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EXECUTIVE SUMMARY

Bill-and-keep would permit, and CPNP would preclude, the steady deregulation

of the telecommunications industry over the long tenn. In a nutshell, that is because bill

and-keep requires a carrier to recover from its end rl!l'crs costs that CPNP entitles it to

fccoverfrom other carriers - and because, although there will always be a need to

regulate the rates that even non-dominant carriers charge other carriers, there is m:ver a

need to regulate the rates such carricrs c1large their own end users. For example, if a non

dominant carrier charges an end user a supracompetitive rate for terminating calls, the

market itself will correct the problem, because the carrier will lose the customer to a

competitor with lower prices. But if the carrier is allowed to recover the costs of the

same service from another carrier serving a ditferent customer, no market mechanism can

normally deter the first canier from charging an arbitrarily high price.

Thus, so long as CPNP is the rule - so long as one carrier may recover its own

network costs from another carrier mther than Irom its own end users - the only solution

to this "tenninating access monopoly" is pervasive regulation. evcn of tne smallest

upstart carrier. Such regulation is undesirable and, because of bill-and-keep,

unnecessary. By requiring carriers to recover their network costs from their own end

users rather than from other carriers, hill-and-keer WOLlid el im inate any need to regulate

non-dominant carriers, because tnose end users could take tneir btlSiness e1sewncrc.

Opponents of bill-and-keep, such as AT&T, respond that the deregulatory benefits

of bill-and-keep would hc limited because the end user rates ofILECs (to the extent they

arc dominant in given markets) may still require regulation. That argumcnt is unsound

on two levels. To begin with, bill-and-kcep would permit significant deregulation today,

because, among other considerations, non-dominant carriers arc already significant
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terminators oftraftlC, as i II LIS trated by the industry's recent experi encc with IS P·bound

traffic and CLEC access charges.

More fundamentally,AT&T's argument on this point is remarkably short-sighted.

Because any regime the Commission selects in this proceeding should be built to last, the

question is not whether bill-and-keep presents obvious advantages over CPNP today

(even though it docs), but whether it will present such advantages ten and fifteen and

twenty years from now. The answer is yes. As the telccommunications world becomes

increasinglydefincd by intermodal competition, and as it becomes increasingly populated

by non-dominant carriers, the choice between CPNP and bill-and-keepis, at bottom, a

choice between heavy regulation of this industry and very little at all.

Opponents of bill-and-keep also suggest that the costs of unnecessary regulation

nrc low -- that regulation is, in effect, no less capable than market forces of "getting the

rates right." This is sophistry. As illustrated hy years of unhappy experience with access

charges and reciprocal compensation rates, regulation is unpredictable, destabi Iizing, and

inherently incapable of setting accurate interearrier rates for the reeOVC1Y of origination

and termination costs. That is why the legacy of such regulation is litigation and

pervasive arbitrage. Moreover, unlike bill-and-kcep, CPNP would permanently mire the

Commission in inappropriatejudgment calls about whether one class of carriers has

higher or lower network costs than another and, accordingly, whether the interearricr

compensation rates of some carriers should he higher or lower than those or other

carriers. Those decisions should be left to the market, as bill-and-keepwould permit, and

should not he left to regulation, as CPNP would require. No carrier should be forced to
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subsidize another carrier's choice of technology or network architecture; such choices

should be validated (or not) by the choices made by l:<Lch carrier's own end users.

There is no merit to the time-worn argument that CPNP is more fltithful than bill-

and-keep to economic principles of cost causation. The premise of CPNP is that the

calling party "causes" all the costs of a call. That is dClllonstrablyfalse: for example, the

called party "causes" many of those costs by publicly listing its telephone number and

agreeing to take a given cnll, and the called party's network is free to choose more or less

efficient tenninating technology. By srI itting costs between the calling and the called

parties, bill-and-keer is thus ut least as faithful ns CPNP to principles of cost causation.

As the Commission has already indicated, there is also no basis for concern that bill-nnd-

keep would cause carriers to specialize in originating tra flic or that it would increase the

volume of unwanted calls. In any event, if unwanted calls were the problem, the answer

would he to regulate them directly, as the Commission has already done.

The defining attribute of bill-and-keep is a de fault division of financial

responsibility, at some point between two networks, for the costs of handling traffic that

travels over both networks; in the absence of negotiation, each carrier must recover trom

its end users, and not from other carriers, all network costs on its side of that point. The

DeGraba proposal would establish that point at the end office serving the called party and

would then rely on negotiations to produce more efficient outcomes. That approach

Sll ffers from two significant shOlicomings, First, it would give a comparative bargaining

advantage to carriers (such as fLEes) that have many end offices to which other carriers

(such as CLECs) must bear the financial hurden of providing transport. Second, by

requiring carriers to obtain transport to points deep within an ILEC's network, the
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DeGraba approach would increase calls ror regulatory intervention in the use of an

fLEe's transport facilities.

To avoid those problems, Qwest proposes an alternative approach, under which a

carrier wou Id bear a default financial obligation to deliver trame to the "edge" of another

carrier's network. Designation of the "edge" of a network would vary depending on

whether the network is circuit-switc hed or packet~sw itc hed, gi yen the quite di Frerent

ways such networks operate. The edge of a hierarchical circuiH:witchednetwork would

be defined as the access tandem serving the called party's end office. In contrast, the

"edge" of a packet-switched network would be detined as any technically feasible point,

such as a gateway, within a defined geographic area. Because this "edge of the network"

approach would sharply limit the number of points to which carriers would bear a default

financial responsibility to deliver traffic, it would be more equitable than DeGraba's

approach as among carriers, and it would be more likely to produce efficient, negotiated

transport solutions, such as the deployment of two-way trunks wberejustified by trame

volumes. Moreover, by pcnnitting a carrier to relinquish tinancial responsibility for

traftic at the edge of an ILEC's network, it would reduce calls for government

intervention in the provision of an ILEe's transport facilities at regulated rates.

There is no merit to the contention that bill-and-keepwould increase an fLEe's

abi litYto discrimi nate against unaffi liated intcrcxc hange carriers. Th e potential tor sue 11

discrimination is logically independent or the Commission's choice ot· intercarrier

compensation regimes. Under bill-and-keep, as under ePNP, existing safeguards such as

47 V.S,C,§ 272(e) would sufficeto protect competition in the interexchangemarket. To

remove any doubt on this issue, the Commission should simply clarify tlUlt, under bill-

IV
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and-keep, each [LEe must provide its end users with access to unartiliated IXCs on the

same terms, at the same rates, and with the same quality of serviec as the access it

provides to its own [XC affiliate.

Some commentcrs oppose bi Il-and-kecp 011 the ground that, by shirting network

costs to cnd users rather than IXes, it would reduce the implicit cross-subsidies that

smaller ILECs currently receive under the geographic averaging mechanism of 47 U.S.c.

~ 254(g). That, however, is ultimatelyj lIst an argument for replacing such cross-

subsidies with explicit, competitively neutral funding mechanisms. There is no valid

argument for continuing to fund universal service through implicit. compctitively skewed

subsidy mechanisms based on Hccess charges.

Although the Commission may lackjurisdiction to impose bill-and-keep for

intrastate access traffic, the Tenth Circuit's recent universal service decision underscores

the Commission's responsibility to give states incentives to adopt appropriate funding

mechanisms on the intrastate side of the ledger. For example, the Commission may

condition the receipt of lcoeral universal service funding on a state's willinb'lless to

remove implicit subsidies from intrastate aceess charges. Once those subsidies are

eliminated. the states would perceive little advantage in retaining lhe current access

charge regime, and a national consensus would likely develop in support of bill-and-keep

ror all trame. Finally, there is no mcrit to suggestions that the 1996 Act precludes bill-

and-keep for all tratfic falling within the scope of 47 V.S.c. § 25 1(h)(5). The langllage

of section 252(d)(2) is appropriately understood to permit a choice between either bill-

and-keep or a tmly cost-based CPNP regime. The Commission is tree to choose the

regime that better serves the public interest, and that regime is bill-and-keep.

v
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Qwest Communications Internationa I, Inc. ("Qwest") hereby submits these reply

comments in the above captioned proceeding.'

INTRODUCTION

Bill-aod-keep requires carriers to recover costs from their end users, whereas

ePNP entitles them to recover many of those eosts from other enrriers.* As competition

develops over time, more and more carriers will become non-dominant, and any need to

regulate the rates they charge their end users \vilJ disappenr, because the market itsclfwill

drive end user prices towards cost. But an increase in competition would never reduce

the need to regulate critical rates that CrNP, unlike bill-and-keep, would entitle one

I See In the Mutter C£Developing a UnijiedJlltercarrier Compensation Regime, Notice or
Proposed Rulemaking, CC Doeket No. 01-92, FCC 01-132 (reI. Apr. 27.2001)
("NPRM').

2 "Calling party's network pays" ("ePNP") denotes an intercarrier compensation regimc
in which the calling party's network bears responsibility ror all the costs of a call and
pays compensation to othcrcarriers involved in the call. As used here, the ternl is
broadly defined to encompass both the current reciprocal compensation scheme for local
calls and the traditional access charge regime, under which the calling party's
intcrexchangeearrier ("IXC") must compensate the local exchange can-iers ("LEes") on
either cnd of a long-distancc call. "Bill-and-keep," in contrast, is defined to mean any
compensation rule that would preclude a carrier from charging another carrier for any of
the costs of its own local access facilities.
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carrier to charge another. That, in a nutshell, is why bill~and-keep is preferable to CPNP.

Unlike CPNP, it would eliminate the terminating access monopoly without regulation of

non~dominantcarriers, it would avoid the destabilizing arbitrage opportunities and

litigation that inevitably accompany regulated interearrierrates, and it would emphasize

the role of markct torees, ruthcr than regulation, in a carrier's efforts to recover its

network costs.

Supporters and opponents of bill-and-keep seem to be talking past one another

largely because the supporters are approaching the issue from the perspective of the

industry over the long tenn, whereas opponents are focused on the transitory disputes and

special interests that tend to characterize a pnrtion of the industry at any fixed point in

time. Thus, the parties most opposed to bill~and-keepfor LEC-to~LEC Iranic arc those

that have made short-term windtaJls by specializing in the termination of traffic at above-

cost rates. The parties most opposed to bi II-and-keep for access traffic are certain

incumbentLECs that have a particular slake in preserving the economically irrational-

anclllltimately unsustainable - role of access revenues in the funding or universal service.

And, more generally, the parties most opposed to bill-and-kcep in any setting are carriers

such as AT&T that have staked their business plans on the continuation of heavy

regulatory intervention in all aspects of the telecomlllunicationsindustry,

Moreover, although some parties contend that the Commission should continw: to

haw two vastly eli fferent regimes for "local" ancl "long distance" truHlc, that

anachronistic approach would exacerbate the arbitrage and inefficiency that already beset

the telecommunications world. At the end of the day, a call is simply a call, and arhitrage

will inevitably thwart any artificial, distance-relateddistinclion among types of calls.

2
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Moreover, as several CLECs observe, the Commission should view with considerable

skepticism any suggestion by incumbent LECs that bill-and-keep makes less sense for

access traffic than for other kinds of trartic - or that. five years after enactment of section

254, regulators should still postpone the day in which a competitively ncutral funding

mechanism, rather than the nationwide customer base of conventional !XCs (see 47

u .S.c. § 254(g)), subsidizes network costs in high-cost areas. The Commission should

thus simultaneotlslyadopt bill-and-keep for alliratlic within ilsjurisdiction and

encourage the states to do the same.

ARGUMENT

I. Bill-and-keep is preferable to alternative intercarricr compensation schcmes~

and the policy arg:umentsofits opponents lire without basis.

A. Bill-and-keep is the best long-run solution to the terminating access
monopoly problem.

There arc two serious contenders for the role of unified inten:arriercompensation

scheme in the long nlll: a "cost-based"CPNP approach, and bill-and-kcep. ePNP would

require the govellunent to regulate certain intercarrier rates in perpetuity, whether a givcn

carrier is dominant or not. Moreover, because such regulation is necessarily both

imperfect and contentious, It would guarantee a world of arbitrage, litigation, and

industry instability. Bill-and-keepavoids those problems, and for that reason alone it is

the better choice, particularly over the long term.

1. Bill-and-keep is the optimal solution to the terminating access
monopoly in an increasingly competitive world.

The f'irst major advantage of bill-and-kcep over ePNP derives from the fact that,

whereas there would always be an obviolls need to regulate the tennination rates that

non-domi nan t carriers charge other carriers, there is never a need to regulate the rates

3
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they charge their end users. Because bill-and-keep would require carricrs to recover from

end users cosL" that CPNP would entitle them to recover from other curriers, bill-and-

keep would eliminate the terminating access monopoly with little or no n.:gulatiol1 of 11011-

dominant carriers (ami potentially, in some contexts, less regulation of dominant carriers

as well). Tn contrast, CPNP would guarantee pcnmment, heavy regulation or every

carrier, whether dominant or not. That advantage is comprehensively discussed in the

attached Dedaration of William Rogerson ("Rogerson Oec1."), at R-15.

I Icre it is important to focus on the severi ty and breadth of the "tcnninating access

monopoly." That teml refers not only to the recent efforts by some CLECs to charge

Ixes radically above-cost rates for the tennination of interexehangctrattic, alLhough that

is perhaps the most obvious and lallliliar manifcsultion or the problem, but more

generally to an economic phenomenon that arises whenever two or more carriers must

cooperate in the completion of a call. In any given local or long-distance cali involving

more than one carrier, the tcrminatingcarriertypically controls the only line and local

switch connecting the called party to the network, and the caller typically lacks any

relationship with the terrnin:Hing carrier. As n result, the terminating cnrrier has strong

incentives to extract as high a payment as possible from the carrier with which the caller

does have a relationship. and the caller is nonnally powerless to do mllch about it.

That terminating monopoly prohI em would thus require pervasive rate regulation

or a carrier's termination rntes even if the other carrier were entitled to pass the high costs

of termination back, in tbe form of higher rates, to the particular calling parties that place

the calls at issue. See Rogerson DecL 9-12. But the problem is even worse Ihan that,

because various regulatory obstacles typically preclude fLECs (for local calls) and !Xes

4
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(for long-Jistaneecalls) from pflssing such costs back to a speci fie calling party. See.

e.g., 47 U,S.c.* 254(g)_ The calling party thus normally lacks any interest in affecting

the rates the terminating carrier charges for local or long-distance calls. See Rogerson

Dec1. 9, 12-13.J Indeed. those same regulatory obstacles deprive a calling party of any

incentive to object when a LEe charges an IXC arbitrarily high rates for origination as

well. See id. at 13-14. In short, because the ex isting regime insulates LEes from any

pressure by their own end users to lower above-cost intercarrierrates, CPNP docs not

create the price signals needed to ensure rational correspondence between prices and cost.

The Commission has traditionally turned to rate regulation to address that problem:

regulation under section 251 (b)(5) of transport and temlination rates for local traffic, and

regulation under section 20 I of access charges for interexehange trame.

13ill-and-kcl;p would eliminate, fit the source, the velY need for regulation of

intcrcarriertennination charges. Some commenlers observe that bi Il-and-keep would not

immediately eliminate the nced for regulation of flll termi nation chflrges, because. until

competition develops, dominant carriers may still have the ability and incentive to charge

their end users more than the economic cost of the services they provide. E. g., AT&T

Comments 17. Even in the short term, that argument misses the k..'Y points that CLECs

arc already significant tenninators of traffic; that, where tlwy are, they hold a monopoly

over tCllninating access; and that bill-and-keepwould thus dramatically reduce the extent

to which this Commission would need to regulate them, since there would be no need to

J Until:r CPNP, even if'lLECs and IXCs were permitted to pass these costs back to calling
parties, it is unlikely that calling parties would be sufficiently motivated by (or even
attentive to) inefficiently high tennination rales thai they would withhold calls to end
w;ers of particular carriers and thereby exerl indirect pressure 011 those carriers to lower
those rates to efficient levcls. See Rogerson Decl. 8-12.

5



Repl~' Cumrnellts "r Qwes' Communlcllliun~ lul'l.lne.
November 5.2OU 1

regulate the rates they charge their own end users (as distinguished from the rates they

charge other carriers).

The argument fi)r CPN?, and against bill-and-keep, becomes even weaker when

analyzed within the long time horizon that this Commission shnuld consider when

deciding the best way to bring long-tcnn rationality to the field of intercarricr

compensation. The premise of the 1996 Act, and of the Commission's regulrltory

philosophy as a whole, is that t~lcilitics-brlsedcompctitionwill succeed over the long terrn

in providing an ever-growing number of consumers with an expanding set of

telecommunications alternatives to incumbent LEes. The parties may dispute the det'1ils

of that inexorable trend, but even today, fInd even in the residential sector, competition is

more widespread than industry pessimists would have this Commission believe. Wireless

services, for example, are already available as an alternative to landline telephony for

most Americans. "While most wireless customers may not be willing to 'cut the cord'

just yet in the sense of canceling their subscription to wireline telephone service, it is

indisputable th"t wireless service has significantly changed the way Americans

communicate.. _. For some, wireless service is no longer a complement to wireline

service but has become the preferred method of comrnunicalion.,,4 Moreover, in a world

in which cable modem service has leapt out to an early head start over DSL as the

predominant broadband technology for residential subscribers (in part because of

regulatory disparities), an increasing number of consumers can be expected to choose the

4 In tlIe Matter <:llmplenu:ntation qlSectio!1 6002(b) (!j'the Omnibus Budget
Reconciliation Act of 1993. Annual Report and Ana~vsisolCompetitive Market
Conditions WithRespect to Commercial Mohile Services, Sixth Report, FCC 01-192 (reI.
July 17,2001), at 32.

6
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cable modem platform as till: source for all of their teleeommunicationsnecds, including

voice telephony. 5 And, or course, such fonTIs or intcnnodal competi lion merely

supplement the statutory rights CLECs enjoy to an !LEC's own network undcr the 1996

It is against this backdrop that the Commission should review AT&T's claim

(Comments 17)that bill-and-keepwould have no effect on the need to regulate

tennination rates and would simply change (Hum carriers to end users) the idcntities of

the parties that mList pay such rates. As AT&T appears to recognize, its position rests on

the premise that competitioLl is futile and that incumbentLECs will retain the samc

market position in ten, fifteen, or twenty yeflrs that they hflve today. If that prcmise is

false - and all indications arc that it is false - the advantages or bill-and-keepover CPNP

become dramatieallyapparenL In a competitive world populated by non-dominant

carriers, the choice between bill-and-keep and CPNP is, quite literally, a choice bct\veen

continued heavy regulation of this industlY and very little regulation at all.

, See Remarks of FCC Chainnan Michael K. Powell, '" Digital Broadband Migration'
Part il" (Oct 23,2001) (htlp://www.fce.gov/Spceches/PoweI11200l/spmkpI09.html).at 3
4 (noting "the real compelilivc choices that have been introduced through alternate
platforms, particularly wireless and cable telephony services," and predicting that "la]
great deal of competition ...• particularly for residential consumers, will come from
other platforms such as c(lble and wireless systems").

(, See Locol Telephone Competition: StatllS as 0/ {)ecemher 31,2000 (Industry Analysis
Div. May 2001). at L(reporting a "29% growth in CU~C mflrket size during the second
hatj"ofthe year 2000") (emphasis added); id. at 2 (reporting that, over the course of the
year 2000, the number of UNE loops that ILEes pmvided to other carriers increased "by
62%, to a total ofabollt 5.3 million," in addition \0 the 6.8 million lines resold to
CLECs).

7



Hcply COllll1H::111~ (If Q'WSI CUlllrnunicali()lL~lilt "I, Inc.
Novcmhcr 5.200 I

2. Regulation is incapable of getting intercarrier rates ·'right.'·

Opponents of bill-and-keep further suggest that regulation isjust as capable as the

market of fixing an appropriate price to recover the costs of termination (or, in the case of

access traffic, the costs of origi nation as well). Those opponents both overestimate the

ability of regulation to "get the price right" and underestimate the sociicll and economic

costs of getting the price wrong. AT&T, for example, contends that any arbitrage

problem associated wilh CPNP "is easily solved simply by strict application of the

existing requirement of cost-based prices." AT&T Comments 8 (emphasis added).

These opponents appear unaware that regulators have tried and tailed for many

years to produce prices fbr origination ami tcnnination services that arc accurately

structured to renect the "costs" of providing those services, and the result has been

litigation, arbitrage, and regulatory uncertainty. Indeed, one need look no further than the

Firth Circuit's recent decision rejecting the 6.5% X-t~lCtorjustification in the CALLS

Order, or the D.C. Circuit's rejection of the Commission's prior rationale for the same X-

factor, to n~call how impossible it is to achieve regulatory l:ertainty in this area so long as

one carrier may charge another for its own origination or termination eosts.7 And, as

disl:ussed in Qwest 's opening comments (at 12-15), the fault lies not in the rcgulaLors hut

in the type of regulatory question al iss Lie.

"Getting lhe rates right" is impossiblcenough on several levels even when the

Commission has answered all the basic methodological qUl:stions. See Rogerson Dec\.

14-15, 18-20. First, as the experience in Lhe states has shown, regulators acting in good

7 See Texas Ojjlce ofPuhlic Util. Counsel v. FC(~ 265 E3d 313,32R-29 (5 1h Cir. 2001);
United States Tel. A,,;x 'n v. FCC, IRR F.3d 521 (D.C. Cir. 1999).

8
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t~lith can and do disagree profoundly in the application of a single methodology -

TELRIC - to any given rate elementS Second, regulators cannot, and should not, be

expected to keep pace 011 a monthly basis with the latest price-reducing developments in

termination rates. /d. at 5, 14-15. And, even if they could, the industry's inability to

predict what regulators will do itsclftends to skew the market Bill-and-keepwould

altogcthcrcliminate that problem by specifying a single, predictable, and permanent

solution to the recovery of tennination costs,

Third, simply as a matter of practical necessity, CPNP narrows the options

availtlble for the rccovery oftenllimtion costs. CPNP all but requires some variant of

per-minute pricing because, as a practictll matler, that is the only feasible way to enable a

terminating cmrier to allocate responsibility for tennination among the l1lultiplicilyof

other carriers that deliver traffic to any given subscriber of the terminating caITicr.' Bill-

and-keep, in contrast, would pennit carriers to ex periment with various combinations of

usage-sensitive and flat-rated charges on the subscribers with whom they have a sLeady,

ongoing relationship - an option that is infeasible under CPNP. This distinction between

the two approaches is quite significant, because, as discussed in Owes!'s opening

comments (at 12-15), no per-minute rate can accurately reflect the costs of providing

~ See, e.g, In the Maller d' Joint Application by sac Communicalions, Inc" et d, for
Provision otbl-Region, InterLATA Services in Kansas and Ok/a/wnw, Memorandum
Opinion and Order, CC Docket No, 00-217, FCC 01-29,191 (reI. Jan. 22, 200 I)
("TELR1C-based pricing can result in a range ofrales, which is wide enough to
encompass" "significantly different" rates in different states).

9 Indeed, in curtailing the use of the flat-raled PIce on [Xes in favor of an increased
subscriber line charge, the Commission itself indicated that direct end user ch3l'ges allow
for more "straightforward, economically rational pricing Slructure[s]" than do interearrier
charges. Access Chwge Reform, Sixth Report and Order, 15 FCC Rcd 12962, 12991-92,
~! 7X (2000) ("CALLSOrder") (eliminalingthe residential and single-lincbusiness
Presubseribed Interexchange Carrier Charge).
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termination services. From an economic perspective, the costs to he recovered arc the

extremely lumpy costs (unassociated with any particular call) of assuring adequate

capacity to accommodate traffic during peak load periods,lO When the market is

permitted to decide how those costs should he recovered (as, fl)r example, in the

unregulated retail plans offered by wireless carriers), the rcsult is a range of different

solutions, most of \vhieh involve some clement of flat-rated pricing. Aga in, for the

network costs at issue here, thal is an option available only under bill-and-keep, not under

ePNP.

Evcn more fundamentally, CPNP would require the Commission and the states to

continue playing a heavy regulatory role in the resolution of disputes among ditferent

categories of carriers about whether and how each such category should be treated

ditTerently in the intercarrier compensation calculus. Such disputes already abound

within the Il1dllstry. For example, CLECs and [LECs argue ahout whether, as AT&T

contends, a C LEe should be able to "charge higher 'tandem' switching rates when it

tcrminates calls from a switch in its e mcient, single-layer swi tching architccture that

serves a geographic area comparable to a tandem switch in the incumbent's legacy two-

layer switching architecture.' , AT&T Comments iii. At the same ti me, CLEO; and

ILEes argue ahout whether carriers that specialize in terminating traffic to a spcciJic kind

or customer ~ such as ISPs - incur lower tcrmillation costs and should bc compensated

less. See IS? Reciprocal COlllpensation Orderi 93. Similarly, LEes and C'MR.S

III in the MaUcl" ct Implementation d the Local Competition Provisions in the
TelecommunicalionsAct a 1996 and lntercarrier Compensationfor fSP-Bound Traffic,
Order on Rcmand and Report and Order, CC Docket. Nos. 96-98, 99-68, FCC 01-131, at
'JI 76 (reI. Apr. 27 2001) (''is? Reciprocal Compensation Order ").

10
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providers argue about whether the laller incur higher termination costs than the former.

Sec, e.g, NPRM'1I9l 104-05; AT&T Wireless Comments 22-23.

Unlike bill-and-kcep, CPNP compels the Commission 10 resolve such disputes.

And, 10 resolve them, the Commission must make intrusive, value-laden cmnpnrisons

among incommensurab Ie network archi Lectures and technologies and the cosls they

generate in handling particular kinds of traffic. Such comparisons arc inevitnbly inexact,

transitory, controversial- and unnecessary. Indeed, the Commission rould avoid surh

compari sons al together by moving to a bill-and-keep regime. Under bi II-and-keep, the

Commission would no longer need to ask whether CLECs have achieved unusual

efficiencies by specializing in a single elass of customers. Nor would it need to decide

whether CLECs should be paid morc thnn lLEes for termination at the rcntral office on

the theory that "CLEC nctworks may usc long-loops or fiber rings in place of the tandem

switches deployed by lLECs," and "delivcl)' of a call to the CLEe central office Illay

ofLen be the functional equivalent" - ror pricing purposes - "of delivering a ea II to the

lLEC landem otTice." I.'oeal Comments 45. These cross-technology comparisons arc

nrbitrmy and, ultimately, deeply inimical to any tmly deregulatory approach 10

telecommunications. More fi.mdamentally, no carrier should be compelled 10 subsidize,

through another carrier's origination or lemlinatioll rates, that second carrier's choice of

network architecture. Th'lL second carrier should have its choice validated - or not -

based on the willingness of its own end users to support it by paying rales to that cnrrier.

3. The regulatory inaccuracies inherent in ePNP have significant
market-distorting consequences.

Contrary to the position ofCPNP's champions, the arbitrage consequences of not

'"gelling the price" right under CrN P arc considerable and ultimately quite hannful to Lhe

II
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industry. As the ISP experience has shown, an entire segment of the telecommunications

industry can grow up in reliance on a gap between termination rates and costs, and lhe

cost of making the necessary regulatory correction is further industry instability. In a

competitive environment, so long as CPNP is the rule, such arbitrage opportunities will

be unavoidable, because carriers will always look tor ways to exploit the inevitable

inaccuracies in government-imposed intercarrier rates. And the cffl":cts of such

distortions will be particularly severe where - as is the norm under current regulation-

the originating carrier or IXC lacks authority to pass artificially high intercarrier

termination ratcs baek to the speci tiC end users that originate the calls. Sa, e.g., 47

U.S.c.§ 254(g); see Renera/~y Rogerson Dec!. 13~ 14.

The ISP example illustrates the consequences of such regulatory distortion.

Above-cost tennination rates produced not just an ilftificial subsidy II)]" heavy dial-up

Internet usage, but a wealth transfer (rom ILEes (the originaling carriers paying the

above-castrates) to CLECs (the terminating carriers that received those rates). Hecallse

the states did not permit the [LECs to pass that burden hack specifically to the end users

who made ISP-hound calls (indeed, the states generally barred the ILEes from

responding to the inereased traffic by raising their rates at all), those end users received

no price signals to usc the ILECY networks efficiently. This Commission wisely

recognized that it makes no sense to subsidize heavy usc of the Internet by artificially

disadvantaging one class of carriers (and their Shareholders or rate~payers) to the benefit

of another. See {Sf Reciprocal Compensution OrderflJ 66-76. Moreover, coneetingthe

problem disrupted business plans that were based on gaming the regulatory system, and

that in turn caused further economic dislocation. Contrary to the inexplicable position

12
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taken hy Time-WarnerTelccom (Comments 10- t I), the underlying culprit here was the

regulatory problem, not the correction. And there would have been no slich problem, and

thus no need for subsequent eOl"l"ection, if the government had chosen bill-and-keep from

the outset.

The type of arbitra ge 0 pportuni ty crcated by excessi vc intercarrier rates shou Id

be di stingu ished from thc quite differen t arbitrage op portun itics that arise when

regulation sets an above-cost retail rate for a service alTered by a dominant carrier, a

compeliti vc carrier offers the same service at an unregulated rate, and the market actors

choosing between those two services are the same one.\' who mllstpay the rate. In thaI

context, those market actors (typically end users) receive immediate price signals thaI

cause them to choose the cheaper service, and that dynamic automatically hegins moving

industl)' prices towards costs.

That is not the case here: When a regulator sets illtercarrier termination rates too

high, it is onen the case that no relevant market actor wil( receive appropriate price

signals, and arbitral)' inlcrcarricrwealth transfers may persist without any market

correction whatsoever. That is what was so pernicious about ahove-cost reciprocal

compensation rates ill the ISP~bound traffic context. Hecause the typical originating

carrier (an ILEC) was barred from passing back to particular end users the tenl1ination

rates chargcd by a CLEC serving an ISr, no end user had any incentive to avoid ISPs

served by CLECs that charged above-cost rates, and the only mechanism for correcting

the problem was a purely rcgulatol)' one. Such distortions will always be a Ihreal so long

as government engages in the precarious exercise of making one carrier pay for another's

t1et\vork l:usls.

13
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B. Hill-and-keep is consistent with principles of cost-causation.

As explained in William Rogerson's Declaration (at 25-2K),bill-and-keep is at

least as consistent as erN P with cconomit: principles of cost causation. Indeed, the very

premise ofCPNP is that the calling palty is rcsponsiblctor all of a call's costs and that

the called party is responsible for none. 'fhat premise is obviously false: the called party

is capable of precluding costs from being incurred simply by declining to take a call or

choosing to tcrm inate it, and the called party's network has wntinuous opportunities to

pick marc or less cfficicntterminating tcchnology. The supposed economic advantage of

CPNP is illusory on [mother level ns \vell, because regulatory restrictions preclude

carriers in a wide range of circumstances from passing the costs of specific cal [s back to

the individual calling parties that supposedly "cause" them.

In questioning the economic toundation of bill-and-kecp, most opponents attack a

stmw man: the notion, upon which nrguments for bill-and-keep do not rest, that the

calling party and the called party evenly share exactly the same benetit on any given call.

1':. g., Time-Warner Telecom Comments 6. The question is not whethcr each party shares

henefits, but whether each is a causer of costs in the sense that each stands in a position to

precl L1de certain costs from being incurred. The answcr to thai qucstion is undoubtedly

yes: cach carrier can take measures to lower the costs of term ination, and each end user

can take measures - from hanging up to requesting an unlisted number - to avoid cal -

related costs.

Second, and more fundamentally, the tlrgu111ent for hill-and-keep is not that it

perfectly assigns costs to the parties that cause them, but that its method of allocating

costs is at least as efficient as CPNP's tllternative method and that it is preferable to

14
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CPNP in the other respects discussed above (namely, an increased reliance on market

forces rather than regulation in the recovery of each carrier's network costs, the

climination of arbitrage opportun ities, and the preservation of long-term industry

stability). There emt be no credible argument that erN r somehow docs a betterjob than

bi II-and-keep of allocating costs: with respect to <my given call, CPNP inaccurately

presumes thai the calling party must pay for 100%) of the call, even though, by answering

the tekphone and permitting the call to continue, the called party is responsible for a

significant percentage of the costs that arc incurred.

Proponents of erN P contend that this deficiency will be sorted out if every called

party perceives an obligation to settle accounts hy placing a COlllmcnsurate number of

calls back to the original caBing parties. E.g., AT&T Comments 23. But that is no

answer at all. Many calls arc made between purties without any kind of ongoing

rclationship, and there is no reason to believe that, even where parties do make an effort

to call each other back, the resulting costs will he borne with anything approaching

proportionality. In SLim, the principle of cost-causation is not remotely a strike against,

and if anything is further support for, the adoption of hi ll-and-keep over C PN P. See

Rogerson Ded 25-28.

C. There is DO basis for concern that bill-aDd-keep would induce carriers
to specialize in originating traffic or would increase the number of
unwanted calls.

In the ISP Reciprocal Compensation Order, the Commission soundly repudiated

its previous concern that bill-and-keep would give calTiers uneconomic incentives to

specialize in the origination oftraffle. As the Commission observed there, "[<1] carrier

Illllst provide originating switching functions and must recover the eosts of those

IS
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l'ul1ctions fi'om the originating end-uscr, not hom other carriers. Originating trartic thus

Iacks the same opportun i1Yfor cost-s hitti ng that reci procal co mpensati on pravides with

respect (0 serving customers with disproportionately ineom ing lranic." lSP Reciprocal

Compensation Order q[ 73,

That [lnalysis is correct In contending otherwise, a few CLECs arguethat bill-

and-keep would enable carriers specializing in origination to undersell the rates Ih[lt other

carriers charge their own subscribers. E.g., Time-WamerTciecom Comments 11. The

CLECs' argument is that those other carriers must charge Iheir subscribers not just lor the

origination costs of any given call, but lor the termination costs of that same call as well.

This argument is without merit. If bill-and-keep is the intercarrier compensation rule, a

carrier operating in a competitive environment will succeed in charging its end users only

for the portion of network costs for which it is legally responsible. Hy hypothesis, that

will not include the costs of terminating a call on another carrier's netv,rork, As a result,

there would be no regulatory incentive for a carrier 10 specinlize in originating traffic,

because the price it could sllcccssfullycharge for performing that service would need to

covcr the quite significant (,;osts of origination plus some significant portion of transport.

and those would be the same costs that other, competing carriers WOllld need 1O recover

as well. See AT&T Wireless Comments 27-2l-\.

Some CUiCs contend Ihat current ILEC retail mtes arc dcsigned to recover both

the origination and the termination cos1s of all (non-access)calls originating un the

ILEe's network, E.f{" Time-Warner Tclccom Commcnts 23-25; see also Focal

Comments ttl-t J. That contention, which the Commission has already rejected, is both

inaccurate and irrelevant to the merits of bill-and-keep. As a factual maUer, the
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Commissioll has repudiated similar claims by the same CLECs "that lLEe end-userrntes

arc designed to recover from the onginating end-user the costs of delivering calls to

ISPs." IS? Reciprocal Compensation Order!JI 88. As the Commission observed, "most

states have ndopted price cap regulation of local rates," and thus "rates do not necessarily

correlate to cost in the manner the CLI~Cs suggest." Id. at n. 174. That is not only tme

but an understatement. Even apart [rom the typical inahi lity of ILECs to raise local raLes

to accommodate the growth of ISP-bouml traffic, the usc of price caps renders

nonsensical any effort to draw a dose correspondence between an ILEC's current retai J

prices and the specific functions that arc performed in the disposition of local calls.

In any event, even if ILEC rates were currently structLired such that some CLECs

would specialize in originatingtmtlic if exempted from an obligation to cover

termination costs, thai [act could not logically support an argument against bill-and-keep.

Unlike the low tennination rates (and sharing of intcrcarrierrcvcnues) that CLECs could

offer ISPs before the Commission stepped in this past April, the lower retail rates charged

by the CLECs for originating traffic would not rctlcct an arbitrnry carrier-tn-carrier

wealth transfer or any other irrational subsidy, They would rdlect only the underlying

cost or prOViding the portion or the service for which those CLECs would be responsible

under bill-and-keep. To the extent that ILECs respond to those low rates by reducing

their own rates to compete for the same customers, that would be an obvioLls benefit of

bill-and-keep, not a disadvantage.

There is, finally, no empirical basis for the argument that bill-and-keep would

increase the number of unwanted calls by companies that place more cn lis than they

receive, such as tdemarketers. As an initial matter, it is obviously not the case that, as
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AT&T contends, hi II-and-keep would makc "every call a collect call." AT&T Comments

33. To the contrary, as the Commission has exphlined, carriers under a bill-and-keep

regime - and thus the customers of those carriers - would £Iced to cover the costs of each

call's origination as well as a substantial share of transport costs as well. See ZSP

Reciprocal Compensation Order1-73. There is no empirical basis for concluding thai the

volume of tclemarkctingealls would significantlyincrcase if the costs of a call were split

between originating and tcnninating carriers rather than, as now, bome entirely by lhe

originating carrier. See also Rogerson Deel. 30-31.

Even if bill-ancl-keep were likely 10 increase the number ofullwanled calls, the

appropriate solution is not 10 reject bill-and-keep itself hut to address the problem of

unwanted calls direclly. First, the market has already produced a number of caller

iden tific al ion ancl call block ing technologil'S Iha t sh icld subscri bers from unwanted ca lis,

and such market responses can be expected to become even more effective over time.

See Qwest Opening Commcnts 39. In any event, even if the market could not be trusted

to solve Ihis problem, the appropriate regulatory response would be 10 cnrorce direct

restrictions on the ability of tc1cmarketers to place calls 10 nonconsenting individuals.

lndel:d, Ihe Commission now follows exactly that approach. As AT&T itself observes

(Comments 32-33), there arc already highly effccti vc restrictions on the kinds of

lclcmarketingcalls that call be placed to the subscribers of any wireless service "orallY

{olhe!j service for which the called party is charged for the call." 47 C'.F.R.

§ 64.12oo(a)(I )(iii) (emphasis added). Moreover, the Commission and a number of

states independently require tclemarkcters to place called parties on a "do nol call" list

upon request. See 47 C.F. R. § 64.1200(e)(2)(iii).
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11. An efficient hill-and-keep regime would allocate default financial
responsibility for transport at the "edge of the network,"

The deti ning characteristic of bill-and-keep is a dcfau It divis ion or financia I

responsibility for the costs ofhandling tramc at some point betwcen two interconnecting

networks; in the absence of negotiation, each interconnecting carrier - whether it is an

ILEC, CLEC, wireless provider, or IXC -must recover from its end users, and not from

the other carrier, all network costs on its side of that point." Qwest has called that point

the "financial point of interconneetion,"or "finam:ial POI." It is to be distinguished from

the place where two networks actually interconnect, which Qwest has called the

"physical PO I." As an example of the difference between these two points, the physical

POI between an originating LEC and an [xC in a long-distancecall is today the POP, but

the tinancial POI is, in effect, the loop side of the end of1ice switch, since the IXC bears

financial responsibility for all costs from that point.

At bottom, two basic variables define the major differcnccs alllong bi ll-and-keep

proposals: (I) the mechanism for identifying financial POls in each network, and (2) the

mechanism for determining the placement and types of physical transport links between

the two networks. These 1\",0 variables are obviously related, as DeGraba' s proposal

II Under current Commission regulations, eaeh carrier is required to designate at least onc
physical POI in evcry LATA that it serves for the reccirt of terminating lraffic. The
Commission should rctain that approach under bill-and-keep and should clarify that,
where a carrier makes only one physical POI available in aLATA, it is responsible for all
network costs incurred on its sidc of dIe POI (i,e" this designatcd rhysical POI also
serves as the carrier's financial POI). Although LATAs are the creatures of an
obsolesccnt regulatory regime, they remain a readily available - if imperfect - means of
dividing up the country for thcsc purposes.
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illustrates. 11 DeGraba would address the first issue (the designation of financial POls) by

req uiring a carrier, in the absence of negotiations. to provide transport in any LEC-to-

LEe caU all the way to the end office scrvingthe called party. Put anolher way, it would

automatically place the financial POI for the call at that end 0 [fice, and it would req uire

the tenninating carrier 10 recover from its own end users the costs of all "10cal access

facilities" (i.e., terminating switching and the loop) on its side of thai point. The

DeGraba proposal would then address the second issue (the deployment of efficient

transport facilities between the two networks) by relying on negotiations against the

backdrop of the specified default outcome, The premise of the DeGraba approach is that

the very inefficiency of the default outcome - i.e., each carrier's obligation to provide

transport to the other carrier's end office over one-way transport facilities - would induce

each carrier 10 negotiate an efficient, mutually advantageous transport solution, such as

t he use of two-way trnnking.

In that respect, DeGraba's designation or the end office as the dehlllit dividing

line for financial responsibil ity would not result (and is not intended to result) in physical

points of interconnection anywhere ncar the end office. It would, however, have qu ite

significant effects on the relative bargaining power of the two interconnectingcarriers. In

particular, DeGraba's approach would disadvantage those caniers that have fewer "end

offices" than the carriers with which they must interconnect, because their transport

burden under the DeGraba regime would be greater than that of the other carriers. That

12 "The DeGraba proposal" denotes the December 2000 white paper wriltcn by Patrick
De(;raba and issued by the Ofllce of Plans and Pol icy. Set' Patrick DeUraba, "Bill and
Keep at the Central Office as the Efficient Interconnection Regime,"OPP Working Paper
#33 (2000) ("DeGruba").
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f3ct presents significant competitive concerns, since ILECs typically have many more

end otTices in a givcnlocale than do CLECs, Moreover, because DeGraba'f; default rule

would require CLECs to obtain transport deep within anLLEC's nclwork, it would

generate calls for intrusive government intervention in an lLRC's provision of its

transport facilities at regulated rates to help CLECs meet their transport obligation.

Those defects in DeGraba's approach - the asymmetry of obligations as between

ILECs and CLI~Cs, and the potential for undue regulation of transport within an ILEC's

network -can be resolved by adopting a different approach to the placement offinancial

POIs. In Section UI.A, below, Qwest proposes such an approach, under which financial

responsibility would be allocated (by default) at the "edge" of an interconnectingcarrier\;

network. In n circuit-switched ILEe network, that generally means the access tandem

serving the called party's end otlice,

That default designation of finnncial POls, however, is only a first step. The

ultimate goal of any sensible transport solution is the creation of conditions under which

any two cnrriers will make usc of efficitmt transport arrallgements- and, in particular,

two-way trunks betwecn their networks whcreverjustified by traillc volumes. Requiring

interconnecting carriers to specify financial POls for any given call does not by it,\'el/

produce efficient two-way transport arrangements hetween the carriers' networks,

hecause (mnong other considerations) the financial rOI in carrier X' s network for traflic

flowing in one direction would seldom coincide with the financial POI in carrier V's

network for traffic flowing in the opposite direction. As discLissed helow, the question is

whether, in the spirit of DeGraba. the Commission should rely on intercarrier
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neKotialions against the backdrop of financial POI dehmlt rules to produce efficient two-

way trunking arrangements.

A. The default dividing: line for financial responsibility in the transport
of telecommunications traffic should be drawn at the edge ot" the other
carrier's network.

There arc several advantages to a default rule that designates the tinancial POI for

a given call at the edge of thc other carrier's net\Vork. The tenn "edge of the network,"

which is defined more precisely below for ditferent types of networks, can be roughly

described as the set of points within a carrier's network where interconnection with other

nct\vorks is technically kasible and where it is efficient forthat carrier to manage a high

volume of traftlc bound for, or originating from, end users distributed over a broad

geographic area. The edge of a carrier's network is thus to be distinguished from points

deep within a carrier's network architecturc, such as an end oftice (in a hierarchical

circuit-switched network) serving a small numher of end users distributed over a cunlined

area.

One key advantage of designating the tinaneial por at the edge ufthe network is

that it would limit the number of points in an ILEe's network to whieh other carriers

would have a financial obligation to transport traffic, and it would therefore remove the

antieompetitive asymmetry (discussed above) inllercnt in the DeGraba approach.

Moreover, by removing that asymmetry, it would ensure that each carrier has roughly

equal incentives to negotiate efficient transport solutions (including the deployment or

two-way trunks), since neither carrier would be systematically much worse otT or much

better off than the other in the event that negotiations break down. That would greatly

alleviate any theoretical concern that ILECs might avoid good faith negotiations, and
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make themselves slightly worse ofT in the short term, in the hope that, by making CLECs

much worse oft~ they could drive them from the market altogether. See Rogerson Oed.

7-S. Finally, because a range or transport options is typically available for carriers that

interconnect at the edge of others' networks, sparing an inkn:onnccting carrier frolll an

obligation to deliver traffic 10 multiple points deep within each network would

significantly reduce the circumstances in which there would be calls t()r regulatory

intervention in the ratcs that ILEes Illay charge an interconnecting carrier for transport

using the ILEC's facilities. See rd. at 17-18. n

To identity the "edge" of a canier's network j()f purposes of dividing financial

responsibi Iity between interconnecting carriers, the Commission must first distingu ish

between two different types of network architecture. In the hiemrchieal circuit-switched

architecture that characterizes the nctworks of the major ILECs, the '"edge" is typically

the localion of a higher-order switch such as an access tandem. In a '"nat" packet-

switched architecture, by contrast, the '"cdgc" (;ould includc any node in the local network

where interconncction is technically fcasi hlc.

This distinction reflects thc fundamentally differcnt ways in which tramc is

routed over lhese two types of networks. As the Internet hackbone illustrales, hot potato

routing - the delivery of a call to the closest technically feasible point on another carrier's

13 Because Qwest's approach would pem1it interconnection at the edge of an ILEC's
network, it would significantly reduce and perhaps eI iminate the circumstances in which
an interconnecting canier could be said to have been '"imparrcd," under 47 lJ .S.c.
§ 251 (d)(2), by the denial of access \0 an incumbent LEe's tn:msport facilities at
regul ated rates. See generally Implementatioll d" the Local Competition Pr()v;.~;oml r:£ the
Te/ecommlinicationsAct cf 1996, Supplemental Dreier Clarification, 15 FCC Rcd 95X7
qr~ 12-17 (2000)(noting context-specific charactcr of "'irnpainnent" analysis under
section 251 (d)(2)).
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network - is generally an efficient transport solution for a packet~switchednetwork,

because the individual packcls constituting that call can follow any number of routes

within that network to their tinal destination and, by definition, will not tic lip a given

"circuit.,,14 As observed in Qwest's openingeotnments (at 30), however, it would not be

similarly efficient to permit a carrier to drop a call off anywhere in a typical circuit-

switched network, because such networks require both predictability uf transmission

paths and conservation of the ':Ivailable circuits occupied by circuit-switched traffic.

For these reasons, the dividing line of financial responsibility -- i.e., the financial

por - should vary depending on whether a given network is circuit-switchcdor packet-

switched. For packet-switched networks, the financial POI is appropriately placed at [lily

technically feasible point, such as a gateway, within a defined geographic area, (As

discussed in note II, above, the relevant area is probably best defined, given current

conventions, as a LATA.) The upshot of this npproach is that, if carrier A drops off

traffic at any given gateway on carrier B's packet-switched network, carrier II must

recover from its end users ~ and not carrier A - the costs it incurs in handling thol>e calls

on its side of that point.

The approach proposed here requires sOlllewhatgreater elaboration when applied

to a traditional cireuit-I>wi tched network. 1n that context, an approprintc financial POI is

any point in the carrier's network corresponding to the access tandem serving the called

party's end oillee (or, in the event the carrier has no such tandem, 10 the end otlicc itself).

For example, suppose that carrier A - which could be an !XC, a wireless carrier, or a

14 See generally Michael Kendc, "The Digital Handshake: Connecting Intemet
Bw:kbones," opr Working Paper 1132 (2000).
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LliC - drops off traffic at carrier B's access tandem at the edge of the lalter's circuit-

switched network, and suppose that carrier B 's end llSer is served by nn end office

subtending thal tnndem. In that event, carrier B must recovcr from its end user, and not

from carrier A, all costs associated with that traffic on its side ofthnt point, including

tandem switching, end office switching, and transport between the end office and the

tfll1dem. Now contrast the following situation: An lLEe has two access tandems-

Tandem A and Tandem B - in a LATA. to. CLEC wishes to interconnect with the ILEe

only at Tandem B. Under the approach described here, the CLEC is free to choose that

option, flnd it will pay none of the costs beyond its side of Tandem B for traffic to end

users served by an end office suhtendingTandem B. It will, however, hear financial

responsibility for the additional network costs of del ivering to Tandem A any traffic to

end users served by an end office suhtendingTandem A hut not Tandem H. Because it

would be genernlly ineffieientto route such calls thmugh two tandem switches, the

orig inating carrier should rece ive appropriate price sign als to dcl iverthem to the tandem

serving the relevant end office. Finally, it bears emphasizing that these outcomes are

merely dehndts; carriers are of eourse free to negotiate alternative allocations of fInancial

responsibility if they wish.

B. Carriers arc likely to negotiate emdent two-way tmnking solu tions
without extensive regulatory intervention beyond the designation of
the financial POls.

An identification of financial pors in a given carrier's network is a critical

component of an efficient transport solution, but it docs not complete the inquiry.

Networks do not exactly coincide, and one carrier's tlnancial POI tor traffic moving in

one direction will be separated - whether by a matter of inches or miles - from the other

15
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carrier's financial POI for traffic moving in the other direction. Somehow that gap Illust

be bridg~d, for otherwise - if tbey simply follow the default rules for iinancial POls -

carriers will deploy inefficient one-way trunks to other c,miers' networks.

Before addressing whether regulatory speciiicity is needed to meet that objective,

iI is important to restate the efficient and desired outcome: the deployment of two-way

trunks between the respective networks whereverjustified by traffic volumes. Given the

finan<.:ial POI rules described above, detailed additional regulation may well be

lmnecessary to achieve that outcome. Any two carriers bave a shared interest in reducing

their aggregate costs by deploying a single, efficient two-way tfimk, rather than two

inefficient and redundant one-way trunks, for the tranic between their two networks, or

COllfSC, each carrier has ,ill individual, self-interested incentive to avoid paying as much

of the cost of that tnl1lk as possible. But, given each carrier's background obligation to

interconnect with other camel'S, see 47 LJ .S.C.§ 251 (a)(l), and given that the default

outcome is the construct ion (to the disadvanlagc of both carriers) of separate one-way

trun ks, each carrier would have a strong incentive to agree to share the costs of a single

two-way trunk so long as some traft"ic flows in each direction between the two etlrriers.

Indeed, negotiations are more likely to succeed in producing eftieient transport

solutions under the: approach proposed here than under the DeGraba proposal. Because

carriers would be free to relinquish financial responsibil ity at the edgc of another carrier's

network, the default outcome would no longer disproportionatclybencfit carriers, sllch as

large inCllJl1bent LEes, that have many end offices to which other carriers, such as

CLEO;, would bear the financial responsibility for delivering traffic. Qwest's approach

would thus give ILEes added incentives to negotiate transport solutions in good t;lith,
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becau~e impasse would no longer make other carriers systematically worse off than

ILEO.. , See Rogerson Decl, 7-R. In sum, designation of financial POls at the edge of the

network may well be enough to ensure tail' and efficient two-way trllnking solutions,

without further regulation, tor most intel'carrier interconnection.

A signit1cantlymore interventionist option would be to prnmulgatedetailed,

nationally unit<'mn regulations comprehensively establishing how networks must

interconnect in speci tieL! circumstances, when two-way hunks should be required, how

financial responsibi lity for those trunks should be allocated among the intercarrier

carriers, how routing should be determined, and sO forth, See, e.g., AT&T Wireless

Comments 42-44. As in other contexts, however, it is far easier to add regulations

incrementally onCe the need for them becomes apparent than it is to rescind regulations

that, III hindsight, may not he strictly necessary. The Commission should thus adopt a

market-oriented approach based on the placement of financial POls at the edge of the

network. study how well the market responds to the imperativc for negotiation, and only

thcn consider whcther a more intervcntionist approach is necessary.

One context in which narrowly targeted regulatory interventionl1light arguably be

necessary is where the traffic volume between carrier A 's end otllcc and carrier B '5

netwmk is heavy enough tojustify a direct trunk group that bypasses carrier A 's tandem

switch, For example, if that direct trunk group IUns through the tandem location (and not

through the tandem switch itself), it may be necessary to require carrier H to segregate the

traffic destined for carrier A'5 high-volume end office so that it can be placed on the

direct trunk group. The potcntial problem in such eascs is that, if these direct-ttllllking

disputes arc viewed in isolation, carrier H may appear to have too small an incentivc to
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deviate from its deFault option of simply delivering all traffic on an unsegregated basis to

the tandem switch. On the other hand, carriers nOrlllally negotiate a broad rangc of issues

in combination, and it is unlikely that carrier B would permit negotiations to hreak down

altogether, [lnd thereby incur [In obligation 10 underwrite the entire cost of inetlicient OI1C-

way trunks, simply to avoid an efficient solution to dircct tfUnking needs. 15

C. Appropriate implementation of bill-and-keep would eliminate
concerns about ILEe discrimination against unaffiliated IXes.

AT&T (Comments 48-5 I) and WorldCom (Comments 24-27) express concern

that hill-and-keep would increase an ILEe's ability to discriminate - with respect to both

quality of service and pricing of local access - ,-lgainst una±1iliated IXCs in favor of the

ILEC's own long-distance affiliate. That concern is misplaced. See Rogerson Dccl. 21-

24. Any ability of ILECs to engage in price or non-price discrimination is independent of

thc intercarriercompensation regime the Commission ~dopts. And any such ability can

in ~ny event be adequately addressed through regulations prohibiting such discrimination.

See id. This is why the Commission has long imposed structural separation requirements

I ~ Many calls involve three carriers: the originating carrier, the terminating carrier, and a
carrier that provides transport services in benvcen. An lXC is a transport service
provider that has an independent relationship with the calling p~rty. It would be subject
to the rll les discussed in this section, and it would be responsible for recovering from its
own subscribers all costs between the financial POI of the originating carrier and the
financial POI of the terminllting carrier. In contrast, a "transiting" carrier is a transport
service provider that does not have an independent relationship with the call ing or called
party. Such a carrier essentially serves as a subcontmctorto the originating carrier,
helping the latter meet its responsihility to deliver calls to the terminating carrier's
network. As discussed in Qwest's opening comments (at 25 n.14), a transiting carrier is
cnti tied to be paid by the ori ginati ng carr ier for performing that servi ceo
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for non-DOC dam inant LEes that offer long-distance services and why Congress added

for SOCs the more specific safeguards set forth in 47 U.S.C. § 272(e). J6

In challenging bill-and-keep on the ground that it would pennit discrimination

against stand-aloneIXCs, therefore, AT&T and Wor/dCorn attack a straw man: they

appear to assume that, in transitioning to bill-and-keep, the Commission would overlook

the need to retaitl appropriate safeguards against discrimination. Of course, the

Commission would not overlook that need, and in any event the statutory safeguards set

t'(lrth in section 272(e) would remain in force. To remove any doubt on this issue, the

Commission should simply c1ari fy that, under bill-and-keep, each lLEC (to the extent that

it is dominant in the access market) nlLlsl provide its end users with access to llnafljliated

IXCs on the same terms, at the same rates, and with the same quality of service as the

access it provides to its own lXC affiliate.

With respect to pricing, this means that, until it is deemed non-dominant in the

provision of access services, an ILEC must have a standard mellu orrates (which could

be flat-rated or usage-sensitive or some combination or the two) for local services, and

Ihat menu cannot vary depending on ,ffi end user's choice of IXCs. 17 With respect lo

quality of service, this non-discrimination imperative means, among other things, that

1(, The Commission recenlly sought comment on whether it should relax structural
separation requirements for non-SOC ILECs. See In the Mauer (-!l2000 Biennial
RegulatOf)' Review, Separate Affiliate Requirements oj'Sectio!1 64.1903 (!f'the
Commission 'sRules, Notice of Proposed Rulemaking, CC Docket No. 00-175, FCC
0l-261 (reI. Sept. 14,200 I).

17 As AT&T appears to acknowledge (Comments 50), its COllcem about anticomretitive
"price squeezc--o;" by dominant LEes would be no more valid under a bill-and-keep
regime than it is under the exisling access charge regime. See Rogerson Dec!' 24; see
also Southwestern Bel! Tel. Co. v. FCC. 153F.3d 523,548 (81h Cir. 1(98)(affirming
Commission determination that JXC price squeeze concerns "are unwarranted because
adequate safeguards are in place to prevent such an occurrence").
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each flEe must agree to route any tandem-switched tramc bound for its own lXC

aflliiate through the same end offiec-to~tandel1ltrun ks that it uses to route Landem-

switched traffic bound for an unatliliated IXC. And,just as ILEes typically divert

overflow access tratlic from direct trunk groups onto tandem~switchedtransport facil ities

en route to any IXC, they should be required to ensure that those same fa.cHities an.:

avai lable to handle overflow traffic fwm direct trunk groups destined for unaffiliated

lXCs. See Rogerson Deel. 22.

Ill. The adjustments bill-aDd-keep would require to end user ratcs and unh'ersal
scrvice are not "disadvantages" of bill-aDd-keep, but steps in the right
direction.

A number of carriers and states oppose bill-and-keep on the ground that it would

increase end user rates, particularly the rates charged by the independentLEes operating

in high~cost areas. Eg., NTC;\ Comments 12-13. Reduced to its essentials, this is

simply an argument La postpone the day in which universal service subsidies will be

explicit and competitively neutral rather than, as now, implicit and inefficient.

Although bi Il-and~keepwould lead to rate increases for some services, it would

also lead to at least coml11ensuraterate reductions for other services. Today, consumers

end up paying for access charges through higher IXC rates, and, as a group, they would

do at least as well if those cbarges were imposed on them directly rather than, as now,

indirectly through lheir rxCs. Put another way:

lSlhifting the recovery of [access] costs from carriers to end users should not, 011

average, increase the total costs faced by end lIsers. This is so because carriers
that currently pay inter-carrier charges, like long-distance carriers, pass these
costs on to cnd~user customers in the form of bigher rates. Thus, although a
clistomer Illay sec an increase in the bill he receives from his LEC, he should see
a cllITespondingdecrease in other charges, such as lower cbarges from his long
distance carrier.
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DeGraba 8t1 125. Indeed, for the reasons discussed above, a move to bill-and-keep for

all tra ITic would produce significant gains for net COnSll111Cr welfare. Bill-and-keep

would reduce the significant costs of regulatory uncertainty and inefficient arbitrage, and

a significant portion of those savings would be passed on to consumers in the form of

lower retail rates within the telccommunicationsindustry as a whole. ls

The "consumer welfare" concerns raised about the application of bill-anrl-keepto

8ccess trailic are therefore not concerns ahout consumer welfare in the aggregate, which

hill-and-keep could only enhance. Instead, the concern is that, as rates for most end users

go down, rates for other end users would rise to meet the actual costs of serving them (in

the absence of an explicit universal service response). That is because bill-and-keep

would eliminate current implicit subsidy mechanisms that shield certain end users from

bearing responsibility for the unusually high cosH; involved in connecting them to the

network.

The existing access charge regime embodies two principal suhsidy mechanisms.

First, current access charges as a whole may exceed the aggregate costs of providing the

specific access services with which they are associated, therehy pennitting incumhent

LECs to otter lower rates for basic local service. 19 Second, and more important in this

18 Although some critics suggest that consumers would tlnd it hard to read thei r hi lis after
a switch to bi ll-and-kecp (e.g.) AT&T Comments 6, 33), those concerns are a sham. At
worst, consumers wOLlid have to pay two separale sets of charges: those that cover the
services offered by an end user's LEe, and those that co\'erthc services oftered by an
end user's IXC. Hut that, of course, is the case today. The only difference is that certain
costs thatllscd to be associated with the IXC would now bc associated with the LEe.
There is nothing particularly "confusing" about that outcome, and in any event all carriers
would have an incentive to find markel-oriented ways to reduce any confusion.

J'J The CALLS Order purported to eliminate that implicit Sllbsidy mechanism for price
cap LECs on the interstate side of the ledger. But .'>i'e Texas Office cE Pub. Uti!. Coltmel,
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context, 47 U.S.c. § 254(g) requires an IXC -to the extent that it must pay access

charges - to recovel' them not from the specific end users that cause them to he incurred,

but fi"llm thr.: lXC's national subscriber base. That national averaging requirement forces

an IXC's end users in low-cost areas to pay significantly above-cost rates for

conventional long-distance calls so that end users in high-cost areas may pay artificially

low rates. Hi [I-and-keep would largely eliminate this subsidy mechanism because, by

requiring r.:ach LEe to recover its network costs tram its own end users, it would remove

access charges from the scope of the costs that arc subject to thc national averaging

requirement.

Although including access charges within the sl:ope of that requirement may have

mflde sense as a transitional measure in the wake of the 1996Act, it would be

inappropriate on two levels to rely on that mechanism as a long-tenn solution to universal

service needs. First, it is impl icit rather than explicit and, as such, is ilTeconcilable with

the ncw universal service mandate 01· section 254. Sccond, the geographical averaging

mechanism is not at all competitively neutral: it places the subsidy hurden not on

telecommun icatioos providers as a whole, hut on providers of a limitcd category of

telecommunications services(conventionallong-distallcc services). That, too, cuts

against the grain of section 254; which emphasizes the twin needs, in a competitive

marketplace, to make uni versal servicc mechanisms fully explicit and to sprcad the

265 FJd at 327-28 (vacatingtllat portion of CALLS Ortler). Moving to bill-and-keep for
access traffic would not by itself necessari ly eliminate thi.~ form of imr1icit subsidy
where it persists, because regulators could theoretically choose to retain thr.: subsidy
mechanism in the fonn of higher rates that lLECs charge end users directly (rather than
indirectly through higher access rates charged to those end users' IXes).
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contribution obligation as broadly as possible among providers of telecommunications

generally.

In short, the geographic averaging mechanism that bi ll-and-keep' s opponents

wish to preserve is an anachronism and should be eliminated. Qwest understands that, by

eliminating that implicit subsidy mechanism, bill-and-keep would require a significant

expansion of current tmiversal service mechanisms. In particular, it would require

appropriate increases in the level of explicit contributions 10 the universal service fund.

But that, again, is the necessary by-product of the rcfonns required by section 254.

Along these lines, there is no merit to suggestions that, by moving to bill-and-

keep for access traffic, the Commission would somehow violate section 254(g). Cj.

Focal Comments 42. By its terms, that provision merely requires "providers of

intercxchange telecommunications services" to average thcir rates among their entire

subscriber base; it does not require such providers to pay access charges to ll...ECs.

Indeed, relieving !XCs of the need to suhjeet access charges to Ihat national averaging

req uirClllcnt is the only \vay In satisfy the larger emphasis in section 254 on explicit and

competitively neutral funding mechanisms. rt" anything, therefore, bill-and-keep is more

consistent than the current access charge regime with the uni versal service principles of

section 254. A few parties also seck to revive the moribund argument thaI a separate

subprovision within section 254 - 47 U.S.c. ~ 254(k) - must be inlerpreted to require

IXes, rather than end users, to hear the costs of access. That position. which has no

foundation in either the letter or the objecti ves of section 254, has now been squarely

rejected not just by the Commission. but also by two courts of appeals. See TextlsOfJice

33



R~Jlly ('OlllmClllsofQI-\'~sl Clluunullicalions lnl'l, Illc.
Nowmhn 5,200 I

cL Pub. Vtil. COl/nsel, 265 F.3d at 323-24; Southwestern Bell, 153 F.3d at 559. The

Commission should reject it here as well.

Finally, adoption of bill-and-kcep tor interexchangetratlic will require the

recovery directly from end users of certain network costs that had previously becn

recovered indirectly from end users through access cbarges. The Commission should

permit significant flexibility in the recovery of those costs. As discussed in Qwesl's

opening comments (and above), one of the principal benefits of bill-and-kcep is that, for

the first time, it would make it feasible to employ flat-rated recovery of the costs of

terminating access where that is more efficient than recovery through usage-sensitive

charges. Any decision to adopt bill-and-keep should be accompan ied by sufficient

nexibility in end user rates that those rate structure efficiencies can be achicved.20

1V. The Commission has legal authority to impose bill-and-kcep for most traffic.

The parties' divergent interprelatioJlsof the statutOly provisions addressing

inlcrcarriercompensalion rates confirm that those ~1rovisions.like a number or olher

20 Because adopting bill-and-kccp for access traffic would require significant reform of
existing subsidy mechanisms, iI would be appropriate to solicit the views of the Joint
Board,just as the Commission might wish 10 do in response 10 the Tenth Circuit's recent
decision invalidating the Ninth Report and Order. See Kenerally 47 U.S.C. ~ § 254(a).
410(a). Nonetheless, to avoid undue delay, Ihe Commission should enforce a strict
timetable for the presentation of the Joint Board's report and recommendation. A Joint
Board could also recommend any adjustments to the current separations rules that might
be appropriate to aecommodatebill-and-keep. See 47 U.S.c. § 41O(c). Although NECA
hints that bill-and-keep would require significant changes to those separations rules, jt is
unclear why that would be so. As NECA aeknowlcdges,bill-and-keepaddre,,>seshow
network costs are recovered (i.e.• from end users or from other carriers), not how they arc
allocated bctweenjurisdietions. See NECA Comments 13. Of course. this Commission
and its state counterparts would need to continue ensuring that ILEes receive a
compensatory rate or return on both the interstate and intrastate sides of the ledger. See
generally Smith v. Illinois Bell Tel. Co., 181 U.S. 133 (1930). But there is no apparent
reason why, arter adoption of bill-and-keep, that requiremellt could not be met w'ithin the
existing separations regime.
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provisions in the 1996 Act, "[arc] in many important respects a model of ambiguity or

indeed even self-contradiction." AT&Tv. Iowa Uti/s. Bd., 525 U.S.366, 397 (1999). [n

these circumstances, where there is no obvious way to reconcile the various strands in tbc

statutory text, the re:mlt is a rule of considerable deference to the Commission. As the

Supreme Court has observed, "Congress is well aware that the ambiguities it chooses to

produce in a statute will be resolved by the implementing agency." ld. The Commission

has broad discretion to resolve those ambiguities to pursue what, in light of its

institutional expertise, it concludes is In the public interest. See id.

A. The Commission has authority to impose bill-and-keep for traffic
covered by section 25l(b)(5).

Opponents of bill-and-keep mistaken ly treat the language of section 252(d)(2) as

though it reflected a deliberate congressional choice as between CPN P and bill-and-keep

for particular categories of traffic, E.g., AT&T Comments 36-41. That proVision docs

no such thing; in particular, it nowhere limits the reach of the bill-and-keep savings

clause to cases of balanced traffie. 21 Instead, Congress gave the FCC and the state

commissions a choice: either to elect "arrangement[s1that waive mutual recovery (such

as bill-and-keeparrangements)"or to elect a truly cost-based crNP regime. See Qwest

21 AT&T contends (Comlllento; 36) that section 252(d)(2)(B)(i) "clari fies that
'arrangcmcntstbat waive recovery (such as bill-and-keep arrangements)''' arc
permissihle only "if they 'aff(.1rd the mutual recovery of costs through the offsetting of
reciprocal obligations.'" The first of those statutory quotations by AT&T omits a word in
the bill-and-kcep savings clause: that clause explic itly preserves "arrangements that
waive mull/o! recovery (such as bill-and-keep arran gements)." AT&T th us nonsens ically
contends that the sav Ings clause preserves "arrangements that waive mutual recovery" or
costs only if those arrangements also (impossibly) "afford the mutual recovery of costs."
47 U.S.C. § 252(d)(2)(B)(i) (emphasis added). The Commission is entitled to assume
that Congress meant to make sense, and any ambiguity in this statutory language should
be resolved in twor of an appropriately robust constmetion of this savings clause.
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Opening Comments 43, What section 252(d)(2) precludes is the imposition of a nOI1-

cost-based scheme of compelled payments between carriers. But section 252(d)(2) cloes

not constrain the Commission's choice of bill-and-keep if it detennines, as it should here,

that it would better serve the public intere'it than a purportedly cost-based CPNP

'II ternati vc.

In any event, even if the bill-and-keep savings clause werc ignored, section

2S2(d)(2)(A), standing alone, would not preclude bill-and-keep arrangements, because at

most it would require regulators to permit recovery of the "additional costs" of transport

and tcm1ination. See Qwest Opening Commr.;nls 42. That specializr.;d tenn is reasonably

construed to limit any intercarrierpayments to the short-term marginal costs (effr.;clivcly

zero) of transporting and tenninating each call. ld. Contral)' to WoridCom's suggestion

(Comments 19), detcrmin ing that the "additional costs" of transport and termination arc

zero for these purposes docs not somehow imply that the total element long run

incremental cost of switching atld transport is zero for purposes of selling the rate that

CLECs must pay when leasing anlLEC's network clements. TELRIC was adopted

under a different statutory standard: the UNE cost standard of section 252(d)( I). The

Commission's implementation of that provision in that context has no logi(;<t1 bearing on

its authority to impose bill-and-keepas an appropriate intercarriercompensatlon

mechanism.

Citing the Supreme Court's 1tJ99decisiol1 in Iowa Utilities Roanl, Focal suggests

that, in adopting bill-and-keep for traffic covered by section 25 l(b)(5), the Commission

would cross a perecivedjurisdiclionalline dividing (I) the FCC's authority to issue

general methodological rules from (2) the states' power to sd particularrates. Focal
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Comments 32-33; sec g(,l1el'a/~v Iowa Utilities lId.• 525 U.S. at 384. This argument is

without merit Bill-and-kcep is a methodology, not a "rate." The Commission has no

less authority to preclude intercarriertennination charges for all traffic than to preclude it

ror balanced traffic - or, for that matter, 10 preclude one carril.:T from charging another for

the cost of originating a local call (as, indeed, it has already done, see 47 C.F.R.

§ 51.703(b)), More generally, the Supreme Court has made abundantly clear that the

Commission has plenary authority to resolvc brand methodological issues of national

importance to the industry. The issue before the Commission here is as general amI

nationally significant as they come: whether the rationalized interearricr compensation

regime rorthc 21st century will be bill-and-kecp or some version ofCPNP. The

Commission can and should resolve that issuc in favor of bill-and-keep.

B. The Commissiun has authority to adopt measures encouraging states
to move towards bill-and-keepfor intrastate access traffic.

The Tenth Circuit recently held that, under sections254(b)(3) and (b)(5), the

Commission has not just nn opportunity but an "obligat[ion]" to induce the states - by

"carrot or ... stick" - to do their pari in ensuring comparable rates within their ~tates.22

The logic of the Tenth Circuit's ruling strongly indicates that the Commission has a more

general authority to give the states appropriate inducements to make the transition from

irrational, implicit funding mechanisms to the rational, explicit mechanisms required by

section 254. Indeed, the vel)' cornerstone of section 254 is the principle that, on both the

interstate and the intrastalc sides of the ledger, universal service should be funded not by

[LEes alone through geograph ie rate-averaging and other implicit subsidies, but by "[ a}ll

22 Qwest Corp. v. FCC, 258 F.3d 1191, 1204 (lOIIl Cir. 200 I)(internal quotation marks
omitted).
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providers of telecommunications scrviccs"through "equitable ami nondiscriminatory

contribution[sl" to explicit subsidymeehanisms. 23 .lust as the Commission must

"dlWc1op mechanisms to induce adequate state action" to fulfill the comparable-rate

objectives of subsections 254(h)(3) and (b)(5),24 so too must the Commission adopt

mechanisms to induce state compliance with the core objective of subsections 254(b)(4),

(c), and (f): a comprehensive transition by the FCC and the states to explicit,

competitively neutral universal servil;eprograms.

Qwest therefore agrees with SBe (Comments 33-43) that the Commission can

and should condition receipt of federal universal service funding on a SLate's willingness,

over time, to remove all impl icit subsidies from its intrastrlte rlccess charges and to

convert them into explicit intrastate funding mechanisms. That carrot is likl:ly Lo be

highly effedive, since the federal fund will playa critical new rok in replacing the

implicit subsidies that section 254(g) now produces under the existing access charge

regime and that the adopLion of bill-and-keep would sensibly eliminate. Once the states

transition away from those implicit subs idies, any residual attraction of retaining the

ex isting intrastate access c113rge regime would be highly attenuated, because that regime

could no longer be useu as a competitively skewed source of funding tor universal

service. The way would then be cleared tor the Commission to lead a national regulatory

consensus in support of bi II-and-keep,

Finally, even if some states were reluctant to adopt bill-and-keep, such lIlat

conventional access charges accompanied intrastate but not interstate ac(;ess traffic, that

23 47 U.S.c.§ 254(b)(4); ,\'ee also 47 U.S.c'§§ 254(e) & (t).

24 Q,\'est Corp., 258 E3d at 1204.
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rdLU.:tancc would increasingly lead c<Jrrit;rs to route traffic through digital networks (such

as the [nternct) in which "the interstate and intrastate componen ts [of the tra fficI cannot

be reliably separated" - and that arc thus categorically subject to the Commission's

section 20 I authority to impose bill-and-keep. Sec ISP Reciprocal Compel1.'Illtioll Order

'I 52. As discussed in Qwest's opening comments (at 46-47), and as also ubserved by

SBC (Comments 42-43), that incvitable consequence of digital technology would make

alternatives to bill-and-kecpullsllstainablcin anyjurisdiction over the long term.

CONCLUSION

For the reasons set forth here and in Qwest's opening comments, the Commission

should adopt hill-and-kccpfor all lraffic 10 Ihe fullest extent of itsjurisdictiotl.

Respectfully submitted,

Sharon J. Devine
Craig J. Brown
QWEST COMMl.NICAl'lONS INTI~RNATlnNAL,INC.

1020 19th St, N. W., Sui te 700
Washington. lJ,c. 20036
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Jonathan E. Nuechterlcin
Scott F. Llewellyn
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2445 M St., N.W.
Washington, D.C. 20037
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1. INTRODUCTION

I am William P. Rogerson. r em Professor of Economics at Northwestern University,

where I am also Co-Director of the Center for the Study of Industrial Organization and Director

of the Program in Mathematical Methods in the Social Sciences. I served as Chief Economist at

the Federal Communications Commission from .Tunc 1, 1999 to May 31, 1999. I have also

served on the Faculty of Economics at Stanford University and spent a year visiting the

University of Chicago as till Olin Fellow at the Centertar the Study oftbe Economy and State.

served as Chair of the Department of Economics at Northwestern from 1996-1998 and was

elected a Fellow of the Econometric Society in 1999. Tn addition to conductingacademic

research, I have served as a consultantto a number ofgovernment agencies and non-pro lit

organizntions, including the Federal Trade Commission, the Institute fiJr Defense Analysis, the

Logistics Management Institute, the Office of the Secretary of Defense (Program Analysis and

Evaluation), the RAND Corporation, and the u.s. Department of Justice.

I have been asked by Qwest Communications fnternatioml1, Inc. (Qwcst) to read and

analyze the record created thus r~H in the Commission's intercarrier compensation proceeding,'

and to offer my views on the suitability of biH-and-keep as a basis for creating a new unified and

efricient intercarrier compensation regime.' I conclude that bi II-and-keep would promote

efficiency and enhance competition, both by rationalizing and unifying existing regulations, and

'My curriculum vitae is attached as an appendix to this Declnratioll.

IThis proceeding was initiated by a Notice of Proposed Rulemaking issued by the
Commission 011 Apri127,2001. Developing a Unifiedlntercarrier CompemmtionRegiJDe,
Notice of Proposed Rulemaking, CC Docket No. 01-92, PCC 01-132 (reI. Apr, 27,200 I )
(NPRM).

'''Bil1-and-keep''refers to a regime whereby a carrier recovers its network costs primarily,
irnot exclLlsivcly,from its end users, rather than interconnecting carriers.



tk';:hlrnlifm of William P. HOI:crson
NMember5.2001

by allowing the Commission to deregulate lennination prices ami certain other key prices

charged by non-dominant carriers. Such a regime would be superiorto one based on calling

party's nctwork pays (CPNP). While thc main advantages of bill-and-keep would be captured by

the basic bill-and-kcep regime describcd by the Commission in its NPRM and the accompanying

starr papcr by DeGraba,"the proposal outlined by Qwest in its reply comments5 to modifY the

basic regime by moving to a division of financial responsibility at the "edge of the network"

otfers some extra advantages that make it a particularly desirable choice. In this Oeclaration, r

explain the major advantages that a basic bi1l-and-keep regime oiTers, the extra advantages that

Qwest's "edge of tht.: network" proposal offers, and, finally, why thc arguments advanced by

opponents of bi II-and-keep arc incorrect, insignificant. or properly dealt with by simple

safeguards and rules.

2. EXECUTIVE SUMMARY

In its recent NPRM on intercarriercompensation regimes, the Commission begins its

reexamination of all currently regulated fonns of intercarrier compensation by observing that the

current system is a cmzy patchwork of regulations that treat the samc types of economic

transactions in very different ways depending upon factors which make 110 essenlial economic

difference. Whcn one carrier hands off a lelephone call to anothercaJTier, existing regulalions

might req uire that the first carrier compensale the second carrier. that the second carrier

compcnsate the rirsl carrier, or that neither compensate the other, all depending upon

'See Patrick DeGmba, Bill-antl-lceep althe Central Office u!'>' the Efficient Znterconnection
Regime, orp Working Paper 33, December 2000 (DeGraha 2000).

'Reply Comments of Qwest Communications International, Inc" Developing a lJnijiell
Intercarrier CompemtltionRegime, CC Docket No. 01-92 (Nov, 5.200 I) (Qwest Reply
Comments).

2
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economically irrelevant ractors sLlch as whether the call is viewed as IOl:al or long distance,

whether the carriers are local carriers or long distance carriers, whether the carriers are wireline

or wireless carriers, and whether the call ultimately tenninates at an [ntemet service provider

(ISP) or not. The Commission observes that the current system creates distortions amI arbitrage

opportunities by treating what are essentially similar transactions in such disparate ways. These

arbitrary distinctions bias tcdmology choices, pick winners and losers in advance, amI at times

encourage firms to make massive investments simply to eam arbitrage profits rather than to

accomplish any rcal productive purpose. 111 this NPRM, the Conunission sets out toward the

ambitious and laudable goal of subjecting this patchwork or regulations to a searching and

thorough analysis and to replace it, to the extent possible, by a single unified regime explicitly

designed to promote efticiem.:y and competition and minimize dlC need 1'01' regulatory

intervenlion!is compelition continues to develop,

In particular, in the NPRM ,md an accompanying statf paper by DeGraba 2000, the

Commission suggests that bill-and-keep might provide the basis tor creating such an efficient

unified system. Under hill-and-keep, local carriers" are not allowed to l:harge interconnecting

carriers for the local carriers' own costs or Oliginating and terminating calls within the local

network. Rather, they mLlst look to their own end-users ror recovering these costs, Ditferent

types of bill-and-keep regimes can be created by varying either the definition or what facilities

arc viewed as being local access f~lci lities or the dehmlt n:sponsibilities of carriers to provide

"In this paper I will use the tenn "local carrier" to reter to any carrier providing end users
with a direct link to the public switched network through a loop and end office switch or the
functional equivalent of such racilities. This tenn includes incumbent local exchange carriers,
competitive wireline local exchange carriers, mm providers of wireless service. I will use the
ternl incumbent local exchange carrier (IU:X:)as it is used in the Communications Act of 1934,
as amended. See 47 U.S,c'§ 251 (h).

3
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transport between networks. [n its reply comments, Qwest suggests one modification to the

basic bill-and~keep proposal described by the COllunission, by suggesting that the delinition of

local access fal:ilities be expanded to included tandem switches serving end oOkes and transport

between tandem switches and end offices (when such tandems exist). Qwest describes this

approach as an "edge of the network" dehlult division of financial responsibil ity since this

modification essentially expands the definition of local access facilities outwards to the edge of

the loc<:lIt:<Jrrier'snetwork.

Moving to a bill-and-kccpregime offers three main advantagei'!.' First, a bill-and-keep

regime is signi fkantly less regulatory than the CUlTent regime because, under hill-and-kcep, there

is no need to regulate tennination .prices charged by non-dominant ean-iers. Second, cel1ain

severe regulatory arbitrageproblcms that occur under the current regime can be completely

avoided under a bill-and-keepregimc. Third, under the Qwest proposal, it should be possible to

reduce regulation of the transport prices that ILEes charge interconnectingcarriers.

First. bill-anti-keep is signi ficantly less regulatory than the current regime because it

eliminates the need 10 regulate temlination prices charged by non-dolllinantcarriers." As will be

discussed below, even in very competitive telecommunications markets where there are large

numbers of competing local earners, it will still re necessrny fix government to regulate the

temlination prices that non-dominant local ca11"iers charge other finns, due to the terminating

monopoly problem. However, there is no need to regulate te011ination prices that non-dominant

The first two advantngcs of b iIl-and-keep apply to both the DeGraba 2000 and Qwest
proposals and, in filet, to almost ~my sensibly designed bill-and-keep regime. The third
advantage applies to the Qwest pmposal hut not to thc DeGraha 2000 proposal.

"As will be discussed in Section 4.1.4, a similar argument can also be made with respect
to origination prices charged by non-dominant local earners for long distance t:alls; these must
be regulated under the current regime but could he deregulated under a hi II-amI-keep regime.

4
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local carriers charge their own end users, because competition for these end users will itse! f

control prices. Because even vel)' good regulators will never be able to obtain sufllciently

detailed, accurate, or timely infimnation to set all prices equal to their perfectly efficient levels,

regulation elill never be expected to create the same incentives for eHiciency thal can he created

by competitive markets. This is pm1icularly true in industries sllch as telecommunications where

technology is evolving rapidly <md where there is a need for flexibility and experimentation Witil

pricing structures and business models. And regulation is costly. Therefi.m::, the tact a bilJ-and-

keep regime would allow the Commission to let competition set prices that would otherwise have

to be set hy regulation is a significant advantage. That is crucial because, in the NPRM, tht:

Commission states that one of its goals is to i(knti fy a system that "minimizes tilt: nt:t:d for

regulatory intervention, both now and as competition continues to develop.''9

Second, a particularly serious and pemiciolls arbitrage problem tbat arises under the

CPNP regime c,m be completely avoided hy switching to a bill-and-keep regime. To the extent

that tennination prices that carriers arc allowed to chmge other carriers arc set above the actual

cost of providing tem1ination in a CPNP regime, incentives are created f()f CLECs to invest in

facilities tbat allow them to serve end users such as ISPs thai primarily receive calls but do not

originate calls, even if the CLEes are not the lowest cost service providers. Furthennore,

because these termination fees paid by the originating carrier are not pa<;sed back to end lIsers

making the calls, such high prices do not automatically sow the seeds or tlwir own destruction by

creating incentives for end users to try to avoid using ISPs served by CLECs that charge these

high tees.

• See NPRM at 3.

5



Il~claralion ur William P. Rog~n;<ln
NUVfmber 5,200 1

Third, the bill-and-keep system proposed by Q\vcst should allow the Commission to

signiticantlyderegulate ILEe provision oftransport services to interconneetingcaniers. This is

because the Qwest proposal relieves interconnectingcarriers of the responsibility to purchase

transpoI1 deep within the ILEC network in order to deliver calls to eve'Yend olTice of the ILEe.

Instead, LlIlder the Qwest proposal, interconnecting carriers arc permitted to relinquish financial

responsibility for trattic at the ILEC tandem. lt is much more likely that competitive alternatives

will be available for the more limited amollnt of tnmspoI1 that interconneetingealTiers will be

required to provide under the Qwest proposal.

TIle remainder of this Declaration proceeds as follows. Section 3 describes the broad

outlines of the Qwest proposal for implementing a bill-and-keep regime. Section 4 discusses the

three main advantages of moving to such a regime. Scction 5 considers the potential problems

with moyingto a bill-and-keep regime that have been idcntified by various parties in the tirst

rOLlIld of comments of this proceeding. I show III each case that these problems are either

incorrect or insignitkantor that simple modifications Cilll be made to the basic bill-and-keep

regime to deal with them. Finally, Section 6 draws a brief conclusion.

3. QWEST'S BILL-AND-KEEP PROPOSAL

In this section, I will describe the ma-in features of 1J1O Qwest proposnl {or a bill-and-kccp

regime. 'Ille proposal is described in more detail itl Qwest' s reply comments. Although thc

Qwest proposal supplements,expands upon, and clarifies the DeGraba 2000 proposal in a

Iluillber of ways, it is similar in broad outline to the DeGraba proposal Wfu one main exception.

This is that Qwest proposes that the definition of local access facilities (i.e .. network assets

whose cost" must be recovered from a local carrier'sown end users) be expanded to include the

tandem switch serving the end office, and transp0l1 between the tandem switch and end office, in

6
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addition to lhe end oftice and loop. More specilkally,Qwest propost.:s that, if an interconnecting

carrier chooses to drop alTa call at a tandclll swilL:h serving the called patty's end otfice instcad

of directly at the emJ ot1icc, the tenninating carrier would lx: responsible for recovering all

tennination costs beyond that point including tandem switching and transport between the

tandem ;md end oitke. Qwes! reters to this approach as ,m "edge of the network" default

division of financial responsibility, since this modification cssentially expands the definition of

local access facilities outwards to the edge of the local carrier's network

There me two main advantages of lht; Qwest proposal over the DcGraba 2000 proposal.

First, it places less onerous default transpoffillion obligations on CLECs (and other non-ILEC

local carriers), and therefbre will encourage lhe growth of competition in local

telecommunicationsmmkets. ILECs have historically constructed hicrarchicalnctworks, where

multiple end 'Office switches connect to a tandem switch. However, m,my other local carriers

have chosen to huild "Hatter" nelwork structures with no tandems, fewer end ortiees, but longer

loops. This means that an area that an lIE: serves with multiple end otfices connecting to a

single tandem will often be served by another local carrier, such as a CLEe, with a single end

oflice, The UcGraba proposal has the elfed or imposing asymmetric transpOltation obligations

on the CLl.:C and ILEC in such a case: The ILEe is typically required to deliver calls only to a

single location in the CLEC's network while the CLEC is required to delivercalls to multiple

end offices in the ILEC's network, even though both ndworks arc serving the same area. By

contrast, the Qwesl proposal would reduce the transport obligation of the CLEe so that it is more

symmetric to the transport obligation of the ILEe.

To the extent that the Qwest proposal reduces CLECs' costs of exchanging tranic, it

wOLlIJ encourage the growth of the CLEC industty and therefore speed the overall growth of

7
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compelition in localteleeommunications markets. [n particular, the Qwcst proposal, as

compared to the DeGraba 2000 proposal, would reduce the extent to which an ILEC could

prevent entry or induce exit of CLECs simply by refusing to negotiate efficient two-way trunking

arrangements. Therefore, the Qwest proposal would reduce any potential incentives that ILECs

might have to refuse to negotiate efficient transport arrangements, relative to the DcGraba

proposal.

The second advantage of Qwcsrs proposed change to the DeGraba 2000 proposal is

that it will allow the Commission to further deregulate prices that ILECs charge interconnecting

carriers for transport. This issue will be discussed in detail in Section4.

4. THE MAIN ADVANTAGES OF MOVINGTOA BILL-AND-KEEPREGIME

4.1 BiII~and.keep eliminates the need for regulation of termination prices
charged by non-dominant carriers.

4.1.1. The terminating monopoly problem.

Among economists that study telecommunications, it is a well understood and comp letely

accepted fad that local carriers will set termination fces too high if they are allowed to charge

those fees to call ing parties. '0 The reason is that the local carrier has a sort of ';monopoly" with

respect to the property right of being able to terminate calls to any of its end users. Therefore,

the loeal carrier will find it profit-maximizing to raise its prices above cost in order to take

advantage of this monopoly power. So long as end users of the local carriers care more abollt

minimizing the prices that thcy pay the local canier lhan abollt minimizing the prices that callers

'·See the various articles and books cited below.
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to them pay, unregulated tem1ination prices will be inerficiently high no matter how Illuch ex

ante competition there is for end users among the local carriers.

There are at least three reasons why it is reasonable to expect that consumers will care

more aboLlt minimizing the prices they themselves pay than about minimizing the prices that

parties calling them pay. First, unless there is some direct business relationship belween the two

parties or they arc part of the same family unit, an end user will lose no money himself if a pany

calling him (or the call ing party's carrier) has to pay Illore. Rather, the only possible negative

effect on the called party is that that party may receive fewer calls, which does not capture the

full cost of higher rates experienced by the calling p,uty." Secom.!, as will be discussed in mon.:

detail in section 4.1.3 belm.... , under current institutional arrangements following largely from

Slate regulations, even this effect generally docs not exist. This is because local carriers charge

termination fees to other carriers and these carriers generally are not allowed to flow hack

tennination charges to their end users making the call. Therefcxe an end user choosing a local

carrier will quite rationally predict that (under CIUTcnt institutional arrangements) the local

carrier's higher temlination prices to the calling party's carrier will NOT reduce the number of

calls the end user receives. Third, even if a system when: charges could be flowed hack to

calling end users were instituted, higher tenllination charges 011 calling parties would reduce the

number of calls ffil end user receives only to the extent that calling parties had suniciently good

informatioll to be aware ofthe terminalion charges that eve!)' different local canier charged and

"For example, suppose a calling party reduced its caHing very little in response to a price
increase but instead simply spent more. The calling p,lliy would still he worse off by the extra
alllOlUlt it was paying, but the called patiy would not perceive that there wa." any hannflJl effect
ofthe price rise.

9
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which locfll carrier each of the people they called subsnibed to. Consumer information on this

issue is likely to be far from perfect.

Experience ill Great Britain confirms that end users do not seem to place much weight on

the issue of tem1ination charges levied on others when they choose a telephone provider. [n

Great Britain, wireless phone operators charge termination fees directly to the calling party. The

British regulatory authority, Onel, has found that users of mobile phones pay very little attention

to the size of these ttnnination tees when they choose their carrier and, in fact, generally do not

even know what they are.

Generally, one! survey data ... suggests that rt:sidential mobile phone owners arc mostly
driven by cost when it comcs to choosing their mobile phone network. However, they
appear to place very little weight on the price of calling their mobiles when they choose
their mobile network. Only 15<Yo of potential subscribers round out how much it would
cost to call their mobile, and this Cllst was not thought to be a signiticant factor in their
choice of a network. This survey data also suggested that even if it was a significant
fact&, they might face di fficulty in getting and understanding information on costs of
call ing mobiles."

One of the first academic papers that I am f1ware of that desnibed the terminating

monopoly problem was by British economist Mark Armstrong, who built a model along these

lincs in order to explain why he thought that the British government needed to regulate the

termination priccs that win:less telcphone companies charged to calling parties even though lhe

market appeared to be quite competitive." Armstrong WfiS recently invited to write the chapter

on network interconnection for the forthcoming Handbook cL Telecommunications Ecol1omic,~.

"See Oftel, Review cft/Ie Price Control on Call:,! to Mobiles -A Consultive Document
Issued by the Director General cE Telecommunicatiomi,9-10 (February 201H) (availableat
www.oftel.gov.uk/publications!mobile!ctom0201. hIm) (Oftel 2001).

I;Mark Armstong, "Mobile Telephony in the U.K.," (September 1997), Nuflield Collcge.
Oxford.

10
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and his analysis of the terminating monopoly problem occupies one of three major sections in his

chapter. lIe summarizes his findings as follows:

[W]hen a subscriber signs up with a network, that network has a monopoly over
delivering calls to the subscriber, and it can extract monopoly profits from the callers to
this subscriher. Even if the market for subscribers is intense, so that overall protits are
eliminated in the sector. these monopoly profits - and the consequent deadweight losses 
persisL14

In their recent hook on Competition in Telecoll1ll1unications, Laffont and Tirolc draw the

same conclusion:

It is worth n:cording here the COllllllon fallacy that small players do not have market
power and should therefore fiKe no constraint on their temlination charges. This f.'lllaey
n:sults from a misumkrstanding of the definition of a market. A network operator may
have a small market share in terms of subscrihers; yet it is still a monopolist on the calls
received by its subscribers .."

Furthermore, this problem is not merely theoretical. In (in:at Britain, when termination

prices that mobile networks were allowed to charge calli ng parties were unregulated, networks

charged high termination fees that were clearly abovt cost, and this f()rced the British

government to step in and regulatt: these rates. Tn a recent statement, Oftel, the British regulatory

authority, sums up the problem as follows:

The overall effect of the call ing party pays princi ple in the ret<lil market is that, whereas
mobile networks ha ve an incenti ve to keep the price of those services required and pa id
for by the mohile owner at a level to auraet and retain customers, they have less incentive
to keep the price of calls 10 mobiles low because the callers cannol take their business
elsewhere if dissatisticd (the calltr has to usc that network to reach that particular phone
number).... Overall, Oftel's view is that the calling party pays principle results in there

"See Mark Armstrong, "The Theory or Access Pricing and TntercOimection," in The
Handbook cf Telecommunication.\' Economics, North Holland (forthcom ing 2001), sect ion3, at
40 of manuscript version dated February 200t.

"Jean-Jacques Lanont and Jean Timle, Competition in TelecOIn1mmications,MIT Press,
Cambridge, 2000, at 186 (emphaSIS In original).
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being limited incentive for the lwirelessprovidersJ to reduce charges to the competitive
level; rather there is an inccntive for lwireless providersJ to keep them high. I.

As the ahove Oticl quote explains, the source of the problem when local caniers are

allowed to charge tenninating prices to people other Ihan their own end users is that the person

choosing the local carrier is NOT the person paying the termination prices. Therefore,

termination prices will not playa significant enough role in the end user's selection of a local

carrier. and tennination prices will be inctliciently high. This problem obviously does not apply

if the end user himself is paying the termination charges, and this is why there is no need to

regulate termination prices that local carriers levy on their own end users, In this case, the

person choosi ng the local carrier is the person paying the tenninntion price, so competition will

result in lenni nation prices being 'competed down to cost.

4.1.2. When carriers cannot I'ass throll~h teDuinatin~ charges to calling Parties,
the ter]Jlinatin~ monopoly problem is exacerbated.

It is obvious thal the terminating monopoly problem grows even more severe if locnl

carriers are allowed to charge terminating prices to other caniers and these other cnrriers are not

allowed to Pit'iS through these tenninating prices to their own end users, In such a casc, callers

view the terminating price as zero no matter how high il gets, and therefore callers' demand 10

place calls remains high even if the local carrier raises prices. This creates an extraordinarily

high incentivc for local can-iers to raise termination prices.

This is precisely the situation that exists for both long distnnce and Incal calls. For the

case of long distance calls, existing pricing regulations require IXCs to charge an average rale for

a1l their calls independent of the termination charges that are actually levied for a particular call."

"See Ortcl(2001)at 9.

"See 47 U.S.c. § 254(g).
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With respect to long disL:'1nee termination prices, local carriers are theretore in the enviable

r()~ition that DCCs that provide services nationwide such as AT&T will continue to charge

exactly the same prices to reach their end users regardless of how high the local carrier mises its

tennination prices. Until very recently, the tennination prices that CLECs charged IXes were

completely unregulated. The Commission was forced to hcgin regulating these priees precisely

because such calTiers had no incentive to keep these priees low."

For the case of local calls, state regulatory commissions, generally speaking, require

ILEes to charge a nat mte for all local calls. Therefore, end users of the lLEe calling end users

of another local carrier view the incremental cost of the call to be zero regardless of how high the

other local carrier mises its tcnnination rniccs. Since the termination pJices that local carriers are

allowed to charge lLEes have always been regulated, we have 110t observed the same

extraordinarily high prices that occurred in the previously unregulated market for CLEC

tennination of long distancc calls. But precisely the same logic applies, and we can be SUfe that

a local carrier would have an extremely strong incentive to raise its local temlination rates

charged to other carriers to very high levels if these rates were unregulated. Therefore there will

be a pennanent need for regulation of termination plices so long as local canicrs arc allowed to

charge these prices 10 other carriers rather than their own end llsers.

4,1.3. Whcn jDterexchan~ccarriers cannot pass thrQy~h originating access
char~es to their end users· then ori~inatin~access charJ:es by non-dominant
carriers Inust he regulated.

TIle same type ofprnblem described above for the case of terminating fees also exists for

originating tees. That is; if a local c3rrier (even if non-dominant) is allowed to charge

IIReform (!lAcces~; Charge... Imposed by Competitive Local Exchange Carriers, Seventh
Report and Order and Further Notice of Proposed Rulemaking, CC Docket No. 96-262; FCC 01
146 (reI. Apr. 27;2001) (CLEC Access Charge Order),
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oJigination fees to an interconnecting c,uTier and the interconnecting carrier is not allowed to

flow back these charges to the calling p<u1y, the carner will have an incentive to raise these

oJigination fecs above the competitive level. This is precisely the situation that t,lxisls with

respect to originating long distal1l.;e access charges. The same regulation that requires IXCs (0

charge an average tennination fee (as part of their long distance rates) across all their end users

also requires them (0 charge an avernge origination fee across all of their end users." Therefore,

if a particular local canier raises the originating access charges that it levies on IXCs, IXCs are

not allowed to respond by raising the long distance prices they charge to end users of that

particular local calTier. Rather, the IXCs must continue to charge an averngc rate that reflects the

origination costs they experience across all their end users. Therefore, in effect, :J small local

carrier can raise its originating access charges without affeclingthc prices its end users pay for

long distance- service at all. This, of course, gives the local carrier a powerful incentive to raise

originating access charges.

Of course, no slich incentive exists under a bill-and~keep regime hecause, in this case, the

local carrier charges origination tees directly to its own end users. Therefore, so long as the local

carrier is non-dominant, competition among local carriers for end users will control these prices.

4,1.4. The costs of rel;ulatjn~non-dominant carriers.

It is impossible fOI" regulation to sel all prices equal to cOlTectly calculated tiJrward

looking costs because the task is simply too complicated and requires too much infonllation.

Thej ob of the regulator is not simply to discoverthc one correct per-minute rate that all carriers .

should charge for all types of traffic for al1time. The constant introduction of new products and

IOSee 47 U.S.C.§ 254(g).
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technologies meallS that underlying cost conditions are always changing and that the regulatory

system must be constantly responding to new issl/<:ls and problems. To complicate matters

further, the cost of end oftice switching is in many ways a peak load cost: i, e" the main cost is

building capacity and there must be enough capacity to meet peak demand. In such cases, it is

likely that even morc complex pricing schedules using time-of:'day pricing are likely to he

efficient. The chance of even very good regulators being able to get this even more complex

problem right grows even smaller.

4.2 BilI-aDd·keep eliminates severe arbitrage problems that occur under CPNP.

Recent events surrounding the issue of ISP-bound traflie'" illustmte a particularly serious

and pernicious arbitrage problem that arises tmder the ePNP system that could be completely

eliminated by switching to a bill-and-keepregime. The problem occurs when local carriers are

able to lind a class of end users that primarily receive calls and the per-minute cost to the local

carrier of lcnninating the tmffic is less than the regulated tennination rate set by govemment. In

such a case, these end users will become virtual "money pumps" f(w local carriers since they mc

able to eam a profit on every minute of incoming traffic ~U1d dlis is not counterbalanced by

payments for tralllc in the opposite direction.

In retrospect, it now appears that the tennination rates thaI CLECs were allowed to

charge ILECs for tenninating ISP-bollnd traffic were well above their actual cost of providing

termination. This created an incentive tor CLECs to invest in ttlcilitieslhat allowed them to

llJSee Implementation d' the Local Competition ProvL..ions in the Telecommll1licationsAct
c£ 1996 and Intercarrier Compensa!ionfor ISP·Bound Traffic, Order on Remand and Report tmd
Order, ce Doeket Nos. 96-9S and 99-68, FCC 01-131 (reI. Aplil27, 2001), for the
Commission's most recent order on this subject and a history of events leading up to the ClIlTt:nl
situation.
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serve ISPs, not because they were necessarily more emdent providers of service to ISPs, hut

because govenunent regulations allowed them to earn a price well above cost for serving lSI's.

Because the existing regulatory structure did not allow rrECs to pass these termination charges

oock through to their own end users, the fact that CLECs charged high tennirmtion plices had no

effect at all on the demand of the ILECs' end users tor the services of ISPs served hy CLECs.

Years after the problem became apparent, and years after CLECs had invested large

amOlUlb of money to serve and attract this group or end lIsers, the regulatory process finally

ground into action, and the Commission recently decided to lower the lennination rate that local

earners nre allowed to cbarge for ISP-bounu traffic. Whi [e it appears Ihat this particular

nrbitrageproblem created by this particular class of traffic may now have been suhs1.antiallydealt

with, massive distortions in business investment decisions occurred in the meantime.

FUlthermore, new pricing problems willlikcly arise in the ncar future .md may cause

equally severe problems before government is oble to respond to them. One new problem on the

horizon concerns paging companies. Under Commission regulations, paging companies are

viewed as local carriers that only tennimlte trnJTic. Therefore, under the existing CPNP regime,

they are entitled to charge other local carriers tClmination fCes. The cost of tenninating tronic

tor paging companies is considerobly less than the n0011a1 termination price that regular local

cnrriers are allowed to chnrgc. Thus, if paging companies were allowed to charge this regular

price, cvelY paging end user would become a "money pump" for the paging company. Paging

companies would have an incenli ve to pay people Lo become their end users and to pay other

people to page the first group orpeople. The Commission was aware or this problem ,md dealt

with it a nwnber of years ago by sped rying that paging companies would only he nllowed to
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charge a special extremely low terminating price." B~lSed on conversations with Qwest staft: I

have become aware that instances are now arising where paging companies are attempting to

avoid this regulation by becoming end users of CLECs. Under this new arrangement, paging

trunic runs trom the end users of the lLEe to end Llsers of the paging company through the

CLEC, and the CLEC is attempting to charge the regular high tcnnination price for this traffic.

Once again, even if the Commission eventually is able to respond to this arbitrage opportunity by

making a one-time piecemeal adjustment 10 the regulated price of termination for one more class

of traffic, there will be dislocations of investment in the meantime. Furthermore, anuther new

arbitrage opportunity is likely to come along as soon as this one is solved.

4.3 Bill-and-keep will allow further deregulation of transport prices that [LEes
charge to other carriers.

Another advantage of hill-and-keep is that it will allow further deregulation of transport

prices that ILECs charge interconnecting carriers. To understand the reason for this, one may

view the market for intra-LATA tmnsport purchased by intcrconnectingcarricrs as being divided

into two segments: (i) transport between the !LEC's tandem switches and subtending local

switches, and (ii) transport from other local carriers' end offices to the lLEC tandem. Alternate

sources of supply to the ILEC arc much more likely to exist for market segment (ii) than market

segment (i), because the higher levels of traffic and greater number of interconnecting carriers at

tandems have generally encouraged more alternate providers to build transport racilitles to

tandems. Under a properly structured bi II-and-keep regime, carriers are no longer required to

purchase items in market segment (i) from the IU~C in order to exchange traffic with the JLEC

"See Implementation ofthe Local Competition Provi.'''ion... in the TelecommulliL-ationsAct
of /996; Interconnection Between Local Exchange Carrier... and CommercialMobile Radio
Service PrtJviders, CC Dockets No. 96-9X,1)51 R5, 11 FCC Rcd 15499, 16043-44 TI J(N2-l)}
(1996).
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Instead, the IlEX: directly sells these services to end users under prices that are regulated as part

or end user charges so long as the ILEe is deemed to be dominant. However, interconnecl ing

carriers will still continue to purchase items in the second market segment from the ILEe.

Because the lLEC is less likely to have market power in this segmlmt due to the comparatively

greater availability of transport from [Xes, other LEes, CAPs, elc., the Commission may deem

ilmore appropriate to deregulate ILEe provision or transport to interconnecting carriers.

Therefore the advantage of moving to a bi ll-and-keep regime is that, by separating market

segment (i) from Illarket segment (ii), it removes any obstacles to deregulation or market

segment (i i).

5. ARGUMENTS RAISED BY.OPPONENTS OF BILL-AND-K~=EPARE INCORRECT,
INSIGNIFICANT, OR PROPERLY ADDRESSED THROUGH SIMPLE SAFEGUARDS
AND RULES

5.1 It is preferablc to replace regulation with competition where possible instcad
of mercly attempting to morc accurately set re~ulated prices equal tu
forward-looking cost.

Janus Ordover and Robert Willig, on behalr orAT&T, argue that most of the arbitrage

problems that occur under the CPNP system could be solved if regulators were able to do a

perfectj ob or always setting all regulated prices equal to correctly defined forward-looking

cost." I think that Ordover and Willig are basically correct that, in theory, if regulators had

enough intonnation, time, and knowledge to sel all prices equal to their theoretically perrect

values, regulation would then work quite well. In fact, since the "perfect values" ror prices are

by definition the values that competitive markets would set, the statement thal "perfeel"

regulation is just as good as competitive markets is really more of a definition of what is meant .

by perfect regulation than a statement with any real economic content.

"Janus Ordover and Robert Will ig, August 20,200t, "Declaration of Janus A Ordovcr
and Robert D Willig on Behalf of AT&T Corp.," (Ordover and Willig), section VI.
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r an a bit puzzled as to why Ordover and Willig think that the observation that CPNP

would work quite well if it could be paired with a theoretically perfect regulatory process creates

ajustirication for CPNP. As 1have stated above, one of the main advantagcs of moving to a biIJ-

and-keep regime over a CPNP regime is that it reduces the need for regulation. In particular,

there is no need to regulate termination fees charged by non-dominant carriers under blll-and-

keep, but these fees must be regulated under CPNP. I agree with Ordovcr and Wi Ilig that if

regulation could always produce theoretically perfect prices, then there would be no real need to

replace regulation by competition where this is possible. My main point is that it is impossible

tor regulation to achieve this ideal of thcorctical perfection and that it therefore makes sense to

substitute competition for regulation when this is possible. Therefore, while I agree that CPNP

would work fairly well if regLllation could always set theoretically perfect prices, I disagree

strongly that. thiS statement somehow provides ajustiiieation tor CPNP.

In other parts or their declaration, OrJov~rand Willig in llict acknowledge precisely this

point - Ihat it is not realistic to expect that regulation will always get prices perfectly cOlTed.

Their declnmtioll includes the following two stalemcnL<;:

We recognize that it is no easy or elTor-lree task for regulators to estimate costs and set
rates. The many "bumps ill the road" to cost-hased reciprocal compensation rates
illustrate the difflcliitiesregulators face in a world of imperfect and asymmetrie
inflmnation. We are therefore entirely sympathetic to the desire to find a regime that can
remedy ex ist ing market distOl1 io n but that would not requi re rate regulation."

We recognize, of course. that setting cost-hased rates that replicate competitl ve tn<lrket
outcomes is no simple lask, and we are strong proponents of a IIrst principle ofeconomic
regulation that such ratemaking should not even be attempted if markets and competition
call be relied upon to accomplish these goals instead."

"Grdover and Willig al9.

"Ordover and Willig at 6.
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Thererore evcn Grdover and Willig seem to acknowledge that it is highly desirable to implement

policies that allow competition to set prices rather than regulation when this is possible.

Replacing the cun-ent CPNP regime with a bill-and-keep regimc accomplishes this result.

5.2 Bill-and-keep is deregulatory because it allows deregulation of termination
prices cha~cd by non-dominantlocal carriers.

Both Grdover and Willig,!> and DeGraba 200 I in his paper filed on behalf of WorldCom,'"

make the argument that bill-and-keep is no more deregulatory than ePN P because there will he

an equal need to regulate dominant ILECs under either regime. As rhave statcd many times in

this paper, the main reason that hill-and-keep is more deregLllatorythan CPNP is NOT

principally because it allows less regulation of ll..ECs (although it accomplisht:s that as well, as

discussed in section 4.3), but raUlcr because it allows less regulation of non-dominant local

can-iers. l1lerefore, tho argument that there is illl equal need to regulate the nm: under both

regimes does- nothing 10 contradict or wcakcn the argument or this paper that bi ll-and-kecp is less

regulatory because it allows for considerably less regulatory oversightoC non-dominant local

carriers. The signi ticant regulatory distortions and arbitrage opportunities that I have described

in this paper flow fiUlll the tact that regulation has failed to seltern1ination prices ch<lrgcd by

non-dominant can-iers at the correct levels. Moving to a bill-alld~keep regime will rectity these

serious problems because competition will then be able to detennine these prices.

Furthermore, moving to a bill-andckeep regime will reduce regulatol)' uncertainty by

creating a more stable regulatory structure that does not need 10 constalltlychangc as new

"See Ordover JIld Willig, section Ill.

"See Patrick DeGraba, August 20,200 I, "Implementing Bill and Keep lntercamer
Compensation When Incumbent LECs lIave Market Power," Declaration of Patrick DeGmba,
flied on behalfofWorldCom (DeGraba 2001) at 5.
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reglllatOly arb itrag~ opportunitics created by th~ CPNPsystem become apparent and arc deal t

with on a piecemeal basis. This reduction in regulatory uncertainly will itself create a more

favorable environment for local carriers to compete in, thereby increasing investment in such

earners.

5.3 Bill-and-keep will not increase the ability of incumbent I LI£Cs to
discriminate against unatliIi ated IXCs by exercising control over the
transport of ori~inatingtraffic.

The argument that a hill-,md-kecp regime might give ILEes an extra opportunity to

disadvantage unaffi [ialed [XCs is made most completely by DeGraba 2001 in a paper filed on

bchalf of WorldCom. DeGraba2001 correctly observes that, undcr the DeGraha2000 proposal,

lbe ILEe would have lhe defaull financial responsibility 10 transport originatingtra llie betwecn

the ILEe end office and the IXC POP. This is also true under the Qwest proposal. DeGraba

200 I is also correct in noting that this would represent a change from the ClllTtmt regime, under

which the [xC has default financial rcsponsibilityfor both directions of traflic betwem the !XC

POP and thc fLEe end otTke. DeGraba 2001 suggests that this change in rcsponsibi lily could

mise new problems for IXes under the Jollowingscenario, which I will cnll the DeCiraba 2001

Scenario.

The DcGraba 200 I Scenario

Suppose that the end office o!"an fLEe and the POP olan!XC are currently
connected by a two-way trunk owned by the !XC and that this is Ihe most efficient
interconnectionmet/wd Now suppose that, after the implementation dbill-and
keep. the fLf-'C insisfs on routing originating traffic throllXh the fLEe tandem and
frall.\porting the traffic it.'iCI/f() the Da::POP using its oWf!/acilities. It then
charges the !XC's end u.\·er4'or this service. 'I'hiscrcates threeprohlcmsfor tile
rxc. according to DeGraba lOOl. First. the fU~C is ahle fa bfock originating
traffic if/lvays that neither fhe lXC nor the regulatorcaf/ monitor orprevent,
causing the fXC's service quality to deteriorate. Second. the !XC has a more
difficult time heing competitive onprice hecau.\'e fhe fLEe 11011' charges the !XC's
end users high prices/or origination, reflectinx the (inejjlcient)one-way
transport route il insists on using. Third. the IXCflUW has excess transport
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capacity which it cannot .';;ell or lease becall.'le the fLEe re!u,\'t'.\' to 1I,'le it and there
is no other lise for this tram-pori ('''pacity.

A bill~and-keep regime is unlikely to create significul1t problems of the sort DeGrabu

2001 describes. First, with respect to the issue of call blocking, based on conversations I have

had with Qwcst staff, I believe that the service quality eonccm would be largely resolved by

simple safeguards dlat required the (LEC to treat tmfiic bound for unaffiliated !Xes in a

nondiscriminatoty fashion relative to traffic bound for its own long distance affiliate. For

example, the ILEC could be required to provide direct trunking on a non-discriminatory ba..<;is.

As another example, fl)r long distance tramc taken through the Landem, the ILEC could be

required to transport trank of its O\vn aUihate on the same trunks that it uses to transport the

overflow trame of other IXes So alltraftic would be su~iecl to the same rale of call-blocking. III

particular, even when a direct trunk exists to carry tramc from a particular end oflicc, ovetllow

trank is typically carried on non-dedicated trunks lhat flow through the tandem; a natural and

simple safeguard would be to require the JLEC to cmry all such overflow traftic (including the

ovetilow traftic of its own affiliate) on the S<'1mc t ru nks.

Second, with respect 10 Ihe issue of raising the !XC's costs, once again, sateguan.l~

requiring the (LEC to treat all IXCs (including its own at1i.liatc) in a non-discriminatory fashion

would largely deal with this problem Furthcnnore, DcUraba 200l' 5 concem would not be

signi ficant even in the absence of such safeguards, DeGraba 200 I's argument assumes that the

lLEC will be ahle to pass along all of the costs of its ineflicicnttransporl choice to IXC end

users. (This is why costs to IXC end users cITe raised..) That iS l DeGraba 2001 assumes that the

ILEe will Ix automatically allowed to pass through any increases in transport costs that it incurs

by purposely choosing an inefficienttransport method, If an ILEC is subject to rate-of-retL1ITl

regulation and if the fLEC incurs more costs, it would have a basis to argue that rates should he
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raised to recover these costs. I [owever, even in a pllrc rate-of-relunl systcm, an ILEC would

have to j lIsli fy lhat these costs are reasonable {md necessal)', and this might be hard 10 do in a

sItuation where the ll..EC is purposely not using an already-constructed two way trunk that is

generally aclmowledged to he the most efficient method of transport. More important, recovery

of interstate costs by larger ILEes is cunently regulated undcr a priee cap regime that does not

automatically allow pass-through of costs. That is, under the regulatory regime actually in

existence tor these carriers, the ll..EC is not allowed to raise its prices if its costs go liP;

conversely it is not required to lower its prices if its costs go down. Therefore, assuming that the

Commission does not make some radical break with its previous policies, the prices that larger

ILEe" will be allowed to charge end users for transport will be regulated according 10 some smt

of price cap system. In particular, this means thai ILECs will not be able to raise their prices

simply by switching to more incflicient transport methods.

Th ird, with respect to the stranded assets issue, any sudden excess supply of capacity on

the part of "ID lXC will be matched by an equal excess demand for capacity on the part or the

n.EI:: that now has the responsibi lity to transpolt the tmllk. The same amount of traffic WIll still

nccJ to be transported after the change, and the saml: amount of capacity will still exist to

transport it. Therefore, there should be a resale market for Ihe IXC's excess capacity if/he IXC

turns out to have a sibmiticant alTIount of sllch excess capacity.

5.4 Bill-and-keep will not increase the ahility of incumbent LEes to engage in
price discrimination against unaffiliated [Xes.

DeGraba 2001 discusses extensively the aq,,'1lment thal bill-and-keep will enable ILECs

to engage in price discrimination against unan'iliated IXCS.27 He begins with an example where

"DeGraba 200 I, section 3.
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an lLEe disaJvantages a rival IXC hy charging users of its own long distance service a lower

per-minute rate for local origination than it charges users ofrivallXCs' long distance services.

However, he then immediately acknmvledges that a simple rule stating that the ll...EC is not

allowed to discriminate in this fashion would solve this problem and that the Commission woulJ

surcly pass such it rule." I agree with this conclusion.

DeGraba 2001 then proceeds to a more subtle example of disl.:rimination. lie considers a

case where all ILEe offers 10 sell a "bucket" of long distance minutes for a tlat fcc to end users

that use the ILEC's own long distance service but continues to charge a per-minute fee to end

users for local origination that lise rival IXC's' services. He correctly observes that it will be

more difficult to make some unambiguous determination of whether or not such a scheme is

discriminatory and concludes that situations like this could make it difticult for regulators 10

detennine whether or not the JUT is discriminating against rival IXCs. While I think this

observation is generally correct. I also think that it is completely irrelevant to the issue of

comparing a bill-and-keep regime with a CPNP regime. The reason is that exactly the same sorts

of "fuzzy" situations could arise under a CPNP system. For example, under a CPNP system an

JLEC could choose to offer its own end users a "bucket" of long distance minutes and

silllullaneollslycharge a per minute access rate to rival IXCs. Exactly the samc dif1leulties with

determining whether or 1l0L such a system is discriminatory would arise. Morc generally, any

non-discrimination requirement enforced in a CJ-lNP system by requiring the ILEC to charge the

samc access tees to all carriers could be equally well enforced in a hill-and-keep system by

requiring the ILEC to provide all end users the same access fee options, irrespective of their

choice of m::.

"'DeGraba 2001 at 20.
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5.5 Bill-and-kccp will not create worse incentives for efficient use of the
telephone neh'rork.

A numher ofthc papers suhmittcd by economif'tf'in the first round of thif' proceeding

attempt to argue that having the calling party pay for all of the costs of a call will cause more

efficient usage of the phone system than having the called party pay for at least a share of the

costs of a call, as occurs WIder bill-and-keep.~

It is useful to begin by recalling what DeGraba 2000's main point is on this issue. It is

NOT that a bill-and-keep system will definitely induce superiordecisions regarding short rlln usc

of the telephone network than will CPNP. Rather, his point is much more modest than this; it is

simply that no clear conclusions can be drawn in this regard and that the signi tkant advantages

that bitl-and-keepexhibits in other area..'> thereforejustify its adoption.

More specifically, his point is that, in general, good inccntivcs for short run usc of the

telephone network will be created when the costs of making phone calls are allocated in

proportion to the average relative benefits of telephone calls. Under a CPNP system, the calling

party pays for 100 percent of the call. Under a bill-and-keep regime, the calling party pay,-; for

less than 100 percent of the call but more than 50 percent of the call. (The precise share depcnds

on the nahlre of the tran sport rule that is chosen.) DcGmba 2000' s poi nt is simply that

recitations of examples where calling parties generally receive more benefits than called parties

provide no scientific or empilical basis for predicting that one of these two regimes will create

bettcr incentives than the other, For example, suppose we viewed a recitation of examples as

"See Ordovcr and Willig, section IV; Lee Selwyn and Scott Lundquist, "Efficient
IntercarrierCompensatiol1 Mcchanisms for the Emerging CompetitiveEnvironment," August
2001, paper submitted 011 hehalf of Focal, Pac-West, RCN, ,md US LEe (Selwyn ,md Lundquist)
at 44-47; and Joseph Farrell ,md Bel~jamin Henualin, "Analysis of Central Office Bill and
Keep," A lIgllst 200 I , paper submitted ofbehalf of Time Wmner, (Farrell and Hennalin), section
V.
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surficient cvidcnce to condude that calling parties generally receive 75 percent of the benefits of

all calls. (Of course, even this would represent quite a heroic conclusion to draw based only on a

list of examples.) Suppose also lhat we were able to detennine that a specific bill~and~keep

regime lmder consideration would have calling parties pay for 60 percent of the CllStS of making

calls. It still might be the case that bill-and-keep produced superior results III CPNP since the

share of cost borne by callers under bill~and-keep (60 percent) is closer to 75 percent th,m is the

share of benefits borne by callers lmder CPNP ( 100 percent). It certainly docs not seem obvious

that CPNP would be the superior regime.

For similm rcasons, bill~and-keep is alleast as consistent as ('PNP with principles of cost

causation. erNP arbitrarily allocates all cost-recovery to the calling party, even though the

called party contributes to rnany of those costs by accepting lhe call, and even though its carrier

makes cost-consequential decisions about network technology and design. The argument lhat

the calling p<:uiy should be requirt:d to pay for all or the cost of a call becaw,;e il is lhe sole

"causer" of the call is tht:rt:lore tll1lacioLis. Aller the fIrst second or a telephone call, the c<llled

party is as much a causer of the cal] as is the calling party, since either can terminate the call if it

wisht:s. Ordover ,md Willig respond that, to the extent that CPNP incorrectly allocates tht: cost

orcalls, parties could tnakt: up tl1f this deficiency by agreeing to take turns calling one another or

perhaps even exchanging dollar payments. Rut this obviously isn't always possible <md,

rurthennore, is a clumsy and awkward mechanism at best.

Farrell and Hemlalin make a t.Iitkrcnt argument.l<l Based on a more general model that

generalizes some of the assumptions implicitly made by DeGraba 2000, they show that a more

complex analysis may bt: required to determine the optimal intcrcarrier compensation mle and

)OFarrell and Hemmlin, section V.
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that considerations similar to those that enter Ramsey pricing may nced to be taken into account.

They usc their analysis to argue that DeGraba 2000's simple example, where splitting costs

evenly bctween the parties creates perfectly optimal incentives, relics on special assumptions. It

is true that their analysis identifies factors that DeGraba 2000 djd not consider. However, far

from nullifying the main poinl of DeGraba 2000, their analysis strengthens it. By jdentifying a

range of new complex issues that need to be taken into account, Farrell and Hermalin makc it

even more difficult to develop any unambiguous sense of whether or not one of the regimes

would create better incentives for short run lL<;C of the network thun the other.

Furthermore, proponents of erNr have luiled to notice the critical fact that the model

which they are using to support the cbim that CPNP creates bctter incentives than bill-and-keep

actually differs fundamcntally from the way that CPNP works in practice, at least for the case of

local calls. The model that proponents analyze is rClllly a model of Calling Party Pays, not

Calling Parfy',\, Network Pays. That is, the result that is shown is that when callers receive all of

the bene/it of calls, it would be optimal to charge callen' a tcmlination price equal to the

incrcmental price of making a Gall. However, as rn1s hL't.'11 disclIssed extensively above," for th~

case of local calls from the end user of an fLEe to the end user of a local carrier, in most

jurisdictions callers arc charged a completely flat mle by the lLEC regardless of whether the

IIEI: is asked to pay tennination charges to the local carrier. Therefore, in the case of local

caUs, given current institutional arrangements, no incentives arc created for the calling party to

consider the incremcntal cost or a call when the local carrier is allowed to charge tcrminating

rates to the fLEe. This is because the costs are not passed on to the calling party and therefore

"See Scction 4.1.3.
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simply disappear into a "black hole" where neither the caller nor the receiver pays any attention

10 them.

5.6 Bill-and-keep will not create incentives for CLECs to inefficiently specialize
in originatingtraftic.

Farrell and Hennalin)l suggcst that a bill-and-keep regime might remove a eLEC's

incentive to specialize inemciently in serving end users that primarily receive calls (stich as

ISPs) only at the cost of giving CLECs new incentives to specialize inefticiently in serving tlsers

that primarily originate calls. They acknowledge, however, that bill-and-keep would nol create

such a reverse problem if ILECs were allowed to charge prices to their own end users that

appropriately rd1eet the costs of providing these end users with service in a bill-and-keep

environment, Rather, their argument depends on the assumptions that (i) ILECs levy

incremental charges on originators of local calls to enver both the incremental cost of originating

and tenninating calls; and (ii) they will continuc to be required to do this atter the adoption or

hi II-and-keep."

These assumptions are both invalid. With resped to assumption (i), ILEes generally do

not levy any incremental charges on end lIsers fex making or receiving purely local calls. That

is, a single nat-rated fcc is levied to cover these costs. Rill-and-keepdoes not produce any

>'Farrell l:md Hennalin at 6.

JJThe argument is as follows: Suppose that lhe ILEe charged the calling party a per
minute fee to cover the incremental costs or both originating and tenninating a local call and
charged the called party no per-minute fCc. Under a CPNP system, the CLEC would have no
incenti vc to try to attract end users that primarily originate calls because it would have to pay
temlination fees to the nEJ:. However, under a bill-and-keep system, it would not have to pay
tenninatioll fees to the ILEC and therefore, according to the argument, would have an incentive
to try to attract end users that primarily originate calls because it would not have to charge for
termination as well.
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systematic incentive for CLEes to specialize in originating traffic when ILEes use flat-rated

charges.

With respcct to assumption (ii), Farrell and Herrnalin suggest that the fact that ILECs did

not havc sufficientpricing t1exibilityto counterCLEC efforts to attract ISPs tmder the CPNP

regime suggests that they will not have sufficient pricing flexibility to counter the efforts of

CLECs to attract end users that primarily originate traffic under a bi II-and-keep regime.

However, this comparison is clearly inapt. In the case of ISP-boLlnd traffic, CLEes were ablcto

make large profits even if they charged fSPs a price of zero. Therefore, in order to compete with

CLECs, fLECs would have needed the flexibility to pay ISPs large "bribes" in order to induce

them to agree to accept service. In the scenario described hy I-Iemlftlin and Katz, where the

adoption of hill-and-keep gives CLECs the incentive inefficiently to attract end users that only

originate calls, all that the fLEe would have to do to counter these eflolts would be to charge

incremental origination prices 110 greater llmn incremcnted origination costs. That is, the flEe

would need only the Jlexibility to aqjust prices closer to costs. In my opinion, the fact that

IT..,ECs did not have the tlexibility to offer large "bribes" to selected cnd users does not shed

much Iight on the qucstion of whether or not they would have the flexibility to adjust ptices

closer to costs.

Selwyn and LLmdquist make an argument that is similar to that of Farrell and Herrnal in."

They argucthat current pricing pmctices are incompatible with bill-and-keepand would have to

Ix: changed radically ifbill-and-keep were adopted. The same rebuttals apply to this argument as

well. Namely, the assumption that llECs generally charge calling parties a per minute fce to

Cover the incremental costs of both originating and tcrminating local calls is simply false.

"Selwyn ,md Lundquist at 39-43.
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Furthermore, even if this assumption were true in some l:i1SCS, the type of adjustments in pril:es

that would be reqllired under a bill-and~keep regimt:: simply involve moving prices closer 10 costs

and would not be diffieult to implement.

5.7 To the extent that CPNP reduces unwanted phone calls, it will also reduce
wanted phone calls.

Ordover and Willig» observe that (i) somc phone calls that people receive, such as

solicitations during the dinner hour, are unwanted; (ii) parties pay higher prices for milking calls

under a erN r system than undcr a bill-and-keep system; and (iii) since the end users that

originate unwanted calls might be expected to make fewer of these calls if they had to pay morc

to make them, fewer unwanted calls arc made under a erNr system than would bc made under a

bill-and-keep system.

However, there is no reason to believe that raising thc price of making a telephone call

will have a substantially largcr effect on unwanted calls than wanted calls. That is, OnJovcr and

Willig's reasoning about the relativc cffects of CPN P vs. bill-und-keep on the number of phone

calls that are made applies equally well to all phone calls. Ordover and Willig arc essentially

therefore simply making the trivial observation that having a policy that makes phone calls more

expensive will result in fewer phone calls being made. ln sud circumstances, there arc fewer

"bad" phone l:alls made, but there also arc fewer "good" phone calls ma<k Ordoverand Willig

certainly provide no basis for drawing the conclusion that having a policy that makes phone Galls

more expensive for Gall ing parties is good because the sOGial benefits from the reduction in "bad"

phone calls is grcilter than the social costs from the reduction in "good" phone calls. Taking

OrdoYcr and Willig's reasoning to its logical extreme demonstrates the fallacy in their argument.

"Ordover and Willig at 13-18.
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According to Ordover and Willig's reasoning, simply shutting the telephone system down

entirely would he an even morc desirable policy choice than adopting CPNP because this would

entirely eliminate all lUlwanted phone calls. Of course, this reasoning ignores the "side effect"

that all desirable phone calls would also be eliminated.

In any event, if the number of unwanted phone calls were a concern, it would be Illore

appropriate for the Commission to take additional policy actions that specifically reduce

unwanted phone calls, rather th,m policy actions that reduce all phone calls. For example, the

Commission already restricts telemarketing calls in certain circumstances and pcnnits called

parties to ask to be placed on a "no call" list. ...

6. CONCLUSION

If intercarriercompensation charges were dctcnnined under a bill-and-keep regime, then

carriers would be responsihle for recovering their origination and termination charges from their

mvn end users instead of from other carriers. A key advantage or moving to such a system is that

it removes the need to regulate tennination prices charged by non-dominant caITiers ,md thereby

removes all of the possibilities for mistakes, distortions, lmd arbitrage opportunities lhat

regulation can cause. An appropriately designed bill-and-keep system is therefi)[c superior to a

CPNP system. The bill-and-keep system proposed hy Q\vest improves upon the system

proposed by DeGraba 2000 and would thcrcti.)re 1:c a particularly desirable system ror the

Commission to consider adopting.

30 See Qwest Reply Commcnts at 18.
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