining position in the



international settlements process. PTTs are less likely, however, to
capture the full benefits of allowing freer euntry into the provision of the
services discussed in the second through fifth issues, i.e., international
transpissions facilities. A reduction in the price of internatiomal
circuits is likely to résult in some reduction in the price of end to end
gervice because Comsat does not appear to be acfing in concert with U.S.
carriers and foreign PTTs to maximize joint profits. That is, the first

qualification discussed above applies to this gituation.

Major policy options are examined. The nost promising would be to promote
competition among U.5. firms but strengthen the FCC’s power to counter the
résulting increase in warket pbwer accruing to foreign telecommunications
authorities. The FCC could counteract the loss of bargaining power of U.Ss.
firms by increasing its oversight of international accounting rate
agreements. This option would allow the U.S. counsumer to benefit from
lower markups over cost and greater product diversity while preventing
foreign PTTs from “yhipsawing" U.5. firms into accepting unfavorable terms
of trade. Under this option, foreign PITs would have to satisfy a
representative of overall U.S. interests, but U.S. consumers would have a

choice of providers.
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I. IKTRODUCTION

In recent years the United States has been pursuing a policy of promoting
competition in common carrier telecommunications. The greatest changes have

occurred in the domestic market. The most dramatic of these changes was

AT&T"s divestiture of its local operating companies. The international market

has been changing as well. Until this year AT&4T was the only company
providing international m'gsﬁage telephone service. Now geveral new
competitors are-e-nter’i'hg..the market. The dominance of a single firm in the
provision of international satellite gervices may soon end as well.
Communications Satellite Corporation {Comsat) is currently the eole provider
of satellite circuits linking the U.S. with other countries. Oriom .and

other private fir\i:;; are seeking the right to launch private satellites and

jease international gatellite circuits in competition with Comsat.

A strong case can be made for deregulating the domestic interexchange



market.l The argument is premised on the assumption that the government
vill assure all interexchange carriers cost based access to iocal exchange
facilites. Compétition is not expected to replace regulation in preventing
local exchange carriers from exploiting their market power. In. the
international market, however, the U.S. government does not have such
regulatory authority over similar bottlenecks. The position of foreign
telecommunications authorities (relative to U.S. carriers who wish to
jnterconnect) is analogous to that of U.S. local exchange carriers (relative
to interexchange carriers) except that foreign telecommunications
authorities are mot subject to the jurisdiction of any U.S. governmental
body. If promoting competition in the jnternational market is to be in the
U.S. interest some mechanism must be developed to prevent foreign

telecommuncations authorities from using such competition to extract undue

concessions from U.S. international carriers.

The remainder of the paper is organized as follows. The second section
provides background information on the internmational telecommunications
market. The third section mzkes fhe general theoretical argument that there
are no benefits to be had from promoting competition for a single component

of a2 product when another essential component is supplied by a monopolist.

1 See Cornell, Kelley, and Greenhalgh (1980); and Kelly (1982).



In the case at hand, the product is intermatiomal telecommunications and the
nonopoiized component is access to foreign countries. The fourth section
considers the implications of relaxing some of simplifying assumptions used
in the third section. The fifth section applies the analysis of the third
section to specific poli<‘:y issues facing the PCC. The sixth section
_considers several general policy options to the address the;. problem raised
in the third section. The final section provides conclugsions and

recommendations.



11. BACKGROURD
Foreign governménta generally delegate the responsibility for the provision
of all telecommunications and postal services to 8 single government agency
or public corporation. These public sector monoplies are referred to as
administrations of posts, telegraph, and telephones (PTTs). All countries
exercise control over international access by requiring an operating
agreement of any carrier wishing to establish a communications link from
abroad. Operating agreements specify the type of service to be provided and

the terms for sharing revenues with the PIT.

In the United States international telecommunications is provided by the
private sector, but statutes and regulations have traditionally limited
competition by restricting firms to specific segments of the market. For
example, & 1943 amendment to the Communications act prohibited Western Union
from providing international service. Western Union divested its
jnternational services and accepted this restriction in exchange for the
right to acquire jits only competitor in the provision of domestic service.
Another artificial barrier was created by the 1964 FCC decision to forbid
AT&T from providing international record {datsa, telex, telegraph) se.rvice.
This restriction protected the international record carriers (IRCs) from

competition by AT4T.2 1In recent years Congress and the Commission has been



reversing such enti-competitive policiee. In 1982 the FCC eliminated the
regulatory seguentation of the voice and record markets, all;aving AT&T to
enter the record market and the IRCs to enter the voice market.3 In 1981
Congress enacted the Record Carrier Competition Act of 1981. This allowed
Western Union to re-enter the international record market and facilitated

the entry of the IRCs into the the domestic record market .4

AT&T is still the predominant supplier of international message telephone
service although MCI, GTE, and SBS are beginning to enter the market in
geveral countries in competition with AT&T.5 The other "international”

voice carriers serve offshore U.S. points and do nmot compete directly with

———— ——

2 TAT-4 decision, 37 FCC 11531 (1964). The major international record
carriers include ITT World Communications Inc., RCA Global Communications
Inc., Western Union International, FTC Communicatioms Inc., and TRT
Telecommncations Corp. :

3 TAT-4 Revisited, FCC 82-547 (December 1982).

&4 41 U.S8.C. Sec. 222 (1981).

5 Canada approved proposale by SBS, GTE/Sprint, and MCI to provide long
distance services between the U.S. and Canada beginning in September.
Tucker (July 10, 1984, p. p7). GTE/Sprint and MCI each negotiated operating
agreements with the United Kingdom to begin long distance telephone service
between the U.S. and the U.K. early in 1985, Telecommupications Reports
(Oct. 22, 1984, p. 14). MCI also reached an agreement with the Belgian PTT
which enables it to provide gervice to Argentina, Belgium, Brazil, East
Germany, Greece, and the United Arab Emirates. Furthermore, MCI has reached
operating agreements for service to Australia, Singapore, and Spain. IR
(Oct. 22, 1984, p. 14). 1In all other countries only AT&T has the right to
provide voice service with the U.S.



AT&T. These carriers jnclude Hawaiian Telephone Co., All America Cables and
Radio Inc. (serving Puerto Rico), ITT Communications - Virgin Islands, and

Cuban American Tel. & Tel.

Tables 1 through & are helpful in assessing the size and composition of the
international telecomminications market. Table 1 compares AT&T’s domestic
long distance t elephone messages and revenue with its international messages
and revenue. In 1982 the international market was 7.6 percent the size of
the domestic market ae measured by the number of calls. The overseas
market, which is the jinternational market excluding Canada and Mexico, was
3.6 percent the size of the domestic market when measured in the same way.
It is not possible to compare total international revenue with domestic long
distance revenue because AT&T does not report revenue data for Canada and
Mexico. Overseae revenue, hovever, was 7.5 percent of domestic long

distance revenue, over double the percentage &8s measured by number of calls.

" rable 2 examines AT&T’s overseas message telephoune gervice (MTS) in greater
detail. It shows the effect of the international gsettlements process on
AT&T’s revenues. The settlements process refers to the division of revenues
between carriers for international switched message services, e.g. MIS,
telex, and telegraph. Through bilateral negotiations carriers agree on &
per minute price for accees to each others domestic petwork. The FCC
requires that a U.S. carrier pay the same price for access ("terminating

messages") to a given foreign PTT that it charges the PTT for access here.



Table 1

- ' AT&T MESSAGE TELEPBONE SERVICE
COMPARISON OF INTERNATIONAL ARD DOMESTIC MESSAGES AND REVENUES¥

1979 1980 1981 1982

MESSAGES (millions)
Canada 153.40 164.63 190.08 194.78
Mexico 36.03 44,18 52.71 62.37
Overseas 122.74 166.29 200.36 225,44
Total International 312.17 375.10 443,15 482,59

U.S. Offshore  62.06  74.68  B6.64  __w*
Domestic Long Distance 5641.79 6065.51 6388.84  6345.11

Total Long Distance 5953.96 6440.60 6831,98 6827.70
Overseaes % of Domestic 2.2% 2.7% 3.1% 3.6%
International I of Domestic 5.5% 6.22 6.9% 7.62

REVENUE ($ billions)

Overseas 0.91 1.33 1.24 1.20
Domestic Long Distance*** 11,45 12.71 14.68 16.02
Overseas % of Domestic 7.92 10.52 8.4% 7.5%

* All data except overseas revenues are from AT&T, Long Linee Statistics
(April 1983). Overseas revenues are "net revenue" from Table 2. This is
AT&T’s overseas tariff revenue plus settlements receipts AT&T received from
PTTs minus settlements payments AT&T paid to PTTs.

** U.S. offshore messages were jncluded with domestic messages in 1982,
AT&T defines offshore points as Alaska, Hawaii, Puerto Rico, and Virgin

1slands.

*%% This includes only interstate long distance revenues because the AT&T

Long Line Statistics do not jnclude intrastate long distance revenues. It
should also be noted that AT&T jneinded U.S5. offshore revenues with
domestic revenues in 1982. .



Table 2

AT&T OVERSEAS MESSAGE TELEPHONE SERVICE*
1979-1982

1979 1980 1981 1982

Revenues and Payouts*¥
($ millions)
tariff revenue 1124.6 1592.7 1610.8 1704.3
foreign receipts 470.4 563.1 613.0 748.5
foreign payocuts 683.4 827.0 986.5 1250.3
net revenue 911.6 1328.8 1237.3 1202.5

Percent of Tariff Revenue

foreign payouts 61% 522 61% 73%
net foreign payouts 192 172 232 292
net revenue 812 832 77% 71%
Minutes
(millions) .
cutbound 631.9 792.1 973.1 1228.6

inbound 397.3 470.3 652.1 790.2

Per Outbound Minute

($/minute)
tariff rev. 1.78 2.01 1.66 1.39
foreign payouts 1.08 1.04 1.01 1.02
retained tar. rev. 0.70 0.97 0.64 0.37
Per Inbound Minute
($/minute)
foreign receipts 1.18 1.20 0.94 0.95
* The table was derived from data contained in FCC, Common Carrier

Statistics (1979, 1980, 1981, and 1982 editions), Table 15. Data for Mexico
and Canada were not reported to the FCC and are thus not included in
overseas revenues shown here. Overseas service is usually defined to
include data for United States offshore points. These pointe are Alaska,
Bawaii, Puerto Rico, U.8. Virgin Islands, and Guam. Traffic with these
points were excluded here because this paper focuses on the relationship
between U.S. carriers and telecommunication authorities not under U.S.
jurisdiction. .

*k The definitions of "foreign receipts" and "foreign payouts" are from
the perspective of the United States. Foreign receipts are settlements
payments from foreign PTTs to AT&T for terminating calls originating abroad.
Foreign payouts are settlements payments from AT&T to foreign PTTs for
terminating calls originating in the Uu.s.



- . Table 3

UNITED STATES CARRIERS
OVERSEAS TELEX*

1979-1982
1979 1980 1981 1982
Revenues and Payouts¥**
($ millions)
tariff revenue 314.0 323.7 347 .5 359.5
foreign receipts 158.8 181.5 180.2 194.9
foreign payouts 147 .6 169.1 179.3 186.4
net revenue 325.2 "336.1 348.4 368.0
Percent of Tariff Revenue
foreign payouts 4717 522 52% 52%
net foreign receipts 4% 47 0% 22
net revenue 1042 104% 100Z 1022
Minutes
(millions)
outbound 113.7 130.6 152.1 158.8
inbound 129.3 148.3 166.4 176.6
Per Outbound Minute
($/minute)
tariff revenue 2,76 2.48 -2.28 2.26
foreign payouts 1.30 1.29 1.18 1.17
retained tar. rev. 1.46 1.18 1.11 1.09
Per Inbound Minute
($/minute)
foreign receipts 1.23 1.22 1.08 1.10
* This table was derived from data contained in FCC, Common Carrier

.Statistics (1979, 1980, 1981, and 1982 editions), Table 27. Traffic with
Mexico, Canada, Alaska, Hawaii, Puerto Rico, U.S. Virgin Islands, and Guam
 were not included. See footnote 1, Table 2 for further explanation.

Lid The definitions of "foreign receipts” and "foreign payouts” are from
the perspective of the United States. Foreign receipts are settlements
payments from foreign PTITs to U.S. record carriers for terminating messages
originating abroad. Foreign payouts are settlements payments from U.S.
record carriers to foreign PTTs for terminating calls originating in the

U.S.



Table &

COMPARISON OF OVERSEAS MTS AND TELEX
NET REVENUES AND FOREIGN SETTLEMENTS*
: ($ millions)

1976~1982
1979 1980 1981 1482

OVERSEAS MIS**
net revenue 911.6 1328.8 1237.3 1202.5
net foreign payouts 213.0 263.9 - 373.5 501.8
OVERSEAS TELEX*¥**
net revenue 325.2 336.1 348.4 368.0

percent of MIS 36 252 28% 312
net foreign receipts 11.2 12.4 0.9 8.5

percent of MIS 5% 5% 0z 2%
TOTAL
net revenue 1236.8 1664.9 1585.7 1570.5
net foreign payouts 201.8 251.5 372.6 493.3

* The table was derived from Tables 2 and 3. As in those tables,

traffic with Mexico, Canada, Alaska, Hawaii, Puerto Rico, U.S. Virgin
Islands, and Guam vere mot included. As in Tables 2 and 3, "foreign
payouts™ and “foreign receipts” are defined from the perspective of the
United States. Payouts are from U.S. carriers to foreign PTTs and receipts
are from PITe to U.S. carriers.

** Revenue and payouts by AT&T.

**% Revenue and receipts of U.S. record carriers.



The settlements process, inciuding this regulatory requiremenﬁ, will be
discussed in greater detail later .in the paper. Given the uniform price for
access, 8 carrier whose outbound minutes exceed its inbound minutes will
make net settlements payments to its corresponding foreign carrier. Table 2
indicates that for overseas MIS AT&T'8 outbound minutes consistently
exceeded its inbound minutes, resulting in net payments by ATST to foreign
PTTe. Table 3 performs the same analysis for U.S. telex carriers. In the
case of telex, inbound minutes exceeded outbound minutes, so PTTs made net

settlements payments to U.S. carriers.

Table 4 compares net revenues and settlements for overseas MIS and overseas
telex. For all years shown in the table net MIS revenues vere significantly
greater than net telex revenues, despite the fact that the net amount ATST
paid to foreign PTTs greatly exceeded the net amount PTTs paid U.S. telex
carriere. For example, in 1982 net telex revenues were 31 percent of met
MTS revenues, while net settlements receipts by U.S. telex carriers were
only 2 percent of the net settlements payouts made by ATST to foreign PITs.
Considering both the MIS and telex markets, U.S. carriers paid out 493.

million dollars in settlements payments to foreign FITs.

Tables 2 and 3 also present data om revenues, payouts, and receipts per
minute of traffic. First consider Table 2. The most striking tread was
the decline in overseas MIS tariff revenue per outbound minute. Between

1980 and 1982 it fell from $2.01 per minute to $1.39. The tariff revenue



per outbound minute is the average price per minute ATS&T billed U.S.
cutomers for overseas calls. The decline reflects tariff reductions by AT&T
in Pebruary and July of 198l1. Rates were cut further in Hay.1984 so the
downward trend should continue. Foreign payouts per minute remained
approximately constant &er the same period. The payout per minute is the
average price ATST must pay foreign PITs for access to their domestic
networks. Subtracting the foreign payouts per minute from tariff revenue
per minute gives AT&T s retained tariff revenue per outbound minute.
Because tariff revenue per minute fell while payouts per minute remained
constant, retained revenue per outbound minute fell from $.97 in 1980 to

$.37 in 1982.

Foreign receipts per inbound minute of telephone service also fell somewhat
during the period 1980 to 1982. This is the average price foreign PTTs paid
AT&T for terminating calls in the United States. The first question one
might ask is why foreign receipts per inbound minute are not the szme as
foreign payouts per outbound minute given that om a country by country basis
the price AT&T pays for terminating its calls abroad is the same price it
charges PTTs for terminating foreign calls here. The answer is that what
holds true country by country need not hold true for the average over’
countries given that the price of access varies across countries. The
second question is why foreign receipts per inbound minute fell while
foreign payouts per outbound minute remained approximately constant. This

could reflect either changes in the distribution of outbound and inbound



minutes across countries with different prices of access OT changes in the
price of access across countries with different ratios of outbound to
inbound minutes. For example, an increase in the number of inbound minutes
from a country with & lower than average price of access would lower the
foreign receipts per jnbound minute without affecting foreign payouts per

outbound minute.

Ap examination of Table 3 shows & downward trend in telex tariff revenue per
outbound minute. lforeign payouts and foreign receipts per minute also

fell slightly, perhaps indicating a reduction in the price of international
sccess. Since telex traffic inbound to the U.S. exceeds traffic outbound,
guch a reduction in the price of accees would be undesirable from the

viewpoint of U.S. telex carriers.



III. A THEORETICAL MODEL OF PROMOTING COMPETITION PIERCEMEAL
This eection makes the theoretical argument that promoting competition among
U.S. firms may only shift profits abroad because foreign PTTs have &
wonopoly on access to their domestic networks. Competition for a component
of an international telecommunications service will tend to drive the price

of that compopent down to cost. But the price of the total service may

remain the same if some other essential component of the total service is
controlled by a momopolist. Iz this case PTTs have & monopoly on access and
appear quite willing to exercise their market power in order to provide
revenues to subsidize domestic telephone and postal rates. This conclusion
raises questions about the wisdom of deregulating U.S. providers of
interngtional telecommunication gervices without taking into account the

possible reactions of foreign telecommnications authorities.

Promoting competition among firms supplying the U.S. component of
jnternationmal telecommunications services is analogous to promoting
competition among manufacturers of hammer handles when the manufacture of
hammer heads is controlled by a monopolist. Handles and heads are used

in fixed proportions in the production of hammers. Each hammer requires
exactly one head. Likewise, each minute of international telephone

conversation requires one minute of access to a foreign telephone network.

- 10 -



For eimplicity of exposition assume that the head and the ha—mdle are
assembled by the customer. (The results would be the unchanged if the
bandle manufacturer also assembled the hammers). Suppose jnitially that
government regulation limits the right to manufacture hammer handles to &
gingle firm. It would be in the interest of the two firms in this
"pilateral monopoly” to collude with each other so that the total price of
hammers would be at the level that wvould maximize the profits of an
integrated monopoly manufacturer of hammers. Ihe individual prices of
handles and heads would be the outcome of bargaining between the two firms
and would determine the division of profits between them. 3But assuming that
handles and heads are psed only to manufacture new hammers, the customer
would not care about the individual prices of handles and heads. Now
suppose the government eliminates the regulatory barrier to manufacturing
handles and there are mo gignificant economies of scale in the production of
handles. Competition will drive the price of handles to the marginal cost
of production but will not benefit the consumer of hammers because the head
monopolist will raise the price of heads to keep the price of hammers at the
monopoly level. The firm with the monopely on heads might even decide to
produce handles himself and thus become & vertically integrated hammer
manufacturer. But there would be no gain to doing 8O i€ the market for
handles wvere perfectly competitive gince bandles would be supplied at
:x;arginal cost. "Any monopoly profits to be earned from controlling the
manufacture of hammers could be captured by control of one essential

component of hammers, such as the heads" (Posner, 1971, p-31).

- 11 -



The same reasoning suggests that if the FCC succeeded :n creating perfect
competition smong U.S. international carriers, users would still pey
monopoly rates but all the monopoly profits would be captured by the PTTs.
Under theee ci.rcﬁmstances. a PTT could acquire access to the U.S. domestic
network at cost, but could set the fees for access to ite network at
monopoly levels. Foreign callers would pay high rates because the PTTs
would be setting the charges for calls originating abroad, and U.8. callers
would pay high rates because U.8. ecarriers would meed to set high rates to

cover the high cost of access to foreign networks.

- 12 -



_ , IV. QUALIFICATIONS

The foregoing analysis was gimplified in several respects. It assumed that
sbsent free entry, U.S5. and foreign suppliers would collnde to maximize joint
profits, that the final product is a homogeneous good, that U.S5. firms
minimize the cost of producing a given output, and that PTTs would choose
to exploit competition among U.S. firms. The discussion also did not take
account of the FCC’s uniform settlements policy, which is designed to
prevent a PIT from playing competing U.S. carriers off again#t one another.
Under these simplifying assumptions introducing competition would have no
effect on economic' efficiency; it would only glter the distribution of
profits: Under bilateral monopoly, profits are divided between the U.S.
firm and the PTT. Under pure competition among U.S. firme, all the
economic profits would be ghifted to the PTT. The final output price and
quantity produced would be the same undér either market structure given that
these assumptions hold. Whether these conclusions still hold if the

simplifying aesumptious are altered will now be considered.

A. Competition May Increase Economic Efficiency

1. Competition May Lower Qutput Prices

The first qualification is that competition among U.S. suppliers of
international telecommunications may benefit U.S. consumers if the U.S.
carrier and the PTT were not maximizing their joint profits prior to the
introduction of competitiom. 1f the U.S. carrier and the PTT did not

cuccessfully collude, each might set such a high price for its component of

- 13 -



the service that the sum of the prices of each componenf. would be above the

level that would maximize the profit of a single supplier of the total

service. Im this case competition would reduce the price consumers pay for
end to end service to the jevel that would maximize the profit of a single
supplier of the total service. That is, the reduction in the price of the
component for which competition was introduced would not be fully offset by
an increase in the price of the component which continued to be
monopolized.6 While competition under these circumstances would make U.S.

users of intermational telecommunications better off it would also make u.s.

6 This qualification can be illustrated in terms of the preceding hammer
example., It can be ghown that output is lower and the total price higher
when each firm maximizes its profits taking the other’s price as given (i.e.
acts as is postulated in a "Cournot" model of oligopoly pricing) instead of
colluding to maximize joint profits. Suppose that the two firms failed to
appreciate their mitual interdependence, and that the handle maker set his
price taking the price of heads as fixed, and the head maker did the same
taking the price of handles as fixed. The head maker would see customers as
willing to pay & price for heads equal to the maximum smount these customers
would pay for hammers minus the price of handles. Analogously the handle
maker would see his derived demand as the market demand for hammers minus
the price of heads. The head maker firm acting as & monopolist would choose
an output so that MR - Pj = MCi, where MR is the marginal revenue associated
with hammers, Pj is the price of handles and MCi is the marginal cost of
heads. The price he would wish to charge would be be the price on his
derived demand curve associated with this output. This price would exceed
marginal cost. That is Pi > MCi. Analogous conditions would hold for the
handle maker. At the Cournot equilibrium each firm must be producing the
same number of units of output and charging the profit maximizing price
given the price the other firm is charging. In contrast the condition for
maximizing joint profits is MR = MCi + MCj. The output which satisfies
these conditions must be greater than the output satisfying the Cournot
conditions since under the Cournot solution MR = MCi + Pj > MCi + MCj, and
the marginal revenue curve oust cut the marginal cost curves from above at a
profit maximizing solution.

- 14 -



suppliers of such services worse off. The reduction in profits to U.S.
firms may or may mpot be greater than the benefits to U.S. consumers.
Fconomic efficiency, however, would increase gince prices would be lower and

total world profits would be greater.

This quali.fi.cation may be more germane to introducing competition in the
supply of jnternational circuits than in jnternational common carrier
service. U.S. jnternational carriers and PTTs cannot provide international
conmunications without mutual cooperation. Given this fact, collusion
between a single U.S. carrier and PITs is .ﬁ very likely outcome. In
contrast, Comsat ‘is not essential to the provision of telephone and record
gservice. U.S. carriers and PTTs have the option of using their own
underseas cableg. Since cooperation with Comsat is mot essential, collusion
is a less likely outcome. The desire of carriers to build TAT-8, a high
capacity fiber optic submarine cable between the U.S. and Europe, despite
apparently hrge amounts of excess gatellite capacity, suggests that the
carriers and Comsat are not acting like an integrated monopolist. Thus
introducing competition with Comsat may reduce the price consumers pay for
end to end jnternational gervice. With vigorous competition for- this input,
the price for end to end service would be likely to fa1l to the level
charged by a fully integrated monopolist. It ghould be noted that the same
benefits could be achieved by allowing carriers to owl and operate
jonternational gatellites. If carriers could own these facilities they would

face the true cost of using satellite circuits as opposed to the marked up
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price charged by Comsat. In this case as well, the price of end to end
service would fall to that charged by a fully integrated monopolist.

2. Competition May Incresse Product Diversity

The second qualificatiorn is that introducing competition for components of a
telecommunication service may increase welfsre by increasing product
diversity. For example, allowing competitive entry into the provision of
earth stations may allow certain customers to obtain a design better suited
to their needs. The vertical integration literature can be used to gnalyze
this issue if ome is willing to assume that a single U.S. carrier {(or a
small number of U.S. carriers acting as a cartel) would collude with PITs to
price the final service at approximately the level that would be set by =&
fully integrated monopolist. Several recent theoretical papers conclude
that vertical integration reduces product diversity./ That is, product
diversity is greater when the final product is supplied by a
monopolistically competitive industry which buys an input from a momopolist
than when the input monopolist vertically integrates and becomes the sole
supplier of the final product. Perry and Groff (1983) conclude that a
vertically integrated monopolist will generally provide too little product
diversity and that economic efficiency is generally greater under

monopolistic competition.

7 See Dixit (1981), and Perry and Groff (1983).
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Dixit -(1981), however, using 8 slightly different théoret:-'u:al model of
monopolistic competition concludes that product diversity would be excessive
under monopolistic competition and that welfare would be higher under a
vertically integrated monopo‘list. Thus the theoretical literature offers mno
unambiguous conclusion about vhether the increase in product diversity

resulting from introducing competition is desirable.

3, Eliminating Regulatjon May Reduce Production Coste

The third qualification is that introducing competition among U.S. firms
could reduce production costs. This would ultimately benefit U.S. users to
the extent that PITs do not offset these savings by jncreasing their charges
for access. A regulated monopoly may not cost minimize becasuse rate base
regulation may distort its incentives oT because the abseunce of pressure
from competitors may permit manaéerinl slack.8 For example, some have
claimed that Comsat has pot been providing earth gtation services in the
least costly manner.? They argue that for many users gmall specialized

earth stations would be less costly than Comsat’s huge general purpose earth

e ———

8 See Averch and Johnson (1962) and Liebenstein (1966).
9 See “Earth Station Oownership™ Notice of Proposed Rulemaking, FCC

84-122, Common Carrier Docket No. 82-540 (Released April 20, 1984).
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gtations. It should be aoted that the distortion induced by rate base
regulstion could be corrected by ending such regulation and _substi.tuting

either unregulated competition or an unregulated monopoly.

B. PTTs May Chopose Not to Rxploit Competition Among 0.8, Firms

The fourth qualification is that the PTTs might not fully exploit the
opportunity to profit from jncreased competition among 0.5, firms. Since
PTTs are either government agencies or public corporati.ons it may not be
appropriate to assume that they seek to maximize the profit from their
jnternational services. Examining the historical record of PTT behavior may

be helpful in addressing this issue.

The conventional wisdom is that PITs set high telecommunications rates to
provide revenues to subsidize their postal gervices.10 Table 5 shows that in
March 1981 the internatiomal telephone rates to the U.S. exceeded those
from the U.S. for fl.fteen out of the seventeen European countries listed in
the table. The average dialed call charge per additional minute during peak
hours was $2.66 to the U.S. and $1.99 from the U.S. The average rate from
Europe exceeded the rate from the ti.s. by 34 percent. The same general
conclusion holds when comparing weighted averages, where each country’s

rariff is veighted by its share of total minutes. Weighted in this way, the

— lp—

10 See U.S. Government Accounting Office (1983, p. 15).
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Table 5

INTERNATIONAL DIALED CALL CBARGES

PEAK HOURS
coST PER ADDITIONAL MINUTE
1981
Country TARIFF TARIFF PERCENTAGE % OF TOTAL % OF TOTAL

TO U.S.* FROM U.S.%* DIFFERENCE  MINUTES MINUTES
IN TARIFFS TO U.S.*%* FROM U.S.

Austria §2.73 $2.05 33.3% 1.0% 1.1%
Belgium $3.50 $2.05 70.9% 2.6% 2.6%
Denmark $2.89 $2.05 41.1% 1.0% 1.12
Finland $2.43 $2.05 18.7% 0.42 0.4%
France $2.44 $2.05 19.0% 10.0% 8.8%
German FR $3.51 $2.05 71.1% 15.4% 22.4%
Greece $1.78 $2.05 =13.3% 5.2% 3.5%
Ireland $1.79 $1.55 15.5% 1.6% 2.0%
Italy $1.92 $2.05 -6.3% 8.1% 8.2%
Luxembourg $3.29 $2.05 60.2% 0.2% 0.2%
Netherlands $2.81 $2.05 36.8% 4,67 3.52
Norway $3.53 §2.05 72.32 1.8% 1.42
Portugal $2.48 $2.05 20,92 0.6% 0.9%
Spain $3.27 §2.05 59.32 2.6% 2.8%
Sweden " $2.36 $2.05 15.0% 3.2% 2.1%
Switzerland $2.81 $2.05 36.8% 4,0% 4. 47
UK $1.78 $1.55 14.7% 37.7% 34.6%
100% 1002
AVERAGE $2.66 $1.99 33.8%
WTD. AV, ¥¥¥& $2.37 $1.87 26.7%
* rariffs in effect March 1981, Tarifica (1981).

** Tariff in effect February 8, 1981 to July 15, 1981. From June 6, 1980
to February 7, 1981 the rate was $2.10 to Continental Europe and $1.60 to
U.R. and Ireland. On July 16, 1981 the tariff was cut 35%, reducing the
rate to $1.35 for direct dialed calls to Continental Europe and $1.00 to
U.K. and Ireland. Currently (affective May 25, 1984), the rate to Europe is
$1.25 and $1.18 to §.K. and Ireland. AT&T Tariff No. 263.

*%k% In 1981 there were 365 million minutes to the U.S. from the listed
countries and 469 million minutes from the U.S. to these countries. FCC,
Common Carrrier statistics (1981 edition), Table 15.

#%%* Each country’s rariff is weighted by its share of total minutes for
the listed countries.






average tariff to the U.S. was $2.37 and from the U.S. $1.87. The weighted
average is lo‘.'rer because the rates to and from the U.K. are lower than for
the Continent and Britain had over a third of the traffic to and from the
seventeen countries in the table. The weighted average tariff to the U.S.
exceed the tariff from the U.S. by 27 percent. In July of 1981 the tariff
from the U.S. to Europe was cut 35 percent across the board. After this
cut, the weighted average tariff from the U.S. to these European countries
vas $1.22. Assuming no changes in the European tariffs, the weighted

average tariff from Europe exceed this average U.S. tariff by 95 percent.

It is worth noting that there was & significant amount of variation across
countries in the tariff to the U.S. For example, the rate from Germany to
the U.S. exceeded the rate in the reverse direction by 71 percent, while the
rate from the U.K. to the U.S. exceeded the rate in the reverse direction
by only 15 percent. Given that the cost of providing a transatlantic call
is unlikely to vary greatly across European countries, this variation in
tariffs suggest that countries differ in the degree to which they have

chosen to exercise their market power.

The persistence of rates of return above competitive levels would be strong
evidence that PTTs are exercising their monopoly power. There are no direct
data on the PTTs” rates of return on overeceas telephone service. But an

inference can be drawn from the fact that ATET has found oversesas telephone

service highly profitable. In 1979, AT&T’s rate of return (the ratio of net
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operating earnings to investment) was 36.5 percent for overseas MIS
servic_e.ll Undgr the reasonable assumption that the cost of providing
service is approximately the same in both directions ome need only show that
the revenues of the overseas telecommunications authorities exceeded those
of AT&T in order to conclude that these overseas correspondents were on
average earning a substantial rate of return on overseas telephone

service.

Table 6 provides such evidence. The table compares AT&T s net overseas
message telephone service revenue with two estimates of the revenue
accruing to the foréign PTTs that jointly provide this service with AT&T,
The tariff revenue received by AT&Ts "foreign correspondents" was estimated

by multiplying the number of minutes originating abroad by an estimate of

11 U.S. GAO (1983, p.7). 1979 was the last year AT&T was required to
separately report its rate of return on overseas MIS. Overseas service (as
opposed to international service) is generally defined as service between
the lower 48 states and the rest of the world excluding Canada &nd Mexico.
Under this definition Alaska, Hawaii, Puerto Rico, the Virgin Islands, and
Guam are considered overseas points. Excluding Alaska, Hawaii, Puerto Rico,
the Virgin Islands, and Guam (as was done in Tables 2, 3, 4, and 6) would
almost surely have increased the reported rate of return. The basis for
this conclusion is that both retained tariff revenue per outbound minute and
foreign receipts per inbound minute were greater when these points were
excluded, and the average cost per minute of serving these points is unlikely
to be below that of the average for serving other overseas points. For
example, in 1982 the retained tariff revenue per outbound minute was §.37
when these points were excluded and $.30 when included, and foreign receipts
per inbound minute was $.95 excluding these points and $.62 including them.
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Table 6

COMPARISON OF U.S, AND FOREIGN REVENUES
OVERSEAS MESSAGE TELEPHONE SERVICE*

1979-1982
- : ' 1979 1980 1981 1982
U.5. (AT&T)
tariff revenue (§ millions) 1124.6 1592.7 1610.8 1704.3
pet foreign payouts ($ m.) 213.0 263.9 373.5 501.8
net revenue (§ m.) 911.6 1328.8 1237.3 1202.5
min. originating (millions) 631.9 792.1 g973.1 1228.6
tariff rev./min. 1.78 2.01 1.66 1.39
FOREIGN (PTTs)
min. originating (millions) 397.3 470.3 654.1 790.2
Case 1: asgume foreign revenue /minute exceeds U,S. level by 272
estimated tariff rev./min. 2.26 2.55 2.10 1.76
estimated tariff revenue ($ m.) 898 1201 1375 1392
estimated net .revenue (5 m.) 1111 1465 1749 1894
Case 2: assume foreign revenue /minute exceeds U.S. level by 952
estimated tariff rev./min. 3.47 - 3.92 3.23 2.71
estimated tariff revenue ($ m.) 1379 1844 2111 2138
estimated net revenue (§ m.) 1592 2108 2485 2639

U.S. SHARE OF NET REVENUE

Case 1 457 48 412 392
Case 2 ' 36% 392 33% 31z
* The table was derived from data in Table 2. As in that table, traffic

with Mexico, Canada, Alsska, Hawaii, Puerto Rico, U.S. Virgin Islands, and
Guam vere not included.






the average tariff revenue per minute.

Two cases were considered. For case one it was assumed that foreign
revenve per minute exceeded the U.S. level by 27 percent, the amount the
veighted average tariff to the U.5. was found to exceed the tariff from the
U.S. in March 1981 for the countries considered in Table 5. For case two it
vas assumed that foreign revenue per minute exceeded the U.S. level by 95
percent, the percentage difference after the 35 percent ATST rate cut in
July 1981. The net revenue accruing to foreign correspondents wag found by
adding together the estimated tariff revenﬁe and the net settlement receipts

paid by AT&T.

The estimated net revenues received by the foreign correspondents exceeded
AT&T’s for all cases considered. In 1979, the year AT&T reported a 36.5
percent rate of return on overseas MIS, the net revenue of the foreign
correspondents exceeded AT&T's by 22 percent for case one, and 75 percent
for case two. Another way to present this information is terms of the U.S.
share of the combined U.S. and foreign net revenue from overseas MIS. In
1979 the U.S. share of the net revenue was 45 percent under case one, and 36
percent under case two. For 1982 the corresponding figures are 39 percent,

and 31 percent respectively.

An examination of a recent incident provides further ingight into the likely

reaction by PITs to increased competition among U.S. firms providing
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jnternational telecommunications services. Imn June of 1982, Nordtel, an
association of the PITs of Demmark, Finland, Iceland, Norway, and Sweden,
sent iglenticall letters to seven U.S. international service carriers
(USISCs). The letters requested that the firms submit bids for providing
new data services between the U.,5. and the countries represented by Nordtel.
The bids were to include the terms for dividing revenues between the USISC
and the PTT. Nordtel proposed to award operating agreements to one or &
limited number of carriers based on the competing bids. Shortly after the
Nordtel letters were sent, the PITs of the Benelux countries (Belgium,
Ketherlands, and Luxembourg) made a similar proposal to the same Us1sCs.12
The Nordtel and Benelux proposals are examples of PTTs attempting to
increase their monopoly profits by forcing USISCs to compete for operating
agreements. The PTIs were unsuccessful in this particular effort because

of & strong negative reaction by the FCC and the State Department .13

The foregoing discussion suggests that at least certain PTTs will attempt
to exploit the opportunity for greater profits created by jncreased
competition among U.S. firms. This conclusion, however, appears

jnconsistent with the fact that few foreign countries have granted multiple

12 See U.S. OMB (Dec. 8, 1982).

13 See Pearce (1983) for a discussion of the actions taken by
the FCC and State Department.
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operating agreements for international switcbed voice gervice.l4 Granting
sdditional operating agreements would appear to strengthen the bargaining

position of a PTT vis-a-vis U.S. carriers.

One possible answer js that the managers of PTTs may be moTe concerned about
their personal work load than about profit levels. Certainly it is
sdministratively easier to deal with a small number of established carriers
rather than a great number of carriers jncluding many new ones. These
managers might jncur substantial ad justment cOSLS adapting to a nev
environment. Another possibility is that PTTs fear that if they allowed
multiple entry and then tried to exercise their market pover, the U.S.
Government would react jn some unfavorable way. PTTs may not want to take
this chance given the high profite they are currently earning. They may
also fear that new carriers would undermine their policy of price
discrimination. Currently there is a gsubstantial volume discount implicit
in the price of private lines relative to the charges for swithed message
gervice. New entrants, with no market share to lose, might be more likely

than AT&T to resell private line service &8s message telephone service.

14 Ssee footnote 5.
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C. Current FCC Policies May be Adequate to Prevent PTTs From Exercising

e e .

Their Market Power

The fifth qualification is that the sznalysis failed to take into account
the FCC’s policy of requiring U.S. international carriers to obtain its
approval of the terms of their operating agreements. Before describing the
requirements that the FCC has placed on operating agreements under its
“yniform settlement rates policy,” it is belpful to define several terms.
These terms apply to the process for dividing revenues for international

switched message services, e.g., international MTS, telex, and telegraph.

The collection rate is the price a carrier charges users in its country for

its service. This is also referred to as the tariff rate. The carrier
originating a call generally shares the revenue generated by the call with

the carrier terminating the call.

The accounting rate is a negotisted rate carriers use instead of the
collection rate in dividing revenues. While the collection rate varies
depending on which end originates a call, there is a single accounting rate
between two points. The accounting rate and the terms for dividing it
determine the price each carrier must pay the other to terminate m;assagea.
For example, if the accounting rate were $1.00 per minute and it were
divided 50-50, the U.S. carrier would have to pay the PTT $.50 for each

minute of calls originating in the U.S. and similarly, the PTT would have to

pay the U.S5. carrier $.50 per minute of calls originating abroad. In other
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words, the price of access to each other’s domestic petwork is $.50.

The settlement rate is the rate for converting currencies in settling
accounts. These terms do not apply to private leased channel services. For
these services the U.S. carrier and its foreign correspondent both
establish separate charges for their share of the facilities. This means
that the total charge for renting a private line is the eum of the charges

established by the PTT and the U.S. carrier.

To prevent PTTs from "playing competing international record carriers (IRCs)
against each othejr," the Commission has required that all operating
agreements must: (1) provide for an equal division of the accounting rate
between the U.5. carrier and the foreign PTT, and (2) specify the seme
accounting and settlement rates for the same gervices on parallel routes.
These two requirements are collectively referred to as the "uniform

settlement rates policy. w15

In theory, the equal division requirement could constrain a PTT’s. market

power. This requirement 1imits the share of the total revenue a PTT can

————

15 66 FCC 2nd 359 (1977) and 84 FCC 2nd 121 (1980). This policy has been
gpplied only to IRCs. Heretofore there has been no competition in the
jnternational voice market. Whether these policies should be applied to the
international MIS parket is currently being considered by the FCC.
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obtain when the net traffic flow is iito the U.S. The best a PTT can do

iz this situation is to set a zero accounting rate and thus make no payments
to U.S. carriers. Without the requirement, the accounting rs;te could be
divided so that a PTT could receive net psyments from U.S. carriers even
though the net traffic flow was into the U.S. However, we cbserve mno zero
accounting rates so the constraint appears to have made no difference (i.e.,
it is not binding).l®6 When the net traffic flow is out of the U.S., as
with international MTS, the terms for dividing the accounting rate do not
have the potential to constrain a PTT. In this case U.S. carriers are
making net payments to the PIT. The PTT can extract the same total revenue
from U.S. carriers regardless of the terms for dividing the accounting rate

by demanding a sufficiently high accounting rate.l?

16 Western Union International, Telex response to gsection 43.53 of the
FCC rules, June 1, 1984, RCA Clobal Communcation Corporation, Telex
response to section 43.53 of the FCC rules, January 1, 1984, ITT World
Communications, Telex response to section 43.53 of the FCC rules, May 1,
1984, FTC Communications, Telex respouse to section 43.53 of the FCC rules,
September 1, 1982. TRT Telecommunications, Telex response to section 43.53
of the FCC rules, March 1, 1983. There is one minor exception to the broad
statement that there are no cases of a zero accounting rate. Western Union
International has a sender keep all arrangement with Canada and Mexico.
This arrangement, however, is a result of network design and not market
power of the Canadians or Mexicans. Apparently the arrangement evolved
because there is no inexpensive way to monitor the messages going to and
from these countries given the way WUI's network is set up.

1.7 This assumes that the accounting rates do not affect the pricing
decisions of the carriers or that demand is highly inelastic.
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The second FCC requirement makes it more difficult for 2 PTT to move
gradually to moTe advantageous settlements terms. Under the policy that
all U.S5. firms must have the same accounting rates O parallel routes, a PIT
can not demand revisions in operating agreements firm by firm. This FCC
policy also prevents & new entrant from accepting less favorable terms.

But the policy does not prevent a PTIT from forcing its demands on all

firms at omce. Iif &8 PIT wants a greater share of the internatiomal
communications revenues it can do so despite the requirement by threatening
to terminate the operating agreements of those carriers who refuse to accept
its new terms. With competition among U.S. carriers, at least one carrier

will sccept the nev terms as long as the terms provide positive profits.

A PTT forcing U.S. record carriers to gimultaneously change their accounting
rate sgreements is not merely a theoretical possibility. For example, in
1975 TRT, & small U.S. international record carrier, negotiated a reduced
accounting rate with the British PTT. The new rate was $1.75 per minute,
while the prevailing accounting rate for telex traffic between the U.S. and
the U.K. was $2.25 per minute.18 A lover rate would have favored the U.K.
because it w&s sending four million more telex pinutes to the U.S‘s-. than it
was receiving from the U.S. The Commission rejected the new accounting rate

pecause if it were allowed to go into effect the Conmission reasoned that

18 66 FCC 2d 359 (1977) p. 360.
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the U.K. could “"whipsaw" the other carriers into accepting the unfavorable
rate. Despite the Commission’s rejection of TRT’s accounting rate, the U.K.
wag eventually able to get the other carriers (ITT Worldcom, RCA, and WOI)
to accept a lower accounting rate by threating them with termination of

their telex operating agreements.l9

While the uniform accounting rate policy can not prevent PTTs from
exercising their market power it may increase the difficulty of doing so.
When U.S. carriers are simultaneously confronted by a PIT they may be more
likely to cooperate to resist the demands. If the carriers successfully
cooperate, a PTT would be unable to find a carrier willing to accept the new
terms. Unfortunately, any policy that inhibits entry and fosters collusion
against the PTTs makes collugion against U.S. consumers easier and thus

tends to vitiate the advantage of having several "competing" firms.

The uniform accounting rate requirement appears somewhat more useful in
constraining PTTs when considered in conjunction with the 50-50 division
requirement. Without the uniformity requirement a PTT could evade the 50-50
division requirement by sending all its traffic to the U.S. via carriers
with which it negotiated a low accounting rate and receiving wmost of its

traffic from carriers with which it negotiated a high rate. In this way it

19 Povich (1980, p. 8).
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would pay a low rate for terminating its messages jn the U.;S. and receive a

high rate for accepting messages from the U.S.

D. Summary of Qualifications

In summary, none of the five qualifications are jnconsistent with the
conclusion that promoting competition for components of international
telecommunications services is likely to harm U.S. interests in the long run
if the U.S. takes no action to counteract the market power of foreign PTTs.
The essence of the first three qualifications is that competition may
increase economic efficiency. With a "bigger pie" the U.S. may gain even if
its share of the pie shrinks. But it is also quite possible that
competition may 80 reduce the U,S. share of the pie that the U.S. ends up
vith less. In particular it was found that: (1) Competition would lower the
price of international communications to U.S. consumers if prior to its
jntroduction U.S. and foreign suppliers had failed to cooperate and had set
prices for their components above the level that would maximize theixr joint
profits. In this case, free entry into ell services supplied by U.S. firms
would unambiguously increase efficiency, but U.S. firms would see t_hei.r
profits shifted abroad. (2) 1f telecommunication gervices are not
homogeneous products, introducing competition would increase product
diversity. Efficiency would increase only if the increase in product
diversity is mot excessive. (3) Eliminating rate base regulation and
removing regulatory barriers to entry may jnduce firme to reduce their

production costs. Rate base regulation could be removed, however, without
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allow ing free entry.

The four_r.h and fifth qualifications concerned the behavior of PTTs and the
FCC. Specifically, it was argued that: (4) PTTs may choose not to use
jncreased competition among U.S. firms to increase their share of the
international telecommunications profits. The high tariffs PTTs have
traditionally charged and the attempt by the Nordtel and Benelux PTITs to
extract monopoly rente from U.S. firms suggest, however, that at least some
PTTs would be likely to exploit the opportunity for greater profits created
by im;.reased competition among U.S firms. (5) The FCC "uniform settlement

rates policy" may reduce but capnot eliminate the PTTs” ability to exercise

their market powver.

The fact that firms such as MCI wish to enter international MTS market is
not inconsistent with the view that PTTs will be able to capture the
benefits from competition if the FCC fails to respond. The new U.S.
entrants may believe that if PTTs attempt to exploit the competition among
them the FCC will in fact put pressure on the PTTe. These firms might
expect the FCC to ultimately act as a cartel manager and divide up the
current U.S. share of the market among several colluding carriers. )
Alternatively they may believe that the FCC will not take countermeasures
but that profits are large enough to make entering the market worthwhile as

long as the PTTs take some time to respond. In any case, the fact that

firme wish to enter does not necessarily imply that total U.S. benefits will
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jnecrease because these new entrants do not take into account the lost

profits of the incumbent firm, AT&T.
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V. APPLICATION TO SPECIFIC ISSUES FACING THE FCC

This section considers the following five internstiomnal common carrier
policy ‘issues fécing the FCC: (1) FCC approval of entry by additional U.S.
carriers, (2) intermodal competition, (3) private international satellite
and cable systems, (&) direct access to INTELSAT, and (5) ownership of U.S.
international earth stations. For the first issue the entire benefits of
increased competition may be captured by PTITs unless the FCC takes
sppropriate actions to strengthen the U.S.’s bargaining position in the
jnternational settlements process. FPTIs are less likely, however, to
capture the full benefits of allowing freer entry into the provision of the
cervices discussed in the second through fifth issues. As argued in the
"qualifications™ section of the paper, a reduction in the price of
international circuits is likely to result in some reduction in the price

of end to eand service because Comsat does not appear to be acting in concert

vith U.S. carriers and foreign PTTs to maximize joint profits.

A, FCC Approval of Entry by Additional U.S. Carriers
The Commission makes s decision in favor of competition each time it allows
an additional carrier to enter a market. The FCC has recently granted MCIL
suthority (under section 214 of the Communications Act) to acquire and

operate the necessary facilities to provide switched voice services between

ihe U.S. and Australia, Canada, and Belgium. MCI also has an application

pending for the authority to serve U.K. The FCC also has authorized SBS to
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serve U.K., Italy, Hong Kong, the Netherlands, and Canada. Finally,
GTE/Sprint has been authorized to serve Canads, and its applications to

gserve U.K. and Australia are pending . 20

The Commission meed not limit itself to authorizing requests for providing
international service. It could actively pursue policies designed to induce
PTTe to issue additional operating agreements. Whether a proliferation of
U.S. international carriers will ultimately serve U.S. interests depends
in large part on whether the Commispion is able to develop policies that
prevent PTTs from using competition among U.S. carriers to increase their
ghare of internatiomnal telecommunications revenues. Such policies will be

discussed in the policy options secticn of the paper.

B. Promoting Competition in the Provision of International Facilities

e ————

1. Intermodal Competition
In the past the FCC has not promoted “intermodal” competition between

satellite and cable facilities. Im particular the FCCs "balanced loading,"

— ——

20 FCC Common Carrier Bureau, International Facilities Division,
November 15, 1984, Note that receiving FCC authorization to provide service
does not assure that a carrier will also receive an operating agreement
from a PTT and vice versa. Thus the list of FCC authorizations is mot the
same as the list of operating agreements in footmote 5. It should s&lso be
pointed out that carriers do not need gection 214 authorization for
transiting agreements, €.g. MCI needs such authorization to serve Belgium

but it does not mneed it to serve additional points reached via Belgium.



"compoeite rate," and “authorized user" policies have acted to
admi.nisﬁrati.vely divide up the market between satellite and cable interests.
The PCC circuit loading policies have guaranteed cable and satellite
facilities market ghares. The current policy is “balanced loading," which
is designed to allocate traffic equally among all facilities. Under this
policy, new facilities are allocated all new traffic until they are carrying
the same amount of traffic as existing facilities. Once this level is
reached additional traffic is allocated equally among all facilities that

have not reached capacity.Zl

The “composite rate” policy has bolstered the balanced loading policy by
removing the incentive of end users to have their communications travel by
the least costly mode. Under the composite rate policy carriers base their
charges on the average cost of cable and satellite circuits for a route,
regardless of which type facility is in fact used. It should be noted that
the FCC did not order the use of composite rates. Rather, it sanctioned
their use as a means of meeting its requirement that tariffs reflect cost

savings from the use of catellite facilities.

21 See "Policies for Overseas Common Carriers," 82 FCC 24 407 (1980)
p. 431, m. 18.
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On July 26, 1984 the Commission issued a8 Notice of Inquiry concerning its
circuit loading policy. The three options it presented were: fontinuing to
apply the balanced loading formula, developing a new FCC loading formuls, or
issuing no FCC loading formula but requiring carriers to submit their

loading plans to the FCC.

These steps sugge.st that the Commission is moving incrementally towards
removing the regulatory barriers to competition between internatiomal cable
and satellite transmission facilities. Intermodal competition has the
potential to lower the price of using these facilities. Without the FCC
allocating traffic petween cables and satellites, the owner of these
facilities might begin cutting prices to keep them filled. 1f, as discussed
in the section on qualifications, Comsat and carriers have not been |
colluding to maximize joint profits, carriers will perceive a reduction in

the price of international satellite circuits as & reduction in their

— e

24 90 FCC 24 1394 (1982) p. 1425. In a recent decision, the U.S. Court
of Appeals found that the FCC failed to ".onsider adequately a number of
relevant factors prior to implementing its Authorized User I policy."
Accordingly the court vacated the decision and remanded it to the FCC, (TTT
v. Fcc, D.C. Cir., Janm. 13, 1984). Om April 30, 1984 the Commission
released a Further Notice of Proposed Rulemaking in this docket soliciting
additional public comments on the factors the Court deemed relevant, namely,

the Commission’s decisions in the Direct Access and Earth Station Ownership
proceedings.
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Under the Authorized User I policy,Comsat has been forbidden from directly
serving end users (with the exce.pt:i.on gf g2 few large customer.;s designated as
authorized users).22 This has reduced competition in the marlZet for
international carrier aervices-' and made Comsat more dependent on AT&T, the
originator of over 80 percent of Comsat’s traffic and the primary owner of
the competing cable facilities. Absent such restrictions, it is conceivable

that Comsat would use price cuts to compete for at least private line

customers.

The Commission addressed all three of these issues in Authorized User II.23

In that decision the Commission ended the policy of restricting Comsat to
being a "carrier’s carrier." It also made composite rates discretiornary for
the IRCs and moved toward reducing the FCC’s role in prescribing use of
cable and satellites. Regarding the circuit loading issue, the Comissﬁn
stated that "as a matter of policy we shall not guarantee either cable or
the satellite medium any particular share of the market." But, the
Commission chose not to end its role in allocating circuits immediately,
saying that the new policy "does not mean, however, that we can or should
remove ourselves entirely from the question of fac:i.lities planning or use

especially in the near term."24

22 4 FCC 2d 421 (1966).

23 90 FCC 24 1394 (1982).
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marginal cost and will therefore reduce the prices they Charg-e end users.
PTTs may partially offset any price reductions on the U.S. segment of
international facilities by raising the cost of access to their countries.
But they will not fully offset the reduction if they have been taking

Comsat’s price per circuit as their marginal cost of using its facilities.

2. Private International Satellite é_pi Cable Systems
Orion Satellite Corporation, International Satellite Inc., and others have
proposed private transatlantic satellite systé:ns that would compete with
the INTELSAT satellite system and with cable facilities. All international
satellites accessed by U.S. carriers are owned and operated by the
International Satellite Telecommunications Organization. Comsat, a private
corporation created by Congress, is the sole U.S. partner jn INTELSAT. Two
private transatlantic fiber optic cable systems have been proposed a8 wvell.
In its application to the PCC, Submarine Lightwave Cable Co. stated that
jts proposed cable would have twelve times the capacity of the TAT-8 fiber
optic cable under construction by AT&T and ite European correspondents.23
Removing artificial barriers to the entry of private gatellite and cable
systems would greatly improve the chances for competition among

international tran smission facilities.

e ————

25 Telecommunications Reports (October 22, 1984, pp. 12-13).
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One must consider the possibility that PTTs have the potential to appropriate
any gains from such competition by negotiating mew accounting rates leses
favorable “to the U.S. But as argued above, they will not appropriate all
the gains if, prior to the introduction of competition, the suppliers of

the various components of internatiomal gervice were not acting as if they

were a single integrated monopolist.

3. Direct Access to INTELSAT

In Docket No. 82-548 the Commission considered whether to grant U.S.
international carriers direct access to INTELSAT satellites. Under existing
FCC policy, U.S. carriers wishing to use the INTELSAT space segment must
lease circuits from Comsat. Direct access would eliminate Comsats role as
the middleman. In a Report and Order adopted March 30, 1984, the Commission
decided not to change the current arrangement. Some carriers are

petitioning the Commission to reconsider its decision.

The arguments made in section three of the paper raise questions about
whether direct access by itself will benefit end users if other bottlenecks
remain in the provision of end to end international telecommunications
services. But, as argued above, whether direct access will benefit U.E':. end
users depends on whether the suppliers of the various compomnents of
international telecommunications have been acting like a fully integrated

monopolist. If, as is plausible, Comsat has not been acting jointly with

U.S. and foreign carriers, a reduction in the rental rate of satellite
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circuits-is likely to translate into a reduction in the price of end to end

service.

4. Owpership of U.S. International Earth Statious
On April 20, 1984 the Commission released a Notice of Proposed Bulemaking in
Docket No. B2-540 proposing to allow individual carriers to own and operate
earth stations accessing INTELSAT satellites. Currently U.S. INTELSAT earth
gtations are jointly owned by the Earth Station Ownership Consortium (EsoC).
Comsat owns 50 percent of ESOC and carriers own the remainder in approximate
proportion to their usage. Under the proposal Comeat would be required to
unbundle its tariffs into separate space segment and earth station
components. Competition in the market for earth station services has the
potential to drive the price of these services to cost and to allovw greater
diversity in the design of earth stations. But guch competition may offer
1ittle benefit to end users if Comsat charges 8 gufficiently high price for
uge of the space segment. The quali.ficati.on about suppliers of separate
inputs not acting to maximize joint profits would not apply jn this case
because Comsat hae been controlling both earth stations and the spac® segment .
1f, however, the Commission js successful in assuring that the space segment
is priced at cost, (either by permitting entry oT through regulation) end
users would be likely to benefit for the same reason they would penefit from
i.nte'rmodal competition, entry of competing satellite and cable systems, OT

direct accesg tO INTELSAT.
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VI. POLICY OPTIONS

It has been argued above that promoting competition among U.S. providers of
international telecommnications services without taking account of the
resulting loss of market power of these U.S. firms vis-a-vis PITs is pot a
desirable option. There are two major alternatives to this course. The
first would be to limit provision of international telecommunications to &
single provider. Under this arrangement the structure of U.S. provision of
international services would be similar to that abroad, except that the
'si.ngle U.S. firm need mot be a government entity. The second alternative
would be to promote competition among U.S. firms but strengthen the
government’s -power to counter the resulting increase in market power
accruing to foreign telecommunications authorities. These two options are
discussed in turn. Im addition to pursuing either of these options the U.S.
might also take steps to promote competition among PTTs, thus weakening
their ability to exploit competition among V.S. firms. This option is
addressed at the end of the section.

A. Limit Provision of U.S. Internat jonal Telecommunications to g Single Firm

A single provider of all U.S. international telecommunications would be in a
strong position to win favorable settlements agreements from foreign PITs.
Such a firm would be a bottleneck through which PTTs must pass to gain

access to the U.S. market. AT&T was in such & position for international



voice service until late 1978 wvhen the courts affirmed the right of MCI and
other competitors to offer domestic long distance gervice and to connect
with local exchanges.25 Only in the last year, however, have additional

U.5. firms begun to enter the international MTS market .2’

A caee could be made that the international market is sufficiently different
from the domestic market that the provision of internationsl service should
be restricted to & gingle firm. The basic argumentl would be that the
benefits from increasing the U.S.’s bargaining power with PITs would more
than offset the loss in efficiency from monopoly pricing and excessive
coste. However, given that competitors have been allowed to enter the voice
parket, attempting to return to the days of a single U.S. supplier would be
rather difficult. It would be even more difficult in the non-voice (record)
market to restrict provision to 2 single supplier gince these services

traditionally have been provided by several carriers.

1f it were nevertheless decided to limit provision of U.S international
telecommunicati.ons gservices to a gingle firm, regulating that firm s rate

of return might be counterproductive. The problem with rate of return

et ————

26 . See Brock (1981, ppP. 224-230) for a discussion of the peginning of
competition in switched long—distance service.

27 See foonote 5.
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regulation is that a reduction in the irate of return can be achieved either
by a reduction in the amount charged customers or by an increase in costs.
Strictly “enforced rate of return regulation could give PTTs &n opportunity
to reap the monopoly profits by raising settlements costs. A regulated
U.S. monopolist might well be indifferent whether the U.S. consumer or
foreign PTTs get the benefit from rate of return regulation ‘as long as its
earnings are the same. As a result it would have little or no incentive to
bargain with PTTs for favorable settlements agreements. In contrast to rate
of return regulation, an appropriately designed tax omn the U.S. monopolist
could provide it with the incentive to drive hard bargains with the PTTs
vhile still assuring that the American public shared in the profits from the
provision of international telecommunications services. For example, under
a fixed franchise tax or percentage profit tax a U.S. monopolist would

care if PTTs raised their settlements charges since this would reduce its

net profits.

B. Promote Competition Among U.S. Firms but Strengthen the U.S.%s Power to

Counter the Resulting Increase in Market Power Accruing to PTTs

Strengthening the U.S.% bargaining power towards the PTT s might be
accomplished in two ways. The first would be to increase the FCC’s rzale in
setting accounting rates. The second would be to establish an
international access charge paid by PTTs to the U.S. treasury for connection

to the U.S. domestic network.
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Dnder the first strategy, PTTe would in effect be forced to bargain over
accounting rates with a single entity representing U.S. interests. The FCC
could do this by requiring carriers to gubmit accounting rate agreements for
its approval and not approving any agreements that excessively favor a PTT.
This option of responding to fi.linga from carriers might tend to freeze the
current accounting rates. Such a freeze would be more desirable than
allowing the U.S. terms of trade to deteriorate as competition intensifies
among U.S. carriers. But there is no reason to believe that the current
accounting rates are optimal. Moreover, the current accounting rate
structure may not be viable under 2 system with free entry. For example,
under the current system collection rates aTe discounted during off peak
periods but accounting rates 8re pot. As 8 result AT&T loses money on calls
to some countries pade during the "economy" time period. On calls to
France, for e_xample. AT&T s payment to the Frénch PTT exceeds the amount it
charges its customers by $.25 a minute during the economy period. New
entrante would try to undercut AT&T during pesk periods and not contest the
"unprofitable" off peak period market. AT&T would be forced to raise ite
rates during the off peak period and lover them during the peak period
unless it could negotiate accounting rates with discounts for off peak

usage.
1f the FCC chose to be more aggressive in negotiating accounting rates it

could order upilateral changes in the accounting rates paid by U.8.

carriers. This plan would be effective only for those services, such as
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international MTS, for which the numi:er of glinutes of traffic leaving the
U.S. exceeds the number of minutes entering from abroad. In such cases a
reduction in the accounting rate would result in & reduction in the net
payments made to foreign PTTs. The burden of collection would be on the
foreign PTTs., The foreign PTTs would of course be unhappy to receive less
than the negotisted settlement payment and would presumably sue the
carriers. PTTs could retaliate by degrading service for incoming calls from
the U.S. and ultimately cut off service in an attempt to force full
payment. In any case this strategy would force the PTTs into bilateral
negotiations with the FCC. The PCC could also use the threat of ordering a
reduction in intermational MTS accounting rates as & lever to get more

favorable agreements for record service.

It should be noted that neither of these approaches would apply to private
lines since there is no settlement process for private lines. As mentioned
earlier PTTs and U.S. carriers both set their own charges for their share of
private line service. The FCC has no authority over the charge that a PTIT
sets for such service.

The second possible method of countering the PTTs” market power w0u1d‘be to
give the FCC (or some other entity of the U.S. government) the authority to
set an international access charge for connection to our network. This

would put intermaticnal telecommunications on a similar basis to other

international trade. This is & more radical proposal and would require
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legislation.

An access charge would be analogous to an export duty since the U.S. is in
effect selling foreign PTTs access to our domestic network. By setting an
access charge the U.S. could face foreign FITs with a monmopoly price for
competitively supplied access. The analogy with internstional trade is not
perfect, however, because there is no parallel for the recipient of a call
in the trade of ordinary commodities. An access charge could harm potential
recipients of foreign calls es well as the foreign originators. Ideally,
using the access charge as a bargaining chip, the U.S. could induce PTTs to
grant multiple opera'ti.ng agreements and establish cost based-terms of access
to foreign domestic networks. In other words, the U.S. would offer to act

less like a monopolist if PTTs would do likewise.

C. Weaken the Market Fower of PTTs by Promoting Competition Among Them

A policy which could be pursued gimultaneously with either the first or
second option would be to attempt to weaken the market power of PTTs by
promoting competition among them. One way to do this is to transit_traffi.c
through countries that offer favorable terms of access. For example, for
certain services the sum of the rate from the U.S. to the U.K, plus the rate
from the U.K. toO Germany is lower than the rate directly from the U.s. to
Germany. Routing calls to Germany through the U.K. would put pressure on
the German PTT (Bundespost) to reduce its rates. U.S. international

carriers would have the incentive to pursue gsuch a strategy on there own
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without any FCC action. The only role.for the FCC is resist pressure from
PTTs to take steps to prevent such arbitrage.

A recent case involving British message—forwarding agencies suggests that
PTTe with high rates will take stromng actions to stop such arbitrage, but
that they may not always be successful. In 1981 the telex tariff from the
Federal Republic of Germany to the U.S. was $2.58 per minute while the rate
from the U.K. to the U.S. was gbout $1.33 per minute. The tariff from
Germany to the U.K. was $.43 per minute. Thus the cost of 8 message from
Germany to the U.S. via the U.K. was only $1.76 per minute compared to
$2.58 going direct.28 Ags & result sbout eleven companies set up
message—forwarding machines in the U.K. to refile messages from Germany and
other countries to the U.S. The Bundespost and a committee of the
International Telecommunications Union (ITU) objected to the British PIT
(British Telecom). British Telecom (BT) ordered the message-forwarders to
stop arbitraging international telex rates but did not physically disconmect
them from its network. Telespeed Services Limited, one of the
message~forwarders, lodged a complaint against BT before the Commission of
the European Communities. This was the first application of the European
' Econmomic Communities” "entitrust™ rules to the telecommunications indt_xstry.

In October of 1982 BT withdrew ijts ban on retransmission of telex messages.

28 Tarifica (1981, p. 297).



In December 1982 the Commission of European Communities Tuled that BT had
violated the Community rules of competition in prohibiting private
message-forwarders from retransmitting telex messages received from one
country and intended for emother country. The Italian government appesaled

the decision to the Court of Justice.29 The appeal has not been settled.

It is instructive to observe that U.S. airlines used similar tactics in the
1970“s to undermine the International Air Transport Association’s (IATA)
ability to maintain excegssively high jnternational air fares. U.S.
carriers reached agreements with Belgium and Netherlands for fares lower
than the prevailing r;te. As a result, traffic between the U.S. snd Belgium
rose 85 percent in the first eight months of 1979 over the same period the
year before. Similarly, the traffic between the v.S. and Netherlands was up
40 percent. Much of this traffic was diverted from other countries. This
traffic loss forced other Europesan countries to cut their fares. The Civil
Aeronautics Board contributed to the pressure on IATA by granting additional
landing rights to any foreign carrier that agreeded to offer discount

fares.30

29 Commission of the European Communities (1982, pP. 76-17).

30 Business Week (July 10, 1978, p. 52), and Buginess Week (November 26,
1979, p. 15). -
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It would be misleading, however, no£ to point out ﬁhe differences between
the airline and telecommunications markets. First, it is politically and
practiéally more d;i.fficult to prevent fare arbitrage in the case of airlines
than for telecommunications. It is bard to imagine a country denying access
to an individual because he traveled vis another country with low air fares.
Denying the right to enter a country would most likely be perceived as an
excessive reaction, and raise questions about fundamental tights of free
passage. 1in contrast, it is not inconceivable that a country would demy
access to telecommunications transited via third countries. In the case of
telecommunications ome could argue that the only reason users would transit
traffic through‘low tariff countries would be to evade the tariff
established for a direct connection. This argument could not be made for
airline travel. There are other reasons why a person would wish to go
through a third country other than to save on air fare. How could a county
trying to prevent air fare arbitrage prove that a person did not have any
business in the éountty jn which his flight landed? The second difference
is that the FCC has nothing analogous to landing rights to offer foreign
carriers. The Commission could threaten not to authorize service or to
order changes in accounting rates, but it has no positive inducements it

-

can offer PTTs.
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ViI. CONCLUSIONS AND RECOMMENDATIORS

This paper raises gerious questions about the wisdom of deregulating U.S.
international telecommunications without considering whether this will
ijncrease the market power of foreign telecommunications authorities.
Increased competition among U.S. suppliers of international
telecommunications services is likely to result in a reduction in the U.5.7s
ghare of the benefits from such gervices unless the U.S. government takes

appropriate countermessures.

The most promising imli.cy option is to promote competition while
simultaneously increasing the FCC’s role in setting international accounting
rates. This would allow the U.S. consumer to bemefit from lower markups
over cost and greater product diversity while preventing foreign PTTs from
“whipsawing" U.S. firms into accepting unfavorable terms of trade. Under
this option, foreignm PTTs would bargain with a single representative

of U.5. interests, while U.5. consumers would have a choice of providers.
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