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EFFICIENT INTERCARRIERPreface
COMPENSATION MECHANISMS FOR
THE EMERGING COMPETITIVE
ENVIRONMENT

When the Telecommunications Act of 1996 opened the nation’s local exchange markets
to competition as a legal matter, one of the key implementation challenges was to devise
fair and efficient financial arrangements between interconnecting incumbent local exchange
carriers (ILECs) and the new competitive LECs (CLECs). The "reciprocal compensation"
payments system that was implemented has become increasingly controversial, as some
CLECs have pursued niche markets, notably the market for Internet Service Providers and
other users with high volumes of inward calling. In December 2000, the FCC’s Office of
Plans and Policy (OPP) released two working papers by FCC economists that attempt to
provide a theoretical foundation to replace the reciprocal compensation system with a so-
called "bill-and-keep" regime, in which each LEC would assume responsibility for the costs
of terminating calls to its end users. In April 2001, the FCC adopted an Order that carved
out ISP-bound calls from other forms of locally-rated calling for intercarrier compensation
purposes, and adopted an accompanying Notice of Proposed Rulemaking that seeks to
impose bill-and-keep arrangements upon those calls and possibly for other types of
exchanged traffic as well.

Economics and Technology, Inc. has been asked by Pac-West Telecomm, Inc., Focal
Communications Corporation, and US LEC Corp. to undertake a comprehensive
examination of the reciprocal compensation issue and, in particular, the recently published
“bill-and-keep” proposals advanced by the FCC’s Office of Plans and Policy. The project
was conducted under the overall direction of Dr. Lee L. Selwyn and Scott C. Lundquist.
Contributing to this work were Anne M. Dupree and Jillian P. Jewett. The views expressed
in this study are those of ETI, and do not necessarily reflect the views of its sponsors.

Economics and Technology, Inc.
August 2001 Boston, Massachusetts 02108 USA
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EFFICIENT INTERCARRIERExecutive
Summary COMPENSATION MECHANISMS FOR

THE EMERGING COMPETITIVE
ENVIRONMENT

Background

Interconnection refers to the ability to interchange traffic among multiple telecommuni-
cations networks, so that from the end user's point of view, there is only one seamless,
national “public” telecommunications network connecting all users. While interconnection
has long been in place for the franchised monopoly local telephone companies that serve
non-overlapping areas, the extension of interconnection arrangements to new market
entrants, the competitive local exchange carriers (CLECs), has been a crucial element in
their ability to compete. The FCC's August, 1996 Local Competition Order established a
system of explicit reciprocal compensation between incumbent LECs (ILECs) and CLECs,
with charges determined on the basis of ILEC costs, and applied symmetrically to locally-
rated traffic exchanged in either direction.

In April 2001, the FCC took two actions with major implications for the financial
relationships between interconnected carriers (referred to as “intercarrier compensation”
arrangements). On April 18, the FCC issued an order on remand that established a new
regime for the intercarrier compensation applicable to so-called “ISP-bound traffic,” i.e.,
dial-up calls made to an Internet Service Provider (ISP). In the companion Notice of
Proposed Rulemaking (NPRM) adopted on April 19, 2001, the FCC has expressed a strong
interest in mechanisms characterized as “bill-and-keep.” Under the bill-and-keep model,
interconnecting LECs would compensate each other “in kind” by agreeing to terminate each
other’s calls without explicit charge or, where traffic is out-of-balance, each carrier would
look to its own end user customers, rather than to each other, for compensation. The
NPRM tentatively concludes that bill-and-keep should be adopted for ISP-bound traffic,
seeks comment on whether it should also apply to ordinary locally-rated calls, and expresses
an interest in “identifying a unified approach to intercarrier compensation” that could apply
to all types of carriers connecting to the local telephone network. The NPRM takes notice
of two recent working papers prepared by economists of the FCC's Office of Plans and
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Efficient Intercarrier Compensation Mechanisms

Policy (OPP), each of which purports to supply economic justification for their preferred
variations of a bill-and-keep system.

Purpose

This report seeks to examine the economic and policy bases for intercarrier compen-
sation arrangements between interconnecting LECs, particularly in the context of the
emerging competitive environment established by the Telecommunications Act of 1996. We
begin by considering the purpose of intercarrier compensation, and define several core
principles that should govern the model applicable for the exchange of local telecommunica-
tions traffic. We then review how LEC intercarrier compensation issues have been
negotiated and resolved in the first five years following adoption of the Act, so as to
understand the problems faced by the FCC and other regulators today, which in part have
led to the FCC's current re-examination of this issue. In that context, we analyze the two
OPP working papers in some depth, and also consider additional compensation mechanisms
that have been proposed for LEC interconnection, particularly for ISP-bound traffic.

Analytical Framework

After reviewing the role that intercarrier compensation plays in the creation of a
competitive multi-carrier environment, we have determined certain core principles that
should govern the establishment of intercarrier compensation arrangements for the exchange
of local traffic. The compensation arrangement should:

(1) Stimulate efficient economic decisions by entrants, encouraging them to compete
with incumbents in those areas where they are or can be more efficient than the
incumbent LEC.

(2) Be competitively neutral, conferring no special benefit or exacting any specific
disadvantage upon any party merely by virtue of its incumbency, network
architecture, scale or scope.

(3) Expressly recognize the potential for market diversity, innovation, and
experimentation, and as such should not embrace, reflect, or impose any
predisposition as to any one particular market outcome (such as one in which
balanced originating/terminating traffic for each CLEC is achieved) or that would
penalize any party for deviating from, or failing to achieve, that result.

(4) Be comprehensive and consistent across all network functions having substantially
similar economic and technical characteristics and costs.
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(5) To the extent possible, accommodate and harmonize with preexisting retail market
pricing practices and, to the extent that the compensation arrangement cannot be
conformed to such practices, it should only be implemented if this can occur
concurrently with a comprehensive revision of retail pricing embracing all services
and all jurisdictions.

(6) Be relatively simple and straightforward and should be capable of being
implemented, maintained and administered efficiently and with a minimum of
transaction-related costs.

(7) Be transparent to the end user, creating no differentiation in retail end user pricing
of services based upon whether the end-to-end call is completed by one or by more
than one carrier.

(8) Be maintained in place on an essentially permanent basis, subject only to minor
“technical corrections” whose purpose is primarily ministerial in nature.

Principal Findings

Our principal findings are as follows:

• The perceived “problems” with the existing intercarrier compensation mechanism
of explicit reciprocal compensation payments — traffic imbalances and the growth
in payments by ILECs to CLECs for termination of ISP-bound calls — are
properly viewed as the outcome of exactly the type of competition that the Tele-
communications Act of 1996 and the FCC's Local Competition Order was intended
to promote, and do not represent market “failures” that must be remedied by
further regulatory intervention.

• Despite the recent revival of interest in a bill-and-keep model for intercarrier
compensation — which was flatly opposed by most ILECs when first considered in
post-Act arbitrations and regulatory proceedings to establish reciprocal compen-
sation rates — the economics of bill-and-keep have not changed from the period
when the FCC previously concluded that it was reasonable to apply only when
carriers exchanged traffic that was roughly balanced so that mutual compensation
would take place.

• The OPP papers cited in the NPRM fail to afford a sound economic or policy basis
for regulators to impose “bill-and-keep” arrangements as the preferred solution for
intercarrier compensation on ISP-bound calls and other locally-rated traffic. The
OPP papers:
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(1) Fail to recognize the intrinsic linkage between the method adopted for
intercarrier compensation and the retail prices paid by end users, which causes
their analyses to be fundamentally incomplete, and fail to appreciate the
enormous disruptions and formidable regulatory burdens that would arise in
the attempt to transition to their proposed “bill-and-keep” arrangement.

(2) Make certain assumptions concerning the allocation of the benefits and costs
of a call between the calling and called parties, assumptions that are
unsupported by any factual evidence and that are most likely wrong as an
empirical matter.

(3) Inconsistently combine theoretical and pragmatic considerations to support
their concrete proposals for how interconnection should be priced.

(4) Unduly defer to existing architectures and practices of ILECs, in effect
requiring entrants to accept what amounts to a “take-it-or-leave-it” set of
interconnection conditions, such as existing ILEC local calling area definitions
and the premise that inward and outward traffic that is out-of-balance is
categorically to be discouraged.

• When evaluated using appropriate criteria, including economic efficiency,
competitive neutrality, and impacts upon end users, neither bill-and-keep nor other
options that have been considered for application to ISP-bound traffic, including
traffic imbalance thresholds and access charge treatment, would provide a satis-
factory alternative to the existing form of reciprocal compensation arrangements.

Conclusion

The current system of explicit reciprocal compensation for interconnecting LECs has
generally worked well and in harmony with the pro-competitive policies underlying the
Telecommunications Act of 1996. When certain CLECs perceived a competitive advantage
over ILECs in providing call termination services to ISPs and other high-volume customers,
they were able to define and succeed in that market, and in so doing have exerted compe-
titive pressure on the ILECs' interconnection rates generally, exactly as the FCC's policy of
establishing symmetrically-applied interconnection rates was intended to do. Cost-based
reciprocal compensation, of the form in place today, is the only mechanism that is competi-
tively-neutral, allows all LECs flexibility in defining the market segments they wish to
pursue, whether or not the resulting traffic patterns are balanced, and can ensure that each
LEC will be fully compensated for its work in completing calls. In contrast, the so-called
“bill-and-keep” approach will satisfy none of those objectives, and would seriously dis-
advantage CLECs in favor of ILECs in a manner contrary to the Act. The FCC and other
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regulators should not adopt mandatory bill-and-keep (but allow it to be negotiated, when
two interconnecting carriers agree it is mutually advantageous to do so) for ISP calls or any
other locally-rated traffic, and instead should focus its efforts on ensuring that the existing
reciprocal compensation system for LECs is applied in good faith by all market participants.
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INTERCARRIER TRAFFIC1 IN A COMPETITIVE,
MULTI-CARRIER ENVIRONMENT

Interconnection and the mutual exchange of traffic

Interconnection — the ability to interchange traffic among multiple telecommunications
networks — may well be the single most important element in a competitive, multi-carrier
telecommunications marketplace. The value of a telecommunications network is a function
of the number of individual users that are connected to it, either directly or via an inter-
network connection. Carriers with large, ubiquitous networks, such as incumbent local
exchange carriers (ILECs), would thus possess a formidable market advantage over smaller
rivals were the new entrants prevented from interconnecting their networks with those of the
ILECs. Indeed, there is probably no realistic scenario under which a carrier could survive
whose network does not offer its users the same level of connectivity as is available from
ILECs.1

It is thus not surprising that interconnection was among the earliest competitive policy
issues to be addressed by the FCC when, in 1971, it issued the landmark Specialized
Common Carrier ruling that, among other things, authorized “Other Common Carriers”

1. One of the earliest FCC moves toward telecommunications competition is found in its 1959 Above 890
decision, 27 FCC 359, 396 (1959), which made spectrum available for general use private microwave
networks. Previously, private microwave was largely restricted to “right-of-way” companies such as railroads,
pipelines and certain (non-telecommunications) public utilities. However, in authorizing private microwave
networks for internal corporate telecommunications uses, the Commission did not require that local or long
distance public telephone networks allow any interconnection by the private systems. Not surprisingly, private
microwave never became a significant competitive alternative to the monopoly public network services, and it
was not until MCI sought interconnection rights as part of its initial application, filed in the mid-1960s, to
construct a common carrier microwave system in the Chicago-St. Louis corridor that the Commission was
confronted with the actual economic significance of interconnection to the development of competing telecom
networks. See Specialized Common Carrier Services, First Report and Order, 29 FCC 2nd 870, 940 (1971).
Recon. denied, 31 FCC 2nd 1106 (1971). Aff’d sub nom. Washington Utilities & Transportation Commission
v. FCC, 513 F. 2d 1142 (9th Cir. 1975).

1
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(“OCCs”) to interconnect with the Bell System’s and Independent telcos’ then-incumbent
monopoly local and long distance networks.2

It is also not surprising that the incumbent telecommunications monopolies have from
the outset opposed — and to this very day continue to resist — interconnection
requirements that have been imposed upon them by FCC regulation and by Congressional
legislation.3 As a direct result of their 100+ years of protected monopoly status, the
incumbent local exchange carriers have been able to construct ubiquitous networks that
support universal connectivity with virtually all residential, business, institutional, and
government telecommunications users nationwide. Moreover, the incumbent carriers have
long recognized the importance of interconnecting among themselves to the point where,
from the perspective of most users, there is only one seamless national, wall-to-wall
“public” telecom network. In fact, but for the requirement that ILECs interconnect with
non-incumbent, competitive carriers, the incumbent monopolies would possess a literally
insurmountable advantage vis-a-vis their new and far smaller rivals, such that meaningful
competition from these entrants would be, for all practical purposes, essentially unthinkable.
Mandatory interconnection means that at least this aspect of the incumbents’ various
competitive advantages are attenuated to the point where even the smallest entrant can offer
its subscribers access to anyone, anywhere.

Interconnection among multiple networks has, in fact, long been a standard practice in
“network-based” industries such as telecommunications and transportation. Even before
competition was introduced into the telephone industry beginning in the 1970s, no single
incumbent monopoly owned or controlled a network offering “on-net” ubiquitous
nationwide connectivity. In fact, at one point there were more than two thousand
incumbent local exchange monopolies with subscriberships varying between less than one
hundred to the tens of millions. Significantly, however, these networks were non-
overlapping with respect to their geographic coverage; at any single location, customers
would only be offered service by a single provider. The non-overlapping incumbent
monopolies readily interconnected with one another, because by so doing each would make
its own network far more valuable to its customers — and thus capable of generating
substantially more revenue overall — than would be the case if each carrier’s network were
operating as an island, isolated from anything beyond its necessarily limited geographic
footprint. The problem, of course, was that membership in this exclusive “club” was
strictly limited to incumbent monopolies; no competing carriers whose serving areas
overlapped with any incumbents were invited to join.

2. Specialized Common Carrier Services, First Report and Order.

3. The duty of ILECs to interconnect with competing service providers is expressly stated at Section
251(c)(2) of the Telecommunications Act of 1996. ILECs must also comply with the more general
interconnection obligation set forth in Section 251(a)(1) which applies to all telecommunications carriers.

2
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The Telecommunications Act of 1996 (as well as pioneering state legislation that in
some cases predated the Act) created a new era by establishing a legal right for new market
participants, the competitive local exchange carriers (CLECs), to secure interconnection with
the incumbent LECs (ILECs). However, it was the FCC's August, 1996 Local Competition
Order that implemented the Act's new interconnection requirements.4 In brief, the Local
Competition Order established a system of explicit reciprocal compensation payments
between ILECs and CLECs, with rate levels to be determined on the basis of the ILEC's
costs (calculated in accordance with the “Total Element Long Run Incremental Cost”
(TELRIC) methodology). Importantly, interconnection rates were to be applied
symmetrically, so that the same cost-based rate applied to locally-rated traffic exchanged in
either direction.5 Acting under these guidelines, state regulators have approved numerous
interconnection agreements between ILECs and CLECs that have allowed CLECs to enter
the market and attempt to compete for local exchange service customers.

The “Intercarrier Compensation” Rulemaking

In April 2001, the FCC took two actions that, taken together, constitute an attempt to
effect a radical alteration to the financial relationships between carriers applicable to the
exchange of traffic between their interconnected networks (which are generically referred to
as “intercarrier compensation” arrangements). First, on April 18, the FCC adopted an Order
on Remand and Report and Order that established a new regime for the intercarrier compen-
sation applicable to so-called “ISP-bound traffic,” i.e., dial-up calls destined to an Internet
Services Provider (ISP).6 Two years earlier, the FCC had issued a Declaratory Ruling
finding that ISP-bound traffic was jurisdictionally mixed and largely interstate, and on this
basis ruled that the reciprocal compensation obligations that had been established in the
Telecommunications Act of 1996 for the exchange of local traffic would not apply for ISP-
bound traffic. That Declaratory Ruling was subsequently vacated in part by the U.S. Court
of Appeals for the D.C. Circuit and remanded to the FCC, after the Court had determined
that the FCC had failed to provide sufficient justification for its conclusion that ISP-bound

4. Implementation of the Local Competition Provisions in the Telecommunications Act of 1996, rel. August
8, 1996, 11 FCC Rcd 15499, 15844-15856 and 16217-16219 (Local Competition Order), aff'd in part and
vacated in part sub nom., Competitive Telecommunications Ass'n v. FCC, 117 F.3d 1068 (8th Cir. 1997) and
Iowa Utils. Bd. v. FCC, 120 F.3d 753 (8th Cir. 1997), aff'd in part and remanded, AT&T v. Iowa Utils. Bd.,
119 S. Ct. 721 (1999).

5. Id., at paras. 1085-1089.

6. Implementation of the Local Competition Provisions of the Telecommunications Act of 1996 and
Intercarrier Compensation for ISP-Bound Traffic, CC Docket Nos. 96-98 and 99-68, Order on Remand and
Report and Order, FCC 01-131 (adopted April 18, 2001) (“ISP Remand Order”).
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traffic should be classified as interstate.7 In the ISP Intercarrier Compensation Order, the
FCC advances a new, different rationale to support its earlier conclusion that ISP-bound
traffic does not qualify for reciprocal compensation.8 In addition, the order establishes a
mechanism, including progressively lower per-minute rate caps and limitation on the extent
of traffic growth over the next three years, intended to transition ISP-bound traffic from
reciprocal compensation payments to a “bill-and-keep” arrangement in which LECs
exchange traffic without any explicit compensation for terminating the traffic handed off by
another LEC.9 Importantly, the Order also ties application of the rate caps for ISP-bound
traffic to comparable treatment for non-ISP traffic: The rate caps can be applied only if the
ILEC offers to exchange all local traffic (within a given state) at the same rate.10 The
FCC explained that this “mirroring” requirement is necessary because the record before it
“fails to establish any inherent differences between the costs on any one network of
delivering a voice call to a local end-user and a data call to an ISP,” so that the same
intercarrier compensation framework and rates should apply to both types of traffic.11

In the companion Notice of Proposed Rulemaking (NPRM) adopted on April 19, 2001,
the FCC has proposed a “unified intercarrier compensation regime” founded upon the bill-
and-keep approach, that would encompass not only ISP-bound traffic and ordinary voice
local calls, but also interstate access traffic as well.12 As expressed in the NPRM, the
FCC sees the objectives of this initiative as including the following:

• Increasing the efficiency of intercarrier compensation arrangements;13

7. Bell Atl. Tel. Cos. V. FCC, 206 F.3d 1 (D.C. Cir. 2000) (Bell Atlantic).

8. Specifically, the FCC now finds that ISP-bound traffic falls into the category of “information access,”
which it contends is exempted from the reciprocal compensation obligations set forth in Section 251(b)5) of
the 1996 Act because of the “carve-out” provision for information access appearing at Section 251(g). ISP
Remand Order, at paras. 34-35.

9. Id., at paras. 77-88.

10. Id., at para. 89.

11. Id., at para. 90.

12. Developing a Unified Intercarrier Compensation Regime, CC Docket No. 01-92, Notice of Proposed
Rulemaking, FCC 01-132 (adopted April 19, 2001) (“Intercarrier Compensation NPRM”), at paras. 2-4. As
discussed later in this report (Chapter 3), the NPRM's specific proposals appear to fall well short of this
ambitious vision and may instead lead to imposition of bill-and-keep only upon ISP-bound traffic.

13. Id., at para. 33.
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• Eliminating or at least reducing “the opportunities for regulatory arbitrage created
by the existing patchwork of intercarrier compensation rules;”14

• Moving away from regulatory intervention in intercarrier compensation, towards
more “market-oriented” mechanisms that could be “largely self-administering.”15

In its consideration of these issues in the Intercarrier Compensation NPRM, the
Commission relies upon two papers prepared by FCC economists and issued by the FCC’s
Office of Plans and Policy (OPP) that purport to analyze intercarrier compensation
alternatives from the ground up, i.e., beginning from basic economic principles and defined
policy objectives.16 In order to respond to the FCC's intercarrier compensation initiative
and the particular proposals advanced in the two OPP papers, this report must similarly
begin with a review of the economic and policy fundamentals underlying the interconnec-
tion arrangements between telecommunications carriers, as we do below.

Interconnection and intercarrier business relationships

When the provision of a requested connection involves more than one carrier’s
network, some process needs to be established for an apportionment of the total charge paid
by the customer for the service among the participating providers. There are a number of
possible business models that can apply in this situation:

(1) The customer can purchase the component services directly from each of the
providers, at prices established by or negotiated with each, and arrange for the
component services to be interconnected so as to provide for end-to-end
connectivity.

14. Id., at para. 11, footnote omitted. By “regulatory arbitrage,” the FCC refers in part to allegations that
the CLECs focusing on the ISP market are amassing windfall profits under the existing symmetrically-applied
termination rates for reciprocal compensation.

15. Id., at para. 34.

16. DeGraba, Patrick, Bill-and-Keep at the Central Office as the Efficient Interconnection Regime, OPP
Working Paper No. 33 (December 2000); Atkinson, Jay M. and Christopher C. Barnekov, A Competitively
Neutral Approach to Network Interconnection, OPP Working Paper No. 34 (December 2000). While we
recognize that each paper includes a disclaimer on its frontipiece stating that “given the preliminary character
of some titles, it is advisable to check with the authors before quoting or referencing these working papers in
other publications,” we also note that the Intercarrier Compensation NPRM cites to both papers extensively.
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(2) The customer deals directly with only one provider, who then arranges for the
required services from the other participating providers and engages in financial
settlements with those other participating providers.

(3) Some combination of (1) and (2).

Consider the following example from the transportation industry. A passenger takes a
trip from her home in Washington to visit her friend in Albuquerque. Although this trip
could be completed on the same airline, the passenger might want to change airlines at
some interconnecting point in order to obtain preferred flight times or simply because she
needs to stop off at that location. In this example, the passenger could purchase a
Washington-Chicago ticket from American Airlines and then a separate Chicago-
Albuquerque ticket from United Airlines. Alternatively, she can purchase the entire ticket
from American (the originating carrier). Generally, where two or more airlines are involved
in a particular routing, the customer typically deals only with only one carrier in effecting
the service transaction (i.e., arranging and paying for the freight shipment or making flight
reservations and paying for the ticket for the entire trip). In the airline industry, the
originating carrier (i.e., the carrier that provides the initial flight segment) will book the
flights and issue the ticket for the entire trip, even if more than one carrier is involved. In
fact, our passenger still needs to get from her home to the airport in Washington and from
the Albuquerque airport to her friend’s house, and may engage common carriers (for
example, taxis or busses) for one or both of these segments as well. However, in most (but
not all) cases, the passenger will deal with the ground transportation providers directly
(although some airlines will also arrange for ground transportation as part of a first or
business class ticket). So both intercarrier models may be employed in configuring a
complete end-to-end trip.

Where one provider acts on behalf of others in ordering and configuring the
interconnected components of the end-to-end service, it will need to enter into some type of
business relationship with the connecting carriers to compensate them for the services they
are called upon to provide. Any of several types of business models might be used for this
purpose. In this discussion, we will refer to the carrier that accepts the request for service
and receives payment from the end user customer as the “transacting carrier,” and will refer
to all other carriers that are involved in fulfilling the requested service as the “participating
carriers.”17 Significantly, there is no requirement that the transacting carrier also be the
originating carrier — the carrier on which the telephone call or travel is initiated.

17. Our choice of the terms “transacting carrier” and “participating carrier” rather than, for example,
“originating carrier” and “connecting carrier” reflects the fact that the first carrier that the end-user encounters
need not be the one with whom he or she transacts the order or request for service.

6

ECONOMICS AND
TECHNOLOGY, INC.



Intercarrier Traffic in a Multi-Carrier Environment

(1) The transacting carrier purchases specific services from the other participating
carrier(s), perhaps at wholesale prices, and either resells them directly or
incorporates them into the (value-added) service it provides to the end user
customer.

Interexchange carriers purchase and pay for switched access services from
LECs, interconnect and combine them with their own interexchange transport
service, and provide the end-to-end connectivity in the form of retail “long
distance calls” to their end user customers.

(2) The transacting carrier enters into a peer-to-peer interconnection arrangement,
whereby it “hands off” the customer’s traffic to the participating carrier at an
agreed-upon point of interconnection, with the carriers sharing in some agreed-
upon manner the payments received by the transacting carrier for the service.

In our airline example above, American Airlines receives payment from and
issues the ticket to the end user customer, and remits an agreed-upon portion
of that payment to United Airlines for the flight segment that United will
provide.

The transacting local exchange carrier receives payment for and provides an
end-to-end local call to its customer where the called party is served by a
different local carrier. The transacting carrier hands-off the call to the other
LEC with which it is interconnected, and remits an agreed-upon portion of the
payment for the connecting carrier’s work in completing the call to its end
user local service customer.

Where the transacting carrier purchases services from, and hence is a customer of, the
participating carrier (as in the IXC/LEC relationship described in Case (1) above), such
payments could reasonably be viewed as constituting “costs” to the transacting carrier;
indeed, in some cases the transacting carrier might confront the alternative of purchasing the
interconnected service from one of several other carriers, or of producing the service
itself.18 Where the relationship is peer-to-peer and the remittance is in the form of a
revenue-sharing arrangement, the payment should not be considered a “cost” to the

18. IXCs have in fact pursued both of these alternatives. They regularly purchase special access type
services from “competitive access providers” (“CAPs”) to serve high-volume end-user customers, and have
themselves pursued entry into the wireless, cable and CLEC markets as alternative (non-ILEC) means of
delivering their long distance services to end-user customers.
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transacting carrier; rather, it is simply a remittance paid by it to one or more other carriers
for their share of the total service that is being furnished to the customer.19

There are several types of peer-to-peer compensation arrangements that are commonly
used for hand-offs between network-based providers, whether in telecommunications,
transportation, or other fields:

(1) Reciprocal compensation — the transacting carrier makes a cash payment to the
participating carrier for those components of the total end-to-end service that the
latter provides. In many cases, either party may sometimes act as the transacting
carrier while at other times be the participating carrier. Where carrier A is the
transacting carrier and carrier B is the participating carrier, A makes a cash
payment to B. Conversely, where carrier B is the transacting carrier and carrier A
is the participating carrier, then B makes a cash payment to A.

(2) Reciprocal compensation with a net settlement — essentially the same as method
(1), except that the two cash flows (A-to-B and B-to-A) are netted off against each
other, with a net cash payment running from the carrier with the larger reciprocal
compensation obligation. If the payments arising from the two traffic flows are
exactly equal,20 no payment in either direction would take place.

(3) In-kind exchange of services — where the respective values of the services that
each of the two connecting carriers furnishes to the other are approximately the
same or, more specifically, where the difference between those two values (i.e., the
amount that would be paid under the “reciprocal compensation with a net
settlement” method) is less than the costs that the two carriers would incur in
making detailed measurements of the volume of service each provides to the other
(“transaction costs”) and where neither party would have an incentive or ability to
“game” the arrangement by taking advantage of the fact that it was not confronting
any usage-sensitive charge for its use of the connecting carrier’s services, the
carriers may agree on an “in-kind” exchange of services where no actual cash

19. The initial carrier might incur transaction costs relating to its role in facilitating the end-to-end service,
e.g. in performing billing and collection functions for the connecting carriers. However, any such costs are
conceptually distinct from (and typically minimal in comparison to) the revenues that ultimately must flow to
the connecting carriers as compensation for their services.

20. Note that what is relevant here is the amounts of the payments rather than the volume of traffic. Where
each carrier’s charge per unit of traffic to the other is the same, the payment and traffic relationships will
necessarily be proportionate to one another. In theory, there is no requirement that the charges be the same.
However, as we shall explain, setting the respective charge levels for peer-to-peer interconnection is a
reasonable default condition that should only be modified under certain special circumstances.
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changes hands. Under such an arrangement, carrier B would agree to complete
calls handed off to it by carrier A without any explicit charge or payment, in
exchange for which carrier A would agree to complete calls handed off to it by
carrier B without any explicit charge or payment.

Interconnections between carriers with non-overlapping geographic footprints (i.e., between
two carriers that do not compete directly with one another) typically produce “balanced”
traffic flows, i.e., the volume of traffic originated on A and handed off to B is approxi-
mately equal to the volume of traffic originated on B and handed off to A. In-kind
compensation arrangements are particularly well-suited to situations in which traffic is
roughly in balance, because the transaction costs associated with detail usage accounting
and billing would typically exceed the “inequity” of any small systematic imbalance. Tradi-
tionally, interconnection arrangements between and among incumbent LECs with non-over-
lapping service territories (e.g., Bell-Independent) have been structured along these lines.

However, where the interconnecting carriers have overlapping geographic footprints (as
in ILEC-CLEC interconnections), traffic flows are unlikely to be in balance. The reason:
As new entrants into a market long served exclusively by an ILEC, CLECs will necessarily
be forced to target certain types of customers whose collective traffic characteristics are
unlikely to be simply a scaled-down version of the traffic characteristics of the entire ILEC
customer population. Indeed, CLECs are not required to become mere miniature versions
of ILECs; they are expected to innovate, specialize, and to target their service offerings to
satisfy customer needs that may not be adequately met by the existing providers.

There is in fact no requirement that a CLEC’s traffic adhere to any predetermined set
of attributes. In a closed, pure monopoly world, there will necessarily be roughly as many
calls originated by ILEC customers as there are calls delivered to ILEC customers,21

although individual customers may present imbalances between incoming and outgoing
traffic. That aggregate condition will not apply to individual carriers in a competitive,
multi-carrier environment. Depending upon which customers a given CLEC serves and the
traffic characteristics of each, that CLEC may either handle more call originations than
terminations, or vice versa; in fact, a traffic pattern that is perfectly “in balance” would be
highly coincidental. And to the extent that some, perhaps large, fraction of all of the traffic
of a given CLEC is either handed-off to or received from another LEC, there will almost
certainly be an imbalance of traffic flows as between the CLEC and the other LEC that
generally reflect the traffic attributes of the CLEC’s customer base.

21. To the extent that some call attempts are not completed (because the attempt results in a busy or no-
answer condition), the aggregate number of call originations will generally exceed the aggregate number of call
terminations.
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There is no legitimate public policy basis that would expect or require that each and
every CLEC to achieve a balance of outgoing and incoming traffic, or to expect or require
that each CLEC structure its mix of services and seek out a mix of customers so as to
achieve that outcome. CLECs should no more be forced to emulate ILEC customer and
traffic characteristics than they should be made to replicate ILEC networks or offer the
services across a geographic footprint that precisely or even closely coincides with that of
the dominant incumbent. Indeed, policies that would work to promote such an outcome, or
that would penalize CLECs for failing to become nothing more than smaller versions of the
ILECs with which they seek to compete, are inherently anticompetitive and will work to
discourage or block entry altogether.

To be sure, while the characteristics of interconnection traffic to/from a given CLEC
will reflect the nature of its customers’ use of its services, the types of customers that the
CLEC may target may itself be influenced by the terms of the business relationship(s)
applicable to interconnected traffic flows. It is precisely for this reason that the terms of
such business relationships must closely reflect ILECs’ actual costs. Entrants must be
confronted with a set of economic signals that will encourage them to make efficient
business choices. As we shall discuss presently, the heart of the debate over “reciprocal
compensation” lies in the price at which ILEC/CLEC traffic is interchanged. Setting a price
that is significantly in excess of cost is no less inefficient than setting a price that is
significantly below cost; both will create economic distortions and incentives for carriers to
“game” the system, and both will produce inefficient economic choices, albeit in the
opposite direction.

The roles of carriers participating in the provision of end-to-end
telephone calls in a competitive multi-carrier environment.

The traditional practice in the telecommunications industry is that the customer who
originates a call requiring participation by more than a single carrier enters into a business
transaction with one carrier (although not necessarily the one over which the call is actually
originated), which in turn arranges for the interconnecting services that other carriers must
provide in order for the requested call to be completed.22 In general, there are two
intercarrier business models that currently apply for most wireline public switched telephone
number (PSTN) traffic in the US — the “local call” model, which employs the peer-to-peer
relationship (Figure 1), and the “interexchange call” model, which uses the “purchased
services” approach (Figures 2 and 3). In both cases, calls are provided to the end-user

22. “Reverse-charge” or 800-type services are a special case, since the call recipient is the entity that has
agreed to pay for the call. As we shall show, this is simply a special case of the more general “sent-paid”
model that applies to virtually all telephone calls placed over the public switched network.
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customer on a “sent-paid” basis, with the party who originates the call (or, in the case of
800-type services, the party receiving the call) paying the entire charge for the end-to-end
connection.

The “sent-paid” approach to charging for calls. The almost universal practice
throughout the US is for calls to be provided on a “sent paid” basis by the carrier with
whom the party who pays for the call has contracted for the service. In the case of local
calls, that is the local exchange carrier on whose network the call originates; in the case of
“long distance” calls, it is the interexchange carrier to which the call is handed-off by the
originating (local) carrier whose network is used to access the IXC.23

In the case of local calls, the customer who originates the call pays his or her local
carrier to get the local call from the point of origin all the way to its intended destination,
which means that the originating carrier is compensated by its customer for local switching
at both the originating and terminating ends of the call as well as for transporting the call
the entire distance between the originating switch and the terminating switch. Most
importantly in the context of calls involving more than one local carrier, the “sent paid”
approach means that the calling party pays in full for the termination of the call, as well as
for its origination, even if a carrier other than the originating (and billing) carrier
ultimately terminates the call to the called party, and that the calling party’s network (i.e.,
the carrier with whom the calling party maintains a customer-supplier relationship) pays the
terminating carrier for its work in completing the call.

Local call “sent paid” pricing and payment arrangements can take many forms, inclu-
ding flat-rated local calling over a wide area; “extended area service” or “extended area
calling” plans that have the same effect; flat-rated local calling over a smaller area with
some type of message unit or local measured charge for local calls outside that area; flat-
rated local calling for a certain number of calls per month, with a per-message or other
charge for usage above that level; and even local service with no usage included in the base
price at all, with each call subject to a separate local message or measured service charge.

The “sent paid” approach to local call charging has been in place since the introduction
of local telephone service more than a century ago, and has long provided the framework
both for the interchange of traffic as well as for the allocation of usage revenues as between
two incumbent local exchange carriers (e.g., a Bell Company and an Independent Telephone
Company). With the introduction of competitive local carriers into the local service market,
this same longstanding sent-paid framework has been extended to the new entrants as well.

23. One notable exception is found in the treatment that applies for calls placed to wireless telephones,
where the calling party pays the normal landline charge (local or long distance) to reach the rate center to
which the called (wireless) number has been assigned, and the wireless call recipient pays the wireless carrier
for the “air time” associated with the incoming call.
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Under the present “Calling Party’s Network Pays” (“CPNP”) paradigm, when two inter-
connecting carriers (A and B) jointly complete a local call, the originating carrier that
receives payment from its end-user customer who placed the call is responsible for paying
the carrier that terminates the call (Figure 1). Carrier A is paid by its customer to complete
a “full call,” but itself performs only a “half-call” (from origination to hand-off point), and
thus must pay Carrier B to perform the second “half-call” (from hand-off point to termin-
ation). Such “payments” may be in cash, made on a net settlement basis, or through an “in-
kind” exchange of services under which no cash changes hands, or some combination of
these devices.

Like local calls, long distance calls are also placed on a sent-paid basis. However, in
the case of “long distance” calls involving an interexchange carrier, the CPNP paradigm is
accomplished via a different intercarrier compensation model (the “access charge model”).
Generally, such calls are originated by the end-user customer over the same local carrier
that provides local exchange service to that customer. Administratively, the call is carried
by the originating local carrier to the interexchange carrier designated by the customer using
the local carrier’s “switched access” service. The call is then handed-off to the IXC for
interexchange transport, and then handed-off by the IXC to another local carrier (the one
that provides local exchange service to the called party) using that carrier’s “switched
access” service for delivery to the call recipient.24

Under the access charge model, the end-user who originates a call is the customer of
the IXC, despite the fact that the call itself is generally originated over the LEC from which
the end-user purchases local telephone service. The IXC is, in turn the customer of the
LEC. That is, when the end-user places a call via an IXC, the call is routed by the LEC
from the end-user’s phone to the IXC as a “switched access” service, and the charge for
that switched access service is billed by the LEC to the IXC (Figure 2). Indeed, the IXC
will be charged for the switched access connection even if the ultimate call is not
completed, i.e., where it reaches a busy or no-answer condition. The IXC also pays
switched access charges to the LEC at the terminating end of the call, for transporting and
delivering the call from the IXC's “point of presence” (“POP”) to the ultimate recipient of
the call. Neither the call originator nor the call recipient are billed by their respective LECs
for the switched access service. The IXC is billed by the two LECs for these access
services, and recovers those payments, along with its other costs (e.g., the cost of
transporting the call between LATAs, retailing costs associated with marketing, billing and
collection, etc.) in retail long distance rates that it charges to its end-user customers. A
similar business relationship applies in the case of 800-type services, except that the called

24. In some cases — particularly where high volumes of traffic from or to a specific customer location are
involved — the connection between the end user and the IXC is accomplished via a dedicated facility (as
opposed to a switched connection) known as a “special access” service. Most such “special access” facilities
are also furnished by local exchange carriers, either incumbent or competitive.
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party — the 800-service customer — rather than the calling party, pays the IXC for the call
(Figure 3).

The choice of business model (“local” vs. “access”) is — or should be — based
primarily upon transactional convenience; there is no theoretical reason why one approach
is necessarily superior to the other in all situations. The interchange of local traffic
typically involves only two carriers, whereas the interchange of long distance traffic almost
always involves at least three.25 Because the interchange of local traffic ordinarily
involves a direct bilateral intercarrier linkage at a mutual point of interconnection, a direct
peer-to-peer business relationship is often the simplest to implement and administer. In the
case of long distance services, intercarrier connectivity is far more complex, and the two
local access carriers typically do not directly interconnect with one another at all. The IXC,
on the other hand, is directly connected to LECs at both ends of each call, so a business
model in which the IXC provides the common business link with the customer and with
each of the two access carriers may well be the most operationally efficient solution.26

In addition to these operational considerations, it is also important to recall that the
access charge regime was put in place back in 1984 as a means for maintaining the
preexisting and longstanding flow of subsidy support from “long distance” calls to “basic
local exchange service.” By paying LECs access charges that had been deliberately set well
in excess of the actual traffic-sensitive cost of the access service, IXCs would be forced to
maintain the predivestiture, pre-competition subsidy structure. To the extent that access
charge-driven subsidies are in the process of being phased out,27 the use of the access
charge model for this purpose has become far less important.

25. The same corporate entity may in fact provide the switched access service at both ends of a long
distance call (e.g., Verizon Pennsylvania is the access provider at both ends of a call from Philadelphia to
Pittsburgh), and following Section 271 approval may furnish the interexchange segment as well. However,
since these activities are (in theory) functionally separate and are frequently provided by different corporate
entities, it is useful to treat the access providers at both ends of a long distance call as if they were separate
local carriers and separate from the interexchange carrier as well.

26. A third, and enormously more complex, type of business relationship was posited by a number of
CMRS providers responding to the FCC’s Wireless Calling Party Pays rulemaking (WT Docket No. 97-207).
Under the transaction model envisioned by these carriers, the calling party would, in addition to his traditional
business relationship with the local and, where applicable, long distance carriers that handle the call to a
CMRS telephone, also have a business relationship with the CMRS carrier served by the call recipient. The
CMRS carrier on whose network the call was terminated would then bill the calling party for the airtime,
either directly, via a credit card whose number was provided by the calling party at the time that the call was
placed, or via billing and collection services furnished by the originating LEC.

27. See Access Charge Reform et al, CC Docket No. 96-262, 94-1, et al, Sixth Report and Order in CC
Docket Nos. 96-262 and 94-1, Report and Order in CC Docket 99-249, and Eleventh Report and Order in CC
Docket No. 96-45 (CALLS Order), adopted May 31, 2000.
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Intercarrier compensation for local calls. The term that is generally used to describe
the payment relationships applicable for intercarrier local calls is reciprocal compensation.
Such compensation arrangements for calls involving an two different LECs are expressly
required by Sections 251(b)(5) and 252(b)(2)(A) of the 1996 Act.28 Reciprocal
compensation consists of the payments made by the first (originating) carrier to the second
(terminating) carrier for its work in completing the call. It is referred to as “reciprocal” in
that the flow of payments is intended to mirror the flow of traffic; i.e., Carrier A pays
Carrier B for terminating calls originated on A and handed off to B for termination, and
Carrier B pays Carrier A for terminating calls originated on B and handed off to A for
termination. If the amount of these payments per unit of traffic is the same in both
directions, and if the traffic flow is precisely in balance (i.e., A gives B the same amount of
traffic as B gives A), then no net payment, in either direction, would take place. Specific
compensation mechanisms, including explicit cash and in-kind payment arrangements, are
discussed further below.

The entry of competing local carriers into the telecommunications landscape has
fundamentally altered the nature of intercarrier compensation. In the pure monopoly world,
in which ILECs’ service territories were never overlapping and where ILECs and IXCs
generally did not compete with one another (any more than taxis that carry people from
their homes to the airport compete with airlines that carry passengers between airports),
intercarrier compensation payments (in whatever form and under whatever business model)
were essentially a form of revenue-sharing among “partners” in a national telecommunica-
tions network. But CLECs and ILECs do compete for the same customers, and payments
by one to the other for its participation in a given service transaction, while constituting
revenue-sharing as well, also represent “competitive losses” in the sense that had the carrier
served both the call originator and call recipient, it would not have had to “share” its
revenues with anybody.

Reciprocal compensation payments made by originating LECs to terminating LECs are
thus not “costs” to the originating carrier in the traditional sense. Rather, they represent
competitive losses in that the originating ILEC might have in the past carried the entire call
if the CLEC were not present in the market. However, the payment (in whatever form)
made by the ILEC to the CLEC for traffic handed-off to the CLEC is simply a remittance

28. Specifically, 47 U.S.C. §252(b)(2)(A) provides that “[f]or the purposes of compliance by an incumbent
local exchange carrier with section 251(b)(5), a State commission shall not consider the terms and conditions
for reciprocal compensation to be just and reasonable unless (i) such terms and conditions provide for the
mutual and reciprocal recovery by each carrier of costs associated with the transport and termination on each
carrier’s network facilities of calls that originate on the network facilities of the other carrier; and (ii) such
terms and conditions determine such costs on the basis of a reasonable approximation of the additional costs of
terminating such calls.”
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of monies collected from the ILEC’s customer for a total end-to-end service a portion of
which is furnished by a connecting carrier rather than by the ILEC itself.

Establishing an appropriate business model for the interchange of local
traffic.

From the foregoing discussion, it is now possible to set down certain core principles
that should govern the establishment of a competitively appropriate and economically
efficient business model for compensating interconnected carriers for their respective
participation in the interchange of local traffic.

(1) The compensation arrangement should stimulate efficient economic decisions by
entrants, encouraging them to compete with incumbents in those areas where they
are or can be more efficient than the incumbent LEC.

(2) The compensation arrangement should be competitively neutral, conferring no
special benefit or exacting any specific disadvantage upon any party merely by
virtue of its incumbency, network architecture, scale or scope.

(3) The compensation arrangement should expressly recognize the potential for market
diversity, innovation, and experimentation, and as such should not embrace, reflect,
or impose any predisposition as to any one particular market outcome (such as one
in which balanced originating/terminating traffic for each CLEC is achieved) or
that would penalize any party for deviating from, or failing to achieve, that result.

(4) The compensation arrangement should be comprehensive and consistent across all
network functions having substantially similar economic and technical
characteristics and costs.

(5) The compensation arrangement should, to the extent possible, accommodate and
harmonize with preexisting retail market pricing practices and, to the extent that
the compensation arrangement cannot be conformed to such practices, it should
only be implemented if this can occur concurrently with a comprehensive revision
of retail pricing embracing all services and all jurisdictions.

(6) The compensation arrangement should be relatively simple and straightforward and
should be capable of being implemented, maintained and administered efficiently
and with a minimum of transaction-related costs.
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(7) The compensation arrangement should be transparent to the end user, creating no
differentiation in retail end user pricing of services based upon whether the end-to-
end call is completed by one or by more than one carrier.

(8) Once adopted, the compensation arrangement should be maintained in place on an
essentially permanent basis, subject only to minor “technical corrections” whose
purpose is primarily ministerial in nature.

The first two of these principles requires that the compensation arrangement be cost-
based and, in particular, that it be based upon the ILEC’s costs. If the charge that the
transacting carrier is required to pay to the providing carrier is set in excess of the ILEC’s
cost, a less efficient CLEC would nevertheless be incented to enter the market and offer
service. On the other hand, if the payment is below both the ILEC’s and that CLEC’s cost,
a more efficient CLEC would be discouraged from entry. By setting the compensation rate
at the ILEC’s cost, CLECs are rewarded for their incremental efficiency and are thus
encouraged both to enter the market and to pursue efficiency-enhancing measures.29 The
requirement for “competitive neutrality” in the second principle would prohibit an
intercarrier compensation mechanism from conferring any special advantage or imposing
any disadvantage upon, any particular category of carriers.

The third principle would prohibit the basis for or amount of intercarrier compensation
to be driven or prejudiced by any particular market outcome such as, for example, one that
would envision or assume that traffic flows would be “in balance” as between the two
interconnecting carriers. Such a predisposition penalizes an entrant for pursuing a business
plan calling for market specialization, and presupposes a market outcome in which entrants
are little more than smaller versions of the incumbents.

Closely related is principle (4), which would prohibit the intercarrier compensation
payment to be driven or prejudiced by the nature of the service being provided by the
CLEC, the use of that service, or the type of customer that the CLEC may be serving.
Existing intercarrier compensation arrangements violate this principle in many important

29. ILECs have argued strongly in favor of, and the FCC has adopted, this same principle with respect to
the ILECs’ retention of efficiency gains under price cap regulation. See Price Cap Performance Review for
Local Exchange Carriers, CC Docket No. 94-1, First Report and Order, FCC 95-132 (adopted March 30,
1995) (“LEC Price Cap Performance Review”), at paras. 172, 187-188; and Fourth Report And Order In CC
Docket No. 94-1 And Second Report And Order In CC Docket No. 96-262, FCC 97-159 (adopted May 7,
1997) (“Fourth Report And Order”), at paras. 147-149. Specifically, ILECs have held that if they are required
to “share” any of their efficiency gains with ratepayers, their incentives to pursue efficiency-enhancing and
productivity-improving initiatives would be severely diminished. Extending this same reasoning to
ILEC/CLEC intercarrier compensation, if ILECs are permitted to “benefit” from CLEC efficiency gains by
paying reciprocal compensation rates that track the CLEC’s costs, then CLECs’ incentives to pursue efficiency-
enhancing and productivity-improving initiatives would similarly be severely diminished.

19

ECONOMICS AND
TECHNOLOGY, INC.



Intercarrier Traffic in a Multi-Carrier Environment

respects, and the proposed revisions as set forth in the Intercarrier Compensation NPRM
would actually work to exacerbate the existing condition. Under both existing as well as
the proposed rules, the amount of the payment is related to, among other things, whether the
ultimate end-user telephone call is “local” or “long distance,” whether it is “voice” or
“data,” and whether it terminates at a live “end user” or at an entity that has been arbitrarily
designated as a telecommunications service provider. To the extent that the carrier’s
“work” in terms of switching, transport and termination functions, are virtually if not
exactly identical in all of these cases, the intercarrier compensation payments should be
correspondingly the same as well.

The fifth principle requires that the intercarrier compensation arrangement recognize,
reflect and accommodate longstanding retail market pricing practices. Proposals such as
those advanced by the FCC’s Office of Plans and Policies (“OPP”) for a universal “bill-and-
keep” compensation paradigm (discussed in Section 3 of this report) may be incompatible
with the existing “sent-paid” pricing regime applicable to end user services.

The sixth principle encourages simplicity and the minimization of transaction costs.
Bill-and-keep may well satisfy this principle as between the carriers themselves, but it will
engender complex and far-reaching pricing changes and new end user charges that may
themselves introduce significant new transaction costs. And in that regard, bill-and-keep
would clearly violate the seventh principle, because when flowed through in retail prices, it
would be anything but transparent to the end user.

Finally, it is critically important that all participants in the market be confronted with
reasonable predictability as to the compensation regime that will apply at any given point in
time. Compensation paradigms that are subject to political or other non-economic
influences, that may be modified whenever a particular special interest believes that such
revisions may improve its financial or competition position, serve only to introduce
additional uncertainty into a market environment that is already beset with high risk and
disappointing results, and in so doing will work to the benefit of the incumbents by
impairing entrants’ ability to attract and raise capital.

Unfortunately, and as we address in greater detail in the sections that follow, the
process by which intercarrier compensation arrangements for the interchange of local traffic
have thus far been established — and which seems to be dictating the agenda for the
current policy debate — is anything but reflective of these principles.
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The present reciprocal compensation mechanism was dictated by
ILECs based upon their assessments as to the ability of entrants to
compete

The controversy over the treatment of intercarrier compensation stems largely from the
fact that CLEC/ILEC traffic flows are often out of balance, sometimes significantly so.
Where the compensation mechanism involves explicit cash payments by the originating
carrier to the terminating carrier for handed-off traffic, a net traffic flow from the ILEC to
the CLEC would require that the former make monetary payments to the latter for its work
in terminating ILEC-originated calls.

CLECs have been singularly unsuccessful in attracting, serving and retaining large
numbers of Plain Old Telephone Service (“POTS”) customers — particularly in the
residential segment. Five years since the enactment of the federal Telecommunications Act
of 1996, ILECs nationally retain in excess of 96% of the residential and small business local
exchange service market.30 New capital investment in CLEC ventures has all but
disappeared, and CLEC share prices have plummeted (see Table 1).

There are a number of explanations for this condition, but much of the blame lies
directly with the incumbent carriers, who have been particularly uncooperative in pursuing
the various measures required by Sections 251 and 252 of the Act that would make their

30. See Trends in Telephone Service 2000 - 2nd Report, FCC Industry Analysis Division of
the Common Carrier Bureau, (Released December 2000), Table 9.2, at 9-5. Dividing the
number of the ILEC Residential & Small Business for June 2000 by the total number of
Residential & Small Business for June 2000 (i.e., 140,486,770/(140,486,770 + 4,597,807) =
96.8%.
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various network resources available to CLECs on a seamless and economically viable
basis.31 It is thus hardly surprising that the overwhelming majority of local calls will
necessarily be originated by ILEC customers over ILEC local network facilities.
Consequently, the vast majority of calls that are terminated by a given CLEC to its end-user
customers will necessarily have come from an ILEC. For those CLECs that have
specialized in serving customers with high inward calling volumes (such as voice mail
providers, call centers, and Internet service providers (“ISPs”)), most of the traffic they
handle will thus involve an intercarrier hand-off, and will necessarily result in a large traffic
imbalance in the CLEC’s favor. Consequently, the intercarrier compensation payment by
the ILEC may be substantial.

Reciprocal compensation payments for terminating traffic are properly
viewed as “competitive losses” — rather than as “costs” — to the
originating LEC.

ILECs typically portray their reciprocal compensation payments to CLECs for the
termination of inbound traffic originated by ILEC end users as representing revenue losses
that would be avoided if traffic between the ILEC and CLEC were more nearly equal in
volume (“balanced”) in both directions. The same could, of course, be said of any
competitive loss (if a firm in any industry doesn’t lose business to a competitor, its
revenues would obviously be higher), but this truism is — or at least should be — entirely
immaterial in terms of the policy question at issue here. ILEC intransigence has foreclosed
CLECs from successfully competing in the “POTS” market. CLECs have thus been forced
to seek out and serve specialized market niches, such as customers with high inward calling
requirements. Since most of those inward calls will have come from the ILEC-dominated
POTS customer base, most will necessarily involve intercarrier compensation payments
flowing from the ILEC to the CLEC. If this is a problem for ILECs, it is also clearly one
of their own making.

31. Underscoring this point, as of the mid-2001, Bell companies had “satisfied” the Section 271(c)(2)(B)
“competitive checklist” necessary for long distance market entry in only five states. FCC rulemaking decisions
issued in 1996 to implement the Telecommunications Act are still, some five years later, under the cloud of
court challenges by ILECs. SBC and Verizon have been fined in excess of $40-million for failure to comply
with various conditions and requirements relating to interconnection and other transactions with CLECs that
had been imposed by the FCC. And even the instant Intercarrier Compensation NPRM by its very existence
serves to create further uncertainty and further discourage investment in CLEC ventures.
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Company Name

Market Cap      
Sept 30, 1999 

(millions)

Market Cap      
Sept 30, 2000 

(millions)

Market Cap          
Aug 8, 2001 
(millions)

% Change 
Sept 1999-
Aug 2001

Adelphia 1,439.70$            650.16$               529.40$               -63%
Allegiance 4,086.50$            2,512.79$            1,550.00$            -62%
AT&T Corp 151,592.90$        102,286.76$        76,400.00$          -50%
Commonwealth Telephone 972.87$               837.43$               993.00$               2%
Connectiv 1,712.68$            1,585.20$            2,010.00$            17%
CoreCom 2,679.43$            459.16$               15.60$                 -99%
CTC Communications 239.24$               538.19$               165.20$               -31%
CTCI 936.49$               756.98$               315.20$               -66%
Intermedia 1,274.64$            1,303.25$            -$                     N/A
Focal 1,451.72$            1,085.25$            102.00$               -93%
Global Crossing 21,061.42$          28,022.93$          5,260.00$            -75%
GST Telecomm Inc 265.18$               0.63$                   -$                     N/A
Northpoint 3,044.88$            941.58$               6.27$                   -100%
ICG Communications 736.77$               22.77$                 -$                     N/A
Level 3 Communications 17,810.58$          28,317.09$          1,700.00$            -90%
Worldcom 144,541.84$        72,623.19$          41,270.50$          -71%
RCN 3,785.42$            1,378.47$            364.10$               -90%
Sprint 42,597.39$          21,148.60$          20,200.00$          -53%
Winstar Comm Inc 2,145.89$            1,429.48$            6.19$                   -100%
XO Comm/Nextel 19,360.84$          7,970.99$            666.30$               -97%
Total CLEC 421,736.38$        273,870.88$        151,553.76$        -64%

S&P 500 Index 1,282.81$            1,436.51$            1,190.16$            -7%
Dow Jones Industrial Avg. 2,998.87$            3,173.96$            3,110.70$            4%

Source: Carrier 10Q reports, www.thedigest.com/stocks/

Table 1

CLEC Market Capitalization September 1999- August 2001

Note:  Intermedia was acquired by Worldcom; ICG Comms. filed for Chapter 11 reorganization; and 
GST Telecomm declared bunkrupcy and its assets were subsequently sold.
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There is, of course, no question but that the loss of call termination business constitutes
a competitive loss to the incumbent. A careful examination of the circumstances associated
with this particular competitive loss will, however, reveal that it resulted from the
incumbents’ fundamental mis-assessments of the market and their mispricing of services,
and is certainly not the “fault” of CLECs who made entirely legitimate market responses to
the pricing signals that they were receiving from ILECs.

Call origination and call termination are separable activities each one of which
confronts its own set of market conditions. There is nothing in the 1996 federal Telecom-
munications Act nor in any other competitive telecom policy framework that requires that
CLECs become mere clones of the incumbents, that the nature and mix of the services they
provide precisely mirror those being offered by the ILECs, albeit on a smaller scale. In a
competitive local telecom market, carriers can compete for call termination business without
having to necessarily compete for the corresponding call origination business. If a CLEC is
able to furnish the call termination service more efficiently than the ILEC, the goals of
competition are served when customers requiring this service are induced to switch from the
ILEC to a CLEC; it would be an extraordinarily unjust and unreasonable, if not also an
unlawful policy that would force CLECs who elect to specialize in serving customers with
high-volume inward calling requirements to also seek out and serve customers with
offsetting outward calling needs just so as to achieve a “balance” of traffic.32

Under a system of explicit reciprocal compensation payments and as long as the ILEC's
rates are based upon the ILEC's costs, there is no logical connection between the traffic
flow and associated compensation due in one direction, and the traffic flow and
compensation that might occur in the reverse direction. Compensation must in each case be
paid for the work performed by the terminating carrier and the volume of traffic that may or
may not flow in the reverse direction is — or should be — irrelevant.

32. There can be no dispute that a significant demand exists for one-directional calling, either inward or
outward. Specialization aimed at serving such customers should be both expected and even encouraged within
the framework of a competitive telecommunications policy. This attribute of the market for telecommunica-
tions services is entirely analogous to the case of firms that specialize in handling large volumes of paper mail,
some of which specialize in outgoing mail (direct mail advertising, billing, and order fulfillment, for example)
whereas others specialize in receiving and dealing with large volumes of incoming mail (payment processing,
for example). No one would seriously suggest that a “direct mail house” that generates a large volume of
outgoing mail should be forced to accept correspondingly large volumes of incoming mail as a condition for
its existence, nor would anyone seriously suggest that a firm that receives large volumes of incoming mail, for
which it is not required to pay any postage charge (since that will have been paid by the sender) should be
forced either to generate correspondingly large volumes of outgoing mail or, alternatively, to pay a fee of some
sort to receive the mail addressed to it. Incumbent LECs receive tens of millions of pieces of mail each month
containing checks in payment of the ILECs’ bills, mail from which the ILEC derives enormous benefit. Yet
we are aware of no proposals that would require that ILECs pay the US Postal Service a fee to receive that
highly beneficial mail.
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When the issue of intercarrier compensation between ILECs and CLECs first arose in
the mid-1990s, CLECs generally supported the use of an in-kind payments mechanism
known as “bill-and-keep.” Bill-and-keep had been the traditional method of compensation
for local traffic interchanged between interconnecting ILECs. ILECs, however, at the time
had strenuously opposed the use of bill-and-keep for ILEC/CLEC interchanges, and insisted
that explicit “reciprocal compensation” cash payments be made by the originating carrier for
traffic handed off to the other carrier for termination. For example, in California, Pacific
Bell supported the application of explicit reciprocal compensation payments for intercarrier
termination of local traffic. In April 1995, Pacific submitted a proposal to the California
Public Utilities Commission for a “Competition to the Core” plan for opening its local
markets to competitive entry.33 A key feature of Pacific's proposal at that time was that
network interconnection for the exchange of local traffic between carriers would be
accompanied by explicit cost-based reciprocal compensation payments:

New entrants have asked that interconnection arrangements be established for
completion of local calls between LECs with appropriate coverage of the costs
of the use of each network. The Plan establishes the capability to exchange
local calling between customers of two or more local carriers with reciprocal
compensation arrangements between the carriers. The price for
interconnection will be equal to switched access charges, about 1.4 cents per
minute, which is among the lowest in the country. new [sic] entrants should
establish their interconnection prices based on their costs.34

US West advanced similar arguments in support of reciprocal compensation and in
opposition to bill-and-keep. For example, during the course of US West’s arbitration of an
interconnection agreement with AT&T in Utah, US West witness Laura D. Ford testified
that it was US West’s position that bill-and-keep should apply only if traffic was balanced
within a five percent threshold.35 Ms. Ford went on to explain:

33. See April 3, 1995 Letter from Pacific Bell Vice President Regulatory, J. A. Gouldner to Calif. PUC
President Daniel William Fessler.

34. Id., at 5.

35. See Utah PSC Docket No. 96-087-03, Direct Testimony of Laura D. Ford, September 16, 1996, at
pages 322, line 11 through page 323, line 3 (“U S WEST does not oppose the waiving of reciprocal call
termination charges in a given month should the traffic between U S WEST and AT&T be reasonably
balanced. U S WEST supports the Michigan Commission’s conclusion that a five percent threshold for
determining if traffic is in reasonable balance is an appropriate standard. In the event the five percent
threshold is exceeded in a given month, the call termination charges should apply reciprocally -- otherwise, the
charges may be waived.”).
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Two market realities — that AT&T can choose to serve particular types of
customers (e.g., businesses), and that different customers have different
patterns of originating and terminating traffic — will generally result in traffic
that is out of balance between U S WEST and AT&T. An extreme example
of this phenomenon would be a new entrant local exchange carrier who
chooses to serve the pay phone market. Such a new entrant local exchange
carrier will typically terminate a substantially greater number of calls on U S
WEST’s switch than U S WEST will terminate on the new entrant local
exchange carrier’s switch. A bill and keep arrangement applied to such a case
would not permit U S WEST to recover the cost of terminating the new
entrant local exchange carrier’s traffic.36

Furthermore, US West’s economist in that same proceeding, Dr. Robert G. Harris, expressly
characterized bill-and-keep as “economically inefficient”:

The central tenet of economics is that prices play a critically important role in
the allocation and distribution of goods and services in a market economy.
Bill and keep violates that principle. Unless traffic between two carriers is in
balance and/or the cost of terminating that traffic is equal, bill and keep is
economically inefficient because carriers and their customers do not pay for
the costs they generate from originating calls. Even if costs are in balance in
the short term, bill and keep is economically inefficient because it provides an
incentive for carriers to overuse what is essentially a free good — call
termination services from the other carrier.37

Of course, in 1996 when this testimony was written, US West apparently believed that it
would be called upon to terminate more traffic handed-off to it by CLECs than it would be
delivering to CLECs for termination (hence the payphone example), i.e., that traffic would
be out-of-balance, and that US West would be a net recipient of interchanged traffic. The
Company’s emphatic support for reciprocal compensation and opposition to bill-and-keep
are entirely consistent with that business assessment.

As it now turns out, of course, US West’s and most other ILECs’ business judgments
on this point have been proven to be dreadfully wrong. The various reciprocal
compensation call termination rates that had been dictated by ILECs during the first round
of interconnection negotiations and PUC proceedings on this subject were set at large
multiples of cost. For example, where Pacific Bell had proposed a 1.4 cent per minute

36. Id., at 324, lines 2-11.

37. Utah PSC Docket No. 96-087-03, Direct Testimony of Robert G. Harris, September 16, 1996, at 52-53,
footnotes omitted, emphasis supplied.
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charge, the FCC found the cost to be in the range of 0.2 to 0.4 cents,38 and recent ILEC
call termination rates being dictated in the wake of the large traffic imbalances in the
CLECs’ favor have been even lower.39 In setting these high call termination rates, the
ILECs obviously expected to be net recipients of reciprocal compensation payments, that is,
they expected the traffic imbalance to be in their favor. They clearly underestimated the
ability of CLECs — faced with substantially above-cost prices that they could either pay or
be paid — to selectively seek out customers with primarily inward calling requirements.
The ILECs also underestimated the potential demand for inward calls to ISPs that would be
created by the extraordinary growth of the Internet. In assessing the market outcome,
ILECs appear to have failed to recognize (a) that call origination and call termination are
different services, and (b) that CLECs could be selective in the mix of customers they
elected to pursue and to serve.

In dictating the reciprocal compensation rate that would apply for interchanged local
traffic, ILECs confronted CLECs with what amounted to a straightforward business decision
as to whether the CLECs should be buyers of call termination services from the ILECs, or
sellers of call termination services to the ILECs. Because CLECs were faced with much
higher reciprocal compensation rates than the CLECs themselves had proposed in
negotiations (and which, despite ILEC claims at the time, now appear to have been set
decidedly in excess of cost), some CLECs elected to “sell” rather than to “buy” at that
price, and solicited customers (including ISPs) with relatively high inward calling
requirements. Thus, ILECs lost the opportunity to serve these high-volume call termination
customers by mispricing their services. It would be entirely inappropriate at this time to
now engage in what amounts to nothing short of a bail-out of those ILEC errors. In
competitive markets, competitors live or die by their own business judgments and decisions,
and it is not the role of regulators to backstop these market choices by after-the-fact
protective measures.

There was nothing unreasonable or inappropriate about this deliberate attempt on the
part of some CLECs to seek out particular types of customers with unusually high inward
calling needs and thereby to become net recipients of terminating traffic — and terminating
reciprocal compensation payments. In fact, this outcome is fully consistent with the proper
functioning of a competitive market. In this instance, the ILEC, as the dominant player in

38. Implementation of the Local Competition Provisions in the Telecommunications Act of 1996 and
Interconnection Between Local Exchange Carriers and Commercial Mobile Radio Service Providers, CC
Docket Nos. 96-98 and 95-185, First Report and Order (rel. August 8, 1996), at paras. 811-815.

39. Recently, Verizon-Maryland proposed a reciprocal compensation rate for end office termination of
0.144 cents per minute. See Maryland PSC Case 8879, Panel Testimony of Louis D. Minion and Marsha S.
Prosini (Verizon-Maryland), May 25, 2001, Attachment A (Reciprocal Compensation: Terminating End Office
per MOU, VZ-MD Scenario = $0.00144).
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the market, established and held out a price at which it was willing to either buy or sell call
termination service. If a competitor was able to furnish the same service at a lower cost
than the price signals it was receiving from the dominant ILEC, both the CLEC and the
economy overall are well served by the CLEC pursuing this market opportunity.

In dictating the reciprocal compensation rate, the ILEC was engaging in a form of
economic negotiation sometimes described as “I cut, you choose/you cut, I choose.”
Suppose that Bob and Bill are trying to evenly divide a chocolate cake between them.
Under “I cut, you choose,” Bob, for example, would cut the cake into what he believed
were two equal pieces, and Bill would then have the right to select which piece he would
get. Obviously, in such a process, Bob has a powerful incentive to make his slice as close
to a 50/50 split as possible since, if the two pieces are unequal, Bill will then have the right
to select the larger piece. Note also that under this type of negotiation arrangement, it
doesn't actually matter which party does the slicing and which does the choosing, since both
would share the identical incentive no matter which role each assumes.

The establishment of a symmetric reciprocal compensation rate by the ILEC that the
CLEC is then free to either pay to the ILEC or have the ILEC pay to it should provide the
ILEC with precisely the same incentive to “get it right” as Bob has in slicing the chocolate
cake. So it is therefore entirely reasonable and correct for CLECs to assume that in setting
their existing reciprocal compensation rates, ILECs attempted to get as close to their (and
their competitors') actual costs as possible, since the risk of being wrong (too high or too
low) would necessarily cost these companies money. In fact, ILECs would have
deliberately set their price in excess of cost only if they believed that CLECs would be
unable to achieve a net traffic flow in the CLECs’ favor. That error would be in the nature
of a bad business judgment which, like other management decisions, firms must live with in
competitive market environments. Of course, in the instant situation, it would appear that
the ILECs engaged in precisely this market behavior, mistakenly believing that CLECs
could not be so selective as to focus disproportionately upon customers with high-volume
inward calling requirements.

But what if the ILECs had deliberately overstated their costs and thereby quoted
excessive prices for call terminations? In setting their call termination reciprocal
compensation rates, the ILECs were well aware that the price each established would apply
in both directions, and therefore should have had the incentive to set a price level that was
at or very close to the actual costs involved in providing call termination functions. But if,
for example, an ILEC had deliberately established an excessive price, that action would
necessarily have been driven by an erroneous business judgment as to competitors' ability to
be selective in seeking out and serving customers with high inward calling needs. In
competitive markets, there are often serious consequences of mispricing one's product or
service, and competitors are certainly entitled to take full advantage of the conditions they
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confront in developing their business strategies and in defining the market segments that
they will serve.

In the instant situation, however, the specific reciprocal compensation rates that had
been dictated by the ILECs were proffered as being cost-based; indeed, they were required
by law and by regulation to be cost-based. Section 252(d)(2) of the Telecommunications
Act of 1996 sets forth the specific relationship between the reciprocal compensation rate and
the underlying costs of terminating calls:

Section 252(d)(2) CHARGES FOR TRANSPORT AND TERMINATION OF
TRAFFIC-

(A) IN GENERAL- For the purposes of compliance by an incumbent local
exchange carrier with section 251(b)(5), a State commission shall not consider
the terms and conditions for reciprocal compensation to be just and reasonable
unless—

(i) such terms and conditions provide for the mutual and reciprocal
recovery by each carrier of costs associated with the transport and
termination on each carrier's network facilities of calls that originate on
the network facilities of the other carrier; and

(ii) such terms and conditions determine such costs on the basis of a
reasonable approximation of the additional costs of terminating such calls.

In fact, ILECs expressly represented to regulators that their reciprocal compensation rates
were cost-based. For example, US West’s Dr. Harris testified in Utah that US West’s
proposed rates for transport and call termination “were cost-based and in compliance with
the FCC’s TELRIC methodology.” Harris then went so far as to affirmatively testify that
he had personally

worked with US West in the development and implementation of its economic
costing methods and [had] reviewed the US West cost studies that provide the
basis for its proposed prices of call termination and transport of interchanged
local traffic. The fundamental economic premise of these studies is that the
incremental cost of transporting or terminating calls in the long run is caused
by the incremental capacity burden imposed on the system by the interchanged
traffic. US West has analyzed traffic flows during typical busy hours for
switching offices to determine the most technologically efficient means of
providing capacity. This forms the basis for the capacity cost analysis, and is
consistent with the notion of forward looking costs. Incremental costs of
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billing are also included in US West’s cost measures, as is appropriate because
these are costs that must be recovered under cost-based pricing.

It was thus entirely reasonable and appropriate, then, for regulators and for competitors to
rely upon the ILECs’ representations with respect to their costs for terminating local traffic.
When ILECs attempt to introduce “new” cost studies in support of a changed agenda that
produce dramatically different results than those proffered by the very same companies a
few years ago, the new results must necessarily be viewed with extreme skepticism.

Even worse, some ILECs are now attempting to manufacture a distinction between
traffic that CLECs hand off to them and traffic that they hand off to CLECs, and based
thereon to establish differential prices whose effect is to eliminate the existing symmetry in
the treatment of reciprocal compensation. Specifically, ILECs are seeking to differentiate
between the cost associated with traffic that CLECs terminate to them and the cost
associated with traffic that they terminate to CLECs.40 Not surprisingly, the ILECs' new
“cost studies” produce dramatically higher values for the former than for the latter. Both of
these results purport to be based upon these companies own costs, but in fact there is
substantial reason to expect that, all else being equal, CLEC costs may actually be higher
than an ILEC's costs for providing the equivalent call termination service41 unless the
CLEC is able to develop alternative network architectures and serving arrangements geared
specifically to its particular traffic mix.

Under an explicit reciprocal compensation regime, the appropriate compensation for
calls terminated by one of two interconnected carriers is entirely independent from the
volume of traffic and associated compensation flowing in the reverse direction. ILECs
often portray situations in which traffic flows are significantly out of balance as somehow
inconsistent with the intent of opening local markets to competition, and argue that CLECs
with heavily-lopsided inbound traffic are somehow taking advantage of a “loophole” in the
ILEC's tariff. In a competitive local telecom market, carriers — including the ILECs
themselves — are free to compete for call termination business. If a CLEC is able to
furnish the call termination service more efficiently than the ILEC, the goals of competition
are served when customers are induced to switch from the ILEC to that CLEC for this
service.

40. See, for example, the public version of the “Cost Analysis for Internet-Bound Traffic” which SWBT
filed in Texas PUC Docket No. 21982.

41. For example, individual CLECs purchase far less central office switching equipment that does a large
ILEC such as Verizon or SBC, and thus commands far less purchasing power in the telecommunications
equipment market than most incumbent LECs. As such, CLECs will necessarily pay more than the ILECs for
the same equipment, resulting in higher per-unit cost to the CLEC if all that it does is to replicate the ILECs’
network architecture and service production strategy.
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Payments should compensate each participating carrier for the work
each performs in completing calls handed-off to it.

Under a system of explicit reciprocal compensation payments and as long as the ILEC's
rates are based upon the ILEC's costs, there is no logical connection between the traffic
flow and associated compensation due in one direction, and the traffic flow and
compensation that might occur in the reverse direction. In fact, if the symmetric reciprocal
compensation rate is set at the ILECs' cost, then only those CLECs that are able to provide
call termination services more efficiently than the ILEC will elect to engage in this
particular market segment. On the other hand, inasmuch as the Telecommunications Act
and resulting FCC regulations require that the reciprocal compensation rate be set at the
ILEC's cost, CLECs acted reasonably in assuming that the rate confronting them in their
respective interconnection agreements did in fact represent the ILECs' cost. If the CLEC
found that it was able to furnish high-volume call termination services at a lower cost, then
it acted legitimately in making the necessary investment in switching and related equipment
and in developing a business plan premised on the reciprocal compensation price that was
dictated to it by the ILEC. The volume of traffic that may or may not flow in the reverse
direction - i.e., from the CLEC to the ILEC, is irrelevant.

There is no technical basis for differentiating carriers that specialize in serving
customers with unique traffic properties from those whose customer mix exhibits more
typical or “average” properties. Fundamentally, the cost characteristics of local traffic do
not depend upon the content of the call or the purpose or use motivating the call (e.g., to
connect to and transmit data to/from an ISP vs. a voice call to a friend or to a nearby retail
or service establishment). The factors affecting the cost of processing a call through an
ILEC's local network, or of processing a call from an ILEC's customer to the point of
interconnection with a CLEC, depend solely upon the PSTN resources that are utilized by
the call — primarily switching and transport — which are affected, to varying degrees, by
the call s duration, the number of switching operations involved in processing the call, the
distance over which the call travels, and the extent to which the use of these resources
affects the carriers peak-demand capacity at the time that the call is in progress.

For this reason, calls to ISP modem lines that are connected to the PSTN within the
calling party s local calling area are technically indistinguishable from “ordinary” end-user
to end-user local calls, whether completed entirely on the ILEC's network or involving a
hand-off by the ILEC to a CLEC for termination.

There is no difference between the process by which “ordinary” end-user to end-user
calls are handled vs. the way in which an end-user-to-ISP call is handled where the call is
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originated by an ILEC customer and terminated to a CLEC customer.42 Routing a call
from an originating end user to an ISP s incoming modem line is technically identical to
routing a call from the same end user to any local telephone number served by the
incumbent or by another LEC. The switch serving the recipient end user s line receives the
incoming call on a trunk from another switch (either another end office switch or a tandem
switch), identifies the appropriate line to “ring” (i.e., the line on which to signal an
incoming call), and then proceeds to generate a ringing signal to the recipient access line.
When the incoming call is answered (whether by a person picking up a handset, an
answering or fax machine going “off-hook” in response to the ringing signal, or by a
modem automatically going “off-hook”) the ringing signal is immediately terminated and a
direct (circuit-switched) connection between the calling and called parties is established.
This same sequence of events takes place when someone in San Francisco or a nearby
suburb calls his or her local bank, or places any other local call, including a call to an ISP
whose number is within the originating party s local calling area. In terms of the use of
local network resources, it is also essentially the same thing that happens when an incoming
long distance call reaches the switch serving the called customer. On a technical basis,
there is no reason to distinguish among any of these types of PSTN traffic. While some
ILECs have argued that ISP-bound calls are different because they do not “terminate” at the
ISP's modem bank but instead “terminate” somewhere “in” the Internet, the ISP's Internet-
related functions beyond the modem at which the call terminates are irrelevant to the
definition and treatment of ISP-bound calls.

Where the call is directed to a customer (end user or ISP) served by a CLEC, the
originating LEC (typically an ILEC) routes the call from the originating Class 5 end office
to a Class 4 tandem office from which it and other calls from other Class 5 end offices that
are bound for the same CLEC are aggregated and routed to the CLEC's Point of
Interconnection (“POI”) with the ILEC. The CLEC then routes the call from the POI
through its network to its ISP customer. If the ISP is served directly by the ILEC, calls
would be routed either from the originating Class 5 end office to a tandem office, and then
to the terminating Class 5 end office from which the ISP's service is furnished, i.e., to
which the ISP's access lines are connected, or directly to that end office via a Class 5-to-
Class 5 interoffice trunk. Where a high volume of traffic exists between the originating and
terminating end offices, the use of direct interoffice trunk routing that bypasses the tandem
may in some cases be more efficient. The matter of direct vs. tandem routing is an
economic decision for the ILEC to make based upon the volume and variability of the
traffic, and the relative costs of direct trunking and tandem switching in each instance.

42. ILEC contentions in this regard were addressed and rejected by the FCC in the ISP Remand Order. As
stated therein, “The record developed in response to the Intercarrier Compensation NPRM and the Public
Notice fails to establish any inherent differences between the costs on any one network of delivering a voice
call to a local end-user and a data call to an ISP.” Id., at para. 90. See also paras. 91-92 (rejecting ILEC
arguments for such cost distinctions).
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Termination of concentrated inbound traffic, including ISP-bound traffic, requires
somewhat different switch engineering than terminating more dispersed (i.e., POTS-like)
inbound traffic, and in some cases may be more costly — particularly where the LEC’s
network is not configured specifically for this type of usage. Specifically, when an end
office serves a significant fraction of lines that have a very high volume of inbound calls,
the line-to-trunk concentration ratio in the switch must be reduced, meaning that more trunk
ports must be in place for each line port. In a typical “POTS” end office serving an ILEC's
average traffic mix, the concentration ratio is ordinarily in the range of 6:1 to 4:1, whereas
the ratio for a high inbound-calling office may need to be reduced to 2:1 or even 1:1. In
some cases, ISPs and other end users with heavy volumes of inbound calling may terminate
their lines directly on the trunk-side of the switch. While ISP-bound traffic cannot be
identified or segregated per se, it is a subset of the class of concentrated inbound traffic,
and some CLECs have targeted this general category of traffic as a market niche, and have
adopted network designs tailors to accommodate precisely this type of calling.

ILECs have in the past contended that the costs associated with handling concentrated
traffic are greater than the costs associated with handling a like volume of dispersed traffic.
In the course of lobbying the FCC to eliminate the exemption of enhanced services
providers (ESPs)43 from interstate access charges, several ILECs submitted studies
purporting to show that the concentrated nature of ISP-bound traffic has caused them to
incur costs incremental to their ordinary call termination costs. In a “Pacific Bell ESP
Impact Study” filed with the FCC in July 1996, Pacific claimed that the growth of ESPs
had “caused Pacific Bell to incur additional costs to increase network capacity as Pacific
has already identified $13.6-million in central office reengineering costs for 1996 associated
with providing business lines to ESPs. These costs are over and above the normal growth
expenditures associated with comparable quantities of business lines provisioned for typical
business customers.”44

In June 1996, Bell Atlantic filed a study with the FCC that addressed the impacts of
increased Internet usage.45 Similar to Pacific, Bell Atlantic contended that serving ISPs
with high levels of inbound calling caused it to incur increased investments in traffic-
sensitive facilities to accommodate the termination of that traffic, and specifically concluded

43. The category of enhanced services providers encompasses Internet service providers and other suppliers
of on-line services.

44. Pacific Bell ESP Impact Study, attached to July 2, 1996 Letter from Alan F. Ciamparcaro, Pacific
Telesis Vice President, to James D. Schlichting, Chief, FCC Competitive Pricing Division.

45. Report of Bell Atlantic on Internet Traffic, attached to June 28, 1996 Letter from Joseph J. Mulieri,
Bell Atlantic Director — FCC Relations, to James D. Schlichting, Chief, FCC Competitive Pricing Division
(“BA Internet Usage Study”).
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that “the network elements most affected by heavy traffic loads from ISPs are line units,
switch modules and interoffice trunking.”46

While some aspects of these studies are flawed,47 they nevertheless provide some
evidence that ILECs' avoided costs for termination of concentrated traffic, including ISP-
bound traffic, are actually higher than a rate based solely upon an ILEC's forward-looking
economic cost for terminating all traffic (both concentrated and relatively dispersed traffic).
ILECs have argued that the longer average call durations for ISP-bound calls causes those
calls to have a lower-than-average per-minute cost, because the costs of the switching set-
up function are recovered over more minutes per call. However, these two sets of
arguments do not square with one another. In any event, if call set-up were a significant
cost element, this matter could be easily addressed in the reciprocal compensation rate
structure. While the ILEC-dictated reciprocal compensation rates have almost universally
ignored call set-up as a rate element, there is no particular reason why this cost component,
if it is consequential at all, could not be captured in a separate call set-up reciprocal
compensation charge that, like the per-minute rate, would apply symmetrically in both
directions. In fact, Pacific Bell's approved TELRIC-based prices for unbundled switch
usage make precisely such a distinction.48

Conclusion

Competition should promote innovation and specialization, and should reward entrants
for adopting techniques and technologies that improve the overall efficiency with which
services are provided and offered in the market. There is no inherent reason why individual
competitive carriers should not be permitted to identify and serve market segments whose
traffic and usage characteristics differ from “average” market-wide conditions. There is
also no reason why entrants who are able to reduce the costs of satisfying a particular type
of service demand should be penalized for such innovations by, for example, being required
to provide interconnection/call termination services to ILECs at less than the price that
ILECs impose upon them for similar functions.

46. Id., at 14.

47. In particular, the Pacific and Bell Atlantic studies, as well as similar studies prepared in the same
timeframe by US West, NYNEX, and BellCore, failed to perform proper comparisons of the total revenues and
costs associated with increased ESP/Internet usage, and thus did not substantiate their claims that the ESP
exemption should be discontinued. See Selwyn, L. and Laszlo, J., “The Effect of Internet Use on the Nation's
Telephone Network,” Internet Access Coalition, January 22, 1997, at 35-49.

48. Calif. PUC Decision (D.)99-11-050, November 18, 1999, Appendix A (“Summary of Unbundled
Network Element Recurring Prices”), page 2.
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“Bill-and-Keep” is not reciprocal compensation unless traffic is in
balance

Over the past several years, many state regulatory commissions have been called upon
to wrestle with the issue of finding the best financial mechanism for intercarrier
compensation on locally-rated calls, including ISP-bound calls, in the context of ILEC/
CLEC arbitration cases and generic proceedings. The FCC has indicated a strong interest in
bill-and-keep, at least with respect to ISP-bound traffic, as reflected in the ISP Remand
Order49 and in the Intercarrier Compensation NPRM.50 In the following two chapters,
we discuss some of the possible alternatives to explicit reciprocal compensation available to
the FCC and state regulators. In brief, these include:

• “Bill and keep” — under this model, interconnecting LECs would compensate
each other “in kind” by agreeing to terminate each other’s calls without explicit
charge or, where traffic is out-of-balance, each carrier would look to its own end
user customers, rather than to each other, for compensation.51

• Imbalanced traffic thresholds and adjustment mechanisms — these devices
generally limit the amount of reciprocal compensation paid by one LEC to another,

49. ISP Remand Order, at paras. 6 and 71-76.

50. Intercarrier Compensation NPRM, at paras. 4 and 66-77.

51. Id., at para. 9.
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based upon the degree to which their interchanged traffic within a given time
interval is out of balance.52

• The “access charge” model — this model would treat locally-rated calls that are
handed off to a LEC for termination to an ISP like traditional long distance calls,
with the ISP placed in the role of the interexchange carrier. Under this view, the
LEC serving an ISP would impose usage-based (e.g., per-minute) switched access
(or equivalent) charges on the ISP to cover the costs of termination, and would not
receive any reciprocal compensation from the originating LEC.

In this section, we examine the “bill-and-keep” approach in detail. The Intercarrier
Compensation NPRM in several places cites arguments recently advanced by the FCC’s
Office of Plans and Policies (“OPP”) in support of this compensation mechanism. In
section 4, we look at several other proposals that have been supported by incumbent LECs.
Bill-and-keep is a device for "reciprocal" compensation only if the flow of traffic between
the two interconnecting carriers is roughly in balance, because in that circumstance it
provides for roughly equal in-kind compensation. As we shall demonstrate, each of these
alternative compensation arrangements fails to meet the basic economic and policy criteria
applicable to intercarrier compensation in that all fail to establish payment and pricing
mechanisms that accurately track the costs each of the interconnecting carriers confronts in
terminating calls handed-off to it, and in that failure produces an unfair, anticompetitive,
and economically inefficient compensation mechanism.

The new interest in “Bill-and-Keep”

While initially opposing the bill-and-keep method of intercarrier compensation when
they expected that ILEC/CLEC traffic flows would be out-of-balance and in their favor,
ILECs have now reversed their earlier position in light of the ensuing market response to
ILEC-dictated above-cost reciprocal compensation rates, and now affirmatively push for
adoption of bill-and-keep.

From the standpoint of CLECs that have elected to specialize in serving customers with
disproportionate inward calling requirements, bill-and-keep is a euphemism for setting the
reciprocal compensation rate at zero, a rate that is unambiguously below the costs that the
CLEC will incur in terminating ILEC-originated calls handed off to it. To overcome this
obvious flaw in the bill-and-keep approach, several efforts have been made in recent months
by proponents of bill-and-keep to craft an economic rationale for this compensation (or non-

52. See, e.g., ISP Remand Order, at para. 79, which discusses state regulatory commissions that have
adopted such mechanisms to limit reciprocal compensation for ISP-bound traffic.
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compensation) mechanism, and the Intercarrier Compensation NPRM seems to have been
influenced by these efforts. Of particular note, the FCC’s Office of Plans and Policy
(“OPP”) in December 2000 issued two staff working papers on this subject.53 As a
general matter, the OPP papers conclude that some form of “bill-and-keep” arrangement is
the optimal solution for intercarrier compensation and, of perhaps even greater significant,
for the pricing of services provided at retail to end users. However, the papers take
different approaches to analyzing the interconnection issue, and ultimately endorse distinctly
different incarnations of bill-and-keep. Neither paper, however, provides a compelling,
economically sound rationale for bill-and-keep as opposed to reciprocal compensation and,
upon closer examination, both papers' support for bill-and-keep rests upon assumptions and
concepts that are both unsupported and are likely not valid.

In brief, the DeGraba paper focuses upon the existing interconnection regimes applying
to local voice traffic, ISP-bound traffic, and toll calling, and finds all of them to be
problematic. Mr. DeGraba proposes as an alternative a device he refers to as “Central
Office Bill and Keep” (COBAK). Under COBAK, each LEC would terminate calls on a
bill-and-keep basis, except that the calling party's network would be responsible for the cost
of transporting the call to the called party's central office.54 COBAK is suggested as a
default regime, to be applied by regulators whenever carriers cannot agree upon other
interconnection arrangements.

The Atkinson/Barnekov paper attempts to develop a simplified model of network
interconnection, and thereby deduce the most efficient practice for interconnection pricing.
The authors describe a scheme they call “Bill Access to Subscribers, (Incremental)
Interconnection Costs Split” (BASICS). Under BASICS, which the authors put forth as
representing an “optimal” compensation arrangement, call termination would also be
performed on a bill-and-keep basis, but with two exceptions: Interconnecting carriers would
split equally the costs specific to interconnection per se (e.g., the costs of the
interconnection trunks between the two LECs' switches), and a LEC connecting with a
dominant carrier (an ILEC) would pay the costs of transporting traffic from its subscribers
into the ILEC's local calling area.55

53. DeGraba, Patrick, Bill-and-Keep at the Central Office as the Efficient Interconnection Regime, OPP
Working Paper No. 33 (December 2000) ("DeGraba"); Atkinson, Jay M. and Christopher C. Barnekov, A
Competitively Neutral Approach to Network Interconnection, OPP Working Paper No. 34 (December 2000)
("Atkinson/Barnekov").

54. DeGraba paper, at para. 24.

55. Atkinson/Barnekov paper, at paras. 39-40, 69-73. They propose that the rule concerning transport cost
recovery should be a default that is applied only when carriers cannot agree on another means to allocate those
costs.
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The authors of those two papers have set a highly ambitious goal, i.e., to design an
optimal interconnection regime “from the ground up” that could eventually apply to all
traffic exchanged between carriers. Unfortunately, they have over-reached, and both papers
fall far short of providing a convincing demonstration that their alternative interconnection
proposals would be any more efficient or effective than the current arrangements, i.e.,
reciprocal compensation arrangements for locally-rated traffic (including ISP-bound calls)
and switched/special access arrangements for toll traffic. However, even if the theoretical
basis for the authors’ conclusions were valid, the paradigm they describe would require a
comprehensive and coordinated implementation extending to the pricing of all retail end
user services, local and “long distance,” interstate and intrastate, that goes far beyond the
matter of intercarrier compensation. Indeed, taking the OPP papers’ conclusions at their
face value, the papers would clearly not support the extraordinarily limited, highly targeted
(i.e., to ILEC-CLEC traffic interchange) “solution” that the Intercarrier Compensation
NPRM proposes.

The papers' principal weaknesses fall in four key areas:

(1) Neither paper recognizes the intrinsic linkage between the method adopted for
intercarrier compensation and the retail prices paid by end users, which causes their
analyses to be fundamentally incomplete.

(2) The two papers share certain assumptions concerning the allocation of the benefits
and costs of a call between the calling and called parties, which are unsupported
and are most likely wrong as an empirical matter.

(3) The papers inconsistently combine theoretical and pragmatic considerations to
support their concrete proposals for how interconnection should be priced.

(4) The papers give undue deference to existing architectures and practices of ILECs,
in effect requiring entrants to accept what amounts to a “take-it-or-leave-it” set of
interconnection conditions, such as existing ILEC local calling area definitions and
the premise that inward and outward traffic that is out-of-balance is to be
discouraged.

The following discussion addresses each of these problems in detail.
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The analyses advanced in the two OPP papers are fundamentally
incomplete, because they fail to consider the impacts that their
proposed intercarrier bill-and-keep regimes would have upon the
charges applied to end users.

The DeGraba paper focuses upon the issue of how the responsibility for the costs of
interconnection between networks should be assigned to the interconnecting networks.
DeGraba bases his proposed solution upon an analysis of the distribution of the benefits of
a call between the calling party and the call recipient,56 as we shall explore in depth
below. Curiously, however, he stops short of examining the implications of his intercarrier
compensation proposal for those very end users — i.e., the consequences that adopting the
COBAK proposal would have for retail pricing. Indeed, DeGraba emphasizes that COBAK
“does not specify how retail rates should be set,”57 and he suggests that COBAK could be
compatible with a variety of retail pricing arrangements.58

The Atkinson/Barnekov paper advances a second argument in support of a bill-and-keep
rule, but based instead upon a theoretical construct that attempts to focus solely upon
inter-carrier compensation without specific consideration as to how their construct will
affect charges that will be applied to end users. Atkinson and Barnekov appear to recognize
that the latter approach represents a departure from mainstream analysis of interconnection
issues, noting that “until fairly recently, the primary focus of interconnection policy has
been the distribution of costs among end users, and the literature has focused on end user
pricing.”59 Nevertheless, the authors contend that it is possible (and indeed, preferable) to
reform intercarrier compensation arrangements for interconnection first, and only after
“getting intercarrier compensation right,” turn to the issue of conforming end user charges
to the new interconnection regime.60

It is important at the outset to recognize the limitations that are inherent in any analysis
of intercarrier compensation that does not also consider the ramifications that a given
intercarrier compensation plan will have upon carriers' pricing of services to their end users.
In reality, there are inescapable, intrinsic connections between intercarrier compensation and
end user pricing. The first linkage is that end users' consumption decisions drive the level

56. DeGraba, at paras. 49-55.

57. Id., at para. 31.

58. Id., at para. 32.

59. Atkinson/Barnekov, at para. 5.

60. Id., at para. 14.
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of demand for facilities on the interconnected networks. Consider two interconnected
networks, Network A serving a subscriber who originates a call, and Network B serving
another subscriber whom he wishes to reach. In that case, demand for facilities on Network
B, as well as the interconnection facilities between them, is created entirely by the first
subscriber's decision to place a call to the customer of Network B. Thus there is no
independent demand for interconnection facilities, rather their use is a function of end user
demand characteristics. The second linkage is that in any sustainable system, ultimately all
of the costs of the complete service, including its interconnection component, must be
recovered via revenues generated from end users. From this standpoint, even if any of the
OPP papers' authors had made a convincing case that the compensation scheme they support
is the ideal, maximally-efficient mechanism for intercarrier compensation (which we do not
believe to be the case), such an analysis would be fundamentally incomplete, because they
have not shown that it will lead to efficient end user pricing. Moreover, as we explain
below, adopting a bill-and-keep approach to intercarrier compensation would require
fundamental changes in the traditional retail pricing arrangements for local exchange
service, for all carriers and all customers, that are entirely unaddressed by the OPP papers,
but are likely to present state regulators with extraordinary difficulties.

In fact, if markets are truly competitive and are not subject to regulatory pricing
constraints or price-setting behavior by a dominant incumbent, end user prices might well
come to reflect the structure for intercarrier payments. Atkinson and Barnekov themselves
implicitly acknowledge this when they point out that interexchange carriers (IXCs) are
prohibited by law and FCC policy to pass through the access charges incurred on particular
calls to those end users, and instead must apply uniform end user rates that reflect an
average of the varying access charges that they confront.61 Obviously, such an explicit
prohibition is necessary because the natural tendency in an unregulated, competitive market
would be to pass-through access cost differences in a de-averaged manner. In the same
way, imposition of a bill-and-keep system for intercarrier compensation will, unless barred
by regulatory fiat, eventually create pressures on all LECs to charge their end users directly
for all access engendered by their lines, i.e., inbound as well as outbound usage. Thus, the
traditional system of “sent-paid” end user pricing for local calling would likely be replaced
over time by a “half-call” system, in which calling parties would pay only for call origin-
ation (the first half of the call), and called parties would pay to receive calls directed to
them (the second half of the call); this type of retail pricing arrangement is illustrated in
Figure 4. Regulating this outcome out of existence would not work either under
competitive market conditions, because like any regulatory requirement that traffic flows be
in balance, such a policy would force entrants to adopt business models that foreclose
market specialization and pricing innovation.

61. Id., at para. 10.
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Whether or not that scenario ultimately occurs, it is indisputable that the prevailing
retail pricing regime of sent-paid local calling would be immediately incompatible with
adoption of intercarrier bill-and-keep, and would have to be abandoned entirely — for local
calls served end-to-end by a single LEC, as well as those exchanged between interconnected
LECs. It is easy to see why this is so for local calls handed off to another LEC for
completion: sent-paid pricing bills the originating caller for delivery of the call (as well as
origination), so that termination costs would be recovered twice-over, once by the
originating LEC, and again by the terminating LEC. Any delay in reforming LECs' local
exchange tariffs to separate out cost recovery for the inward versus the outward halves of a
call would cause the ILECs to receive a windfall of revenues, as they would continue to
receive revenues from their originating callers to cover the costs of calls that are handed off
to another LEC for termination. Furthermore, it would be infeasible to try to maintain a
sent-paid tariff for local calls handled end-to-end by the same LEC, and at the same time
shift to a half-call tariff for the calls handed off for termination, because that approach
would be administratively complex and expensive to implement, and confusing to end users.

The Intercarrier Compensation NPRM appears to lose sight of these problems.
Initially, the NPRM states that the FCC is “particularly interested in identifying a unified
approach to intercarrier compensation — one that would apply to interconnection arrange-
ments between all types of carriers interconnecting with the local telephone network, and to
all types of traffic passing over the local telephone network.”62 Indeed, to the extent the
FCC seeks to rely upon the theoretical underpinnings for bill-and-keep advanced by the two
OPP papers, it would have to move to such a unified mechanism, as both the DeGraba and
Atkinson/Barnekov proposals assume the widest possible application of their respective bill-
and-keep variations.63 However, the NPRM's only concrete proposal in this regard is to
apply bill-and-keep to specifically to ISP-bound calls exchanged between carriers, thereby
creating a “carve-out” of that category of locally-rated calls for radically different treatment
than other local exchange traffic.64

There is a parable (the source of which is Professor Alfred Kahn, former Chairman of
the New York Public Service Commission) about a debate that once took place in the Irish
Parliament about converting from driving on the left (as in the UK) to driving on the right
(as in the rest of Europe and in the US). The debate raged on, until one back-bencher, in
an attempt at compromise, suggested that the conversion be done on a transitional basis,
starting only with trucks.

62. Intercarrier Compensation NPRM, at para. 2.

63. DeGraba, at para. 3; Atkinson/Barnekov at paras. 8 and 85.

64. Intercarrier Compensation NPRM, at para. 66.
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Proposals, such as those apparently being advanced in the Intercarrier Compensation
NPRM, for a partial transition to bill-and-keep or “shared responsibility” pricing will lead to
an outcome that is no less chaotic. CLECs that serve ISPs would be forced either to look
to their ISP clients for payment for terminating traffic or otherwise to exit that market
segment; ILECs, on the other hand, will continue to be compensated by their end user
“POTS” customers through traditional sent-paid pricing, and will thus be in a position to
regain control of this segment. Where the CLEC does look to its ISP client for payment,
the ISP will in turn be forced to flow through such payments to its own subscribers in the
form of higher monthly charges or perhaps even usage-sensitive charges for Internet access,
but those same users will have paid their ILEC, under the sent-paid pricing regime appli-
cable to POTS services, for the entire end-to-end call. So in addition to creating a disparity
as between ILECs and CLECs with respect to call termination services being furnished to
ISPs, implementation of the Intercarrier Compensation NPRM’s proposed rule would also
result in a double charge to many end users, forcing them to pay their originating ILEC for
the full end-to-end call, and to pay their ISP once again for the portion of the call from the
ILEC/CLEC hand-off point to the ISP.

Even if the FCC wanted to avoid these kinds of disruptive consequences of a partial
adoption of bill-and-keep, it would be beyond its statutory powers to do so. While the Act
has blurred some of the traditional jurisdictional boundaries between the FCC and state
regulators (relative to pricing guidelines for unbundled network elements, for example), it
remains the case that local retail structures, rate levels, and local calling areas in all cases
fall squarely within the purview of the state PUCs. Accordingly, the FCC could not, within
the Intercarrier Compensation rulemaking, achieve a comprehensive outcome unilaterally.

As a general matter, any attempt to comprehensively align retail local exchange tariffs
to a bill-and-keep intercarrier compensation mechanism would create a massive regulatory
burden for state public utility commissions (PUCs), who have jurisdiction over those tariffs.
Each state PUC would be compelled to craft, for every LEC operating in its state, separate
retail rate structures for the recovery of the originating and terminating portions of local
exchange calls. This would necessarily include, among other things, the introduction of
new end user charges to replace payments that at present apply only between interconnec-
ting carriers. The majority of ILECs operate under some form of price regulation today,
and some would no doubt seize upon a regulatory mandate to alter their tariffs in such a
fundamental way as the basis for an upward “exogenous adjustment” to price caps imposed
on their local service rates. Indeed, it would be very difficult for regulators to determine
whether the resulting tariffs would be revenue-neutral or disguise a rate increase for end
users, particularly if flat-rated services were replaced by measured usage rates. At the very
least, because of the enormous and largely unexamined consequences that intercarrier bill-
and-keep would have for retail local service pricing, the FCC could not undertake to adopt
a bill-and-keep mechanism without also involving state regulators (e.g., via the Federal-State
Joint Board) in its evaluation.
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The OPP papers rely upon a flawed treatment of the allocation of benefits and
costs of a telephone call between the subscriber who places the call and the
called party.

Under traditional bill-and-keep arrangements, the carrier that terminates calls handed off
to it receives zero monetary compensation for the work involved in handling such traffic,
but is nevertheless “compensated” for that work on an “in-kind” basis, because the
interconnecting carrier will similarly terminate originating traffic without an explicit charge.
Where the traffic flows are significantly out-of-balance, the “in-kind” aspect of bill-and-
keep is not present, and the uncompensated carrier would presumably decline to accept such
traffic absent some other form of compensation. ILECs, of course, have argued that such
compensation should come from the call recipient - specifically (with respect to ISP-bound
traffic), from the ISP. But those arguments are premised upon the demonstrably false
notion that ISPs are themselves telecommunications carriers and thus should be afforded the
same treatment as is given to IXCs — i.e., access charges. As discussed above, in the new
versions of “bill-and-keep” proposed by the OPP authors, the traditional “sent-paid” method
of charging customers for the calls they originate would have to be replaced by a shared
responsibility arrangement under which the calling and called parties would each pay a
portion of the total charge for the end-to-end connection — whether the call involves an
intercarrier interchange of traffic or is handled end-to-end by one carrier. CLECs serving
ISPs, for example, would no longer receive reciprocal compensation payments from ILECs
for terminating ISP-bound traffic, and would have to look to their ISP customers for
payment for this service.

A fundamental premise of both the DeGraba and Atkinson/Barnekov approaches is that
it no longer makes sense to consider a call as being “caused” by one telephone subscriber
attempting to communicate with another subscriber. Instead, both papers posit that the
responsibility for — and benefits from — a telephone call — indeed, from any telephone
call (i.e., not just those to an ISP) - are shared between the calling and the called parties.
Atkinson and Barnekov declare (again, without any empirical basis) that “the entire concept
of the directionality' of a call is rapidly becoming highly ambiguous, if not entirely
meaningless.”65 Similarly, DeGraba argues that the cost of occupying a telephone circuit
through the public switched telephone network (PSTN) “is the same for a network whether
the call is originated by its end-user customer or received by its end-user customer.”66

Moreover, DeGraba eventually concludes that the most expedient assumption with respect to

65. Atkinson/Barnekov, at para. 11, footnote 21.

66. DeGraba, at para. 53. This statement is, of course, likely true, but is also entirely irrelevant. The fact
that the called party’s network incurs costs to terminate a call originated by someone else does not make the
called party the cost causer, a critically important point that DeGraba appears to entirely ignore.
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the allocation of the benefits of a telephone call is to posit that “on average, the called party
and the calling party share equally in the benefit of a call.”67 While these points may at
first appear to be somewhat esoteric, the assumptions of “equal responsibility” and “equal
benefit” are in fact central to the entire rationale for the two papers' bill-and-keep proposals.

The assumption here is that the LEC serving the called party can recover its costs of
terminating the call via a charge imposed upon the call recipient. Presumably, if both the
calling and called parties share equally in the benefits arising from the call, then both
should be willing to share in its cost. Note that this theory, if valid, would require not only
that the called party’s network look to its own customer, rather than to the calling party’s
carrier, for compensation (i.e., bill-and-keep), it would also require that at the retail level
the charge for receiving an incoming call be assessed on the called party whether or not
more than one carrier is involved in handling the end-to-end call. Obviously, of course, if
the benefits of telephone calls generally are not shared equally, then a compensation and
retail pricing paradigm predicated thereon would simply create new inefficiencies not
present under the existing sent-paid regime.68 If, contrary to this “equal benefits”
assumption, benefits typically do inure disproportionately to the calling party, then
imposition of a charge for incoming calls will suppress demand, because calls will not be
answered whenever the called party would perceive the cost of doing so to exceed the
benefit that would be realized.69

This “equal benefits” theory is critical to the authors’ conclusions. Significantly,
however, the requirement that the “shared responsibility” be flowed through to the retail end
user customer is distinctly not present in the Intercarrier Compensation NPRM proposed
adoption of a bill-and-keep intercarrier compensation regime except for the limited case of
ISP-bound calls.70 As discussed in the preceding section of this paper, there is an intrinsic
linkage between the form of intercarrier compensation adopted and end user pricing; thus,
the allocation of cost responsibility between the originating and terminating carriers for

67. DeGraba, at paras. 53 and 55 (footnotes omitted).

68. In common with the authors, I am assuming that pricing does affect subscribers' consumption decisions,
because otherwise no efficiency gains could be realized by altering that pricing.

69. For those calls where benefits inure disproportionately to the called party, the existing rate structure
permits a called party to elect toll-free (reverse-charge) 800-type service.

70. The Intercarrier Compensation NPRM proposes to adopt bill-and-keep for ISP-bound calls (para. 66),
and the FCC is apparently willing to do so (in line with the decisions already made in the ISP Remand Order
to transition to a presumed bill-and-keep system for ISP-bound traffic) even if it is not adopted for local voice
traffic (see paras. 69-77).
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purposes of intercarrier compensation will be extended to the retail pricing level as well,
and this fundamental departure from “sent-paid” pricing must apply for all calls, not just for
those requiring an intercarrier hand-off for completion. Significantly, and as we discuss
further below, the paradigm contemplated in the Intercarrier Compensation NPRM falls far
short of such a comprehensive pricing reform.

But the threshold question here is, are the “equal responsibility” and “equal benefit”
assumptions underlying the OPP analyses reasonable? To begin with, neither paper offers
any proof, empirical or otherwise, that supports these propositions. DeGraba himself
acknowledges that prior economic analyses in this area have “tended to assume that the
calling party was the sole cost-causer and sole beneficiary of the call.”71 There is, in fact,
substantial reason to expect that, for sent-paid (i.e., for non-800-type) calls, the calling party
derives considerably more benefit than the call recipient (and, conversely, for 800-type calls,
the recipient derives more benefit than the caller). Consider the following characteristics of
a typical telephone call:

• The calling party affirmatively selects the person to be called and the time at
which the call will be placed;

• The calling party knows who is being called, the nature/subject/purpose of the call,
and how much the call will cost;

• The called party does not choose the time for the call, prior to picking up the
handset does not know who is calling, does not know the nature/subject/purpose of
the call and, depending upon how terminating use is to be charged (e.g., possibly
at a different rate for local vs. long distance, intrastate vs. interstate calls), does not
know how much answering the call will cost;

• Not every originating call attempt is answered by the called party; where a busy or
no-answer condition arises, the called party receives zero benefit (the calling party,
on the other hand, receives information as to the fact that the called party is either
not home or on the phone, and hence does receive some positive benefit from the
call attempt);

• Customers can currently elect to voluntarily pay for incoming calls (800-type
services) where the call recipient expects to derive sufficient value from the call as
to justify the payment and where there is some likelihood that if required to be
placed on a sent-paid basis, a significant percentage of the calls would not be
made. Thus, even if on average benefits were to be divided equally across all

71. DeGraba, at para. 50.
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calls, those for which the called party has elected to pay (i.e., where the called
party derives disproportionate benefit) would have the effect of leaving in the
universe of sent-paid calls those that disproportionately benefit the calling party;

• Where a customer does agree to pay for the 800-type call, the 800-service
customer will, prior to answering a given call, nevertheless have a reasonable idea
as to who is calling, the nature/subject/purpose of the call, and how much
answering the call will cost.

Taken together, these factors strongly suggest that the benefits of a telephone call are not
typically shared equally between the calling party and the called party, on average or
otherwise.

A second fundamental error underlying the foundations of both the DeGraba and
Atkinson/Barnekov models is that they broadly assume that efficient pricing requires that
responsibility for payment for a call track the flow of benefits from the call72 - i.e., if the
benefits are shared equally between calling and called parties, the total charge for the end-
to-end call should similarly be shared on that same basis. The theory that responsibility for
payment must track the allocation of benefits is also highly questionable and is likely to be
incorrect in the context of interconnection policy. Even if benefits are shared (equally or in
some other proportion) between the calling and called parties, there is no “efficiency”
requirement in economic theory for spreading payment responsibility in the same proportion
as relative benefits. It is theoretically correct that efficient pricing requires that externalities
be internalized through pricing. However, the relative importance of such a policy depends
critically upon whether the failure to do so materially affects consumption and whether the
cost of implementation (transaction costs) would exceed the incremental efficiency gain in
consumption.

In this case, the authors have failed to supply any evidence that the demand for call
originations is being suppressed due to the requirement that the calling party pay for the
entire call (except for the special case of 800-type calls, where the call recipient has
affirmatively elected to pay the entire charge for the incoming call). Moreover, both papers
ignore entirely all transaction costs associated with implementation of the authors’
proposals. Such transaction costs could be substantial and would likely overwhelm any
incremental efficiency gains that might be generated by adopting either of these
interconnection proposals.

72. For example, see DeGraba at paras. 57-62.
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Both papers inconsistently combine theoretical and pragmatic considerations to
support their concrete proposals for interconnection pricing.

Both papers place a great deal of emphasis upon developing a theoretical rationale for
splitting the costs of a call evenly between the networks serving the calling and the called
parties. However, as we have noted, rules advanced in both papers make an exception
when it comes to recovering the costs of call transport. The DeGraba paper explicitly
proposes to extend this concept to interexchange traffic, as it would require the originator of
a toll call to pay for originating switched access as well as for all of the interexchange
transport.73 If there is some theoretical basis for a 50/50 split of the cost of a call, then
there is no basis for requiring that the originating customer (or carrier) pay for the entire
cost of transport. The entire rationale for this inconsistency appears to be pragmatic, i.e.,
the authors recognize the extreme difficulty of splitting the cost of transport between
originating and terminating parties or of resolving perverse incentives faced by the
originating carrier with respect to its location and the location of the meet-point. For
example, DeGraba observes (para. 68) that “... where two networks are interconnected at
multiple points, the originating network has an incentive to drop the call off as soon as
possible on the terminating network, and thus shift as much of the transport costs as
possible onto the latter network.” Unfortunately, by fashioning a cost recovery rule for
transport that ostensibly addresses these pragmatic issues, DeGraba severely undercuts the
theoretical justification for the bill-and-keep treatment that he proposes for call termination
costs.

Atkinson/Barnekov take an entirely different approach to the treatment of transport
costs but, like DeGraba, do not contemplate anything close to a 50/50 split. Where
DeGraba would have the originating carrier provide and pay for transport to the terminating
carrier’s central office (which means that, for ILEC-originated/CLEC-terminated ISP-bound
traffic, the ILEC would be required to provide and pay for transport all the way to the
CLEC’s central office), Atkinson/Barnekov would force the CLEC to pay for transport
between its physical premises and the local calling area from which the call was
originated.74

73. DeGraba, at para. 80.

74. DeGraba is unclear on the matter of transport beyond the ILEC’s local calling area. Where the call
involves an IXC in addition to the originating and terminating LEC, COBAK requires that the calling party’s
LEC be responsible for delivering the call to the IXC’s POP, and that the IXC be responsible for delivering
the call to the called party’s central office. DeGraba does not discuss the case of an intraLATA
“interexchange” call where the calling party is not located within the same local calling area as the CLEC
serving the called party. If it is his intention that the calling party pay the originating LEC for the
interexchange transport portion as if it were being carried by an IXC, then his proposal is essentially the same
as the Atkinson/Barnekov construct. See DeGraba, at 10.
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Moreover, because the two papers ignore all transaction costs and transactional
inefficiencies, they are selective and inconsistent in the manner in which they substitute
pragmatism for economic theory. The same pragmatic rationales raised in the papers would
also apply just as easily to proposals to (for example) charge the end user directly for
traffic-sensitive originating and terminating switched access, because transaction costs would
easily overwhelm whatever “efficiency gain” such pricing might engender.

The papers give undue deference to existing architectures and practices of
ILECs, in effect requiring entrants to accept what amounts to a “take-it-or-leave-
it” set of interconnection conditions, such as existing ILEC local calling area
definitions and the premise that inward and outward traffic that is out-of-
balance is to be discouraged.

Both the DeGraba and Atkinson/Barnekov interconnection/compensation models afford
disproportionate deference to the ILEC networks, traffic patterns, and tariff structures as
they presently exist, and in so doing would confront entrants with what amounts to a “take-
it-or-leave-it” situation. Both the Telecommunications Act75 and FCC rules76

affirmatively permit CLECs to (a) specify the location of their points of interconnection
with ILECs, and (b) interconnect with the ILEC at any technically feasible point within the
ILEC’s network. Nowhere is there any requirement that an CLEC maintain more than a
single point of interconnection in any one LATA.

Nevertheless, Atkinson/Barnekov would explicitly require the CLEC to pay for
transport between its POI and each of the ILEC’s local calling areas or, in the alternative,
to establish a POI in each such local calling area.77 Although not stated in those terms,
DeGraba’s construct essentially imposes the same requirement for CLECs' outward calls to
ILEC end users, by conferring responsibility for all transport up to the called party's ILEC

75. Section 251(c)(2) of the Act obligates ILECs to interconnect with CLECs at any technically feasible
point on the ILEC’s network “(A) for the transmission and routing of telephone exchange service and
exchange access; (B) at any technically feasible point within the carrier’s network; (C) that is at least equal in
quality to that provided by the local exchange carrier to itself or to any subsidiary, affiliate, or any other party
to which the carrier provides interconnection; and (D) on rates, terms, and conditions that are just, reasonable,
and nondiscriminatory ...”; there is no requirement for CLECs to connect at more than one point.

76. Rule 51.305(a)(2) states that a CLEC need establish only one (1) point of interconnection (“POI”) with
an ILEC at any technically feasible point anywhere in each LATA. This principle was most recently restated
in the Intercarrier Compensation NPRM, at para. 72.

77. Atkinson/Barnekov, at paras. 70-71.
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central office upon the CLEC.78 The “local calling area” is, in fact, an artifact of ILEC
pricing strategies that has its roots in an era in which costs were highly sensitive to distance
and long distance calls were expressly used as a source of subsidy support for the basic
exchange access line. There is no basis for subordinating interconnection policy or CLEC
competitive opportunities to ILEC local calling area structures.

A “local calling area” generally consists of one or more individual “exchanges”
(sometimes referred to as “rate centers”) to which customers may place calls without a toll
charge (“outward local calling area”) or from which customers may receive incoming calls
without the calling party being subject to a toll charge for such calls (“inward local calling
area”). An “exchange” or “rate center” is an administrative definition of a geographic area
within which all customers receive identical rating and rate treatment with respect to both
outgoing and incoming calls. In non-metropolitan areas, an exchange usually corresponds
to the area served by a single “wire center” or central office switch (although in rural areas
a single switch may serve more than one exchange). In metropolitan areas, an “exchange”
may include an area served by more than one “wire center” or central office switch.

“Outward local calling areas” and “inward local calling areas” are not always the same.
A customer in exchange “A” may be able to call customers in exchanges “B,” “C,” “D” and
“E” on a local call basis (i.e., without a toll charge) but the outward local calling area for
exchange “D,” for example, might not necessarily include exchange “A.” In that
circumstance, a customer in “A” could call a customer in “D” without paying a toll charge,
but a customer in “D” calling a customer in “A” would be subject to a toll charge for the
call. Thus, in this example, the outward local calling area for exchange “A” would be more
extensive than its inward local calling area.

Traditionally, local calling areas have consisted of the subscriber's “home” exchange,
adjacent (contiguous) exchanges and, in some cases, nearby exchanges that are not
contiguous with the calling party's exchange. However, that situation is currently
undergoing substantial changes. For example, wireless carriers typically offer a larger local
calling area than their wireline counterparts and, in some instances, include the entire
United States within the wireless subscriber's local calling area, and CLECs may compete
directly with the ILEC and with each other by offering customers local calling areas that
differ from that being offered by the ILEC. In fact, the extent of the local calling area is
itself becoming something that some CLECs see as an opportunity to differentiate their
products from those being offered by the ILEC. A CLEC might, for example, offer its
customers a larger local calling area than that being offered by the ILEC as a means for
attracting customers or, alternatively, might choose to offer a smaller local calling area than
the ILEC's service provides, at a correspondingly lower price. ILECs themselves are also

78. DeGraba, at para. 25.
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changing the definition of “local calling area” by introducing optional calling plans that
provide for extended area local calling including, in some cases, all exchanges within the
subscriber's LATA.

It is entirely appropriate for competing carriers to adopt local calling area definitions
that differ from those of the ILEC. One of the primary public policy goals of introducing
competition into the local telecommunications market has been specifically to encourage
and stimulate innovation in the nature of the services that are being offered. CLECs should
not be limited to competing solely with respect to price, nor should they be expected to
become mere “clones” of the ILEC with respect to the services they offer. For example, a
CLEC might offer a local service “package” that includes one or more vertical service
features, such as call waiting, three-way calling, and/or caller ID, features that ILECs
typically offer separately from the dial tone access line, at often substantial additional
charge. Newer wireless (PCS) carriers, competing against the incumbent 800 mHz cellular
service providers, began to offer such feature bundles almost from the outset of their
operations, frequently forcing the incumbent cellular carriers to mimic their service
offerings with similar “packages” of their own.79 Prior to the entry of PCS competition,
cellular carriers offered very limited local calling areas (often replicating precisely the local
calling area defined by the ILEC for the exchange in which a particular cell phone was
rated), and also imposed high “roaming” charges for outward calls that were originated
outside of the customers “home” service territory (even where the call was originated from
another service territory controlled by the same cellular carrier). As PCS carriers came into
the market, they began to offer extended, sometimes nationwide, local calling, and have also
introduced calling plans that eliminate most or all roaming charges. There is every reason
to expect that as competition develops in the wireline local service market similar types of
local calling area expansions will be offered, and the fact that incumbent LECs do not
presently bundle vertical features and expanded local calling into their basic local service is
itself evidence of the absence of effective competition in the local service market as it exists
today.

Unfortunately, CLECs that attempt to define local calling areas that differ from those
established by the ILEC will often encounter a variety of roadblocks — particularly with
respect to their inward local calling area. Proposals in the OPP papers that would further
subordinate CLEC local calling areas to those as defined by ILECs serves only to
undermine the CLECs’ opportunities to develop and introducing innovating services and
pricing plans. Mechanically, with respect to outward calls (i.e., calls originated by the
CLEC's own customers over a CLEC dial tone access line), the CLEC can include any

79. AT&T Wireless Services and Sprint PCS, for example, typically include Call Waiting, Three-Way
Calling, Call Forwarding, Caller ID, and Voice Mail as integral parts of their wireless service offerings, at no
additional charge.
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given rate center for local call treatment merely by designating all of the NPA-NXX codes
associated with that rate center within the appropriate routing and billing reference tables
(databases). So even if the ILEC's local calling area for exchange “A” is limited to include
only exchanges “A,” “B” and “C,” the CLEC could add “D” and “E” to its customers'
outward local calling areas simply by inserting the NPA-NXX codes assigned to “D” and
“E” as “local calls” in its rating tables. In the case of incoming calls, the local calling area
applicable to the calling party (who we can assume is most likely to be an ILEC customer)
will necessarily govern the rate treatment for the call. Whereas the CLEC may choose to
include rate centers “D” and “E” within the outward local calling area for “A,” the ILEC
may not include “A” within the outward local calling areas for “D” or “E,” thus making
calls by its customers in those two exchanges to customers in rate center “A” — whether
served by the ILEC or by a CLEC — subject to toll rate treatment.

These existing difficulties would be exacerbated if the ILEC local calling area
definitions are used to establish responsibility for transport costs in the case of ILEC/CLEC
interconnections. The significant decrease in the cost of telephone usage, coupled with the
elimination of distance as a cost driver, makes the “local calling area” and the resulting
local/toll distinctions largely obsolete. The persistence of small local calling area in today's
and tomorrow's telecommunications market is thus an anachronism, a holdover from the
distant past that is neither required nor appropriate in the modern telecommunications
market environment.

In addition to the papers’ acceptance of ILEC-defined local calling areas as a given,
they also appear to be predisposed to the notion that there is something inherently valid
about “balanced” traffic flows and something inherently wrong with imbalanced originating
and terminating traffic. The present system of explicit reciprocal compensation payments
fully addresses and deals with the potential for traffic imbalance: If one carrier receives
more traffic to the other than it delivers in return, it will be compensated for its work in
completing the imbalanced traffic. If the reciprocal compensation rate is properly set at the
ILEC’s cost of terminating local calls on its own network, then the ILEC should be entirely
indifferent as to whether it or another carrier completes any given call to any given end-user
(“ordinary person” or “ISP”). CLECs will accept such reciprocal compensation payments
for out-of-balance traffic only to the extent that they are able to furnish the service at a
lower cost than the ILEC; a CLEC that operates less efficiently (i.e., at higher cost) than the
ILEC would be unwilling to terminate ILEC-delivered calls at a reciprocal compensation
rate based upon the ILEC’s costs. Under the sent-paid pricing arrangement that applies for
virtually all local calls, the originating caller will have paid for the entire end-to-end call in
any event, and is entitled to have the call carried to its intended destination without the
recipient being required to pay any bounty to receive the incoming call.

Neither of the OPP papers provides any compelling basis for abandoning the existing
sent-paid/reciprocal compensation paradigm in favor of any of the interconnection
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mechanisms that they propose. More seriously, neither paper considers the various
consequences of their proposals on CLEC incentives and responses thereto.

Our overall conclusion is that neither the DeGraba paper nor the Atkinson/Barnekov
analysis afford a sound economic or policy basis for regulators to impose “bill-and-keep”
arrangements as the preferred solution for intercarrier compensation on ISP-bound calls and
other locally-rated traffic.
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In this section, we examine two other proposals for modifying the reciprocal
compensation practice that have been put forth as methods of limiting the ILECs’ financial
exposure where they have lost call termination business to CLECs.

Traffic Imbalance Thresholds and Related Payments Limitations

Some states have adopted so-called “traffic imbalance adjustments” under which
reciprocal compensation payments may be reduced for traffic exceeding a pre-defined ratio
of terminating to originating hand-offs. In a proceeding last year that established permanent
rates to apply for intercarrier compensation between Southwestern Bell Telephone Company
(SWBT) and about twenty CLECs, the Texas Public Utility Commission determined that a
“tandem blended rate” (i.e., an average of end office switching rates and generally higher
tandem-related rates) should apply to traffic terminated by a LEC that does not have two-
tier or hierarchical switches; however, if the ratio of terminating to originating traffic
exceeds 3:1, then only the (lower) end office rate is applied irrespective of the CLEC’s
switching architecture, unless the CLEC can prove that it is providing tandem
functionality.80 The New York PSC has adopted a similar rebuttable presumption that
traffic in excess of a 3:1 ratio is “convergent” (including, but not limited to, ISP-bound
traffic) and thus should qualify only for compensation at the lower end office termination
rate.81 Following the states' lead, the FCC's ISP Remand Order establishes a rebuttable
presumption that terminating traffic that exceeds a 3:1 ratio vis-a-vis originating traffic is

80. Texas PUC Docket No. 21982, Re: Proceeding to Examine Reciprocal Compensation Pursuant to
Section 252 of the Federal Telecommunications Act of 1996, Arbitration Award, July 12, 2000, at page 37.

81. New York PSC Case No. 99-C-0529, Opinion No. 99-10, August 26, 1999, at pages 59-60.
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ISP-bound, and would deny the terminating carrier reciprocal compensation for completing
such calls.82

While a device of this sort will certainly work to limit the potential extent of ILEC
reciprocal compensation payments to CLECs, it is entirely devoid of any sound economic
justification. As we have explained, under an explicit reciprocal compensation regime, the
appropriate compensation for calls terminated by one of two interconnected carriers is
entirely independent from and unrelated to the volume of traffic and associated
compensation flowing in the reverse direction. Such “traffic imbalance adjustments” are per
se discriminatory against those carriers that have elected to specialize in serving customers
with high inbound calling requirements, and as such are neither necessary nor appropriate,
and should not be adopted by regulators.

In addition to presupposing an entirely undeserved validity to the notion that traffic
imbalances are somehow to be discouraged, compensation arrangements such as these work
to create perverse incentives for the CLECs that are affected by them. Consider the
following example. Suppose that a particular CLEC terminates 100-million minutes per
year and originates only 5-million minutes, resulting in a 20:1 termination:origination ratio.
Under the 3:1 threshold adopted in the ISP Remand Order, roughly 85-million terminating
minutes would go effectively uncompensated. However, the CLEC could remedy this
situation by increasing the number of minutes that it originates and sends to the ILEC. The
CLEC could avoid altogether the penalty reciprocal compensation rate by increasing its
outgoing traffic from 5-million minutes to 33.3-million. From the CLEC’s perspective, the
price it would in effect be required to “pay” to the ILEC for these terminations would
actually be negative, because by adding 28.8-million additional outgoing minutes it would
be paid the full reciprocal compensation rate for an additional 85-million minutes that it
terminates. The CLEC would thus be in a position to offer virtually free outgoing service
to its customers, because by so doing it will be able to increase its incoming call revenues.

Compensation arrangements that have this effect are on their face inefficient and
uneconomic. Indeed, bill-and-keep generally will confront CLECs with a similar set of
incentives: Whereas the CLECs today are said to have an incentive to seek out and serve
customers with high inward calling volumes, under bill-and-keep these same carriers would
acquire instead an incentive to seek out and serve customers with high outward calling
volumes, because these calls will then be terminated by the ILEC at no charge to the
CLEC. The only way to truly “get it right” is to adopt a cost-based reciprocal
compensation rate structure that makes ILECs indifferent as to whether they or competing
carriers complete ILEC-originated calls, and that rewards CLECs only and to the extent that
they are more efficient at providing call termination services than are the ILECs.

82. ISP Remand Order, at para. 79.
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The “Access Charge” Model

Several ILEC-sponsored economists and other ILEC witnesses have proposed that ISP-
bound traffic is sufficiently different in nature from other forms of locally-rated traffic that
it should be subject to entirely different compensation arrangements. In particular, they
contend that ISPs function in a manner that is closely analogous to interexchange carriers,
and that their service is “like” interstate long distance service — so that the carrier-to-
carrier compensation arrangements should be fashioned after traditional switched access
treatment.

For example, Dr. William E. Taylor has testified on behalf of Qwest (which now
controls the former US West local operating companies) that:

based on the cost causation principle, the economically most efficient
compensation mechanism for Internet-bound traffic is payment by an ISP
(whose customer is the LEC subscriber that seeks Internet access) of usage-
based charges, analogous to carrier switched access charges, to all the LECs
involved in carrying the Internet-bound call through the circuit-switched
network.”83

Similarly, Professor Robert G. Harris has presented testimony on behalf of several SBC
operating companies (Southwestern Bell Telephone (SWBT) and Pacific Bell) that purports
to show, on the basis of analyses of cost-causation and contract relationships, that:

The ISP should compensate Pacific Bell (and the CLEC) for the use of their
services just as the ISP compensates Internet backbone service providers such
as UUNet, BBN, or PSINet for the use of their services. The IXC
arrangement is closely analogous and serves as a guide.84

Before turning to consider the pros and cons of the economic arguments advanced in
support of the “access charge” model, one must recognize at the outset that there has been
a compelling policy argument for applying explicit reciprocal compensation to ISP-bound
calls. From 1983 to the present day, the FCC has expressly exempted such calling from
interstate switched access charges, requiring that calls to ISPs be treated and rated as local

83. Utah PSC Docket No. 00-999-05, Direct Testimony of Dr. William E. Taylor on behalf of Qwest
Corporation, February 2, 2001, at page 4, lines 36-40.

84. California PUC Docket No. I.00-02-005, Testimony of Robert G. Harris on Behalf of Pacific Bell, July
14, 2000 (hereafter, “Harris (Pacific Bell) Testimony”), at page 20, lines 7-10. See also Texas PUC Docket
No. 21982, Direct Testimony of Dr. Robert G. Harris, March 17, 2000, at pages 6-7.
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calls and that access line services furnished to ISPs be provided as local business exchange
service lines out of the local exchange tariff, and this so-called “ESP” exemption has been
reconsidered and reaffirmed by the FCC on several occasions over the intervening years.85

This circumstance means that, regardless of the jurisdictional status of ISP-bound traffic or
the potential economic ramifications of such treatment, as a matter of pricing policy the
FCC has chosen the sent-paid, local exchange service model for locally-rated ISP-bound
calls. As a consequence, from a policy standpoint, for state regulators the only rational
choice is to adhere to that same model. Any other compensation alternative would create
an untenable mismatch between the sent-paid form of compensation applied to the end user-
carrier financial relationship, and the financial relationships between carriers. And because
the sent-paid model requires that the originating carrier must pay the terminating carrier
compensation for the latter's work in terminating the sent-paid call, reciprocal compensation
arrangements must continue to be applied to all locally-rated ISP-bound calls that are
terminated by CLECs.

Notwithstanding that basic objection, the economic arguments that have been advanced
to support an application of the “access charge model” to ISP-bound traffic are fatally
flawed in their own right.

Prof. Harris' theory86 starts from the premise that there is an explicit or implied
contract (in economic terms) between an ISP and its customers, and thereby concludes that
the ISP is responsible in an economic sense for all of the costs that its customers generate
when they use their telephone to connect to the ISP. As expressed by Prof. Harris, “it is
the fulfillment of the ISP’s contract with its Internet subscriber that is the immediate cause
of additional costs for both Pacific Bell and the CLEC connected to the ISP.”87 Prof.
Harris accepts the notion that the person who places a local call in order to reach an ISP is
the cost-causer relative to that telephone call,88 but nevertheless concludes that it is not
economically efficient for the costs of that call to be recovered directly by the ILEC serving

85. See MTS and WATS Market Structure, Memorandum Opinion and Order, Docket No. 78-72, 97 FCC
2d 682, 711-22 (1983) (Access Charge Reconsideration Order); Amendments of Part 69 of the Commission’s
Rules Relating to Enhanced Services Providers, CC Docket No. 87-215, Order, 3 FCC Rcd 2631 (1988) (ESP
Exemption Order); Access Charge Reform, Price Cap Performance Review for Local Exchange Carriers,
Transport Rate Structure and Pricing, and End User Common Line Charges, CC Docket No. 96-262, 94-1 et
al, First Report and Order, 12 FCC Rcd 15982 (1997) at paras. 341-348.

86. Dr. Taylor advances essentially the same line of argument as Prof. Harris, and thus is also rebutted by
the analysis set forth in this section.

87. Harris (Pacific Bell) Testimony, at 7, lines 7-9.

88. Id., at 7, lines 4-5.
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that person,89 as they would ordinarily be for any other sort of local telephone call.
Instead, he surmises that in the ISP case, economic efficiency requires that the “party acting
on behalf of the cost-causer” — which he identifies as the ISP — must recover the costs of
that telephone call from the caller, and then compensate the ILEC with whom the caller
placed the call.90

Acceptance of this conclusion requires a myopic and ultimately erroneous view of the
customer relationships extant between individuals placing telephone calls, their serving
LEC, and the called party (i.e., an ISP, other business, a friend, etc.). Here, the caller is
seen as the originating LEC's customer when the he places a local call to a friend or a non-
ISP business (irrespective of whether another LEC is involved), but that same caller is not
the customer of the originating LEC when the call is a long distance call or a call to an ISP.
The assumption here seems to be that an end user cannot be a customer of more than one
entity at a time, and that it is somehow necessary to have a single party acting on behalf of
the cost-causer, who must handle all billing and compensation arrangements for all of the
services utilized by an end user.

The basic question at issue here is who is whose “customer” under various scenarios
(e.g., when someone uses a telephone to call a friend, a non-ISP business, an ISP, or to
make a long distance call). One way of looking at the question of who is whose customer'
is to look simply at who pays who for what. From this perspective, when an end user
makes a long distance call, the end user is the customer' of the IXC (to whom it pays all
per-minute charges associated with the call). From this perspective, although the end user
actually makes use of the originating LEC's switching and transmission facilities (and the
switching and transmission facilities of the terminating LEC as well), the end user is neither
the originating nor terminating LEC's customer for purposes of this call. On this level
(trivial from an economic perspective), who is whose customer' is simply a matter of
regulatory fiat. Moreover, Section 201(a) of the 1934 Communications Act expressly states
that the FCC generally can decide who pays whom in cases where multiple carriers
collaborate to provide an interstate service — referred to in the statute as a through route.'
This illustrates why this who pays who' perspective is not helpful in sorting out the
economics of the situation.

It can help to analyze customer relationships from an economic standpoint. From an
economic perspective, what matters in assessing who is the ultimate “customer” in a multi-
party transaction are familiar principles of cost causation. An end user making a call causes
the costs associated with that call and, ultimately (except in situations where a subsidy has

89. Id., at 13, lines 14-19.

90. Id.
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purposely been built into the system) should pay those costs. As a result, from an
economic perspective, the end user making a call that involves multiple carriers is the
customer of all of the carriers involved in getting the call to its intended destination. Now,
for various practical or other reasons, the customer may not write separate checks to each of
the entities involved. To the contrary, the more common practice is for the customer to pay
only one of the carriers, who then becomes responsible, directly or indirectly, for passing
money on to the other carriers who are jointly involved in carrying the call to its ultimate
destination.

Thus, in economic terms, in all of the cases cited above (calls to a friend, a non-ISP
business, an ISP, or a long distance call), the end user is the customer of all the carriers
involved, since the end user is originating a call that involves all of their services.

Some economists, including Prof. Harris, attempt to draw distinctions between ISPs and
other businesses that deal with customers over the telephone and/or that deliver their
services over the telephone. These distinctions do not hold up under closer scrutiny. Prof.
Harris first advances the notion that in the case of both the ISP and the IXC, the end user is
trying to “get” somewhere else, whereas when the end user calls a local business such as a
bank or a pizza parlor, he has “gotten” where he wants to go.91 However, this is
sophistry, not economics. When I make a trip to a business meeting in Washington, D.C.
and my flight lands at National Airport, I still need to take a taxi or the Metro to “get” to
where I want to go. The airline has no involvement in that decision or in the actual ground
transportation service that I engage; in each instance I am a customer of the taxi or the DC
Metro, not of the airline, once I get off the plane. The effect of Prof. Harris' presentation is
to conflate certain regulatory choices concerning the payments process — choices that had
been made on grounds other than economics — with the economic implications of those
choices.

Second, Prof. Harris contends that an ISP or an IXC directly utilizes the services of
LECs to fulfill its “contract” with its subscriber, but that this does not occur in the case of
a local non-ISP business. To illustrate, he states that “a pizza parlor “contracts” with its
customers to provide them pizzas and does not use the phone call as part of its fulfillment
of its “contract.”92 Prof. Harris is simply wrong, as there are any number of non-ISP
businesses and service providers for which the telephone call placed by the end user is an
indispensable aspect of their transaction with the end user.

91. Id., at 15-16.

92. Id., at 16, lines 7-9.
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Consider the case of a call answering bureau, to which an ILEC end user subscribes,
entirely independently of her local telephone service subscription. There is nothing in the
nature of the call answering bureau business that makes it any less efficient for the ILEC to
charge the end user directly for local calls placed to the bureau, as the ILEC does for calls
to other local businesses.

However, Prof. Harris would apparently argue that, because the end user must place a
local call in order to avail itself of the answering bureau's services (and thereby allow the
bureau to fulfill its “contract” with that user), the call answering bureau is responsible for
the end users' calls into that bureau (e.g., to check for and receive waiting messages), and
that it is more efficient for the call answering bureau to charge the end user for those local
calls directly, and to then compensate the LEC for the use of its facilities to make those
calls. Prof. Harris' logic could also be extended to encompass travel reservations bureaus,
weather information bureaus, credit card verification firms, emergency medical lines, and
the like — and produce equally nonsensical results.

In reality, an ISP is no different than any other firm that does business over the
telephone and/or that delivers its service via the telephone, a point expressly noted in the
recent D.C. Circuit Court of Appeals’ reversal of the FCC reciprocal compensation order.
As the Court stated:

Even if the difference between ISPs and traditional long-distance carriers is
irrelevant for jurisdictional purposes, it appears relevant for purposes of
reciprocal compensation. Although ISPs use telecommunications to provide
information service, they are not themselves telecommunications providers (as
are long-distance carriers).

In this regard an ISP appears, as MCI WorldCom argued, no different from
many businesses, such as “pizza delivery firms, travel reservation agencies,
credit card verification firms, or taxicab companies,” which use a variety of
communication services to provide their goods or services to their
customers.93

Moreover, economic efficiency is in no way impaired by having two separate parties
“acting on behalf of the cost-causer,” which is precisely the case in an ISP-bound call
originated by an ILEC telephone customer and terminated by a CLEC. As Prof. Harris
admits, “in many instances the Pacific Bell end-user and Internet subscriber are one and the

93. Bell Atlantic Telephone Companies v. FCC and U.S., U.S. Court of Appeals for the D.C. Circuit,
Decided March 24, 2000, No. 99-1094, Consolidated with 99-1095 et al, On Petitions for a Review of a
Declaratory Ruling of the Federal Communications Commission, mimeo at 13-14 (footnote omitted).
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same person.”94 All this means is that such a person is using two services from two
different entities simultaneously. As long as the cost-causer compensates those two entities
for the services that they render — which is precisely what occurs today given existing
compensation arrangements between an ILEC and its telephone subscribers, and ISPs and
their subscribers — there would be no improvement in economic efficiency by merging
those two transactions together.95

Conclusion

Two other proposals have been advanced to remedy perceived shortcomings in the
existing LEC reciprocal compensation system, namely the imposition of traffic imbalance
adjustments, and movement to an access charge model for intercarrier compensation for
ISP-bound calls. We have shown that neither alternative would promote economic
efficiency or otherwise prove superior to existing reciprocal compensation arrangements.
While traffic imbalance adjustments certainly have the effect of limiting ILECs' revenue
outflows to CLECs that cater to the ISP/high-volume user call termination market, they
have no economic justification, fail to allow mutual compensation to take place, and overtly
discriminate against those carriers electing to provide specialized local services in a manner
antithetical to the Act. Similarly, ILEC attempts to persuade regulators to adopt the access
charge model for ISP traffic are also devoid of economic foundation and should be rejected.

94. Harris (Pacific Bell) Testimony, at 7, lines 15-16.

95. One might think that transaction costs would be reduced if there was a single point of contact with the
end user which handled billing the end user, but any such cost savings would be offset by the cost of the
intercarrier compensation which would then have to occur and would otherwise not be required if the two
entities billed the end user separately.
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In this paper, we have attempted to examine the economic and policy basis for inter-
carrier compensation between telecommunications carriers as well as to provide an
understanding of the various approaches to this issue, particularly relative to Internet
Service Provider (ISP)-bound traffic, which has caused the FCC and other policymakers to
consider major changes to the existing mechanisms. This has become a particularly urgent
effort in recent months, as the FCC has adopted new rules via its ISP Remand Order to
transition reciprocal compensation for ISP-bound calls to a potential bill-and-keep regime,
and proposes in its ongoing Intercarrier Compensation NPRM proceeding to establish bill-
and-keep for ISP-bound calls and perhaps for ordinary locally-rated (and eventually toll)
calls as well. While our principal findings are explained in more detail in the body of this
paper, they can be summarized as follows:

• The perceived “problems” with the existing intercarrier compensation mechanism
of explicit reciprocal compensation payments — traffic imbalances and the growth
in payments by ILECs to CLECs for termination of ISP-bound calls — are
properly viewed as the outcome of exactly the type of competition that the Tele-
communications Act of 1996 and the FCC's Local Competition Order was intended
to promote, and do not represent market “failures” that must be remedied by
further regulatory intervention.

• Despite the recent revival of interest in a bill-and-keep model for intercarrier
compensation — which was flatly opposed by ILECs when the issue was first
considered in post-Act arbitrations and regulatory proceedings to establish
reciprocal compensation rates — the economics of bill-and-keep have not changed
from the period when the FCC previously concluded that it was reasonable to
apply bill-and-keep only when exchanged traffic was roughly in balance so that
mutual compensation would take place.
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• Recent attempts to craft a theoretical basis for a wider application of bill-and-keep,
in the form of two papers released by the FCC's Office of Plans and Policy (OPP),
fail to afford a sound economic or policy basis for regulators to impose “bill-and-
keep” arrangements as the preferred solution for intercarrier compensation on ISP-
bound calls as well as for other locally-rated traffic. In particular, the OPP papers:

(1) Fail to recognize the intrinsic linkage between the method adopted for
intercarrier compensation and the retail prices paid by end users, which causes
their analyses to be fundamentally incomplete.

(2) Make certain assumptions concerning the allocation of the benefits and costs
of a call between the calling and called parties, which are unsupported and are
most likely wrong as an empirical matter.

(3) Inconsistently combine theoretical and pragmatic considerations to support
their concrete proposals for how interconnection should be priced.

(4) Unduly defer to existing architectures and practices of ILECs, in effect
requiring entrants to accept what amounts to a “take-it-or-leave-it” set of
interconnection conditions, such as existing ILEC local calling area definitions
and the premise that inward and outward traffic that is out-of-balance is to be
discouraged.

• When evaluated using appropriate criteria, including economic efficiency,
competitive neutrality, and impacts upon end users, neither bill-and-keep, nor other
options that have been considered for application to ISP-bound traffic, including
traffic imbalance thresholds and access charge treatment, would provide a
satisfactory alternative to the existing form of reciprocal compensation
arrangements.

The current system of explicit reciprocal compensation for interconnecting LECs has
generally worked well and in harmony with the pro-competitive policies underlying the
Telecommunications Act of 1996. As we have shown in this report, when certain CLECs
perceived a competitive advantage over ILECs in providing call termination services to ISPs
and other high-volume customers, they were able to define that market and successfully
meet their customers' needs. In so doing, those CLECs have exerted competitive pressure
on the ILECs' interconnection rates generally, exactly as the FCC's policy of establishing
symmetrically-applied interconnection rates was intended to do. Cost-based reciprocal
compensation, of the form in place today, is the only mechanism that is competitively-
neutral, allows all LECs flexibility in defining the market segments they wish to pursue —
whether or not the resulting traffic patterns are balanced — and ensures that each LEC will
be fully compensated for its work in completing calls. In contrast, bill-and-keep can satisfy
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none of those objectives, and would seriously disadvantage CLECs in favor of ILECs in a
manner contrary to the Act. Consequently, the FCC and other regulators should not adopt
mandatory bill-and-keep (but allow it to be negotiated, when two interconnecting carriers
agree it is mutually advantageous to do so) for ISP calls or for any other locally-rated
traffic. Instead, regulators should focus their efforts on ensuring that the existing reciprocal
compensation system for LECs is applied in good faith by all market participants, and allow
competition for local telecommunications services to continue to evolve.
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