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Abstract:  This paper presents a personal view of the current debate over the reform of the accounting rate system. Beginning with an explanation of how the accounting rate system works, the author shows how the pressure for reform is mounting, notably because of the increasingly competitive telecommunications marketplace. The paper discusses recent developments at the World Trade Organization (WTO), the US Federal Communication Commission (FCC), the Organization for Economic Co-operation and Development (OECD) and the International Telecommunication Union (ITU). The overall conclusion is that the best path to reform would be to unbundle accounting rates into three separate components and to allow each to be traded separately in a transparent, non-discriminatory and cost-oriented manner.
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��The accounting rate system has served the telecommunications community well for more than one hundred years. It has, arguably, been one of the foundation stones of a system which has permitted the progressive expansion of international telephony. The network now reaches some 880 million subscribers� (fixed line and mobile) in more than 200 countries worldwide. Those subscribers generated some 68 billion minutes of international traffic, worth almost US$70 billion in 1996. So what is the problem? Why should a system which has worked so well for so long be in need of reform?
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To answer that question, it is necessary to understand how the accounting rate system works. It is based on a dual price system. For each call, one price is charged to users by the originating Public Telecommunication Operator, or PTO (the collection charge, or retail price, usually set in local currency units), and a second price is agreed by the terminating PTO and the originating PTO (the accounting rate, or wholesale price, usually set in international currency units such as US dollars or SDRs). This is used to determine the price charged to the originating PTO by the terminating PTO (the settlement rate, usually half the accounting rate). 
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�If there is an imbalance in the volume of incoming and outgoing traffic, then the PTO which generates more traffic pays a net settlement payment to compensate the other PTO. In the simple example shown in the diagram, Country A is obliged to pay a net settlement payment of 125 “units” to Country B. In reality, these settlement payments have been growing in significance. Worldwide, the level of annual settlement payments rose from US$ 16 billion in 1990 to US$ 28 billion in 1995. The economies which make net settlement outpayments tend to be the more developed ones, or those which receive net in-migration. The most evident example is the United States which made net settlement outpayments of US$ 5.1 billion in 1995.
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The accounting rate system worked well where certain conditions held true: balanced traffic flows, stable exchange rates, joint provision of international service by monopoly carriers. In the modern world, traffic flows are increasingly unbalanced, notably as a result of the adoption of alternative calling procedures (such as calling cards, call-back and country-direct services) and because of price differences between countries. In addition, many countries are moving towards competitive, liberalised markets for telecommunication service. In the recent WTO agreement on basic telecommunication services, concluded on 15 February 1997, some 69 governments made commitments to liberalise their telecommunication service sectors, albeit to differing degrees.
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�Of course, accounting rates are not the only choice available to carriers. The International Telecommunication Regulations (Melbourne, 1988) incorporate, by reference, at least four different methodologies for sharing revenues from the international telephone service. In addition, alternative methodologies have evolved to meet the needs of other telecommunication services. The Internet, for instance, uses “sender keeps all” for electronic mail and Internet Telephony, but “volume-based interconnection payments” for peer-to-peer arrangements. Of most relevance here are the flat-rate charges used for international private lines, the call termination charges used for the international telegram service and the system which evolved for mobile roaming, which is based on interconnection charges for facilities used.
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�What these alternative methodologies have in common is that they “unbundle”, to some extent, the different costs involved in providing service. For telephone service, there are three main cost elements involved: the international transmission link (usually a submarine cable or satellite link); an international gateway switch (generally located in the territory of the terminating country); and a national extension to the end-user, receiving the call. Under the traditional paradigm of joint service provision, the accounting rate comprised an accumulation of these different charges. In a competitive environment, individual carriers will want to be able to provide some of these facilities for themselves, or to purchase them from carriers other than the carrier to which the end-user is connected. Accounting rate reform therefore must involve allowing the carrier originating the call to make economically rational choices in a competitive market.
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�This highly simplified diagram shows where the three components fit in the international telecommunication network. The cost trends associated with each are different. If one thinks of the network as being like two yoghurt pots attached with string, like the sort that we made when we were children, the string used to be expensive but has been getting much cheaper over time, while the yoghurt pots used to be cheap but have been getting more expensive. The knot in the string which connects it to the hole in the yoghurt pot (the switch) has been getting more sophisticated rather than getting cheaper. 
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�To put some prices on these different items, the FCC� reckons that the cost of the international transmission facility from the US to Hongkong should cost around 5.1 US cents per minute, the gateway should be priced at 1.9 cents and the call termination at zero, (Hongkong has local call charges included in the monthly subscription charge) giving a grand total cost of 7.0 US cents per minute for traffic from the United States to Hongkong. In reality, the settlement rate between those two countries at 1 November 1996� was 50 US cents per minute, implying a mark-up over cost of some 714 per cent. Of course, Hongkong Telecom has contested these figures, and the methodology by which they are reached, but few would argue that accounting rates are currently cost-oriented.
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�The level of the settlement rate between the United States and Hongkong has been a source of growing friction between the two economies. The Hongkong administration has liberalised the use of alternative calling procedures, such as call-back, from the territory. This is one of the reasons why the imbalance of traffic between the United States and Hongkong (net outgoing from the US) has grown from 20 million minutes in 1990 to more than 200 million in 1995. The estimated volume of “call-turnaround traffic” in 1995 was 83 million minutes. The US net settlement payment to Hongkong in 1995 was some US$ 107 million.
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�As a result of the growing imbalance of traffic, the United States government, and its carriers, have used various means to put pressure on Hong Kong Telecom (HKT) to reduce its accounting rate. Indeed, the settlement rate has been cut from US$ 1.25 in 1988 to US$ 0.5 now. But what the US carriers would ideally like to be able to do is to bypass HKT’s international monopoly (due to last to the year 2006), and to carry calls to their own local switch, or that of one of HKT’s rivals, and then to interconnect at local rates. As from 1 January 1998, US carriers will theoretically be able to do this in most of Europe and, as from the year 2000 in Singapore also In Hongkong, until the international market for call termination is opened, US carriers will have to explore other avenues such as refusing to pay settlement payments above a certain minimum, routing their traffic via an alternative network (such as the Internet or Frame Relay), or lobbying the US government to bring political pressure to bear.
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�What this case illustrates is the fact that there are considerable disparities in the degree and pace of liberalization between different economies, as well as between different parts of the telecommunication services market. In the case of Hongkong, call origination has been partly liberalized, but call termination remains a legal monopoly. In the United States, both call origination and call termination have been liberalized, but they both remain highly regulated. Indeed, through its regulatory principles of uniform accounting rates and proportional return of traffic, neither of which are recognised in ITU Recommendations, the United States extends its own regulations to foreign countries in an extra-territorial manner.�
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�As a result of these anti-competitive regulations, consumers in neither market are gaining the full benefit of competition and technological change. In most economies, call-origination is well ahead of call termination in terms of market liberalization. Of course, many traditional PTOs are involved in both activities, but the two markets are quite different in terms of their entry characteristics, their cost structures and the keys to success. While policy attention has focused on call-back, a call-origination service that has been banned in almost 60 different economies, the use of calling cards is much more significant in terms of actual traffic carried. Carriers that offer calling cards are competing to bill, rather than to carry, a particular call. Branding and billing innovation is essential to their success.
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�By contrast, the market for call termination is still largely dominated by traditional national carriers. This is partly due to national regulation, which continues to block the creation of alternative networks in a majority of countries. But it is also due to the prohibitive cost of creating a parallel access network, especially in a developed economy which already has close to universal service provision. Technology can help here. Mobile telephone networks and cable television networks can provide alternative call termination services, but the majority of telephone traffic still terminates in monopolistic fixed line networks. For that reason, it is essential that regulators apply rigorously the principles of transparency, non-discrimination and cost-orientation defined in ITU-T Recommendations D.140.
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�In an increasingly globalized market for international telephone traffic, there will be pressure to bring calling prices closer to costs. Where this is not achieved, for instance because competition is blocked or because international calls continue to be used to cross-subsidize domestic telecommunications, the result will be increasingly unbalanced traffic flows. In the relations between the United States and the Arab States—one of the regions of the world where competition has made the least inroads into the market—traffic imbalances reflect disparities in the degree of market liberalization.
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�One of the most important features of the accounting rate system, and one which US carriers are most reluctant to abandon, is the principle of 50:50 division of revenues. The implicit assumption behind this is that the costs and benefits of providing a call are the same for both the calling and the called parties. However, this assumption does not hold up to serious analysis. The average cost of installing a new line varies from a few hundred dollars in economies such as China to several thousand dollars in some parts of Africa. As domestic tariff structures are rebalanced to more closely reflect these underlying cost structures, they will inevitably diverge. There is thus no reason to expect, or insist, that termination charges will be the same. By extension, it is not fair to insist that accounting rates are also divided on a 50:50 basis.
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�In the Asia-Pacific region, there is a marked and growing difference between the level of incoming and outgoing traffic in different countries. The highest levels of outgoing traffic are recorded in Hongkong and Japan, with the former slightly ahead despite the fact that it has only less than a twentieth of the number of inhabitants. 
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�Both Japan and Hongkong make net settlement payments to the rest of the world. In the case of Hongkong, the net inpayments it receives from the United States (discussed earlier) are more than outweighed by the net outpayments it makes to China. China ranks third in the region by level of outgoing traffic but gains a considerable income from settlement payments. In 1995, it is estimated that China gained almost half a billion US dollars from its traffic partners including a net payment of US$ 240 million from the United States alone. The Philippines too is a major net beneficiary of the accounting rate system. Incoming traffic to the Philippines in 1995 amounted to some 540 million minutes, or some three times greater than its outgoing traffic.
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�After market liberalization, and level of economic development, the third most important factor influencing international telecommunication traffic is technical change. Charges for telephone traffic have traditionally been billed by the minute and by the mile. These factors reflected the technology of the time and also the fact that, in most circumstances, demand exceeded supply and therefore network capacity had to be rationed. With the introduction of digital technology, and with the transition to an era of excess capacity rather than excess demand, distance is no longer a major source of cost causation. Indeed, many new networks—such as the Internet or domestic mobile networks—have tariff structures which are completely insensitive to distance. Tariff structures for the telephone network will inevitably move in this direction too.
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�A further factor influencing market development is regulation. Where regulation is functioning effectively, the main aim should be to ensure that the consumer benefits fully from the introduction of competition. Too often however the main aim of the regulator seems to be to protect the domestic industry. For example, where countries have moved to ban call-back, it would seem that the main aim is to protect the incumbent operator rather than to guarantee lower prices for consumers. Even in countries such as the United States, where the regulator is supposedly independent of the industry, the application of principles such as uniform settlement rates or proportional return of traffic is an indication that the regulator is more likely to be swayed by the lobbying of the major carriers than by customers. 
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�The growing gap between settlement rates and call prices is evidence of the fact that, either competition is not working, or that regulators are not doing their job properly (probably both). Over the past five years, settlement rates have come down, on average, by some 9 per cent per year. But the prices paid by consumers have been falling by just 3 per cent per year.� Thus, inflated settlement rates are no longer the prime cause of high international tariffs. Rather, carriers are not passing on the savings to end-users. Far from collapsing, as many commentators have predicted, official tariffs for international traffic remain quite robust. Outgoing traffic from the United States has actually risen in price, though this allows the carrier to offer generous apparent discounts.�
�





�In media coverage of accounting rate issues, much of the attention has focused on the settlement payments deficits between countries. It is sometimes assumed that settlement deficits are rising as a result of rises in settlement rates. In fact, rising deficits are due to unbalanced traffic flows. Rather than call termination, it is really the changing market for call-origination, and the success of US-based companies in gaining market share in call-origination, which has prompted these increased outpayments. In particular, US companies have been faster than others to adopt alternative call origination procedures, such as call-back, calling cards and country direct services. These types of calls show up in the statistics as US-originated calls, even though the caller may be in a foreign country.
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�As a result of this aggressive marketing, the US share of total international traffic has grown from 21 per cent in 1985 to 26 per cent in 1995. The graphic shows the growing divergence between outgoing and incoming traffic in the United States since 1975. The United States has been a net exporter of calls throughout the period. However, while incoming traffic grew by 20.8 per cent per year, outgoing traffic grew by 24.0 per cent per year. Thus, a surplus of outgoing over incoming traffic of 51 million minutes in 1975 had become a surplus of 8.6 billion minutes (including Canada and Mexico) by 1995.
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�This surplus on outgoing traffic translated into a net US deficit on settlement payments of some US$ 5.1 billion in 1995. The reduction in collection charges and settlement rates has had some impact on the deficit (for instance, the deficit per surplus minute has fallen from US$ 1.42 in 1983 to US$ 0.59 in 1995) but, nevertheless, the overall growth in traffic is so strong that it almost overrides the effect of this reduction. Between 1990 and 1995, when the average US accounting rate fell by 43 per cent the US net settlements deficit rose by US$ 3.3 billion, or 289 per cent
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�A move towards cost-based call termination charges would not end these deficits, but it would make the payments much more closely related to services rendered, rather than being perceived as a “subsidy”. Furthermore, if call termination charges were applied in a non-discriminatory manner—the same price schedule being available to all comers, national and foreign alike—it would deflect criticism that settlement rates were being used as a barrier to market entry and free trade.
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�Discussion of these issues is not new, but the debate has been given fresh impetus by recent events. At the multilateral level, the signing of the GATS agreement on basic telecommunications in February 1997 marks a watershed. However, the topic of accounting rates was not specifically addressed in that agreement. Instead, a unilateral initiative towards reform has been taken by the FCC which is proposing to order US carriers to reduce settlement rates to levels indicated in a benchmark study published in December 1996. These reductions would imply cuts of several hundred per cent in current settlement rates and the proposal has raised protests from many countries, notably in the Asia-Pacific region. For its part, the ITU supports the principles of transparency, non-discrimination and cost-orientation but recognises that most current settlement rates are well above cost. Cost studies undertaken by the ITU Secretariat indicate the average cost of an international call should be around US$ 0.25 per minute. The ITU remains committed to a multilateral reform of the accounting rate system and its adaptation to a competitive, multi-carrier environment. Only through multilateral action will the benefits of reform be extended to all the world’s inhabitants.
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� These figures, which are taken from the ITU “World Telecommunication Development Report 1996/97: Trade in Telecommunications” are estimates for the start of 1997. Specifically, there were some 745 million fixed line subscribers and 135 million mobile subscribers at that date. For more information about the report, please see the website: <http://www.itu.int/ti/publications/world/summary/wtdr96.htm>.





� These data are extracted from the FCC Notice of Proposed RuleMaking on the Benchmarking of International Settlement rates, issued on 19 December 1996, which can be found at:


<http://www.fcc.gov/Bureaus/International/Notices/fcc96484.txt>.





� The data on accounting rate trends can be found at:


 <http://www.fcc.gov/Bureaus/Common_Carrier/Reports/FCC-State_Link/SOCC/954-all.pdf>.





� The principles of uniform accounting rates and proportional return of traffic have, to some extent, been liberalized in the FCC’s Fourth Report and Order in the matter of regulation of international accounting rates, available at the website: <http://www.fcc.gov/Daily_Releases/Daily_Business/1996/db961204/fcc96459.txt>. However, the principles remain in force in relations with economies not judged to be sufficiently competitive.





� This graphic, and these statistics, are extracted from the ITU/TeleGeography Inc report “Direction of Traffic, 1996”. A summary of the report is available at <http://www.itu.int/ti/publications/traffic/direct.htm>.
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