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Introduction

The purpose of this affidavit is not to address the comparative merits ofbill and keep

versus calling-party-network-pays (CPNP) rules for local interconnection. It is, instead, to argue

that whatever the benefits ofbill and keep or CPNP for inter-carrier compensation for local

traffic, it would be bad policy to implement either in the context of access charges. The

following paragraphs will discuss several reasons why the access charge regime that is currently

in place should not be disturbed in favor of either bill and keep or prescribed CPNP rates.

TELRIC or Other Rate Prescription Should Not Be Applied To Access Charges

1. It is important to recognize, first, that the policy for local interconnection should not

dictate the policy for inter- or intrastate access charges. Interconnection in the local (or

CMRS) context involves carriers that serve distinct customers cooperating so that carrier

A's cusotmers can reach carrier B's customers. Carrier A has no relationship with the

customers of carrier B, and carrier B's network is irrelevant to carrier A and its

customers, unless those customers happen to call subscribers to carrier B (and vice

versa). Moreover, when local carriers pass traffic back and forth, they are performing

equivalent termination services for each other. Long-distance access differs. While local

carriers terminate calls that are handed-off to them by long-distance carriers, long

distance networks do not in tum perform reciprocal termination services for local

carriers. Long-distance carriers are instead providing calling services to end users, for
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which local tennination constitutes an essential input. Local interconnection is thus a

reciprocal relationship of tennination services between carriers, whereas long-distance

service is a vertical relationship in which local tennination is just an input into the long

distance carrier's provision of calling services to end users. There is no reason that the

economics of local interconnection should be assumed identical to those of the very

different relationship inherent in long-distance access.

2. Thus, while bill and keep may have desirable properties for inter-carrier compensation

for local interconnection under some circumstances, there are significant challenges to be

overcome before the Commission could consider applying it to access. Access charges

have traditionally been used to provide a large proportion ofILECs' revenues. Any

change to a bill and keep system would therefore involve a very substantial shift of

recovery to end-user prices, with attendant controversies over customer impact and

universal service concerns. And, as I explain below, artificially constraining recovery

would not only harm ILECs, but could deter efficient, competitive entry as well. Since

intrastate access charges are regulated by the states, there is also the problem of

coordinating federal and state policy with respect to access charges, so as not to create

unacceptable arbitrage between state and interstate access traffic.

3. These considerations weigh in favor of maintaining access charges on a CPNP basis, at

least until the issues associated with bill and keep for access can be fully addressed. In

the context of CPNP, there is no reason that the access regime recently adopted by the

Commission, through the CALLS and MAG plans, should be reexamined now. Ordover
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and Willig nonetheless propose that access rates should be reset prescriptively and that

the standard for doing so should be some measure of forward-looking cost, such as

TELRIC.

4. I believe that any new prescription of access rates would at this time be bad policy. As I

have already discussed, there is no set of "perfect" CPNP rates that will address the

concerns raised in the NPRM. More generally, the Commission should be seeking ways

to make regulation less prescriptive, and less information-intensive. The Commission

adopted price caps for ILEC access charges eleven years ago, precisely because it

recognized that it did not have the information necessary to prescribe specific levels for

each access charge element. Instead, it designed the price cap system to protect

consumers where necessary, but also to provide incentives for efficiency and to elicit

information about the relative levels of specific prices. In the years since, the

Commission has relaxed price cap controls in those markets where it has found sufficient

competition. As competition continues to develop, the Commission may need to

maintain regulatory protection in certain markets, but it should be seeking the least

intrusive means for doing so. Its methods should not depend on ascertaining detailed

information about cost or demand in an attempt to prescribe specific rates, but should

instead focus on establishing more general constraints that will promote efficient

outcomes. For access, for the present, it might mean maintaining the current price cap

regime adopted under the CALLS plan only until the Commission determines that

sufficient competition exists to remove the caps.
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5. But even if the Commission were to prescribe rates for access - which it should not

TELRIC would not be a reasonable standard on which to base those rates. In fact,

TELRIC has several important drawbacks for pricing access of any kind. Notably,

TELRIC does not capture the actual costs of originating or terminating traffic. Instead,

TELRIC as interpreted by the Commission captures the forward-looking costs of a

hypothetical firm containing the optimal network given today's technology. TELRIC will

thus likely understate the costs any real-world firm, even one that efficiently upgrades

and replaces its network, actually incurs to provide access on its network. TELRIC has

been extremely controversial for its reliance on the costs of an idealized, hypothetical

network. The United States Court of Appeals for the Eighth Circuit rejected TELRIC

because of its hypothetical nature and the case is now pending before the Supreme Court.

Numerous economists have criticized the Commission's TELRIC approach on the

grounds that it would systematically under-compensate carriers for use ofnetwork

elements and thereby lead to poor investment incentives for ILECs and inefficient entry

decisions by CLECs.

6. Whatever the ultimate legal fate of TELRIC in the courts, it is the latter economic point

about efficient investment decisions that is most important for access pricing. Access

prices should provide incentives for incumbents to invest efficiently in their networks and

for new firms to enter the market if they could provide access more efficiently than the

incumbents do. But if access prices artificially understate the incumbents' true costs, then

those prices will provide inaccurate signals to new entrants and will deter entry where it

in fact would be efficient. Such inaccurate price signals will flow from any regulation
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that risks prescribing charges that are below the actual costs of the carriers providing

network access.

7. It is important to recognize that TELRIC cannot be justified on the basis that it replicates

prices found in a competitive market, which is the objective Ordover and Willig argue (at

page 6 of their affidavit) the Commission should seek to achieve. As applied to date,

TELRIC has modeled forward-looking costs based on a hypothetically efficient network

that would not, in fact, ever be found in long-run equilibrium, even under competitive

conditions. To see that TELRIC models are unlikely to have any relation to prices that

result under real competition, one need only to look at the market for long-distance

telephone services, which is often heralded as being vigorously competitive. The average

revenue per minute for long distance carriers appears much higher than the sum of access

charges and the TELRIC ofproviding long-distance services. 1 TELRIC is both

theoretically and empirically a poor proxy for competitive market outcomes and thus fails

to do what Ordover and Willig argue that a proper pricing rule should do.

8. The difficulty of supplanting the current access charge regime becomes even more

complicated when existing state regulation is taken into account. Before the Commission

decides that it will abandon the existing per minute access charge regime in favor of a

new, unified regime for inter-carrier compensation, it would be important to understand

how that will affect intrastate regulation. Will it create untenable arbitrage opportunities?

1 According the Commission's Statistics of Common Carriers (August,2001) the average revenue per minute for
interstate switched long distance services (excluding international services) is 11 cents per minute. Under the
CALLS plan, interstate switched access charges are approaching 1.1 cents per minute (including both ends of a call),
or about one tenth of the long distance price. See also Farrell and Hermalin at 5.
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Will it create inefficient regulation to prevent arbitrage? Will it force changes in other

regulations? Answering the likely interaction effects ofproposed changes is important to

understanding the efficiency effects ofproposed rule changes. The Commission

recognized this in its Notice where it said "any discrepancy in regulatory treatment

between similar types of traffic or similar categories ofparties is likely to create

opportunities for regulatory arbitrage.,,2 A unilateral federal movement of access charges

may create arbitrage that undermines state regulatory goals and leads to ad hoc regulatory

responses that, while perhaps defeating arbitrage, undermine cost recovery and possibly

deter entry.

9. Given these hazards, the Commission should not extend TELRIC or other rate

prescription to access charges. The current, recently adopted access charge regime should

be left in place, and the Commission should avoid re-prescribing those rates in a manner

that will require increased regulatory oversight, create additional uncertainty for

incumbent carriers and potential entrants, and be likely to provide inefficient investment

and entry decisions.

2 Notice, para. 12.
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