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carriers for switched traffic, a restriction which significantly weakens their bargaining

position towards Telmex.

Moreover, many foreign markets do not offer the highly discounted, competitive
wholesale rates available to a foreign carrier in the U.S. market if it wishes to pursue
switched resale. This is for the simple reason that many foreign countries are dominated

by one carrier, hence alternative competitive providers of transport facilities are absent.

Second, even if U.S. carriers had comparable bypass opportunities—which they
do not—it is far from obvious that global welfare would be enhanced by having carriers

engaging in rent seeking behavior aimed at gaming the ISP. Thus, safeguards to prevent

such gaming would still be appropriate.

F. Potential Harm Is Substantial

It has also been asked whether the potential harm is significant. To address this, I
have performed illustrative simulations of the increased settlement payments that would
be made by non-alliance U.S. carriers at their current level of outbound minutes if a

dominant foreign carrier was able to game the ISP through call tumaround or call inflation.

EXAMPLE: 1 consider the impact on total settlement payments made to Mexico
by carriers except Sprint if the new Sprint/Telmex alliance were to engage in call

turnaround or call inflation. (The simulations use the formula for L in Section IIB: L =

(rts) + (s - s*)(Nj - t).) The base figures are from the 1996 Preliminary FCC 43.61
Report Data. There 948 million inbound minutes from Mexico (Nj) and 2,381 million
outbound minutes (Np). Shares of outbound minutes are: AT&T 58%, MCI 23%, Sprint

10%, WorldCom 4% and Others 5%. The settlement rate is r = 39.5 cents/minute.

Figure 1 in the Appendix shows the impact that call turnaround of various

hypothetical percentages of inbound minutes (up to 25%) by the Sprint/Telmex alliance
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would have on the settlement payments made by all carriers except Sprint. (It also shows
separately the effect on the largest carrier, AT&T, and on “All” carriers, which includes
Sprint; however, the effect on Sprint is inconsequential, because as explained below,
Sprint can be made whole by its partner Telmex.) Turnaround of 10% of inbound
minutes raises payments of all other carriers by approximately $42 million. Turnaround
of 20% raises payments by about $84 million, and 25% by about $105 million. These
hypothetical turnaround percentage figures do not seem far fetched. (Figure 2 shows the
resulting market shares of outbound minutes associated with various percentages of
turnaround. For example, turnaround of 10% of all inbound minutes would cause Sprint’s
market share of outbound minutes to increase from about 10% to only about 14%,

because the initial ratio of total outbound to inbound minutes is about 2.4 to 1.)

Figure 3 shows the effect of call inflation that artificially augments Sprint’s share
of outbound minutes, thereby diluting others’ share of credits for inbound minutes (e.g.,
through call re-origination schemes that were described in Section I1.C). Inflating Sprint’s
share of outbound minutes by 10% points causes settlement payments made by all other
carriers to rise by over $29 million, while a 20% inflation causes a rise of $58 million.

Figure 4 shows the resulting market shares of outbound minutes associated with various

percentages of call inflation by Sprint.

Figure 5 shows the impact of call turnaround on U.S. carriers’ average cost (AC)
and marginal costs (MC). As shown in Section II.A, the AC of termination is constant
across all U.S. carriers (due to the proportionate return system) and equal to r(1 - Nj/Ng).
Thus, AC unambiguously increases due to call turnaround or call dilution—as these cause
a deterioration of the ratio of inbound to outbound minutes, Nj/Ng. For a carrier with
initial market share x, MC = r[1 - (Ni/Ng)(1-x)]. While in rare cases the MC for the
largest carrier could fall slightly due to call turnaround (or call inflation), the more likely

effect is for that carrier’s MC also to increase; and the MC of all other carriers necessarily
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will increase. In Figure 5, corresponding to the figures for Mexico, marginal costs in fact

rise for all carriers, including the largest AT&T.

Figure 6 shows the effects on AC and MC of call inflation. It illustrates the
counter-intuitive possibility that the MC for AT&T, as the largest carrier, can decline
with relatively low levels of turnaround. However, the effect is only slight, and is
reversed as the percentage turnaround increases. More importantly, the MC of smaller
carriers such as MCI (and others such as WorldCom, that are not shown) increase. An

increase in marginal costs, of course, puts upward pressure on carriers’ retail prices, and

higher retail prices would harm consumers.

Mexico is perhaps the most worrisome country. However, since the increase
settlement payments to Mexico alone can comfortably exceed $100 million, similar
calculations for all foreign monopoly countries put the total potential losses in the
hundreds of millions. Moreover, these examples may understate the potential harm. This
is because as telephone penetration increases in foreign countries, one can expect—absent
gaming—an increase in the amount of calling in both directions. Therefore, a given
percentage turnaround of calls, as applied to a larger base of incoming minutes, would
cause a larger change in payments by U.S. carriers relative to a no-gaming situation. To
the extent dominant foreign carrier entry into the U.S. market exacerbates such gaming, the

opportunity costs to the U.S. in the future may be even higher than today, if settlement

rates do not fall significantly in the interim.

The above calculations are performed assuming that the number of outbound
minutes by non-alliance U.S. carriers does not drop. Of course, the increased settlement
payments will be lower if these carriers’ outbound minutes do drop, as indeed they are
likely to do because of the increase in these carriers’ costs. But this observation is not

especially reassuring: the drop in these carriers’ output, while mitigating carriers’ losses,
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harms consumers. The dominant foreign carrier would accept the reduction in U.S.
outbound minutes as a small price to pay for substantial increase in its revenues on

remaining outbound minutes, induced by the reduction in credits for inbound minutes.

We know that the foreign carrier typically would be willing to accept such a
reduction because currently, the U.S. settlement rates with most foreign dominant carriers
are below the levels that foreign carriers would prefer. For example, in the current round
of negotiations with Telmex, Telmex requested a 25% increase in settlement rates, from
39.5 cents to around 50 cents. And less developed countries frequently ask for “non 50-
50” splits, that would allow them higher settlement rates for terminating traffic in their
home countries. Put another way, a foreign carrier’s price for termination is constrained
below its preferred monopoly level—taking as given the state of IMTS competition

among U.S. carriers. If it could, it therefore would raise this price despite the reduction in

outbound minutes this would induce.

In short, I have argued that: (1) the likely harm to U.S. carriers is likely to be
substantial at their initial level of outbound minutes; and (2) to the extent this harm is

mitigated by reducing those minutes, consumers are likely to be harmed.

The above discussion does not incorporate the potential beneficial effect foreign
entry might have, at least in the short term, if the alliance competes only by retail prices
and not through gaming the ISP. The foreign carrier entering the U.S. market, whether as
facilities based or through affiliation with a U.S. carrier, would have incentives to reduce
the margin earned by its alliance partner and, especially, by other U.S. carriers if margins
were above competitive levels as sometimes alleged, in order to stimulate outbound
minutes and therefore termination payments. (In fact, given the proportionate return
system, the alliance can gain by reducing retail price even if all carriers are originally

pricing at marginal cost, because its increased share of outbound minutes dilutes others’

share of inbound.)
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Such incentives to reduce “double marginalization,” discussed in Section I, would
lead the foreign carrier to lower its retail price, an effect that benefits consumers. If the
U.S. retail IMTS market were sufficiently non-competitive, the downward pressure on
retail prices due to the foreign carrier’s desire to reduce double marginalization might
outweigh the upward pressure due to its raising of other carriers’ costs. Ibelieve that on
balance the tradeoff is likely to be adverse.® However, the more important point is this:
the possibility that foreign carrier entry might be beneficial on balance should not deflect
us from worrying about and acting to prevent possible gaming of the ISP, for one simple

reason: one can design safeguards that preserve the beneficial potential of foreign entry

while limiting the risks.

IOI. RESALE AND FACILITIES-BASED ENTRY POSE SIMILAR RISKS THAT
CAN BE ADDRESSED VIA SIMPLE SAFEGUARDS

The risks that entry into the U.S. IMTS market by a dominant foreign carrier
poses by exacerbating the scope for gaming the international settlements process on

traffic between the U.S. and that foreign country are substantially the same whether such

8 This is because to the extent U.S. IMTS markets could become more competitive,

added competition could be brought by players other than the dominant foreign carrier. Such
entry also would reduce whatever supra-competitive retail margins might exist and thus retail
prices, but without risking gaming of the ISP by the dominant foreign carrier on traffic to and
from its country. Thus, allowing a dominant foreign carrier to offer service to its country
from the U.S. could temporarily accelerate the reduction in U.S. IMTS margins that is likely
to occur in any case; but in exchange for these short lived potential benefits, it risks a more
permanent raising of other carriers’ costs from gaming of the ISP. The reason is that the
foreign carrier’s monopoly in its country, and thus ability to game the ISP, is likely to erode
rather slowly, especially in countries that have not made serious commitments (and not just
paper commitments) to increasing domestic competition.
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entry is “facilities based” or through switched resale.” Comparable safeguards are

therefore appropriate.

As I explained earlier, the dominant foreign carrier only needs the cooperation of a
U.S. facilities based carrier to partake in schemes that enriches the foreign operator at the
expense of other U.S. carriers and consumers. The bottleneck that is the source of the
problem and permits gaming is not control of U.S. facilities, but at the foreign end. Since
there are competing U.S. carriers vying to provide wholesale transport capacity, a foreign
carrier will find no shortage of willing partners, especially ones whose initial market
shares are low and therefore stand to lose less (hence also require less compensation) from
behavior that reduces the credits for inbound minutes available to U.S. carriers.
Moreover, the goal of market liberalization and increased competition is to permit the
emergence of even more facilities providers. As wholesale markets in liberalizing
countries become increasingly competitive, wholesale capacity to be used for resale will

become ever more readily available to dominant foreign carriers—for good reasons or bad.

Therefore, the distinction between “facilities-based” entry and entry through
resale, which already is quite strained, will become increasingly untenable. Consider for
example the recently approved Sprint-Telmex joint venture. Had the venture been formed
as a facilities-based carrier, it would have triggered certain safeguards, notably the
requirement that the settlement rate with Mexico be immediately reduced to the proposed

benchmark level as a condition for approving entry. But by structuring the relationship

° The distinction between facilities-based entry and entry through reselling the services

of another facilities-based carrier is important for certain issues. For example, it may affect
the ability to detect and prevent network access discrimination. When a carrier that controls
bottleneck facilities needed by others to provide services that compete with ones it offers,
the bottleneck carrier may be better able to disguise or “justify” discrimination in the terms
of access that it grants to competitors when it is providing the competing services through its
own integrated facilities than when it is reselling the services of other carriers. Access
discrimination as between different carriers may be more detectable and more difficult to
rationalize than disparate treatment of other carriers as compared with one’s own retail
operation. However, the distinction between facilities based entry and entry through resale is
not material for the particular issue raised in this paper—gaming the ISP.
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as a switched resale venture, even though wholly owned by Telmex and Sprint, the
venture would escape this safeguard. This distinction is not meaningful economically, and

according different regulatory treatment based on it is not warranted.

In principle, the cooperation of a U.S. facilities-based carrier (and any requisite
offsetting compensation to that carrier) need not require a formal affiliate relationship.
Much could potentially be achieved through private contracts. For this reason, policy
makers should be on the lookout for behavior by dominant foreign carriers that involves
gaming the ISP even absent formal affiliate relationships. However, it is reasonable to
presume that an affiliate relationship offers certain advantages over other less formal
relationships, or else the participants would not opt for it in the first place. But if an
affiliate relationship is superior to arms’ length contracting for pro-competitive purposes,
as argued by carriers when petitioning for such authority, it stands to reason that such an

affiliation can also be more conducive to anti-competitive purposes such as gaming the

settlements process.

In particular, any offsetting financial transfers that may be necessary to
compensate one party or another could be undertaken in a less detectable manner—and
perhaps in a more lawful manner as well—through an affiliate than otherwise. Iidentified
some such possibilities in Sections II.B and I.C. Another possibility worth mentioning
here is that a joint venture formed for ostensibly legitimate purposes (and, indeed, gaming
the ISP need not preclude the existence of legitimate purposes as well) could serve as a
cover for disguising behavior such as call tumaround designed to game the ISP. A spike in
the number of outbound minutes of Sprint, that in reality were due to increased call
turnaround, might plausibly be “explained” instead as reflecting increased marketing and
promotional efforts by STC to customers for the U.S.-Mexico route, more easily than

could a comparable increase in Sprint’s traffic to Mexico absent an affiliation.
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Disparities in the regulatory treatment of resale versus facilities-based entry
therefore are not justified on grounds of differential competitive risks, at least as regards
gaming the ISP (but also more generally, such as in their scope for anti-competitive
pricing). A more lax regulatory treatment of resale than of facilities based entry will
therefore inefficiently bias the mode of entry towards resale. Resale may be chosen even
where facilities-based would be more efficient; e.g., a foreign carrier may prefer to invest
in or acquire a U.S. carrier, but would instead opt for resale to escape the stronger

safeguards. Avoiding such distortions requires comparable regulatory treatment of these

entry modes.

The question has been raised whether safeguards against gaming the ISP really are
necessary. In particular, it has been suggested that foreign markets will become more
competitive with the implementation of the WTO commitments and that the FCC’s
Benchmarks policy is an adequate remedy in the interim. Regarding the advent of
competition, we should not delude ourselves that the road will be easy. As inthe U.S.
local market, competition will take time. Regarding the FCC’s Benchmarks policy, while
the policy is laudable, its success cannot be taken for granted. Foreign carriers are already
challenging it. Therefore, counting on the Benchmarks policy to address all ills—including

prevention of gaming—may be quite risky.

Moreover, there is a sound economic basis for requiring as a condition for
approving entry by a dominant foreign carrier—whether facilities-based or resale—that
the settlement rate with that country should be reduced, and more rapidly than stipulated
in the FCC’s Benchmarks Order. The FCC’s benchmarks policy is beneficial
independently of foreign carrier entry—because lowering settlement rates towards true
costs will permit a reduction in prices to consumers. Approving dominant foreign carrier

entry calls for reductions beyond this stipulated path, for at least two reasons.

A
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First, foreign entry allows the dominant foreign carrier additional profits, or it
would not be seeking entry authority. Thus, additional concessions can be obtained in
exchange for approving such entry, beyond those already required by the Benchmarks
policy. If the concessions are in the form of a reduction in the settlement rate, or any

other pro-competitive measure, they would benefit U.S. consumers.

Second, as demonstrated by the analysis in this paper, entry by a dominant
foreign carrier exacerbates the dangers that it will game the settlements process in ways
harmful to U.S. welfare. Reducing the settlement rate both diminishes the incentive to

engage in such gaming, and mitigates the consequences of any such residual conduct.

Beyond this pro-consumer remedy of reducing settlement rates, one could think of
relatively simple additional safeguards to limit the scope of entry for purposes of gaming

the ISP, without limiting the pro-competitive potential of such entry.
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Figure 1

Change in Settlement Payments (T), as a function of % of total inbound minutes turned around by Telmex/Sprint
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Market Shares of Qutbound Minutes

Figure 2

Market Shares of Outhound Minutes, as a function of % of total inbound minutes turned around by Teimex/Sprint
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Figure 3

Change in Settlement Payments (T), as a function of % of total outbound minutes inflated (to Sprint/Telmex)
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Market Shares of Outbound Minutes, as a function of % of total outbound minutes inflated (to Sprint/Telmex)
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Figure 6

AC, MC, as a function of % of total outbound minutes inflated (to Sprint/Telmex)
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