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EXECUTIVE SUMMARY
Introduction

S.1 Local Access Charge (“LAC”) is the interconnection chargalga
to the local network operators by external telecommunicationgedfETS”)
providers for the conveyance of ETS traffic to and from the emdsuof the
local network operators. The Telecommunications Authority (“TAr$t
introduced the LAC regime when the ETS market was liberalised in 1999.

S.2 Under the current regulatory regime, the LAC levied by fixed
network operators (“FNOs”) is regulated but that for mobile netvapecators
("MNOs”) is not.  The existing level of LAC payable to theuntbent FNO,

l.e. PCCW-HKT Telephone Limited and Hong Kong Telecommunications
(HKT) Limited, was prescribed by a determination made by Thein
December 1998 and was subsequently adjusted downward in June 2001.
LAC levied by other FNOs is subject to commercial negaimtibut the
industry has been adopting the level determined by the TA as a benchmark.

Problems and challenges of the existing LAC regime

S.3 When the LAC regulatory regime was formulated in 1998/1999, it
aimed to provide a fair compensation to the FNOs for use of their local network
facilities by ETS operators and to encourage the FNOs tooudlltheir
networks so as to enhance competition in local fixed serviceemarkSince
then, the telecommunications market has undergone significant changes i
respect of technological advancements, market developments and changes
the regulatory environment. These changes raise questions as bhemthet
existing LAC regime is still relevant, proportionate and conducivehe
sustainable development of the industry and the consumer welfai@blerRs

and challenges of existing LAC regime include:

- Whether asymmetric regulation of LAC on FNOs and MNOs
remains appropriate under the fixed mobile converging environment?



- Whether the LAC regime should be applied to Voice over Internet
Protocol (“VolP”) traffic?

- Whether the LAC regime continues to be relevant for the cuarenht
the next generation network environment?

- Whether LAC should be regulated for the incumbent only?

- Whether a more predictable LAC scheme for the MNOSs is sacgs
after deregulation of fixed mobile interconnection charge in April
20097

- Whether the existing costing methodology is outdated?

- Whether the universal service contribution scheme should continue
to take into account the over-compensation paid to the incumbent
FNO under the LAC regime, which has been the arrangement over
the last decade?

- Whether there is a more effective solution to combat illegal bypass?

- Whether the recent developments in international settlement should
be considered?

- Whether there is a room for deregulation?

Options for development of LAC

S4 In the light of the technological, market and regulatory developments
in the telecommunications market and the problems of the existing LA
regime identified, the TA considers it timely to conduct a feiliew of the

LAC regime. Based on consideration of the initial views providedthay
industry and having reviewed the latest market environment, the TA has
identified the following four options for possible development of the exjsti
LAC regime:

Option 1: Maintairstatus quo
Option 2: Maintain the obligation to pay LAC and align regulation on
the FNOs and MNOs

e Option 3: Maintain the obligation to pay LAC and deregulate the level
of LAC

e Option 4: Deregulate fully the LAC regime

Option 1: Maintain status quo
S.5 Option 1 is to keep the current LAC regime unchanged. However,

if this option is adopted, the problems associated with the exisfi@gregime
will remain unaddressed. The TA considers that this option is eaigtimal



option unless it is proven that any change to the existing LAC regiithe
result in negative consequences that are demonstrably worse thaaimmragnt
thestatus quo

Option 2: Maintain the obligation to pay LAC and align regulation on the
FNOs and the MNOs

S.6 Under Option 2, the existing obligation of the ETS operators to pay
LAC to the FNOs will be maintained while similar obligationgay LAC to

the MNOs will be imposed on the ETS operators. The level o€ LA
determined by the TA will be averaged out on a macro basishéxvhole
industry instead of for individual local network operator.

S.7 If Option 2 is pursued, the TA will consider how the LAC should be
set, including whether the levels of LAC for the originating and termiga
ETS traffic should be different, whether the levels of LAC paytblbe FNOs
and MNOs should be unified, whether the LAC should be applied todtie V
traffic, the settlement mechanism, and the costing methodology.

S.8 For implementation of Option 2, the TA will make a new
determination on the level of LAC payable to the FNOs and the MK®@s,
parties required to pay and settle the LAC and the partietedrtttreceive the
LAC. The TA will set a transition period in order to allow sti#fnt time for
operators to adjust their business plans for adaptation to the new regime.

Option 3: Maintain the obligation to pay LAC and deregulate the level of LAC

S.9 Under Option 3, only the obligation of the ETS operators to pay
LAC to both the FNOs and the MNOs is regulated but the level of IAC
subject to commercial agreement among the connecting parties. ATwid T
issue regulatory guidance including the charging principles of the LAC to
facilitate commercial negotiations between operators. In daldacilitate
market negotiations on the level of LAC, three sub-options are proposed:

(@) Option 3A— The ETS operators and the originating/terminating
network operators negotiate and agree the level of LAC. The ETS
operators pay the LAC directly to the originating/terminating nekwor
operators.

(b) Option 3B— The hosting operators and the originating/terminating



network operators negotiate and agree the level of LAC. The ETS
operators pay the LAC directly to the originating/terminating nekwor
operators.

(c) Option 3C—~ The hosting operators and the originating/terminating
network operators negotiate and agree the level of LAC on a wholesale
basis. = The hosting operators pay the LAC directly to the
originating/terminating network operators on a wholesale basis. The
hosting operators recover the LAC from the ETS operators under
separate commercial arrangement.

S.10 If Option 3 is implemented, the TA will set a transition qektin
order to allow sufficient time for operators to negotiate a newnuential
arrangement of the LAC applicable to their ETS traffic and adjoeir
business plans for adaptation to the new regime. The TA would |steets
that such commercial negotiations should not jeopardize the ndonabf
ETS traffic across networks or the existing any-to-any (“A2é8nnectivity
requirement which allows customers to access the ETS of their choice.

Option 4: Deregulate fully the LAC regime

S.11 Option 4 is to fully de-regulate the LAC regime. Underdptson,
the TA will not issue regulatory guidance on interconnection chiamgé¢he
ETS traffic. Whether such charge should be paid and the levddevdurely
the result of commercial negotiations between operators.

S.12 If Option 4 is pursued, the TA will further consult the industry
regarding the implementation and transitional arrangements. Sanfer a
Option 3, the TA stresses that A2A connectivity for access to $hb@ld be
safeguarded under this Option.

Invitation of Views and Comments

S.13. The TA invites views and comments on the issues and ggestion
raised in this consultation paper. All submissions should be madeting

and should reach OFTA, preferably in electronic form, on or b&fdviarch

2010 Submission should be addressed to:



Office of the Telecommunications Authority

29/F Wu Chung House

213 Queen’s Road East

Wanchai, Hong Kong

[Attention: Senior Telecommunications Engineer (R31)]
Fax: 2803 5112

E-mail: lacreview@ofta.gov.hk

Comments may also be sent by fax to 2803 5112 or by email to
lacreview@ofta.gov.hk.

Way forward

S.14  The TA is open to any one of the four options, or other optiohs tha
may be proposed by the industry, that should be pursued for the future LAC
regime. He will consider whether a particular option will adedyatddress

the problems identified with the existing LAC regime, ensure tbaswmer
interests be safeguarded, be consistent with the telecommunicpbbog
objectives of the Government and the regulatory principles propoundie by
TA, and be able to cope with the future technological and market deeitgam
Taking into account the views received from the consultation, THhewvill
decide whether additional issues need to be further consultedh&iindustry
before finalising any changes to the existing LAC regime.



INTRODUCTION

1. Local Access Charde(“LAC") is the interconnection charge payable

to the local network operators by providers of external telecommiamsat
services (“ETS™. The Telecommunications Authority (“TA”) introduced the
LAC regime when the ETS market was liberalised in Jand888. LAC
levied by the local fixed network operators (“FNOs”) is reguldty the TA.

The level of LAC for the incumbent FNO, PCCW-HKT Telephone Limited
and Hong Kong Telecommunications (HKT) Limited (hereafter collelst
referred to “PCCW?”), was first set by the TA in a deteration entitled
“Telecommunication Ordinance (CAP 106): Determination under Section 36A
regarding the Implementation of Local Access Charge and Modified Deliver
Fee Arrangemefiissued on 30 December 19981998 LAC Determinatidi.

For other FNOs, the levels of LAC are set by themselveshayt generally
take the TA's determined level as the benchmark. Throughout #rs, ythe

TA has conducted a number of reviews on the charge level and costing
methodology for the LAC for the fixed networks but the overall rediae not
changed significantly since its implementation. As regards A levied by

the local mobile network operators (“MNOs”), the TA has never eggdlit.
Whether the ETS operators have to pay LAC to MNOs and the lealobf
charges are subject to commercial agreement.

2. Since the liberalisation of the ETS market in 1999, there have been
significant changes in the market and regulatory environments, incladthg

the local and the external markets. As the LAC regime has beem jplace

for over 10 years, the TA considers it timely to conduct a canepisve
review in order that the regime may keep abreast of the tatgstological and
market developments.

3. This consultation paper sets out the preliminary views of th@TA
the possible options for the development of an updated, efficient,eéfertd
sustainable LAC regime. For the avoidance of doubt, all the viewsssqat
in this consultation paper are for the purpose of discussion and ebiosult
only. Nothing in this consultation paper represents or constitutedeaigion

! Unless otherwise stated, reference to the termC'Lificludes reference to “local access charge” and
“local access charge (transit)”. The definition floe latter is given in footnote 10.

2 This includes the ETS provided by both the fagilinsed network operators and service-based
operators.

® The then Hong Kong Telephone Company Limited wasitgd a fixed telecommunication network
services (“FTNS”) licence in June 1995. The lieernweas converted to a fixed carrier licence in
January 2005 and it is now jointly held by PCCW-HKElephone Limited and Hong Kong
Telecommunications (HKT) Limited.

* http://www.ofta.gov.hk/en/ta-determine/de981230.pdf
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made by the TA and the consultation contemplated by this cotisulpaper is
without prejudice to the exercise of the TAs power under the
Telecommunications Ordinance (Cap. 106) (the “Ordinance”) or @rsidiary
legislation.

BACKGROUND

The Existing ETS Market Situation

4, The ETS market can be divided into the downstream and upstream
markets. In the downstream market, i.e. the ETS retail maheetraditional
circuit-switched International Direct Dial (“IDD”) type sece with
competitive service packages offered by hundreds of licensed npéaigets is
readily available for end customers to choose from. In addiiorihe
traditional IDD type services, end customers have a choice of altkenatives

for communications with persons in locations outside Hong Kong, including
notably the Voice over Internet Protocol (“VolP”) service.

5. The upstream market concerns the arrangement where the ETS
operators, especially those service-based operators providing Hav§, to
acquire the hosting and interconnection services from the FNOs and MNOs.

Hosting Service

6. The service-based ETS operators are required to seek hosting servic
from a hosting operator.Prior to the implementation of the unified carrier
licensing regime on 1 August 2008, only local FNOs could be hosting network
operators as they were the only entities which were permatpdovide local
telecommunications services between fixed points, including traesiices.

With the launch of Unified Carrier Licences (“UCLs”), MNQwmay be
authorized to provide transit or local fixed services under UCQstlagy can
therefore also act as hosting operators in competition with the FNOs.

Interconnection Service

7. To handle an ETS call originated from or terminated at a c@stom
directly connected to the network of a local FNO or MNO, the se#ased
ETS operators may acquire the necessary interconnection sdmgce from
the relevant FNOs/MNOs. Alternatively, they may interconnadirectly



with the FNOs/MNOs through their hosting operator, who will provide such
service in a wholesale manner. The latter is by far tlogenpopular
arrangement. As explained in paragraph 1, the current LAC regime only
governs the interconnection charges that the ETS operators havettotphay
FNOs for handling traditional circuit-switched IDD type servicek does not
apply to the MNOs, nor does it apply to other substitutes of itvadit
circuit-switched IDD type servicgsn the downstream market.

Previous Reviews of LAC

8. Since its introduction in 1999, the TA has undertaken several reviews
on the LAC regime. In the 2001 review, the TA decided to mainteiritten
existing LAC regime but the level of the LAC was reduced. [r32@@other
review was conducted and the TA subsequently decided in 2004 thatttloé cos
the local loop should be removed from LAC over a transition period eé thr
years. This decision was reflected in a determination madéebyA on 4

May 2004. Nevertheless, the determination was eventually not irapteth

due to a legal challenge brought by PCCW. As a result, theetklevel of

LAC determined in 2001 and applicable to PCCW has been maintained until
now.

9. With the advent of Internet Protocol (“IP”) technology in voice
communications, the issue of whether or not LAC should apply to ETe tra
conveyance on IP-based networks (i.e. VoIP services) was brought up in the
course of consultation and introduction of regulation of VoIP services in 2005
and 2006. In the Statements oRefulation of Internet Protocol (IP)
Telephoy” (“VoIP Statemett® and ‘Services-Based Operator Licefice
(“SBO Statemedt’, the TA, in response to suggestion that LAC should also be
applied on external traffic conveyed on the IP networks, held the thatv
there were not yet any practicable and cost-efficient sokfienchecking the

IP addresses of the IP telephony traffic to establish whethemobrthe
concerned traffic was external (see paragraph 51 ovdle Statemeht The

TA considered that pending the identification of such solutions, a realistic

and practical approach that would not restrict users’ benefiéstad the IP
traffic communicated between local telephone numbers, despitertbaif the
ends might be located outside Hong Kong, should be treated as local traffi
(see paragraph 10 of tH#BO Statement The TA indicated that he would
consider further views from the industry on this matter when furtheews of

® Which are not covered by the 1998 LAC Determimatio
® The statement was published on 20 June 2005:f/www.ofta.gov.hk/en/tas/ftn/tas20050620)pdf
” The statement was published on 6 January 20Q8&/(imivw.ofta.gov.hk/en/tas/ftn/tas20060106.pdf).
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LAC regime were initiated in future.

10. In the fixed mobile convergence (“FMC”) review exercise in 2006
the TA proposed in the Second Consultation Paper @eregulation for
Fixed-Mobile Convergenéeamong others, deregulation of LAC for the fixed
networks to eliminate the asymmetric regulation on the FNOs an®svIN
That is, instead of being pro-actively determined by the TA]ahel of LAC

for any network should be primarily determined by commercial eageats
among the market players. The TA would only use his regulatory rpowe
under section 36A of the Ordinance as a last resort if intercongqurties

fail to reach agreement on the interconnection charge. Nonethiless
proposal was not implemented.

11. In the FMC review exercise conducted in 2006 and 2007, the TA
was concerned that with insufficient competitive restraintshenfixed LAC,
premature deregulation could create uncertainty and significantattaors
costs due to the need to conduct multiple bilateral negotiatiortsee TR
recognized that interconnection between carriers and service psosgiteuld
be distinguished from the interconnection between carriers. hdnfdrmer
case, there are a large number of interconnecting parties, bdity-tzased
and service-based. Most of the service-based operators have Inelatver
resources for commercial negotiations as compared with faodsgd
operators.  Unlike interconnection between facility-based operatgs (
between FNOs and MNOSs) in which case the need for interconnestids to
be mutual, facility-based operators in general have littleentiee to
interconnect with the service-based operators when the interconnection i
enable the latter to compete with the former for customerhe ékxtent of
bargaining power in a negotiation for interconnection between datyduased
operator and a service-based operator is therefore quite diffeoemtthat
between facility-based operators. Based on these consideyati@nsTA
decided in his Statement omé-regulation for Fixed Mobile Convergerice
(“FMC Statemeti} dated 27 April 2007 that it would be prudent to observe
the impact of de-regulation of fixed mobile interconnection charge ((FMI
on the LAC market before making any further changes on the LAC regime.

8 See paragraphs 78 to 83 of the Second Consult&aper on Deregulation for Fixed-Mobile
Convergence issued on 14 July 2006
(http://'www.ofta.gov.hk/en/report-paper-guide/pdpensultation/20060714.pdf).

° http://www.ofta.gov.hk/en/tas/others/ta20070427.pdf
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The Existing LAC Requlation

12. The existing LAC regulation is implemented for FNOs at two lkeve
(a) the obligation to pay LAC and (b) the level of LAC.

FNOs as Originating/Terminating Carriers

13. Under the existing regime, the ETS operators are obliged to pay LAC
to the local FNOs for delivering ETS traffic originating fromterminating at

the FNOs' customers. As explained in paragraph 6, a servicd-kaE8
operator is required to seek hosting service from a hosting topera
Furthermore, as explained in paragraph 7, it is more likely tharthabtthe
hosting operator also provides interconnection service in a whoteaaleer to

the ETS operator so that the latter may interconnect indiredth other local
FNOs and MNOs. With this arrangement, for calls that origirfiedm or
terminate at the hosting network, the ETS operator has to payCath.Ahe
hosting operator. For calls that originate from or terminatenathar local
fixed network, the ETS operator has to pay a LAC(traflsiphd a transit
chargé' to the hosting operator which in turn pays the LAC(transit) to the
other local FNO.

14. The levels of LAC and LAC(transit) payable to PCCW were
prescribed in thd998 LAC Determinatiomnd subsequently revised in 2001,
and the currently effective levels are summarised in TableFbr the other
local FNOs, they are free to set the level of LAC though rabsthem would
use the level of the incumbent as the benchmark. Transit chaygbledo
the hosting operators is not determined by the TA, but as observedhieom
market place, it is basically set at a level which repiteséme difference
between LAC and LAC(transit). According to the latest inforomaavailable

to the TA, the net LAC related revenue collected by FNOs tisnated to
exceed HK$150 million per yegr

10" According to thel998 LAC Determinatigrilocal access charge (transit)” means the paynetite
operator of a local fixed network to which the catiginating party or the called party is directly
connected for the delivery of the relevant traifithe outgoing or incoming direction over Categéry
routes, or over Category B routes not deliveredugh the external gateway operated under the FTNS
Licence held by HKT FTNS, to or from an externateyeay or external telecommunication service
where the external gateway or external telecomnatioic service is directly connected to anotherlloca
fixed network interconnected with the local fixeetwork to which the call originating party or calle
party is connected. The local access charge (tjaissinet of any payment for Universal Service
Contribution.

1 According to the1998 LAC Determinatign“transit charge” is a charge for the provision of
transmission services between local fixed netwaritslished under the relevant licence conditions
under the FTNS Licence of the local fixed netwople@ator providing the service.

12 According to information provided by FNOs, the neAC related revenue (including LAC,
LAC(transit) and transit charge) collected by FN@st of LAC related expenditure to other operators)
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Table 1: Effective LAC and LAC(transit) payable to PCCW since 2001

Existing levels of LAC/LAC(transit)
(cents per minute)
Outgoing Direct — LAC 12.1
Outgoing Transit — LAC(transit) 10.6
Incoming Direct — LAC 12.6
Incoming Transit — LAC(transit) 10.6

MNOs as Originating/Terminating Carriers

15. For the ETS traffic originating from and terminating at MNOs,
whether a charge is required to be paid to the MNOs, and the letke of
charge, if any, have always been subject to commercial agneemly. As
observed from the market place, the MNOs in general were notcabtalect
LAC and LAC(transit) when the Mobile Party’s Network Pay/MPNP”)
guidance for FMIC was in for¢&

16. The existing regulation of LAC is summarised in Table 2 and
depicted in Figures 1 and 2.

Table 2: Existing regulation of LAC

Originating/Terminating | To PCCW | To Other To MNOs

Party FNOs

Obligation for ETS Regulated | Regulated Commercial

operators to pay LAC Arrangement

Level of LAC paid Regulated | Commercial| Commercial
Arrangement| Arrangement

and gross LAC related revenue (not including LAGterd expenditure) in the first half of 2009 were
HK$ 76 million and HK$161 million respectively, atite full year figures are projected to be HK$152
million and 322 million respectively.

13 As explained in paragraph 116 of thBIC Statementhe MNOs were not able to levy LAC under
the regulated asymmetric MPNP arrangement. Fareat calls originating from, or terminating at, a
mobile network, there were two alternative routegirect interconnection between the ETS operator
and the MNO concerned, or routing the traffic thglo@a FNO as “transit” network. However, under the
regulated MPNP arrangement, it was financially traative for ETS providers to arrange direct
interconnection with MNOs. This was because FNOevable to charge a low level of LAC for such
transit traffic, which was in effect subsidised thyg FMIC received from MNOs. As a result, MNOs
found it difficult to levy a mobile LAC before Apr2009.
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Figure 1: Existing regulation of LAC - ETS operators connect with
originating/terminating FNOs indirectly via a hosting operator

ETS IPLC
PCCW Operator >
Level of LAC(transit) received O
by PCCW was determined by \
the TA .
Hosting
Operator
<+«—>»ETS traffic Originating/
<= Commercial negotiation on the Terminating
level of LAC(transit) and/or FNOs (other
transit charge payable to FNOs than PCCW)
(other than PCCW)
1n s> Payment Direction

Figure 2: Existing regulation of LAC - ETS operators connect with
originating/terminating MNOs indirectly via a hosting operator

Originating/

Terminating 0 EeTritor 4%
MNOs / P
Hosting
Operator

<+—»ETS trafic

<= Commercial negotiation on the obligation to pay el of LAC
and access charge

PROBLEMS OF EXISTING LAC REGIME

17. The current LAC regime was established in January 1999 when the
external services market had just been liberalised, and the axfaailities
market had yet to wait for another 12 months before it wasalised. The
local fixed telecommunications market had then only been libedafier just
three and a half years and a competitive landscape had yet tshage.
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Today, with the LAC regime introduced for over a decade, both the dockl

the external markets in Hong Kong have undergone significant changes. Fo
instance, the telecommunications market including the local fixedemnaas

fully liberalised in 2003; the prices of the ETS and mobile sesvitave
dropped steadily and substantially; broadband, multimedia and dataeservi
have become major revenue streams for the FNOs other tharotralditoice
telephony services; the VolP and mobile broadband services have érarthe
been gaining popularity, the UCL regime commenced in August 2008 and the
de-regulation of FMIC took effect on 27 April 2009. These technology,
market and regulatory developments raise questions on whether ttiegexis
LAC regime is still relevant, proportionate and conducive to theaisizdile
development of the industry and the consumer welfare. A listatfigms in

the existing LAC regime is summarised in paragraphs 18 to 19 below.

Problems Arising from New Technological Developments

18. The problems and challenges for the LAC regime arising from the
development of new technologies include:-

(@) Whether asymmetric regulation of LAC on FNOs and MNOs remains
appropriate under the FMC environmentn theFMC Statementhe
asymmetric regulation of LAC was identified as one of the ameas
conducive to FMC environment. However, as explained in
paragraphs 10 and 11, it was decided that the review on the LAC
regime should be deferred until there was more clarity on thadm
of deregulation of FMIC on the LAC market after April 2009. With
the commencement of the UCL regime in August 2008, carriers are
permitted to operate fixed, mobile or converged networks and
services under a single licence. The development of converged
services is gaining momentum and the boundary between the fixed
and mobile networks/services will be increasingly blurred. Any
asymmetric regulation between the fixed and mobile servicghtmi
be unsustainable.

(b) Whether LAC should be applied to VoIP trafficThe LAC regime
was developed in the context of traditional circuited switched
networks. As elaborated in tMelP and SBO Statementghether it
can be applied to IP communications in a practical and effective
manner, and if so how, is a subject that requires further stutpart
from the question of employing practicable and cost-efficient
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solutions for checking the IP addresses of the IP telephony traffic
establish whether the concerned traffic is local or externalne¢eel

for establishing a compensation mechanism for IP networks, which
the regulator has not found a need to intervene so far, is a fundamental
guestion that has to be addressed.

(c) Whether the LAC regime continues to be relevant in the next
generation network (“NGN”) environment - In the foreseeable
future, as both fixed and mobile networks migrate to IP-based NGN
platforms, multiple services are supported by a single network
platform where voice and non-voice traffic are mixed and carried over
IP packets. The difficulty of identifying external voice traffic carried
over IP packets as pointed out in tkelP and SBO Statements
demonstrates that the sustainability of the existing LAC regintiee
IP-based communication world has to be critically examined.thdn
process of migration to NGN, the fundamental question is whether
maintaining the legacy regulation is appropriate and conducive to
technology and market developments.

Problems Arising from Changing Market and Requlatory Environments

19. The market and regulatory environments have substantially changed
since 1999 when LAC was first introduced. The problems and challenges for
the LAC regime arising from the changes include:

(@) Whether LAC should be regulated for the incumbent enly/hen
LAC was introduced, PCCW was the incumbent FNO operating 98%
of the local fixed line¥. There was ample justification at that time
for the TA to impose LAC regulation solely on the incumbent with
the level of its LAC set by the TA. However, considering that
local fixed market was fully liberalised in 2003 and facility-dxhs
competition has become more effective (with 85% of households
now covered by a second fixed network), it is appropriate and
opportune to revisit whether the legacy LAC regulation should
continue to apply to one operator only, or should it be applied across
the board (if it is to be maintained) to all relevant operatorsher
regulation should be totally withdrawn.

14 See paragraph 28 of the TA Statement tocél Access Charge and Modified Delivery Fee
Arrangementsdated 25 November 1998tfp://www.ofta.gov.hk/en/tas/interconnect/lacsiadid).
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(b) Whether a more predictable LAC scheme for the MNOSs is raggess
after deregulation of FMIG- After the withdrawal of the regulatory
guidance in favour of the MPNP arrangement on FMIC in April 2009,
the MNOs have been engaging in negotiations on new
interconnection agreements with the FNOs and the negotiations
include both local and external calls. During the course of these
negotiations, the MNOs published their own FMIC tariffs as a
standard offer for their interconnection service provided to the
interconnecting  FNOs. These FMIC tariffs included
interconnection charges on external calls passed between fixed and
mobile networks. These new interconnection charges for external
calls raised serious concerns of the ETS operators. Thesergsnc
included whether the new charges would be eventually passed on to
them by the FNOs hosting the ETS operators, the level and
reasonableness of the new charges, and the resulting adverse impact
on the ETS business. In lieu of the existing unregulated approach,
there is a question whether a regulated LAC scheme for delofer
external calls to/from mobile networks will create a moedtable
and stable business environment for them. To address these concerns,
the TA has undertaken to consult the public and the industry about
the future LAC regim€. He has indicated that he will re-examine
the current regime to ascertain whether any kind of regulatory
asymmetry in the regime is still appropriate today and wheheer t
arrangement and level of interconnection charges are reasonable.

(c) Whether the existing costing methodology is outdatdthe costing
methodology of LAC as designed in 1998 include both traffic
sensitivé® and non-traffic sensitive codfs The existing costing
methodology was designed in such a way as to compensate the FNOs
for the conveyance of ETS traffic (in particular by the tcaff
sensitive costs) and to encourage the new FNOs to roll out their own
self-built networks (in particular by inclusion of the cost of |doalp
as part of the non-traffic sensitive costs). In view of the Sagmt
change in the market environment, the TA already recognized five
years ago in his statement entitledeview of the Principles and
Costing Methodology of the Local Access Chameblished on 27
February 2004 @004 LAC Statemeéitthat the justification for

15 The article Problems about Network Interconnection Chdrgtated 22 May 2009 by the
Director-General of Telecommunicatiorigtp://www.ofta.gov.hk/en/dg_article/20090522 Jodf

18 Include switching & transmission and number pdiigtcost

¥ Include local loop and administrative cost
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including the cost of the local loop as a non-traffic sensitiv@ co
component in the calculation of LAC was not valid. Maintaining
the existing LAC regime would imply the continuation of
cross-subsidisation of the local market for the roll out of thel loca
network by the external market, which is not appropriate when both
markets have been fully liberalised years ago. Moreover, the cost
used for the existing LAC model are based on those of the incumbent
FNO. As explained further in paragraph 48 below, the costs of the
incumbent FNO can no longer be taken for granted as the most
efficient network operator today. If the LAC regulation is toske
across the board for all relevant operators (see paragrapbhded),

it is imperative for the TA to devise a new model using a newngps
methodology.

(d) Whether the over-compensation of the incumbent FNO should
continue — The cost of capital adopted in the existing costing
methodology for LAC is another issue that warrants a review. As an
investment incentive for new FNOs to roll out their self-built
networks, the cost of capital in the 1999 LAC costing model was set
at the industry average, which was higher than that of PCCW. The
over-compensation to PCCW because of the higher cost of capital
deployed in the LAC model was off-set by reducing the amount of
universal service contribution (“USC”) payable to PCCW as the
universal service provider, and thus the share of USC payable by the
ETS operators. Since both LAC and USC were paid by the ETS
operators to PCCW, the arrangement was considered a fair and
reasonable arrangement. After a review carried out in 2007, the
funding arrangement for USC has been changed from one based on
ETS traffic minutes to that based on telephone numbers. Althoug
the over-compensation of LAC to PCCW may still be deducted fro
the USC payable to PCCW, this over-compensation comes from the
LAC payment made by the ETS operators. If the existing LAC
regime is discontinued or replaced by a new regime, there may be
implications on the over-compensation arrangement vis-a-vis the
USC.

(e) Whether there is a more effective solution to combat illegal bBypas
As the existing regulated rate of LAC for external traff@svset at a
level much higher than the rate of local interconnection charge
(“LIC™) for local fixed-to-fixed traffic, there are incentivds avoid
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or evade the payment of LAC by unlicensed ETS operation or by
disguising the external traffic as local traffic by license@S
operators. Such activities are termed as ‘“illegal bypassf a
constitute a breach of the Ordinance and / or licence conditions.
lllegal bypass activities have persisted throughout the yeapsteles
that the industry and the Office of Telecommunications Autporit
(“OFTA”) have expended considerable time and resources to clamp
down unlicensed telecommunications service providers and illegal
bypass activiti€s. If a replacement regime that can combat illegal
bypass activities more effectively can be identified, thersehe
operational and regulatory costs can be saved.

() Whether developments in international settlement should be
considered— In past consultations, there was feedback from the
industry that the termination charges imposed by carriers irr othe
administrations for terminating a call originated from Hong Kong
should be taken into account in determining the level of LAC in
Hong Kong. In response, the TA gave the view that LAC was a
cost-based interconnection charge and a lower LAC for the local
networks, though affecting the balance of payment in the external
trade of Hong Kong, could imply lower costs for traffic in and out of
Hong Kong thus reinforcing Hong Kong's position as a
telecommunications hab  There are however new developments in
the international settlement arrangements recently about the
entitlement of the developing countries to impose a surcharge on the
termination of international traffic originated by developed coesitri
Such a surcharge is termed as “network externality” preffium
The impact of the payment of network externality premiums on the
telecommunications industry in Hong Kong, and in particular on the
cost structure of ETS operators and in turn the costing methodology
of LAC, has yet to be seen and ascertdihed

8 From 2005 to 2009, 27 cases were confirmed to lemgmged in illegal bypass activities and the
licensees concerned were imposed with financiaalies by the TA.
9 See paragraphs 63 to 66 in the StatemenRaview of the Principles and Costing Methodology of
the Local Access Charge issued by the TA on 27 February 2004
(http://www.ofta.gov.hk/en/tas/interconnect/ta2002Dd}.
% The International Telecommunication Union (“ITUY leading the international efforts to develop
the draft ITU-T recommendations D.156 and the @h¢vesolutions related to the payment of network
externality premiums. However, due to strong tasise from some of the member countries, it may
take some more years for actual implementationcatidction of premium by developing countries.
2L |t is noted that the majority of the outgoing fiaffrom Hong Kong to developing countries is
destined for the Mainland. Accordingly, if Hong g operators can maintain the current settlement
rate with operators in the Mainland, the impacthef future adoption of network externality premiums
should be minimal. It is anticipated that the Ed&rators will not be exposed to a sudden upsurge o
international settlement costs as a result of dranges in the international settlement arrangements

-17 -




(g) Whether there is room for deregulation Consistent with the
market-driven policy of the Government, the TA has promoted
competition in the telecommunications market, removed regulatory
entry barriers/restrictions and minimised regulatory intervantio
wherever possible in order to let the market forces serve thecpubli
interest. The continued maintenance of LAC regulation (which was
designed a decade ago under a vastly different market environment)
was an intervention to the market, and the TA has always been open
to considering whether and when regulation as an inferior surrogate
to market force should be withdrawn.

In paragraph 133 of theMC Statementthe TA considered that
consumer interest would be promoted by a competitive environment
in which service-based operators were able to conclude
interconnection agreements with the facility-based operators and
enter the market with the minimum of uncertainty and delay. The
success or failure of service-based operators should be decided by
the market on the basis of the prices and quality of their serarzes
their efficiency instead of whether they would be able to conclude
interconnection agreements with the facility-based operators. The
TA maintains the same view today.

With the FMIC guidance withdrawn on 27 April 2009, almost all
MNOs have converted their Mobile Carrier Licences (“MCLsitpi
UCLs, and there is no regulatory barrier for the MNOs to coenpet
with the FNOs in the LAC market by seeking direct or indirect
connection with the ETS operators or providing hosting service in
competition with the FNOs. As a result, the competitiveraed
exerted by the MNOs on the FNOs in the setting of LAC for th® E
operators should have become more effective. This may be one
supporting reason for scaling back regulation and allowing market
force to take over in the settlement of ETS interconnection charges.

However, as given in paragraph 19(b) above, the deregulation of the
FMIC on 27 April 2009 has taken an unexpected course of event that
has unsettled the ETS operators and raised their concerns. Against
this background, it is debatable whether the industry is ready for a

market-oriented approach.

However, the TA will keep in view the situation.
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OPTIONS FOR THE DEVELOPMENT OF LAC REGIME

Four Possible Options

20. In the light of the technological, market and regulatory developments
in the telecommunications market over the past decade and the waljldmne
existing LAC regime identified in the preceding paragraphs, the TAdmnsst
timely to conduct a full review on the LAC regime. Based on danation

of the initial views provided by the industry after the deregutatif FMIC in

April 2009 and having reviewed the latest market situation, the $Adrahe
purpose of this consultation paper identified the following four possible options
for the future LAC regime:

Option 1: Maintairstatus quo
Option 2: Maintain the obligation to pay LAC and align regulation on
FNOs and MNOs

e Option 3: Maintain the obligation to pay LAC and deregulate the level
of LAC

e Option 4: Deregulate the LAC regime

21. These options are discussed in details in the following paragraphs 23
to 77. The options reflect varying degree of regulation on the twongiores

in respect of the obligation to pay and the level of LAC. An ilaigin of the
options in respect of the two dimensions is given in Figure 3.

22. While the TA has given his preliminary views on the four options
identified in this consultation paper, he is open to any one of thelemspor
indeed other options that may be proposed by the industry, that should be
pursued for the future LAC regime.
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Figure 3: Possible options for the way forward of LAC regulatory regime

Increasing regulation
on level of LAC

1 20
Regulate the LAC levels
of MNOs and FNOs

< n
Decreasing ]S N Tncreasing
obligation obligation
to pay LAC tatus Quo to pay LAC

40 30

Fully deregulated Decreas‘u"\g regulation Deregulate level of
on level of LAC LAC
Option 1: Maintain Satus Quo
23. The first option is to maintain thgtatus quo In other words, the

obligation to pay LAC and the level of LAC which should be paidiz@esame
as the existing arrangement described in paragraphs 12 to 16.

24. One argument for the maintenancestdtus quas that the existing
LAC regime has been in place for over 10 years and therengethto make
abrupt changes to the present regime unless it is clearlytamside. As
explained in paragraph 11, the TA decided in April 2007 that it would be
prudent to observe the impact of deregulation of FMIC on LAC before
deciding on the way forward of LAC. As the FMIC deregulation hayg onl
taken place in April 2009, it may be necessary to observe the iexaatt on

the concerned markets (including the retail ETS, the wholesale ETS
interconnection and hosting business) for a longer period of time in arder t
ascertain whether the market really does work.
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25. Nevertheless, maintaining tlseatus quaneans that the problems and
issues in the existing LAC regime identified in paragraphs 181&8ndbove
would remain unaddressed. The TA is doubtful whether this option vibeuld
sustainable in the long run.

Potential Impact

26. If the status quois maintained, the problems associated with the
existing regime will be left unresolved. The only up side that can be
identified is that the USC scheme will continue to benefit fréme
over-compensation coming from the current LAC regime (paragrapth) 19(
refers). There will also be no immediate impact on the existmagket
players in terms of LAC revenue and expenditure.

Possible Implementation

27. The TA is of the preliminary view that Option 1 is not the optimal
option unless it is proven that any change to the existing LAC regilhleave
significantly negative consequences and is demonstrably worse than
maintaining thestatus quo If this option is adopted, no immediate action
needs to be taken. However, the TA would need to monitor the market
environment and take necessary regulatory action as soon assthefigcient
evidence that requires him to act.

Question 1: Do you think that there are justifications to mainthe éxisting
LAC regime including the obligation to pay, the level of LAC and the
asymmetric regulation on FNOs and MNOs (Option 1)? If so, please st
your justifications.

Option 2: Maintain the Obligation to Pay LAC and Align the Requlation
on FNOs and MNOs

28. This option is to maintain LAC regulation for the fixed networks
while similar regulation will be symmetrically applied teetmobile networks.
The ETS operators will be required to pay LAC to both FNOs and $M&O
such level(s) as determined by the TA. Under this option, theillAnake a
fresh determination(s) of the LAC for both FNOs and MNOs taking int
account the reasonable relevant current costs. The level of Lés@rieed
by the TA will be averaged out on a macro basis for the wholethydastead

of for individual local network operator. Table 3 summarises tloggsed
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regulatory arrangement for Option 2.

Table 3: Proposed Regulatory Arrangement for Option 2

Originating/Terminating | To PCCW To Other FNOs | To MNOs

Party

Obligation for ETS Regulated Regulated Regulated

operators to pay LAC

Level of LAC paid Regulated Regulated Regulated

29. The merits for alignment of regulation on both FNOs and MNOs in
Option 2 are:

(@) It will create a symmetric regime for both FNOs and®4N\and a
regime that is conducive to the FMC environment;

(b) In making new determination(s) on the level of LAC applicable to
fixed networks and mobile networks, the TA may take into account
the reasonable relevant current costs applicable to the maserffi
network and set a unified charge that is applicable to all FNOs and
another charge for MNOs. Whether the charges for the FNOs and
the MNOs should be unified will be further discussed in paragraphs
38 to 40 below;

(c) The TA may take the opportunity to clarify the regulatory
requirements for ETS traffic delivered over the IP networks; and

(d) Since both the obligation of paying LAC (who to pay and whom to
be paid) and the level of LAC payable are set in unambiguous terms
by the TA, the scheme is simple, transparent and predictablee Som
industry players, in particular the small and medium enterpmsag
prefer this option to the other options as this would provide them
with business certainty and help reduce the transaction costs that
may otherwise arise in the ensuing commercial negotiations.

30. On the other hand, Option 2 has the following demerits:

(a) Payment of LAC for the MNOs will now fall under regulation. §hi
means more regulatory intervention;

(b) The problem of illegal bypass will remafnand

2 If the level of LAC remains to be higher than Ibicaerconnection charge
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(c) Setting the costing methodology and the level of LAC by the
regulator may preclude more innovative and timely bilateral
commercial solutions between operators, such as alternative
interconnection arrangement based on say a capacity-dependent
approach that may respond to the fast-developing market quickly.
The regulatory process can be time-consuming and not sufficiently
responsive to the rapid development of the market and new
technology, such as NGN.

31. If this option is pursued, the following issues in relation to how the
LAC for the fixed and mobile networks should be set by the TA nedukt

considered:

(a) Direction of the ETS calls under regulation — Whether regulation on
originating and terminating ETS calls should be different?

(b) Charging level for the FNOs and MNOs — Whether the level of LAC
for the FNOs and MNOs should be aligned or different?

(c) Settlement mechanism — Who will pay, who will collect and mvho
will be paid?

(d) LAC for VoIP calls — Whether LAC should be applied to VoIP calls?
(e) Costing methodology — What charging principles should be adopted?

Whether Reqgulation on Originating and Terminating ETS Calls Should be
Different?

32. At present, the ETS operators are obliged to pay LAC for e E
traffic both originating from and terminating at the local FNOS$here are
arguments that LAC should only be applied to an external calirtated in
Hong Kong, whereas an external call originating from Hong Kong to other
external locations should not be subject to LAC. The rationale behiid s
arguments is that other administrations have adopted such pratteesfore,

for Option 2, the first major issue that needs to be addresseteither the
regulation should be different for originating and terminating ETS calls.

33. Nevertheless, a closer look at the regulatory regimes of sdmee ot
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economies (such as the UK, Australia and Singapore) reveals hbat t
international telecommunications services providers in these ecesm@iso
have to pay call originating charges to the network operators fonatienal

calls made by end-customers directly connected to the concesteark
operators. In other words, the equivalent of originating and terminafid@y L
also applies in these economies thus providing compensation to the
facility-based network operators for delivering the ETS traffic.

34. In Hong Kong, the traffic sensitive costs of call origination from th
fixed line users to other fixed line users are recovered by therftimn fee of
the call originating party. The costs of call origination by tlkediline users to
telecommunications service providers such as ETS and other vadiesl a
service (“VAS”) providers have so far been recovered by thgnating FNOs
from the service providers (either directly or through a tr&fis{D) in terms of
interconnection charge, i.e. the LAC and VAS interconnection charge
respectively. Unless the regulation is fundamentally changedtisatctraffic
sensitive costs for originating calls to ETS and VAS providers shmtdeated
no differently from originating calls to the normal fixed line usérsyould
create a regulatory lacuna if the TA removes the regulatiooriginating LAC
alone.

35. Another similar suggestion from some industry players is that th
terminating LAC should be set at a level higher than that obtlgnating
LAC. The rationale for this suggestion is that Hong Kong haerautgoing
traffic to other countries, and when our LAC is cost-based but theniting
charges of other economies are not, domestic operators and consumensl may e
up subsidising the overseas economies with a “net settlemenit”defAs
such, it appears justifiable to set and maintain a high levelrainating LAC
which is comparable to the terminating charges levied byoiteegh operators.

If the level of terminating LAC is thus set higher than thetagscost-based
level, and assuming that the overall LAC compensation to the fatalork
operators remains unchanged, there will be room for a lower level of
originating LAC which is paid by the domestic ETS operators antrn by

the local consumers. In fact, some industry parties takevige that
terminating LAC will be translated into termination charges Wwhidgll be
settled by the foreign operators and thus a higher level willffextdahe local

% |n accordance with the last review of the VAS iotanection charge set out in the Statement on
“Charges for Interconnection between Public Mokiadiotelephone Services (PMRS), Personal
Communications Services (PCS) and Value Added &=s\(VAS) and the Public Switched Telephone
Network (PSTN) operated by PCCW-HKT Telephone Léditissued by the TA on 12 November
2004, the TA has asked PCCW, the incumbent FN@aimtain the interconnection charge for VAS at
a level of 2 cents per minute and this level hanbmaintained by PCCW since then.

-24 -



operators and consumers. It is argued that a higher terminati@gab4 lower
originating LAC would not only cause no harm to Hong Kong, but it would in
fact enhance the bargaining power of local operators in their comaine
negotiations with foreign carriers on the international settlement.

36. The TA views the above arguments with caution. Even if
originating LAC should be removed or its level is set lower thaat of
terminating LAC, one potential problem is that the sizeable diftereof
interconnection charges between the originating and terminating &ESrmay
invite arbitrage activities and the terminating LAC will bgolassed either in
legitimate or illegitimate fordf. In the end, the local network operators may
suffer financial loss as a result of these arbitrage aesvis compared with
the existing relatively balanced level of originating and terminating LAC.

37. In response to the concerns about unbalanced international settlement
because of our lower terminating LAC when compared with theiriating
charges levied by other countries, the TA gave his view in paragraphtbé

2004 LAC Statement The TA considered that the balance of payment in the
operation of ETS should not be viewed in isolation. The ETS is just one
service among many goods and services imported and exported by Biogg K
Such external trade as well as other payments under the capuitdinancial
account (e.g. incoming and outgoing investments) in aggregate constitutes
Hong Kong's overall balance of payment. Hong Kong has over the past years
been making net outpayment in the ETS, and that apparently haausetdc
particular concerns (outpayment to a foreign country is for the pwdiabe
terminating service supplied by the country which is simianature to the
import of other foreign goods or services), as Hong Kong would be earning
inpayments through other trades and foreign investments. As mentioned in
paragraph 19(f), the TA will continue to monitor the issue of networ
externalities premiums and will take the appropriate action if the messs.a

2 Bypassing the terminating LAC in a “legitimate”rfio refers to a scenario that operators may
change terminating calls to originating calls byl-back services, so that the amount of terminating
LAC levied on ETS operators will decrease subsadlgti On the other hand, “illegitimate bypass”
can also occur when operators disguise externalitating calls as local terminating calls so as to
evade the LAC. Under the existing regime, theefait a breach of licence conditions of relevant
licences but the detection of such activities fEatlilt.
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Whether the Level of LAC for FNOs and MNOs should be Aligned or
Different?

38. The second major issue to be considered under Option 2 is whether
the level of LAC should be set differently for fixed and molniétworks, or
whether a single level of LAC should apply to all local networlespective of
whether they are fixed or mobile.

39. If LAC should be a cost-based interconnection charge, the level of
LAC should be set in accordance with the relevant costs of &redmobile
networks. For the sake of fairness and equity, it is reasonabléhéhaame
costing methodology for LAC should be applied to the fixed and mobile
networks. If the relevant costs for conveyance of the ETS traf@icsimilar

for the fixed and mobile networks, then a similar level of LAC for the fixed and
mobile networks may be justified.

40. In fact, as the technology for providing fixed and mobile services
starts to converge under the NGN environment, one may expect theiftive
sensitive costs for the provision of fixed and mobile services (thosts
related to switching and transmission), apart from the locap lor the
equivalent of radio link, should be similar on a forward-looking BasisA
unified LAC for both FNOs and MNOs may be conducive to the development
of the FMC environment, easy for the industry to follow and reducedbee

for arbitrage between the LAC for fixed networks (“fixed LAC”)dabAC for
mobile networks (“mobile LAC”) than if otherwise they are aeta different
level.

Settlement Mechanism — Who will pay, who will collect and whom will be
paid?

41. At present, a hosting FNO is responsible for payment of LAC({tjans

to another FNO for all ETS traffic flowing between the hostilNOFand the
other FNO, while an ETS operator should separately pay LAC(tyassd
transit charge to its hosting FNO. Such an arrangement matkiesnsat of

LAC possible because the ETS operator and the originating/temngrfalO

have no direct physical interconnection and no commercial relatmnshile

both parties have separate interconnection and commercial melapowith

the hosting FNO of the ETS operator. The hosting FNO thus buys the ETS

% Similar view was given by the UK regulator Ofcomiis recent consultation paper on “Wholesale
Mobile Voice Call Termination” of 20 May 2009 (sparagraph 6.141.2 of that consultation paper).
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interconnection service from another FNO and under the existing regiae
wholesale price which follows the benchmark of LAC(transit) mheiteed by

the TA. The hosting FNO then resells the interconnectioncgetei an ETS
operator it hosts, and the hosting service could be priced on a buradisd
including line rental charge of interconnection links, deposit, LAC(ihans
(paid to the originating/terminating FNO) and transit chargeete\by the
hosting FNO (which is unregulated). This settlement mechanism has
basically worked reasonably well over the years for the fx&@. While the

TA does not see any overriding considerations why this should not be
maintained if Option 2 is adopted (for fixed LAC and / or mobile LA is
open-minded on this.

Whether LAC Should be Applied to VolP Calls?

42. During the past consultation exercises, some respondents took the
view that the purpose of introducing LAC was to compensate the costs for local
FNOs to convey the ETS traffic. Therefore, they consideradsiified that

on technology-neutral ground all types of the ETS traffic, no midteased or
circuit-switched-based, should be subject to LAC. While he waptisal
about the practicability of metering IP traffic to differetgidetween the local

and external calls (please see paragraph 9 above), the TA did not hold a
conclusive view on whether it was appropriate to apply the La@nre
developed for circuit-switched networks to IP networks. ThereforheifTA
decides to adopt Option 2 and make a fresh determination of the heAill
consider clarifying the scope of the ETS subject to LAC speet of VoIP
traffic taking into account the feedback to this consultation and whttber

exist practical and cost-effective technical solutions in idgntf external
traffic conveyed on IP networks.

What Charging Principles Should be Adogted

43. In making a determination of interconnection charges, the TA is
required under section 36A(3B) the Ordinance to adopt a fair eambmable
costing method. If Option 2 is adopted, the TA proposes to align the
regulation for fixed and mobile networks by applying the same costing
methodology to both fixed and mobile networks. An updated costing
methodology will be used to take into account the relevant costs tmaler
latest market and technology environment.
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The Cost of the Local Loop

44, Paragraph 19(c) above gives the historical background and rationale
for including the cost of local loop in the existing LAC methodology the
2004 LAC Statemefft the TA considered that the original rationale for
including the cost of local loop in the cost methodology of LAC m@$onger
valid. The tariff re-balancing exercise was completed in Janu@0d¥.2 With

the subsequent implementation of eéheposttariff regulation for the incumbent
FNO since January 2005, all FNOs are free to set theil priaes, which
means that no restriction is imposed on FNOs for them to redoeiercosts of
provision of telephone services direct from their customers. héyran FNO
can be a net payer or receiver of LAC depending on the volume ofr&ffi§
originated and terminated at the FNO’s network and the volume fiC tra
delivered by the FNO to end customers of other FNOs and MN®@#ether

the FNOs decide to roll out their network facilities primarily depends on gactor
such as demand and competition for various services provided by the FN
and macro-economic environment. The TA considered that the LACdshoul
no longer be a significant investment incentive for rollout of localdfixe
networks and the cost of local loop should be excluded from the calouddt
LAC.

45, The above considerations are even more valid today. Compared with
the late 1990’s, new entrants in the local fixed service market hzade
considerable progress in their network rollout. According to thetlates
statistics, over 85% of households in Hong Kong have a choice ofsablea
alternative customer access network (“CAN”), in addition tot tbia the
incumbent. The incentive for network rollout does not come from ,LAG
rather from customer demand for advanced high-capacity comrniongand
competition for market share among operators. The Governmerelacti
promotes facility-based competition policy, as is evidencedsbglecision in
July 2004 to phase out mandatory Type Il interconnection compleyelyly
2008. The question which the TA really needs to ask is wheth&dildoop
element in the LAC model has already become obsolescent iadbeof the
highly competitive market and the advent of new technologies and services.

46. In the existing costing methodology of LAC, the local loop element is
a traffic insensitive cost. The calculation of the localp cost is based on
copper cables which were until the last decade the predominant tgynol

% The 2004 LAC Statemenwas quashed by the Court on the ground that thecdiot make a
determination solely for PCCW because of its presidigdiominance.
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employed for the CAN used for providing fixed services. In recensyéze
incumbent and other FNOs have increasingly deployed optical fibrekdir

new or upgraded self-built CANs. Costing based on copper-based technology is
therefore no longer suitable. Even if it is the Government paigntourage

the FNOs to continue to roll out advanced broadband networks by retaining a
local loop element as a traffic insensitive cost in the LACutation, that
element has to be based on the modern fibre-based technology.

47. If it is considered that there should be no subsidisation between the
external market and local market, it would be appropriatertmve the local

loop element from the LAC model. However, if the technology empldge
implementation of the CAN is such that some dedicated resourties CAN

is used for delivering the ETS traffic, a traffic sensitivet gepresenting the
consumption of these resources should be counted in the calculation of LAC.

Industry Costs in lieu of Incumbent’s Costs

48. If the determined LAC is to be applied on an industry level as
proposed, the costs of the incumbent FNO are no longer appropriagcas/ a
for the costs of fixed network in delivering ETS. In accordandd wie
principle set out in the TA Statement entitleldit€rconnection and Related
Competition Issues Statement No. 7 (Third Revision) ‘Carrier-toiar
Charging Principles’ (for Fixed Carrier Interconnectiofi§) issued on 3 April
2009 (2009 Statement No)7 the TA will calculate the industry average costs
based on the costs of all network operators and make referenice toost
efficient network operator in order to encourage efficiency of oedw
provisioning.

Proposed Charging principles

49, The TA will specify the detailed costing methodology when hkesa

a section 36A determination in accordance with the established precedur
Based on the existing charging principles adopted for the existing Léd&lm

and the more recent charging principles that he has adopted when making
determinations for other interconnection charges, and for the purpose of
stimulating discussion and inviting comments in this consultatiorceegithe

TA may consider to deploy the following charging principles whembkes a

fresh determination of LAC if it is ultimately decided thaation 2 should be
adopted:

27 http://www.ofta.gov.hk/en/tas/interconnect/ta20898stat. pdf.
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(@)

(b)

()

(d)

()

(f)

The long run average incremental cost (“LRAIC”) model as adopted
for the existing costing methodology for LAC should continue to be
used,;

Current or replacement cost will be used as the costing stahdard
the TA will consider applying a cap based on the historical cost
standard on all or part of the cost components in the LRAIC,
particularly those cost components related to land and buifdings

The cost of the most efficient network operator should be made
reference to wherever appropriate in order to encourage operators t
become more efficient in providing interconnection services;

The costs of LAC to be recovered by local network operators ghoul
primarily be based on traffic sensitive costs only, such atlswg

and transmission cost, cost of number portability and any traffic
sensitive element in the CAN;

Other non-traffic insensitive costs, such as administrative sostild
be included only if they are demonstrated to be attributable to
interconnection; and

A cost of capital will be applied to compensate the risk of busines
investment. The cost of capital should be based on industry average
for the FNOs and MNOs.

Potential Impact

50.

If Option 2 is adopted, there will be impact on the existing LAC

revenue and expenditure of various operators. Depending on the new level of
LAC set by the TA, the FNOs may receive less LAC revéhuile the
MNOs may receive new or additional revenue from LAC. The &&ators

may pay less LAC to the FNOs but they will have to pay LtAGhe MNOs.

The net effect on individual ETS operators depends on the distributiteiof

ETS traffic to and from FNOs and MNOs.

% As explained in 2009 Statement No. 7, this isatahce considerations of economic efficiency and
fair compensation when determining the interconinaatharges.

29 Assuming cost of local loop is to be removed fritvia LAC. In addition, according to the review

carried out in 2003 / 2004, cost level of switchiagd transmission cost, number portability and
administration cost had reduced since the revie®0@1. Assuming the situation still holds now, a
revision of cost of local FNOs will probably resinta lower LAC.
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51. Under Option 2, some ETS operators may bear a higher cost while
for the others, the cost for provision of ETS may be lower. Theg be
some impact on the retail prices of ETS, but this is congtaby the vibrant
competition in the ETS market and the presence of various ditersalutions
for communications between Hong Kong and other economies. As such, the
potential impact on end users of ETS as a whole should not be significant.

52. Another potential impact if this option (or indeed any option other
than Option 1) is chosen is the need to adjust the level of USCexpained

in paragraph 19(d), under the current LAC regime, over-compensation®f LA
was used to reduce the USC. If any option other than Optionhbseie, the
“over-compensation” scheme has to be discontinued. This meanghéhat
USC would no longer be reduced by this over-compensation and as dhesult
net USC will rise. Since 2005, the net USC has been maintaizedoalevel
because of this arrangement. Assuming that the gross USCnseataihe
same level as for 1 July 2007 to 30 June 2008 and the LAC over-catipens
scheme is withdrawn, licensees holding telephone numbers allogatieel BA

will be subject to an annual USC at around $1 per nuthherer the new
USC funding arrangement, which has started implementation from 1 May
20009.

Possible Implementation

53. The TA is open to whether Option 2 should be pursued for
development of the LAC regime. If Option 2 should be adopted, he would
like to receive input from the industry regarding the above major Sssue
identified with this option. Subject to the feedback received ftbia
consultation, the scope of this new determination may cover:

(a) the level of LAC for originating ETS calls or terminating ET 8scar
both;

(b) one set of LAC for delivery of the ETS calls over fixed and mobile
networks or two separate sets of LAC for fixed and mobile networks
and

(c) the parties required to pay and settle the LAC and the partidsant
to receive the LAC.

*During 1 July 2007 to 30 June 2008, gross USC lexas HK$33.5 million. As at 3 November
2009, the number of allocated telephone numbers3@a&smillion.
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54. Considering the impact on various stakeholders if this option is to be
adopted, the TA proposes that a transition period should be introduced in order
to allow sufficient time for operators to adjust their business folaadaptation

to the regulatory change. If the determination mentioned above should be
made, the new LAC level may take effect at the end of theiticanperiod
during which:

(a) the existing level of LAC for fixed networks will be adjusted by
phases towards the new level of LAC, i.e. a glide path approach will
be adopted for the adjustment; and

(b) the regulated level of LAC for mobile networks will also be
implemented by a similar glide path arrangement. In other words,
the regulated mobile LAC may take effect by phases towaedfutl
determined value at the end of the transition period.

55. The actual length of the transition period, if adopted, will be get b
the TA in consideration of the actual and potential impact on teeatip's, the
length of transition periods proposed or set by the TA for simdgulatory
change before, the ability of operators to adapt to the change, or ddvante
factors. The TA tentatively proposes that the length of transitioadpeould

be two yearsand he would like to invite views of the industry on this if he
should decide to make the determination as mentioned in paragraph 53.

Question 2: What are your views on extending the existing LACategufor
fixed networks to mobile networks (Option 2)?

Question 3: Do you think that the regulation of LAC on originating and
terminating calls could be different? Is it reasonable and practical to regulate

only terminating LAC?

Question 4: Do you support a unified LAC or two separate leMelsAC for
fixed and mobile networks? What are the justifications?

Question 5: What type of VoIP calls should be subject to LAC? Please
elaborate the detailed arrangement for metering if necessary.

Question 6: What charging principles should be adopted for setting of LAC if a
fresh determination should be made by the TA under Option 27?
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Question 7: What should be the transitional arrangement for implemeamaiti
Option 2? If a transition period should be set, what should be the length of
the period?

Option 3: Maintain the Obligation to Pay LAC and Derequlate he Level
of LAC

56. This option is similar to Option 2 in that both FNOs and MN@Is
have an equal right to collect LAC for the ETS traffic, but thesl of charges

will be subject to commercial agreements rather than reguldéyothe TA.

To facilitate commercial negotiations among operators, the TAisgile a set

of charging principles as regulatory guidance for the payment direatidn a
setting of cost-based LAC by the FNOs and MNOs. The regulatory
arrangement as summarised in Table 4 below will be symmibtraggplied to

the FNOs and the MNOs. Under this option which is a kind of
semi-deregulation, the fixed LAC will be less regulated butntiobdile LAC,
which has never been regulated, will be more regulated.

Table 4: Regulatory Framework of Option 3

Originating/Terminating | To PCCW To Other FNOs | To MNOs
Party
Obligation for ETS Regulated Regulated Regulated
operators to pay LAC
Level of LAC paid Commercial Commercial Commercial
Agreement Agreement Agreement
57. Since the deregulation of the FMIC on 27 April 2009, the regulatory

asymmetry* which has hitherto prevented the MNOs from competing with the
FNOs for direct interconnection with the ETS operators has beeavesl.
Moreover, as explained in paragraph 6 above, with the implementation of the
UCL regime, the MNOs may also compete with the FNOs asngposperators
(provided that their licences are suitably amer@efbr the ETS operators.
Under Option 3, if the level of LAC for fixed networks increasdi®r the
semi-deregulation and as a result the retail price of ETS provided ovexeithe
networks rises, end customers will have the incentive and theecto switch

to other substitutes, including the ETS provided over the mobile networks.

58. The market may better address some of the problems inheret in th

31 please refer to footnote no. 13.

32 Currently, nearly all MNOs have converted their Mo UCLs. Subject to the approval by the
TA for the authorization to provide transit servimefixed services in general, they will be perettto
be hosting operators for ETS (and thus providingle$ale interconnection service).
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existing LAC regime, such as the illegal bypass activitiebthel LAC level is

left to the market force, the industry may come up with innegatettlement
and charging mechanisms that incur less implementation cost andppetéet

the legitimate interests of individual market players. For @@nthe hosting
operator and the ETS operator may agree to adopt a “capacity-base
interconnection charging mechanism with the originating/terminating local
network operator whereby the charges will be based for a pre-diefmeunt

of network resources for delivery of traffic for that ETS operatespective of

the actual volume of ETS traffic being delivered.

59. The market can also be more responsive to the rapid development of
technology. Like other existing interconnection charges, the curre@ LA
methodology has been designed in the context of legacy circuit-sditche
network where each telephone call incurs dedicated network resoungds w
can be clearly identified and accounted for. However, with bothixbad &nd
mobile networks steadily migrating to IP-based NGN platformshén near
future, voice and non-voice traffic will become mixed in the IP packean.

The difficulty of identifying external traffic carried over fackets as pointed

out in theVolP and SBO Statementdemonstrates that the suitability of the
existing LAC regime in an IP-based communication world has teribeally
examined. In the process of migration to the NGN, maintaining tecye
regulation may no longer be appropriate and conducive to technology and
market developments. With Option 3, the TA will lay down a mininaginof
guiding principles which are technology neutral and flexible enoughhfor t
market players to negotiate the suitable mode of interconnection and
compensation based on their choice of technology and commercial
arrangements.

60. The semi-deregulation approach under Option 3 appears to have the
following merits:

(@) It will create a symmetric regime for both FNOs and MNOs and such
regime will be conducive under the FMC environment;

(b) A set of charging principles set by the TA will give the neagssa
regulatory guidance on reasonable relevant costs attributable to
interconnection which can be applied for all FNOs and MNOs;

(c) It is consistent with the market-driven policy and gives more
flexibility for operators to negotiate the LAC level based on mutual
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commercial interests and at such pricing level and structurehwhi
more appropriately reflect the cost and business interests of
individual operator;

(d) The market may come up with innovative solutions that may better
address the problems associated with the existing regime, such as
illegal bypass activities; and

(e) The market solution may be more responsive to changes in
technology and market environment.

61. On the other hand, deregulation will inevitably bring less certainty
than regulation, at least in the short term. Given the large nuafeTS
operators in the market, the negotiations among the ETS operators and the local
FNOs and MNOs on the new level(s) of LAC may incur substanéiasaction

costs and the negotiation processes may also be time-consuming.

62. If the semi-deregulation is to be pursued, the TA considers that ther
may be a number of sub-options to facilitate the commercial rtigotiand
settlement of LAC among the interconnecting parties, namely:

(@) Option 3A— The ETS operators and the originating/terminating
network operators negotiate the level of the LAC. The ETS
operators pay the LAC directly to the originating/terminating network
operators.

(b) Option 3B— The hosting operators and the originating/terminating
network operators negotiate the level of the LAC. The ETS
operators pay the LAC directly to the originating/terminating network
operators.

(c) Option 3C- The hosting operators and the originating/terminating
network operators negotiate the level of the LAC on a wholesale. basi
The hosting operators pay the LAC directly to the
originating/terminating network operators on a wholesale basis, and
in turn recover the LAC from the ETS operators by separate
commercial arrangement.

The arrangement and pros and cons of these three sub-options argediscus
more detail in Appendix A.
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Potential Impact

63. One prime concern for the deregulation under this option is the
possibility of a rise in the level of LAC, resulting in increasedts to the ETS
operators which may then pass on the increased costs to end castomer
However, the TA expects that there should be effective compatsiaint on

the level of LAC payable by the ETS operators as long as thesefficient
competition in the downstream market (i.e. retail ETS) anthénupstream
market (i.e. hosting and interconnection services) respectively.

64. The retail ETS market is highly competitive with a large nundfe
facility-based and service-based operators. Furthermore, tleeo®mpeting
substitutes to the traditional ETS (such as IP telephony s¢mwibich allow
customers to communicate with persons outside Hong Kong without having
rely on the PSTN. The existence of vibrant competition in thekehahould
provide adequate safeguards to end customers.

65. Like other existing interconnection charges which are unregulated
and set by the market (such as the FMIC and SBO interconnehtogeg, any
interconnecting party may request the TA to make a determmati the terms

and conditions of interconnection under section 36A of the Ordinance. This
provides a last-resort regulatory remedy if the interconnectingegpdail to
reach commercial agreements on the LAC level.

66. As the obligation for ETS operators to pay LAC to the FNOkhei
aligned with that of the MNOs, the problems of asymmetric réigalavill be
removed. Any potential problem associated with arbitraging the miohile
and the fixed LAC will also be absent. As the level of LACoibé set by the
market, the asymmetric regulation of charge on incumbent FNQCaisdl be
solved. Besides, while the TA will issue regulatory guidancen¢agiown a
set of charging principles, the ultimate charges are to be agrewekbemnarket
players on commercial basis taking into account the latest msitkations.
This arrangement should be more responsive to market changes than a
regulated solution. The impact of Option 3 on the level of USCnidasi to
Option 2.

Possible Implementation

67. If Option 3 should be adopted, the TA would give regulatory
guidance to facilitate commercial negotiation and settlement of LAC among the
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interconnecting parties, including:

(@) A set of charging principles for LAC in respect of the ET&ffic
passing between two interconnecting parties. The charging
principles would be similar to those proposed under Option 2 in
paragraph 49 which would be applied by the TA if he should make a
determination on the level of LAC; and

(b) The settlement model, i.e. who pays LAC and to which party. The
settlement model could be based on one of the sub-options identified
in paragraph 62.

68. Similar to Option 2, the TA proposes that a transition period should
be introduced in order to allow sufficient time for both FNOs and MN®
negotiate a new commercial arrangement of LAC applicable to HES
traffic and adjust their business plans for adaptation to the tegulehange.
Similar to Option 2, the transition period is tentatively proposed to bedeais y
The transitional arrangement is proposed as follows:

(@) the 1998 LAC Determinationvill be amended by inserting a sunset
clause so that it will cease to be effective at the entieotransition
period. During the transition period, the existing regulatory regime
will be maintained but operators may agree commercially hen t
interconnection arrangements applicable during this period; and

(b) at the end of the transition period, the new regulatory guidance will
take effect and any regulation on the level of LAC will be removed.

69. The TA wishes to stress that while the concerned operatorbavid

to negotiate commercially the level of LAC if this optionadopted, such
negotiations should not jeopardize the normal flow of ETS traffioss
networks or the existing any-to-any (“A2A”) connectivity requiremehich
allows customers to access the ETS of their choice. The/diAd exercise
his powers under the Ordinance to ensure compliance with the Ordisadhce
secure interconnection under the relevant licence conditions, includéeng t
enforcement of A2A connectivity between the concerned networks andfETS
a failure to interconnect, due to the absence of commercialnagné® would
raise public interest concern.

Question 8: What are your views on deregulating the level of LACxed f
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networks and issuing a set of regulatory guidance applicable to bothdn
mobile networks (Option 3)? Do you think there is sufficient etark
competition to restrain the level of LAC imposed by the FNOsMN®s
respectively?

Question 9: Which one of the above sub-options of Option 3 do you consider as
the most practical one for operators to conduct commercial negotiation and
settlement of LAC? Is there any other practical arrangement to do so?

Question 10: What should be the transitional arrangement for implementation
of Option 3? If a transition period should be set, what should be théhlehgt

the period?

Option 4: Derequlate the LAC Regime

70. Option 4 goes one step further than Option 3. This represents a full
deregulation of the LAC regime, i.e. whether interconnecting patres
required to pay LAC for the ETS traffic, which parties to pay the level of
charges are left entirely to the market to sort out. The TIAi®8ue no
regulatory guidance for the ETS related interconnection charge. The
regulatory arrangement for Option 4 is summarised in Table 8.

Table 8: Regulatory Framework of Option 4

Originating / Terminating | To PCCW To Other FNOs | To MNOs

Party

Obligation for ETS Commercial Commercial Commercial

operators to pay LAC Agreement Agreement Agreement

Level of LAC paid Commercial Commercial Commercial
Agreement Agreement Agreement

71. Full deregulation would be justified if the market is able tdeséhie

ETS related interconnection charge efficiently and expediently.s dpiion
allows any of the settlement arrangements described in Appencdx dther
innovative solutions, to be adopted among the interconnecting parties on a
voluntary basis. For example, given that the delivery of externkl ceér

the local networks consumes essentially the same network resoascthe
delivery of local calls and thus the costs incurred should be asjmil
interconnecting network operators may negotiate interconnection amantge

for both local and external calls on a bundled basis. The hosting @peaat

then resell the interconnection service direct to the ETS and other deagiee-
operators that it hosts. This solution may be a simpler and effarient one
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than a service-specific interconnection charge regime prescribezjblation.
With the migration of their service platforms to the NGN in tiear future,
voice telephony service will only be one kind of services catnethe NGN.
Voice-centric interconnection charging scheme may become obd8éested on
actual cost-benefit considerations, operators may give up thge-bsased
interconnection charging scheme (which requires costly billing andrimgt
equipment and complicated settlement procedures) in favour of a
capacity-based interconnection or perhaps a bill-and-keep type aremgem
The withdrawal of regulatory intervention may hasten the devedaprof a
more cost-effective market solution for interconnection changéhé NGN
environment.

72. Like Option 3, full deregulation may have the following merits:

(a) it will create a symmetric regime for both FNOs and MN@d such
regime will be conducive under the FMC environment;

(b) it is consistent with the market-driven policy and gives more
flexibility for operators to negotiate LAC based on mutual
commercial interests and at such pricing level and struethieh
more appropriately reflect the cost and business interests of
individual operator;

(c) since interconnection charge for the ETS calls is a matter o
commercial arrangement, there will be no issue for illegphby of
LAC; and

(d) a full market solution would give maximum flexibility for the
industry to settle interconnection charge issues in a timely mamner
response to changes in technology and market environment than if a
regulatory solution is prescribed.

73. However, the demerits of this option are also obvious:
(a) there will be a drastic change to the existing LAC regime anthit

create a high level of uncertainty for the interconnection arraegem
for the ETS; and

(b) though this approach gives extensive flexibility to market players o
deciding how the interconnection charge should be settled, in the
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absence of any regulatory guidance, it is also possible that the
negotiations required among the operators for the replacement
interconnection arrangement would be very time consuming and
costly given the large number of operators involved in the market
(including all FNOs, MNOs and ETS operators).

Potential Impact

74. Without any regulatory guidance or intervention, it may take g lon
time for the market players (including the FNOs, the MNOs andynial' S
operators) to agree on a commonly accepted model for settleitre ETS
related interconnection charge. Absent commercial agreemdngigen the
mandatory any-to-any connectivity requirement, the local networkatips
may not be able to recoup their costs of delivering the ET Sctiaifi this will
lessen commercial incentives to maintain a good quality oicgeby local
network operators for access to ETS. It is uncertain whttbdevel of LAC
will rise substantially from the present regulated level. theslocal network
operators are also providing the down-stream ETS to their own rketwor
customers in competition with non-affiliated service-based opstatioe TA
may have to be vigilant to prevent any margin squeezing behaviour.

75. If Option 4 is adopted, there will also be impact on the level o€ US
as elaborated in paragraph 52 above. As illegal bypass of regula@avill

no longer be an issue when the regulation is completely withdréven
concerned regulatory cost for this option is the lowest.

Possible Implementation

76. The TA is open to this option if there is sufficient support from th
industry and stakeholders and there are technological and market deselsp
that justify a complete withdrawal of regulation on the ETS tedla
interconnection charges. |If it is decided that this option shoulpubsued,
the TA will further consult the industry regarding the implemeotatand
transitional arrangements.

77. Same as for Option 3 (see paragraph 69), the TA wishes to siaess t
if Option 4 is adopted and commercial negotiations need to take plaoeebe
operators on the replacement arrangement for LAC, A2A connectivity for
access to ETS should be safeguarded and the TA would not hesiiate ls
powers under the Ordinance to ensure that this important regupatocyple
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would continue to be upheld in the light of public interest.

Question 11: Do you think that a full deregulation of the LAC reginpi¢® 4)
is a viable option?

Question 12: If Option 4 is adopted, what should be the implementation and
transitional arrangements?

WAY FORWARD

78. In taking the decision on the way forward, the TA will take into
consideration the views and comments received in this consuléatgvoise on

the various options. He will consider whether a particular optiolh
adequately address the problems identified with the existing LAGhegdie
consistent with the telecommunications policy objectives of the i@ment

and the regulatory principles propounded by the TA, and be able tondtbpe
the future technological and market developments. While the LA@ i
wholesale interconnection charge which are to be settled amomg th
interconnecting operators, the TA is also mindful of the possible inipat
any change in the regulatory regime may have on end custorhergfdre, in
evaluating a particular option for the future regime, he would safeguard
consumer interest and ensure that consumer welfare wibbphtienized. If
necessary, the TA will decide whether additional issues need farther
consulted with the industry before finalising any changes to trstirexiLAC
regime.

Question 13: What are other viable options for development of the LghGea®
What would be the appropriate implementation and transitional arrangements
for these options?

Question 14: What are other issues that need to be addressed inrrdfatio
LAC?

INVITATION FOR COMMENTS

79. The TA invites views and comments from the industry on the sssue

and questions raised in this consultation paper. All views and comment
should be made in writing and should reach OFTA, preferably itretec
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form, on or beforés March 201Q The TA reserves the right to publish all
views and comments as well as the identity of the source. diogly, any
part of a submission that is considered commercially confidestialild be
clearly marked. Submission should be addressed to:

Office of the Telecommunications Authority

29/F Wu Chung House

213 Queen’s Road East

Wanchai, Hong Kong

[Attention: Senior Telecommunications Engineer (R31)]
Fax: 2803 5112

E-mail: lacreview@ofta.gov.hk

Comments may also be sent by fax to 2803 5112 or by email to
lacreview@ofta.gov.hk.

Office of the Telecommunications Authority
31 December 2009
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Appendix A

Sub-Options for Option 3
Maintain the Obligation to Pay LAC and Deregulate the Level of LAC

Option 3A

Al This sub-option allows the ETS operators to negotiate and reach
commercial agreements with each of the FNOs and MNOs onvibleolieLAC

for the ETS traffic. The ETS operators will settle LACedtly with the
originating/terminating network operators. The hosting operator pteeysote

of providing transit service for routing of the ETS traffic betweanET'S
operator and an originating/terminating network operator. It may alsodgrovi
traffic metering service to facilitate settlement of LAG&ween the two parties,
but it is not involved in the collection or payment of LAC. Any rgea
imposed by the hosting operator on the originating/terminating network
operator and the ETS operator for the services provided by the hoganafor

is subject to the commercial agreement among the interconnectitigspa
The negotiation and payment of LAC under Option 3A are illustratedble Ta
Al and Figure Al.

Table Al: Payment of LAC and commercial negotiating partieeu®ption
3A

Who pay LAC? | The ETS Operators

Who negotiate? | The ETS Operators and the Originating/Terminafing
Network Operators

Who collect? The Originating/Terminating Network Operators
The Hosting Operator will collect LAC due to the ETS
traffic that originates from or terminates on its own
network
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Figure A1 — lllustration of negotiation and payment of LAC under Option 3A

Option 3A
Originating/ ~ie——
Terminating ~=————9> ETS IPLC
Operator A Operator
"
Hosting
Operator
<«—>»ETS traffic Originating/
<@ Commercial Negotiation Terminating
sy | AC Payment Direction Operator B
A.2 Allowing the ETS operators to have direct commercial relatipss

with each of the originating/terminating FNOs and MNOs may leasonable
arrangement since the concerned negotiations take place betwegartibe
who actually pay and receive LAC. Hosting operators will beas le
collection burden and commercial risk because they act purglsoasiers of
transit service to the originating/terminating network operatotstha ETS
operators, compared with their role as a collection agent undguréisent
arrangement (see paragraphs 6 to 7 and for details).

A.3 However, as the TA pointed out in tRMC Statementcommercial
negotiation direct between the ETS operators and local network operators
involves multiple bilateral negotiations and the transaction cost is high. n Give
the lack of choice for the ETS operators to route an ETStadiom the
network of an FNO or MNO in order to provide service to an entbmes
directly connected to that network, the ETS operators will have littggalrang
power against the FNO or MNO.

Option 3B

A4 With this sub-option, commercial negotiations on LAC will be iearr

out among the hosting operators and their interconnected network opevators f
the ETS traffic flowing between them, including the ETS traggmerated by

the hosted ETS operators and that generated by the hosting operators
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themselves. The agreed charge will be applicable to all ETi&tope hosted

by the same hosting operator and the ETS operators are respofwsibl
settlement of the LAC payable direct with the originating/teating FNOs

and MNOs. As in Option 3A, the hosting operators may subject to
commercial agreement charge the originating/terminating networkatope
and the ETS operators for the provision of transit and/or traffienmet
services. The negotiation and payment of LAC under Option 3B are
illustrated in Table A2 and Figure A2.

Table A2: Payment of LAC and commercial negotiating partieeu®ption
3B

Who pay LAC? | The ETS Operators

Who negotiate? | The Hosting Operators and the Originating/Terminating
Network Operators

Who collect? The Originating/Terminating Network Operators
The Hosting Operator will collect LAC due to the E[TS
traffic that originates from or terminates at its own
network

Figure A2 — lllustration of negotiation and payment of LAC under Option 3B

Option 3B
Originating/ ~————— - -
Terminating IPLC
<« T
Operator A Operator
\ m
Hosting
Operator
<+—>»ETS traffic Originating/
<@mmmlp- Commercial Negotiation Terminating
1 Payment Direction Operator B
A.5 Option 3B overcomes the problem of complex and costly multiple

bilateral commercial negotiations among the ETS operators and
originating/terminating network operators, which are inherent ino0O@BA as

the number of negotiations is limited to the number of interconnection
relationships among the facility-based network operators in Hong Kong.
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Furthermore, the hosting operators will negotiate on behalf of the ETS
operators which they host with the originating/terminating network agperat
on a carrier-to-carrier basis, and this would alleviate the prolaklack of
bargaining power of small ETS operators in commercial negotiatiithsthe
facility-based network operators. Same as for Option 3A, the hosting
operators will bear less burden and commercial risk wherpaced with the
present LAC regime, since they no longer need to be responsibkttfement

of the LAC on behalf of the ETS operators which they host with their
interconnecting network operators.

A.6 The main drawback of this sub-option is that as the hosting operators
are not responsible for settlement of the LAC themselves, tfagynot have

the necessary incentive to negotiate the best price on behalifecETS
operators. Unlike the Option 3A, the ETS operators have no role tdrplay
the negotiation and they have no choice but to take the pricedagetgeen

their hosting operator and the other FNOs and MNOs.

Option 3C

A7 This sub-option is similar to Option 3B in that commercial
negotiations on LAC will be carried out among the hosting operators aind the
interconnecting network operators for the ETS traffic flowing betwbem,
including the ETS traffic generated by the hosted ETS operatorshand t
generated by the hosting operators themselves. The salienenlieis that
the agreed charge will be paid by a hosting operator for alltEafi® flowing
between its network and another local network, while the hosting opésator
free to recover the LAC from its hosted ETS operator at whajaves or at
whatever terms and conditions that the two parties may cornaiheragree.

In other words, as far as the delivery of ETS traffic is carexirthe hosting
operator buys an interconnection service on a wholesale basis fiemlatal
network operators and resells it on a retail basis to ti# @perators. There
will then be two sets of negotiation, namely the hosting operatibr the
originating/terminating network operator and the hosting operator with e
operator. The negotiation and payment of LAC under Option 3B are
illustrated in Table A3 and Figure A3.
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Table A3: Payment of LAC and commercial negotiating partieeu®ption
3C

Who pay LAC? |- The ETS Operators (to the Hosting Operators)
- The Hosting Operators (to the Originating / Terminating
Network Operators)

Who negotiate? | - The Hosting Operators and the Originating/Terminating
Network Operators
- The ETS Operators and the Hosting Operators

Who collect? - The Hosting Operators (from the ETS Operators)
- The Originating / Terminating Network Operators (fr
the Hosting Operators)

=)

m

Figure A3 — lllustration of negotiation and payment of LAC under Option 3C
Option 3C

Originating/
Terminating ETS IPLC

OperatorA\/"Operatm ‘ ’

Hosting

Operator
3

N

<+—»ETS traffic L
<@ Commercial Negotiation Originating/
1n s Payment Direction Terminating

! Operator B

A.8 Option 3C is similar to the settlement model of the existingCLA
regime for fixed networks where indirect mode of interconnectionvisived
(see paragraph 41 for details). It differs from the existintlessnt in that
the wholesale price of LAC(transit) paid by the hosting opeiatsubject to
commercial negotiation between the two interconnecting network opgrat
instead of following a benchmark based on the rate determined G tfoe
the incumbent FNO. The retail price of LAC(transit) paid by HHES
operator to the hosting operator is no longer set by the TA dqu#te
wholesale LAC(transit) but may instead be negotiated between thieaghos
operator and the ETS operator.

A.9 Option 3C is akin to the mechanism which is adopted for settling
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interconnection charge for the SBOs in respect of IP telephofiictfa At
present, the hosting FNO of an SBO is responsible for commergatiaikon
and settlement of interconnection charge with another FNO, and recamivery
relevant charges by the hosting FNO from the SBO is subjeskparate
commercial arrangement between these two parties. Adopting CRsZiomill
therefore have the benefit of aligning the arrangements for theregdi@e and
the interconnection charging regime governing SBOs in respectteleithony
traffic.

A.10  Option 3C has the merits of Option 3B as mentioned in paragraph A.5.
Like Option 3A, it allows the parties paying the LAC (the hosting operator) and
receiving the LAC (the originating/terminating network operator) to naigot
direct. Given that the negotiation takes place on a carriert@icdasis,
there are both incentive and potential for achieving a lower intercimmec
charge than the existing determined rate. Given that the E¥® wauld

flow in either directions and there are other types of trdfietween the
interconnecting carriers, Option 3C may open the way for more inmevati
approach of settlement of the ETS related interconnection charde gsuay
settlement of imbalanced traffic only or on a bundled basis witter
interconnection charges).

A.11 In addition, as the hosting operator is free to set the refdl &t a
different level from the wholesale LAC, this may give them niteability for
pricing hosting service and therefore provide more incentive for network
operators to offer competitive hosting services. As long asg tkesufficient
competition in the hosting market, market force should be effectikeeping

the level of retail LAC paid by the ETS operators at a reasonable level.

% See paragraph 16 of the TA Statement @&ervices-Based Operator Licencat

http://www.ofta.gov.hk/en/tas/ftn/tas20060106.pdf.
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