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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 term. In a nutshell, that is because bill-
and-keep requires a carrier to recover from its end users costs that CPNP entitles it to
recover from ether carriers — and because, although there will atwaysbe aneed to
regulate the rates that even non-dominant carriers charge other carricrs, there is never a
nced to regulate the rates such carriers charge their own end users. For example, it 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 1s allowed to recover the costs of the
same service from another carrier scrving a different customer, no market mechanism can
normally deter the first carricr from charging an arbitrarily high price.

Thus, so long as CPNP is the rule — so long as one carrier may recover is own
network costs from another carricr rather than (rom its own end uscrs — the only solution
to this “terminating aceess monopoly’” is pervasive regulation, even of the smallest
upstart carrier. Such regulation is undesirable and, because of bill-and-keep,
unnecessary. By requiring carriers 1o recover their network costs from their own end
users rather than from other carriers, hill-and-keep would climinate any need to regulate
non-dominant carriers, because those end users could take their business elsewhere.

Opponents of bitl-and-keep, such as AT&T, respond that the deregulatory benetits
of bill-and-keep would be limited because the end user rates of ILECs (to the extent they
are dominant in given markets) may still require regulation. That argument is unsound
on two levels. To begin with, bill-and-keep would permit signtficant deregulation today,

beecause, among other considerations, non-dominant carricrs are already significant
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terminators of tratfic, as illustrated by the industry’s recent experience with ISP-bound
traffic and CLEC access charges.

Morc fundamentaily, AT&T’s argument on this point is remarkably shorl-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
{(cven though it does), but whether it will present such advantages ten and fifteen and
twenty years from now. The answer is yes. As the telecommunications world becomes
increasingly defined by intermedal competition, and as it becomes increasingly populated
by non-dominant carriers, the choice between CPNP and bill-and-kcep s, 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
arc [ow -- that regulation is, in ¢ffect, no less capable than market forces of “getting the
rates right,” This is sophistry. As illustrated by years of unhappy experience with access
charges and reciprocal compensation rates, regulation is unpredictlable, destabilizing, and
inherently incapable of setting accurate intercarrier rates for the recovery of origination
and termination costs. That is why the legacy of such regulation is litigation and
pervasive arbitrage. Moreover, unlike bill-and-keep, CPNP would permancntly mire the
Commission in inappropriatcjudgment calls about whether onc class of carriers has
higher or lower network costs than another and, accordingly, whether the intercarricr
compensation rates of some carriers should be higher or lower than thosc of other
carricrs. Those decisions should be left to the market, as bill-and-keep wonld permit, and

should not be 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 netwark architecture; such choices
should be validated (or not) by the choices made by cach carrier’s own end vscers.

There is no merit to the time-worn argument that CPNP is morc faithful than bili-
and-keepto cconomic principles of cost causation. The premisc of CPNP is that the
calling party “causes’ all the costs of a call. That is demonstrably false: for example, the
called party “causes™ many of thosc costs by publicly listing its telephone number and
agreeing to lake a given call, and the called party’s network is free ta choose more or less
efficient terminating technology. By splitting costs between the calling and the called
partics, bill-and-keep is thus ut least as faithful as CPNP to principles of cost causation.
As the Commission has alrcady indicated, there is also no basis for concern that bill-and-
kcep would cause carricrs to specialize in originating traflic or that it would increase the
volume of unwanted calls. In any event, if unwanted calis were the problem, the answer
would be to regulate them directly, as the Commission has already done.

The defining attribute of bill-and-keepis a default division of financial
responsibility, at some point between two networks, for the costs of handling traftic that
travels over both networks: in the absence of negotiation, cach carrier must recover from
its end users, and not from other carricrs, all network costs on its side of that peint. The
DeGraba proposal would establish that point at the end office serving the called party and
would then rely on negotiations to produce more cfficient outcomes. That approach
suffers from two significant shortcomings, First, it would give a comparative bargaining
advantage to carricrs (such as ILECs) that have many end offices to which other carrters
(such as CLECs} must bear the financial burden of providing transport. Second, by

requiring carriers to obtain transport to points decp within an ILEC's network, the

Hi



Reply Comments of Qwist CoonmunicationsInt’l, Ine.
Movember 5.2001

DeGraba approach would increase calls for regulatory intervention in the use of an
ILEC’s transport facilitics.

To avoid those problems, Qwest proposcs an alternative approach, under which a
carrier would bear a default financial obligation to deliver traftic to the “cdge™ of another
carrier's network. Designation of the “cdge” of a network would vary depending on
whether the network is circuit-switched or packet-switched, given the quite different
ways such networks operate. The edge of a hicrarchical circuit-switched network 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 defined as any technically feasible point,
such as a gateway, within a defincd geographicarea. Because this “edge of the network™
approach would sharply limit the number of points to which carricrs would bear a defanlt
financial responsibility to deliver traffic, it would be more cquitable than DeGraba’s
approach as among carricrs, and it would be more likely to produce cfficient, negotiated
transport selutions, such as the deployment of two-way trunks where justificd by traffic
volumes. Morcover, by permitting a carrier to relinguish financial responsibility for
traffic at the edge of an ILEC’s network, it would reduce calls for government
intcrvention in the provision of an [LEC’s transport facilities al regulated rates,

There is no merit to the contention that bill-and-keep would increase an TLEC's
ability to discriminate against unaffiliated intcrexchangecarriers. The potential for such
discrimination s logically independent ol the Commission’s choice of intercarrier
compensationregimes. Under bill-and-keep, as under CPNP, existing safegnards such as
47 U.S.C.§ 272(e) would sufficeto protect competition in the interexchange market. To

remove any doubt on this issue, the Commission should simply clarfy that, under bil!-
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and-keep, each [LEC must provide its end users with access to unaffiliated IXCs on the
same terms, at the same rates, and with the same quality of service as the access it
provides to its own [XC affiliate.

Some commenters oppose bill-and-keep on the ground that, by shifting network
¢osts to end users rather than 1XCs, 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 ultimalelyjust an argument [or replacing such cross-
subsidies with explicit, competitively neutral funding mechanisms. There is no valid
argument for continuing to fund universal service through implicit, competitively skewed
subsidy mechanisms based on access charges.

Although the Commission may lack jurisdiclion to impose bill-and-keep for
Intrastate access tra(fic, the Tenth Circuit’s recent universal service decision underscores
the Commission’s responsibility to give states incentives to adopt appropriate funding
niechanisms on the intrastate side of the ledger. For example, the Commission may
condition the receipt of federal universal service funding on a state’s willingness to
remove implicit subsidies from intrastate access charges. Once those subsidies are
eliminated, the states would perceive little advantage in retaining the current access
charge regime, and a national consensus would likely develop in support of bill-and-keep
lor all traffic. Finally, there is no merit to suggestions that the 1996 Act precludes bill-
and-keep for all tratfic fulling within the scope of 47 U.S.C. § 251(b)(5). The language
ol section 252(d)(2) is appropriately understood to permit a choice between eifhrer bill-
and-keep or a traly cost-based CPNP regime. The Commission is free to choose the

regime that better serves the public interest, and that regime is bill-and-keep.
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Qwest Communications International, Inc. (“Qwest”}hereby submits these reply

comments in the above caplioned proceeding.”
INTRODUCTION

Bill-and-keep requires carriers to recover costs from their end users, whereas
CPNP eatitles them to recover many of thosc costs from other carriers.® 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 will disappear, because the market itsclt will
drive end user prices towards cost. But an increase in competition would never reduce

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

' See In the Matter o€ Developing a UnifiedIntercarrier Compensation Regime, Notice of
Proposed Rulemaking, CC Docket No. 01-92, FCC 0§-132 (rel. Apr. 27,2001)
(“NPRM").

2 “Calling party’s nctwork pays”™ (“CPNP™)dcnotes an intercarrier compensation regime
in which the calling party’s network bears responsibility for all the costs of a call and
pays compensation to other carriers involved in the call. As used here, the torm 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
interexchange carrier (“IXC”) must compensate the local exchange carriers (“LECs”) on
cither end of a long-distance call. “Bill-and-kcep,” 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 tacilities.
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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 aceess monopoly without regulation of
non-dominant carricrs, it would avoid the destabilizing arbitrage opportunities and
litigation that inevitably accompany regulated intercarrier rates, and it would emphasize
the rele of market forces, rather than regulation, in a carrier’s efforts Lo 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 issuc from the perspective of the
industry over the long term, whereas opponents are focused on the transitory disputes and
special interests that tend to characterize a portion of the industry at any fixed poind in
time. Thus, the partics most opposed to bill-and-keep for LEC-to-LEC traliic arc those
that have made short-term windfalls by specializingin the termination of traffic at above-
cost rales. The parties most opposed to bill-and-keep for access traftic are certain
incumbent LECs that have a particular stake in preserving the economically irrational —
and ultimately unsustainable — role of access revenues in the funding of universal service.
And, more gencrally, the parties most opposed to bill-and-keep in any setting are carriers
such as AT&T that have staked their business plans on the continuation of heavy
regtlatory intervention in all aspects of the telecommunicationsindustry.

Moreover, although some parties contend that the Commission should continue to
have two vastly different regimes for “local” and “long distance™ traftic, that
anachronistic approach would exacerbate the arbitrage and inefficiency that already besct
the telecommunications world. At the end of the day, a call is simply a call, and arbitrage

will incvitably thwart any artificial, distance-related distinction among types of calls.
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Maorcover, as several CLECs observe, the Commission should view with considerable
skeptictsm any suggestion by incumbent LECs that bill-and-keep makes less sensc tor
access traftic than for other kinds of iraffic — or that, five ycars after cnactment of scction
254, regulators should still postpone the day in which a competitively neutral funding
mechanism, rather than the nationwide customer base of conventional IXCs (see 47
U.S.C. § 254(g)), subsidizes network costs in high-cost arcas, The Commission should
thus simultancously adopt bill-and-keep for all traftic within its jurisdiction and
encourage the states to do the same.

ARGUMENT

I Bill-and-Keep is preferable to alternative intercarrier compensation schemes,
and the policy arguments of its opponents are without basis.

A, Bill-and-keep is the best long-run solution te the terminating aceess
monopoly problem.

There are two scrious contenders for the role of unificd intercarricr compensation
scheme in the long run: a “cost-based” CPNP approach, and bill-and-keep. CPNP would
require the government to regulate certain intercarrier rates in perpetuity, whether a given
carricr 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 1g
the betler choice, particularly over the long term.

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

The first major advantage of bill-and-keep over CPNP derives from the fact that,
whercas there would always be an obvious neced to regulate the termination rates that

non-dominant carricrs charge other carriers, there is never a need to regulate the rates
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they charge their end users. Because bill-and-keep would require carriers te recover [rom
end users costs that CPNT would cntitle them to recover from ether curriers, bill-and-
kecp would climinate the terminating aceess monopoly with little or no regulation of non-
dominant carricrs (and potentially, in some contexts, less regulation of dominant carriers
as well). In contrast, CPNP would guarantee permanent, heavy regulation of every
carrier, whether dominant or not. That advantage is comprehensively discussed in the
attached Declaration of William Rogerson {“Rogerson Decl.”?), at 8-15.

ere it is importantto focus on the severily and breadth of the “terminating access
monopoly.” That teem refers not only to the recent etforts by some CLECs to charge
IXCs radically above-cost rates for the termination of interexchange tratfic, although that
1s perhaps the most obvious and familiar manifestation of the problem, but more
generally to an economic phenomenon that arises whencver two or more carricrs must
cooperate in the completion of a call. In any given local or long-distancecall involving
more than one carricer, the ferminating carrier typically controls the only line and focal
switch connecting the called party to the network, and the caller typically lacks any
rclationship with the terminating carrier. As a result, the terminating carrier has strong
incentives to extract as high a payment as possible from the carrier with which the caller
docs have a relationship, and the caller is normally powerless to do much about it.

That terminating monopoly problem would thus require pervasive rate regulation
of a carrier’s tenmination rates even if the other carrier were entitled to pass the high costs
of termination back, in the form of higher rales, to the particular calling parties that place
the calls at issuc. See Rogerson Decl. 9-12. But the problem is even worse than that,

because various regulatory obstacles typically preclude ILECs (for local calls) and IXCs
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(for long-distance calls) from passing such costs back to a specitic calling party. See,
e.g., 47 U.S.C.§ 254(g). The calling party thus normally lacks any interest in aftecting
the rates the terminating carrier charges for local or long-distancecalls, See Rogerson
Deel. 9,12-13.7 Indeed, those same regulatory obstacles deprive a calling party of any
incentive to object when a LEC charges an IXC arbitrarily high rates for origination as
well. See id at 13-14. In short, because the existing regime insulates LECs from any
pressure by their own end users to lower above-cost intercarrier rates, CPNP doces not
create the price signals needed to ensure rational correspondencebetween prices and cost.
The Commission has traditionally turned to rate regulation 10 address that problem:
regulation under section 251¢(b}(5) of transport and termination rates for local traftic, and
regulation under section 201 of acecess charges for interexchange traftic.

Bill-and-kecp would eliminate, at the source, the very need for regulation of
inlercarrier termination charges, Some commenters observe that bitl-and-keep would not
immediately eliminate the need for regulation of all termination charges, 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. £.g., AT&T
Comments 17. Even in the short term, that argument misses the key points that CLECs
arc already significantterminators of traffic; that, where they are, they hold a monopoly
over terminating access; and that bill-and-keep would thus dramatically reduce the extent

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

* Under CPNP, even if ILECs 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
allentive to) inctficiently high termination rates that they would withhold calls to end
uscrs of particular carricrs and thereby exert indirect pressure on those carriers to fower
those rates 1o cfficient levels. See Rogerson Decl. 8-12,
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reguiate the rates they charge their own end users (as distinguished from the rates they
charge other carricrs).

The argument for CPNP, and against bill-and-keep, becomes even weaker when
analyzed within the long time horizon that this Comimission should consider when
deciding the best way to bring tong-term rationality Lo the ficld of intercarrier
compensation. The premise of the 1996 Act, and of the Commission’s regulatory
philosophy as a whole, is that facilitics-based competition will succeed over the long term
in providing an cver-growing number of consumers with an expanding set of
telecommunications alternatives to incumbent LECs, The partics may dispute the details
of that incxorable trend, but even loday, and 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 wircless customers may not be willing to “cutthe cord”
Just yet in the sense of canceling their subscription to wireline telephone service, it is
indisputable that wircless service has significantly changed the way Americans
communicate, . - . For some, wircless service is no longer a complement to wircline
service but has become the preferred method of communication.™ Moreover, in a world
in which cable modem service has leapt out to an carty head start over DSL as the
predominant broadband technology tor residential subscribers (in part because of

regulatory disparities), an increaging number of consumers can be expected o choosce the

* In the Matter of Implementation of Section 6002(b) of the Ommibus Budget
Reconciliution Act of 1993, Annual Report and Analvsis of Competitive Market
Conditions WithRespect to Commercial Mobile Services, Sixth Report, FCC 01-192 (rel.
July 17, 2001), at 32.
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cable modem platform as the source for all of their telecommunicationsneeds, including
voice telephony.” And, of course, such forms of intermodal competition merely
supplement the statutory rights CLECs enjoy to an ILEC's own network under the 1996
Act.®

It is against this backdrop that the Commission should review AT&T’s claim
(Comments 17)that bill-and-keep would have no effect on the need to regulate
termination rales and would simply change (from carriers to end users) the identitics of
the partics that musl pay such rates. As AT&T appears to recognize, its position rests on
the premise that competition is futile and that incumbent LECs will retain the same
market position in ten, fifteen, or twenty years that they have today. It that premisc is
false — and all indications arc that it is false — the advantages of bill-and-keepover CPNP
become dramatically apparent. 1n a competitive world populated by non-dominant
carriers, the choice between bill-and-keep and CPNP is, quite literally, a choice between

continucd heavy regulation of this industry and very little regulation at all.

¥ See Remarks of FCC Chairman Michael K. Powell, “*Digital Broadband Migration’
Part I (Oct 23,2001) (http://www.fec.gov/Specches/Powel 1/2001/spmkp 109.html), at 3-
4 (noting “the rcal competitive choices that have been introduced through alternate
platforms, particularly wircless and cable telephony services,”” and predicting that “[a)
great deal of competition . . ., particularly for residential consumers, will come from
other platforms such as cable and wireless systems™).

® See Local Telephone Competition: Status as of December 31, 2000 (Industry Analysis
Div. May 2001), at | (reportinga “29% growth in CLEC market size during the second
half ot the year 20007y (emphasisadded); id. at 2 (reporting that, over the course of the
year 2000, the number of UNE loops that TLECs provided to other carriers increased “by
62%, 1o a total of about 5.3 miltion,” in addition to the 6.8 million lines resold to
CLECs).
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2 Regulation is incapable of getting interearrier rates “right.”

Opponcnts of bill-and-keep further suggest that regulation is just as capable as the
market of fixing an appropriate pricc to recover the costs of termination (or, in the casc of
access traftic, the costs of origination as well). Thosc opponents both overestimate the
ability of regulation to “gel the price right” and underestimate the social and cconomic
costs of getting the price wrong. AT&T, for example, contends that any arbitrage
problem associated with 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 failed for many
years to produce prices [or origination and termination services that are accurately
structured to reflect the “costs™ of providing those scrvices, and the result has becn
litigation, arbitrage, and regulatory uncertainty. Indeed, one need look no further than the
Fifth Circuit’s recent decision rejecting the 6.5% X-tactorjustification in the CALLS
Order, or the D.C. Circuit’s rejection of the Commission’s prior rationale for the same X-
factor, to recall how impossible it is to achteve regulatory certainty in this arca so long as
one carrier may charge another for its own origination or termination costs.” And, as
discussed in Qwest’s apening comments (at 12-15),the fault lies not in the regulalors but
in the type of regulatory question al issuc.

“Getting the rates right” is impossible cnough on several levels even when the
Commission has answered all the basic methodological questions. See Rogerson Decl.

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

7 See Texus Office of Public Ul Counselv, FCC, 265F.3d 313,328-29 (5™ Cir. 2001 );
United States Tel. Ass’nyv. FCC, 188F.3d 521 (D.C. Cir. 1999).

8
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faith can and do disagree profoundly in the application of a single methodology —
TELRIC ~to any given rate element.® Sccond, regulators cannot, and should not, be
cxpected to keep pace on 4 monthly basis with the latest price-reducing developments in
termination rates. fd, at 5, 14-15. And, even if they could, the industry’s inability to
predict what regulators will do itsclt tends to skew the market. Bill-and-keepwould
altogether climinate that problem by specifying a single, predictable, and permanent
solution to the recovery of termination costs.

Third, simply as a matter of practical ncecssity, CPNP narrows the options
available for the recovery of termination costs. CPNP ull but requires some variant of
per-minule pricing because, as a practical matter, that 1s the only feasible way to enable a
terminating carrier to allocate respensibility for termination among the multiplicity of
ather carriers that deliver traffic to any given subscriber of the terminating carrier,” Bill-
and-keep, in contrast, would permit carriers lo experiment with various combinations of
usage-sensitive and flat-rated charges on the subscribers with whom they have a steady,
ongoing relationship — an option that is infeasible under CPNP. This distinction between
the two approaches is quite significant, because, as discussed in Qwest’s opening

comments (al 12-15),no per-minute rate can accuralely refleet the costs of providing

® See, e.g., In the Matter & Joint Application by SBC Conumunications,Inc., et al., for
Provision of In-Region, InterLATA Services in Kansas and Oklahoma, Memorandum
Opinion and Order, CC Dockel No. 00-217, FCC 01-29,191 (rel. Jan. 22, 2001)
(“TELRIC-bascd pricing can result in a range of rates, which is wide enough to
encompass” “significantly different” rates in different states).

? Indeed, in curtailing the use of the flat-rated PICC on IXCs in favor of an increased
subscriber line charge, the Commussion itself indicated that direct end user charges allow
tor more “siruightforward, economically rational pricing structure[s]” than do interearrier
charges. Access Charge Reform, Sixth Report and Order, 15FCC Red 12962, 12991-92,
U 78 (2000) { “CALLS Order™) (climinating the residential and single-lincbusiness
Presubseribed Interexchange Carrier Charge).

9
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termination scrvices. From an cconomic perspective, the costs to be recovered are the
extremely lumpy costs (unassociated with any particular ¢all) of assuring adequate
capacily to accommodate traffic during peak load periods.’® When the market is
permitted 1o decide how thosce costs should be recovered (as, [or example, in the
unregulated retail plans offered by wireless carriers), the result is a range of different
solutions, most of which involve some element of flat-rated pricing. Again, for the
network costs atl issue here, Lhat is an option available only under bill-and-keep, not under
CPNP.

Even more fundamentally, CPNP would require the Comimission and the states Lo
continue playing a heavy regulatory role in the resolution of disputes among difterent
categorics of carriers about whether and how cach such category should be treated
diftercntly in the intercarricr compensation calculus. Such disputes already abound
within the industry, For example, CLECs and LLECs arguc about whether, as AT&T
contends, a CLEC should be able o “charge higher ‘tandem’ switehing rates when it
terminales calls trom a switch in its efficient, single-layer switchimg architecture that
serves a geopraphic arca comparable to a tandem switch in the incumbent’s lcgacy two-
layer switching architecture.”” AT&T Comments iii. At the same lime, CLECs and
ILECs argue about whether carriers that specialize in terminating traffic 10 a specific kind
of customer — such as ISPs — incur lower termination costs and should be compensated

less. See ISP Reciprocal Compensation Order§ 93. Similarly, LECs and CMRS

" In the Mutter d Implementation o the Local Competition Provisions in the

Telecommumications Act af 1996 and Intercarrier Compensationfar ISP-Bound Traffic,
Order on Remand and Report and Order, CC Docket. Nos. 96-98, 99-68, FCC (1-131, al
q 76 (rel. Apr. 27 2001) C*ISP Reciprocal Compensation Order ™).
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providers arguc about whether the latter incur higher termination costs than the former.
Sce, e.g, NPRM T4 104-05; AT&T Wireless Comments 22-23.

Unlike bill-and-keep, CPNT compels the Commission to resolve such disputes.
And. 1o resolve them, the Commission nwist make intrusive, value-laden comparisons
among incommensurable network archilectures and technelogics and the costs they
generale in handling particular kinds of tratfic. Such comparisons are inevitably inexact,
transitory, controversial — and unnccessary. Indeed, the Commission could avoid such
comparisons altogether by moving to a bill-and-kcepregime.  Under bill-and-keep, the
Commission would no longer need to ask whether CLECSs have achieved unusual
efficiencics by specializingin a single class of customers. Nor would it need to decide
whether CLECs should be paid more than ILECs for termination at the central office on
the theory that “CLEC nctworks may use long-loops or fiber rings in place of the tandem
switches deployed by ILECs,” und “delivery of a call to the CLEC central office may
oflen be the functional equivalent”™ — for pricing purposes — “of delivering a call to the
[LLEC tandem oftice.” Focal Commenis 45. These ¢cross-technology comparisons are
arbitrary and, ultimately, deeply wimical 1o any truly deregulatory approach 1o
telecommunications. More fundamentally, no carrier should be compelled to subsidize,
through another carrier’s origination or termination rales, that sccond carricr’s choice of
network architecture. That sccond carrier should have 1ts choice validated — or not —
based on the willingness of its own ¢nd users to supporl it by paying rates to that carricer.

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

Contrary to the position of CPNP’s champions, the arbitrage consequences of not

“getting the price” right under CPNP arc considerable and ultimately quite harmful to the

(1
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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 the
cost of making the neeessary regulatory correction is further industry instability. In a
competitive environment, so long as CPNP is the rule, such arbitrage opportunitics will
be unavoidable, because carriers will always look for ways to exploit the incvitable
inaccuracies in governmeni-imposed intercarrier rates. And the effects of such
distortions will be particularly scvere where — as is the norm under current regulation —
the originating carricr or [XC lacks authority to pass artificially high intercarricr
termination rales back to the specific end users that originate the calls, See, e.g., 47
U.8.C.§ 254(g); see generally Rogerson Deel. 13-14.

The ISP example illustrates the consequences of such regulatory distortion.
Above-cost termination rales produced not just an artificial subsidy lor heavy dial-up
Intemnet usage, but a wealth transfer [rom [LECs (the originating carricrs paying the
above-costrates) to CLECs {the terminating carricrs that reccived those rates). Because
the states did not permit the [LIECs fo pass that burden back specifically o the end users
who made ISP-bound calls {(indced, the states generally barred the 1L.ECS from
responding to the increased tralTic by ratsing their rates at all), those end users received
no price signals to use the ILECSs” networks efficiently. This Commission wiscly
recognized that it makes no sense to subsidize heavy use of the Internet by artificially
disadvantaging ong class of carriers (and their sharcholders or rate-payers) 1o the benefit
of another. See [SP Recipracal Compensution Order§ 66-76. Moreover, correcting the
problem disrupted business plans thal were based on gaming the regulatory system, and

that in turn causcd further economic dislocation. Contrary to the inexplicable position
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taken by Time-Warner Telecom (Comments 10-11), the underlying culprit here was the
regulatory problem, not the correction. And there would have been no such problem, and
thus no nced for subsequent correction, if the government had chosen bill-and-keep from
the outsct.

The type of arbitrage opportunity created by excessive intercarrier rates should
be distinguished from the quite different arbitrage oppoertunitics that arise when
regulation sets an above-cost refail rate for a service offered by a dominant carricr, a
competilive carrier offers the same service at an unrcgulated rate, and the market actors
choosing between those two scrvices are the same ones who nust pay the rafe. 1n that
contexl, thosc market aclors (typically end users) receive immediate price signals that
causc them to choose the cheaper service, and that dynamic automatically begins moving
industry prices towards costs.

That is not the case here: When a repulator sets intercarrier termination rates too
high, it is oflen the case that ro relevant market actor will receive uppropriate price
signals, and arbitrary intercarricr wealth transfers may persist without any market
correction whatsoever. That is what was so pernicious about above-cost reciprocal
compensationrates in the ISP-bound traffic context. Because the typical originating
carrier (an ILEC) was barred from pussing back to particutar end users the (ermination
rates charged by a CLEC serving an ISP, no end uscr had any incentive to avoid ISPs
served by CLECSs that charged above-cost rates, and the only mechanism for correcting
the problem was a purely regulatory one. Such distortions will always be a threat so long
as government cngages in the precarious exercise of making one carrier pay for another’s

network costs.
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B. Bill-and-keep is consistent with principles of cost-causation.

As explained in William Rogerson’s Declaration (at 25-28), bill-and-keepis at
least as consistent as CPNP with economic principles of cost causation. Indeed, the very
premise of CPNP is thal the calling party is responsible for all of a call’s costs and that
the called party is responsible for none. That 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 teriminate it, and the called party’s network has continuous opporturnitics to
pick morc or less efficient terminating technology. The supposed cconomic advantage of
CPNP 15 illusory on another level as well, because regulatory restrictions preclude
carriers in a wide range of circumstances from passing the costs of specific calls back to
the individual calling parties that supposedly “cause” them.

In questioning the econonuic foundation of bill-and-keep, most opponents attack a
straw man: the notion, upon which arguments for bill-and-keep do nof rest, that the
calling party and the called party evenly share exactly the swme benefit on any given call.
£ g., Time-Warner Telecom Comments 6, The question is not whether cach party shares
bencfits, but whether cach is a causer of costs in the sense that cach stands in a position (o
preclude certain costs from betng incurred. The answer to that question is undoubtedly
yes: cach carrier can take measures to lower the costs of termination, and cach end user
can take measures — from hanging up to requesting an unbisted nwmber — to avoid cal -
related costs.

Second, and more fundamentally, the argument for bill-and-keep is not that it
pertectly assigns costs to the partics that cause them, but that its method of allocating

costs 1s at least as efficient as CPNP’s alternative method and that it is preferable to
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CPND in the other respects discussed above (namely, an increased retiance on market
forces rather than regulation in the recovery of cach carrier’s network costs, the
climination of arbitrage opportunities, and the preservation of long-term industry
stability). There can be no credible argument that CPNP somchow doces a better job than
bill-and-keep of allocating costs: with respect to any given call, CPNP inaccurately
presumes that the calling party must pay tor 100% of the call, cven though, by answering
the telephone and permitting the call to continue, the called party is responsible for a
significant percentage of the costs that arc incurred.

Proponents of CPNP contend that this deficiency will be sorted out it every catled
party perccives an obligation to scttle accounts by placing a commensurate number of
calls back to the original calling partics. F.g., AT&T Comments 23. But that 1s no
answer at all. Many calls are made between parties without any kind of ongoing
relationship, and there is no reason to belicve that, even where parties do make an effort
to call cach other back, the resulting costs will be borne with anything appreaching
proportionality. In sum, the principle of cost-causationis not remotely a strike against,
and if anything is further support for, the adoption of bill-and-keep over CPNP. See
Rogerson Decl. 25-28.

C. There is no basis for concern that bill-and-keep would induce carriers
to specialize in originating traffic or would increase the number of
unwanted calls,

In the ISP Reciprocal Compensarion Order, the Commission soundly repudiated

its previous concern that bill-and-keep would give carricrs uneconomic incentivesto
specialize in the origination of traffic. As the Commission obscrved there, “[a] carricr

must provide otiginating switching functions and must recover the costs of those
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functions from the eriginating end-uscr, not from other carners. Originating tralfic thus
lacks the samc opportunily for cost-shifting that reciprocal compensation provides with

respect to serving customers with disproportionately incoming traffic.” ISP Reciprocal

Compensation Ordery 73.

That analysis is correct. [n contending otherwise, a few CLECs argue that bill-
and-keepwould enable carriers specializing in origination to undersell the rates that other
carriers charge their own subscribers. E.g., Time-Wamer Telecom Comments 11, The
CLECs’ argument is that those other carriers must charge their subscribers not just {or the
origination costs of any given catl, but for the termination costs of that same call as well.
This argument is without merit. [ bill-and-keep is the intercarricr compensationrule, a
carricr operating in g competitive environment will succeed in charging its end users only
for the portion of nctwork caosts for which it is legally responsible. By hypothesis, that
will not include the costs of terminating a call on another carrier’s network. As a result,
there would be no regulatory incentive for a carrier to specialize in eriginating traftic,
because the price it could successtullycharge for performing that service would need to
cover the quile significant costs of originution plus some significant portion of transport,
and those would be the same costs that other, competing carriers would need o recover
as well, See AT&T Wircless Comments 27-28.

Some CLECSs contend that current TLEC retail rates are designed to recover both
the origination and the termination costs of all (non-access)calls originating on the
LEC's network. E.g., Time-Warner Telecom Comments 23-25; see a/fso Focal
Comments 10-11. That contention, which the Commission has already rejected, is both

inaccurate and irrelevant o the merits of bill-and-keep. As a factual matter, the
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Commission has repudtated similar claims by the same CLECs “that ILEC end-uscrrates
arc designed to recover from the originating end-user the costs of delivering calls to
1SPs.”" ISP Reciprocal Compensation Order] 88. As the Commission observed, “most
statcs have adopted price cap regulation of local rates,” and thus “rates do not necessarily
correlate to cost in the manner the CLECs suggest.” Id. at n. 174, That is not only true
but an understatement. Even apart (rom the typical inability of ILECs to raise local rales
to accommaodate the growth of ISP-bound traffic, the use of price caps renders
nonsensical any effort to draw a closc correspondence between an ILEC’s current retail
prices and the specific functions that arc performed in the disposition of local calls.

In any cvent, even if ILEC rates were currently structured such that some CLECs
would specialize in originating traftic it exempied from an obligation to cover
tcrmination costs, that [act could not logically support an argument against bill-and-keep.
Unlike the Tow termination rates (and sharing of intercarrier revenues) that CLECs could
otter ISPs before the Commission stepped in this past April, the lower retail rates charged
by the CLECs for originating traffic would not reflect an arbitrary carrier-lo-carrier
wealth transfer or any other irrational subsidy. They would reflect only the underlying
cost of providing the portion of the service for which those CLECs would be responsible
under bill-and-keep. To the extent that ILECs respond 1o those low rates by reducing
their own rates to compete tor the same customers, that would be an obvious bencfit of
bill-and-keep, not a disadvantage.

There is, finally, no empirical basis for the argument that bill-and-kecp would
increase the number of unwanted calls by companics that place more calls than they

recerve, such as telemarketers. As an inittal matier, it is obviously not the case that, as
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AT&T contends, bill-and-keep would make “every call a collect call.” AT&T Comments
33. To the contrary, as the Commission has explained, carriers under a bill-and-kecp
regime — and thus the customers of those carricrs — would need to cover the costs of cach
call’s origination as well as a substantial share of transport costs as well. See ZSP
Reciprocal Compensation Order'] 73. There is no empirical basis for concluding that the
volume of telemarketing calls would significantly increasc if the costs of a call were split
between originating and terminating carriers rather than, as now, borne entirely by the
originating carrier, See also Rogerson Decl. 30-31,

Even if bill-and-keep were likely o increase the number of unwanted calls, the
appropriate solution is not to reject bill-and-keep itself but to address the problem of
unwanted calls directly. First, the market has already produced a number of caller
identificution and call blocking technologies that shicld subscribers from unwanted calls,
and such market responses can be expected to become even more effective over time.
See Qwest Opening Comments 39. [n any event, ¢ven if the market could not be trusted
1o solve this problem, the appropriate regulatory response would be o enforcee direct
restrictions on the ability of telemarkelers to place calls to nonconsenting individuals.
Indeed, the Commission now follows exactly that approach. As AT&T itself obscerves
{(Comments 32-33), there are already highly cffective restrictions on the kinds of
tclemarketing calls that can be placed to the subscribersof any wireless service “prany
[other] service for which the called party is charged for the call.” 47 C.F.R.

§ 64.1200(a)(1)(1i1) (emphasis added). Moreover, the Commissionand a number of
states independently require telemarketers to place called parties on a “do not call” list

upon request. See 47 C.F.R.§ 64.1200(e)(2)(iii).
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. An cfficient bill-and-keep regime would allocate default financial
responsibility for transport at the “edge of the network.”

The detining characteristic of bill-and-keep is a default division of financial
responsibility for the costs of handling traffic at some point between two interconnecting
networks; in the absence of negotiation, cach interconnectingcarrier ~ whether it is an
ILEC, CLEC, wireless provider, or IXC = must rccover 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 interconnection,”or “financial POL” Tt is to be distinguished from
the place where two networks actually intereconneet, which Qwest has called the
“physical POL.™ As an example of the difference between these two points, the physical
POI between an originating LEC and an IXC in a long-distancecall is today the POP, but
the financial POI is, in cffect, the loop side of the cnd office switch, since the IXC bears
financial responsibility for all costs from that point.

At bottom, two basic variables define the major difterences amoeng brll-and-keep
proposals: (1) the mechanism for identilying financial POIs in cach network, and (2} the
mechanism for determining the placement and types of physical transport links between

the two networks. These two variables are obviously related, as DeGraba’s proposal

" Under current Commission regulations, cach carrier is required to designate at least one
physical POI in every LATA that it serves for the receipt of terminating traffic. The
Commission should retain that approach under bill-and-keep and should clarify that,
where a carrter makes only one physical POl availablein a LATA, it is responsible for all
network costs incurred on its side of the POl (i.e., this designated physical POI also
scrves as the carrier’s financial POI). Although LATAs arc the creatures of an
obsolescent regulatory regime, they remain a readily available — if imperfect —meceans of
dividing up the country for thesc purposcs.
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ilustrates.”® DeGraba would address the first issue (the designation of financial POIs) by
requiring a carrier, in the absence of negotiations, (o provide transport in any LEC-to-
LEC call all the way to the end office servingthe called party. Put another way, it wouid
automatically place the {inancial POI for the call at that end oflice, and it would require
the terminating carrier Lo recover from its own end users the costs of all “local access
facilities” (i.e., terminating switching and the loop) on its side of thut point. The
DeGraba proposal would then address the second issue (the deployment of efficient
transport facilitics between the two networks) by relying on negotiations against the
backdrop of the specified defavlt outcome, The premise of the DeGraba approach is that
the very inglficiency of the default outcome —i.e., each carrier’s obligation to provide
transport to the other carrter’s end office over one-way transport facilities —would induce
cach carrier to negotiate an ctficient, mutually advantageous transport solution, such as
the use of two-way trunking.

In that respect, DeGraba’s designation of the end office as the default dividing
line for financial responsibility would not result (and is not intended to result) in physical
points of interconnectionanywhere near the end office. It would, however, have quite
signiticant effects on the relative bargaining power of the two interconnectingcarriers. In
particular, DeGraba's approach would disadvantage those carriers thal 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

'2 “The DeGraba proposal” denotes the December 2000 white paper written by Patrick
DeCGraba and issued by the Office ol Plans and Policy. See Painick DeGraba, “Bill and
Keep at the Central Office as the Efficient Interconnection Regime,” OPP Working Paper
#33 (2000) (“DeGruba’™).
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fact presents significant competitive concerns, since ILECs typically have many more
end effices in a given locale than do CLECs. Moreover, because DeGraba’s default rule
would require CLECs to obtain transport deep within an [LEC's network, it would
generate calls for intrusive government intervention in an |LEC’s provigion of its
transport tacilities at regulated rates to help CLECs meet their transport obligation.

Those defects in DeGraba’s approach = the asymmetry of obligations as between
ILECs and CLECs, and the potential for undue regulation of transport within an ILEC’s
network — can be resolved by adopting a different approach to the placement of financial
POIs. In Scction HL A, below, Qwest proposes such an approach, under which financial
responsibility would be allocated (by default) at the “edge” of an interconnecting carrier’s
network. In a circuit-switched ILEC network, that generally means the access tandem
serving the called party’s end office,

That default designation of financial POls, however, is only a first step. The
ultimate goal of any sensible transport golution is the creation of conditions under which
any two carrters will make use of efficient transport arrangements — and, in particular,
two-way trunks between their networks whereverjustified by traftic volumes, Requiring
interconnecting carriets to specify financial POIs for any given call docs not by itself
produce efficient two-way transport arrangeiments between the carriers” networks,
because {among other considerations) the financial POl in carrier X's network for traflic
flowing in one dircction would seldom caoincide with the financial POl in carrier Y's
network for traftic flowing tn the opposite direction. As discussed below, the question is

whether, in the spirit of DeGraba, the Commission should rely on intercarrier
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negotiations against the backdrop of financial POl default rules to produce efficient two-
way frunking arrangements.

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

There arc several advantages to a default rule that designates the financial PO] for

a given call at the edge of the other carrier’s network. The term “edge of the netwaork,”
which is defined more precisely below for different types of networks, can be roughly
described as the set of points within a carrier’s network where interconnection with other
networks is technically feasible and where it is efficient for that carrier (o manage a high
volume of traftic bound for, or originating from, end users distributed over a broad
geographic arca. The edge of a carrier’s network is thus to be distinguished from points
deep within a carrier’s network architecture, such as an end office {in a hicrarchical
circuit-switched network) serving a small number of end users distributed over a confined
area.

One key advantage of destgnating the financial POI at the edge of the network is
that it would limit the numbcr of points in an ILEC’s network to which other carriers
would have a financial obligation to transport traffic, and it would therefore remove the
anticompetitive asymmetry {discussed above) inherent in the DeGraba approach.
Morcaver, by removing that asymmetry, it would ensure that cach carricr has roughly
cqual incentives to negotiate ctticient transport solutions (including the deployment ol
two-way trunks), since ncither carrier would be systematically much worse off or much
better off than the other in the cvent that negotiations break down. That would greatly

alleviate any theoretical concern that ILECs might avoid good faith negoetiations, and
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make themselves slightly worse ofl in the short term, in the hope that, by making CLECs
much worse off, they could drive them from the market altogether. See Rogerson Decl.
7-8. Finally, because a range of transport options is typically available for carriers that
interconnect at the edge of others” networks, sparing an interconnecting carrier from an
obligation to deliver traffic to multiple points deep within cach network would
significantly reducc the circumstances in which there would be calls for regulatory
intervention in the rates that [LECs may charge an interconnecting carrier for trangport
using the ILEC s facilities. See id. at 17-18."

To identify the “edge” of a carrier’s network for purposes of dividing financial
responsibility between interconnecting carriers, the Commission must first distinguish
bctween two different types of network architecture. [n the hicrarchical circuit-swilched
architecturethat characterizes the networks of the major ILECs, the “edge™ is typically
the location of a higher-order switch such as an aceess tandem. [n a “flat” packet-
switched architecture, by contrast, the “edge” could include any node in the local network
where interconnection is technically feasible.

This distinction reflects the fundamentally different ways in which traffic is
routed over these two types of networks. As the Internct backbone illustrates, hot potato

routing — the delivery of a call to the closest technicully feasible point on another carrier’s

' Because Qwest’s approach would permit interconnection at the edge of an ILEC’s
network, it would significantly reduce and perhaps ¢liminate the circumstances in which
an interconnecting carricr could be said to have been “impatred,” under 47 U.S.C.

§ 251(d)(2), by the denial of access Lo an incumbent LECs transport facilitics al
regulated rates. See generally Implementation o the Local Competition Provisions of the
Telecommunications Act 1996, Supplemental Order Clarification, 15FCC Red 9587
19 12-17(2000)(noting context-specific character of “impairment” analysis under
scetion 251 (d)(2)).
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nctwork — is generally an efficient transport solution for a packet-switchednetwork,
because the individual packets constituting that call can follow any number of routes
within that nctwork to their final destination and, by definition, will not tic up a given
“circuit.”'™ As obscrved in Qwest’s opcning comments {at 30), however, it would not be
similarly efficient to permit a carricr to drop a call off anywhere in a typical circuit-
switched network, because such networks require both predietability of trangmission
paths and conservation of the available circuits occupied by circuit-switched traffic.

For these reasons, the dividing line of financial responsibility -- i.e., the financial
POI - shonld vary depending on whether a given network is circuit-switched or packet-
switched. For packet-switched networks, the financial PO is appropriately placed at any
technically feasible point, such as a gateway, within a defined geographic arca. (As
discussed in note 11, above, the relevant area is probably best defined, given current
conventions, as a LATA.) The upshot of this approach is that, if carrier A drops off
traftic at any given gateway on carrier B's packet-switched network, carrier 3 must
recover from its end users - and not carrier A — the costs it incurs in handling those calls
on its sidc of that point.

The approach proposed here requires somewhat greater elaboration when applied
to a traditional circuit-switched network. In that context, an appropriate financial POT is
any point in the carrier's network correspondingto the access tandem scrving the called
parly’s end office (or, in the cvent the carricr has no such tandem, to the end otfice itself).

For example, suppose that carricr A — which could be an IXC, a wircless carrier, or a

' See generally Michacl Kende, “The Digital Handshake: Connecting Internct
Backbones,” OPP Working Paper #32 (2000).
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LLC — drops off traffic at carrier B’s access tandem at the edge of the latter’s circuit-
switched nctwork, and supposc that carrier B’s end user is served by an end office
subtending that tandem. In that event, carrier B must recover from its end user, and not
from carrier A, all costs associated with that traffic on its side of that point, including
tandem switching, end office switching, and transport between the end office and the
tandem. Now contrast the following situation: An ILEC has two access tandems —
Tandem A and Tandem B —in a LATA. A CLEC wishes to interconnect with the ILEC
only at Tandem B. Under the approach described here, the CLEC is frec to choosc that
aplion, and 1t will pay nonc of the costs beyend its side of Tandem B for traffic to end
users served by an end office subtending Tandem B, [t will, however, bear financial
responsibility for the additional network costs of delivering to Tandem A any traffic to
end users served by an end office subtending Tandem A but not Tandem B, Because it
would be generally inefficient to route such calls through two tandem switches, the
originating carricr should receive appropriate price signals to deliver them to the tandem
serving the relevant end office. Finally, it bears emphasizing that these outcomes are
merely defaults; carriers arc of coursce free to negotiate alternative allocations of financial
respongibility if they wish.

B. Carriers arc likely to negotiate efficient two-way trunking solutions
without cxtensive regulatory intervention beyond the designation of
the financial POIs.

An identification of financial POls in a given carrier’s network is a critical

component of an cfficicnt transport solution, but it does not complete the inquiry.
Networks do not exactly coincide, and one carrier’s financial POI for traffic moving in

one direction will be separated — whether by a matter of inches or miles — from the other
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carrier’s financial PO for traffic moving in the other direction. Somehow that gap must
be bridged, for otherwise — if they simply follow the default rules for financial POls —
carriers will deploy inefficient one-way trunks to other carriers’ networks.

Before addressing whether regulatory specificity is needed to meet that objective,
it is important to restate the efficient and desired outcome: the deployment of two-way
trunks between the respective networks whereverjustificd by traffic volumes. Given the
financial POl rules described above, detailed additional regulation may well be
unnecessary to achieve that outcome. Any two carriers have a shared interest in reducing
their aggregate costs by deploying a single, efficient two-way trunk, rather than two
incfticient and redundant one-way trunks, for the traffic between their two networks, OF
course, cach carrier has an individual, self-interested incentive to avoid paying as much
of the cost of that trunk as possible. But, given each carrier’s background obligation to
interconnect with other carriers, see 47 U.S.C.§ 251(a)(1), and given that the default
outcome is the construction (to the disadvantage of both carriers) of separate one-way
trunks, each carrier would have a strong incentiveto agree to sharethe costs of a single
two-way trunk so long as some traffic flows in each direction between the two carriers.

Indeed, negotiations are more likely to succeed in producing etficient transport
solutions under the approach proposecd here than under the DeGraba proposal. Because
carriers would be free to relinquish financial responsibility at the edge ot another carrier's
network, the default outcome would no longer disproportionatelybenefit carriers, such as
large incumbent LECs, that have many end offices to which other carriers, such as
CLECs, would bear the financial responsibility for delivering traffic. Qwest’s approach

would thus give ILECs added incentives to negotiate transport solutions in good faith,
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becausc impasse would no longer make other carricrs systematically worse off than
ILECs, See Rogerson Decl, 7-8. In suin, designation of financial POIs at the cdge of the
network may well be enough to ensure fair and efficient two-way trunking solutions,
without further regulation, for most intercarricr interconnection.

A significantlymore interventionist option would be to promulgate detailed,
nationally uniform regulations comprehensively establishing how networks must
interconnect in specified circumstances, when two-way trunks should be required, how
financial responstbility for those trunks should be allocated among the intercarrier
carriers, how routing should be determined, and so forth. See, e.g., AT&T Wircless
Comments 42-44. As in other contexts, however, it is far casier to add regulations
incrementally once the need for them becomes apparent than it is to rescind regulations
that, in hindsight, may not be strictly necessary.  The Commuission should thus adopt a
market-ariented approach based on the placement of financial POls at the edge of the
nctwork. study how well the market responds to the imperative for negotiation, and only
then consider whether a more interventionist approach is necessary.,

Onge context in which narrowly targeted regulatory intervention might arguably be
necessary is where the traftic volume between carrier A s end oftice and carrier B's
network is heavy enough tojustify a dircct trank group that bypasses carrier A's tandem
switch. For example, if that direct trunk group runs through the tandem location (and not
through the tandem switch itself), it may be necessary to require carrier B to segregatethe
trattic destined for carricr A’z high-volume end office so that it can be placed en the
dircet trunk group. The potential problem in such cases is that, if these direct-trunking

disputes are viewed in isolation, carrier B may appear to have too small an incentiveto
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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 normally negotiate a broad range of issues
in combination, and it is unlikely that carrier B would permit negotiations to break down
altogether, and thereby incur an obligation {o underwrite the entire cost of inefticient one-
way trunks, simply to avoid an efficient solution to dircct trunking needs.'

C. Appropriate implementation of bill-and-keep would eliminate
concerns about ILEC discrimination against unaffiliated 1XCs.

AT&T (Comments 48-5 | ) and WorldCom (Comments 24-27) cxpress concern
that bill-and-keep would increase an ILEC’s ability to discriminate — with respect to both
quality of service and pricing of local access — against unattiliated 1XCs in favor of the
ILEC's own long-distance affiliate. That concern is misplaced. See Rogerson Decl. 21-
24, Any ability of ILECs to engage in price or non-price discrimination is independent of
the intercarriercompensation regime the Commission adopts. And any such ability can
in any event be adequately addressed through regulations prohibiting such discrimination.

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

'* Many calls involve three carriers: the originating carrier, the terminating carrier, and a
carrier that provides transport servicesin between. An IXC is a transport service
provider that has an independent relationship with the calling party. It would be subject
to the rules discussed in this section, and it would be responsible for recovering from its
own subsctibers all costs between the financial PO of the origiating carrier and the
financial POI of the terminating carrier. In contrast, a “transiting” carricr is a transport
service provider that does not have an independent relationship with the calling or called
party. Such a carrier essentially serves as a subcontractorto the originating carricr,
helping the latter meet its responsibility to deliver calls to the terminating carrier’s
network. As discussed in Qwest’s opening comments {at 25 n.14), a transiting carrier is
entitled to be paid by the onginating carrier for performing that service,
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for non-BOC dominant LECs that offer long-distance services and why Congress added
for BOCs the more specific safeguards st forth in 47 U.S.C. § 272(e).'®

In challenging bill-and-keep on the ground that it would permit discrimination
against stand-alone IXCs, therefore, AT&T and WorldCom attack a straw man: they
appear to assume that, in transitioning to bill-and-keep, the Commission would overlook
the need to retain appropriate safeguards against discrimination., Of course, the
Commission would not overlook that need, and in any event the statutory safeguards set
forth in section 272(e) would remain in force, To remove any doubt on this issue, the
Commission should simply clarify that, under bill-and-keep,each ILEC (to the extent that
it is dominant in the access market) must provide its end users with access to unafThiliated
IXCs on he same terms, at the same rates, and with the same quality ol service as the
access it provides to its own IXC afTiliate.

With respect to pricing, this means that, until it is deemed non-deminant in the
provision of access services, an ILEC must have a standard menu of rates (which could
be flat-rated or usage-scnsitive or some combination of the two) for local services, and
that menu cannot vary depending on an end user’s choice of IXCs.'? With respect Lo

quatity of scrvice, this non-discrimination imperative means, among other things, that

' The Commission recently sought comment on whether it should relax structural
scparation requirements for non-BOC ILECs. See In the Matter of 2000 Biennial
Regulatory Review, Separate Affiliate Requirements of Section 64.1903 of the
Commission s Rules, Notice of Proposed Rulemaking, CC Docket No. 0-175, FCC
OL-261 (rel. Sept. 14,2001 ).

7 As AT&T appears to acknowledge (Comments 50), its concern about anticompetitive
“price squeezes” by dominant .LECs would be no more valid under a bill-and-keep
regime than it is under the existing access charge regime, See Rogerson Decl. 24; see
also Southwestern Bell Tel. Co.v. FCC, 153F.3d 523, 548 (8th Cir. 1998) (alTirming
Commission determination that IXC price squeeze concerns “are unwarranted because
adequate safeguards are in place to prevent such an occurrence™).
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cach ILEC must agree to route any tandem-switched trattic bound for its own 1XC
attiliate through the same end office-to-tandem trunks that it uses to route tandem-
switched tratfic bound for an unaffiliated IXC. And, just as ILECs (ypically divert
overflow access tratfic from direet trunk geoups onto tandem-switched transport tacilitics
en route to any [XC, they should be required to ensure that those same facilities are
available to handle overflow traffic from direct trunk groups destined for unaffiliated
IXCs. See Rogerson Decl. 22,

l1l.  The adjustmentsbill-and-kcep would require to end user rates and universal

service are not “disadvantages” of bill-and-keep, but steps in the right
direction.

A number of carriers and states oppose bill-und-keep on the ground that it would
increase end user rates, particularly the rates charged by the independent LECs operating
in high-cost arcas. E.g., NTCA Comments 12-13. Reduced to its essentials, this is
simply an argumeni to postpone the day in which universal service subsidics will be
explicit and competitively neutral rather than, as now, implicit and incfficient.

Although bill-and-keep would lead to rate increases for some services, it would
also fead to at least commensuralerate reductions for other services. Today, consumers
end up paying for access charges through higher IXC rates, and, as a group, they would
do at Teast as well if thosc charges were imposed on them directly rather than, as now,
indircctly through their IXCs, Put another way:

{SThifting the recovery of [access]costs from carriers to end users should not, on

average, increasc the total costs faced by end users. This is so because carriers

that currently pay inter-carrier charges, like long-distance carriers, pass thesc

costs on to end-user customers in the form of higher rates. Thus, although a

customer may see an increase in the bill he reeeives from his LEC, he should see

a corresponding decreasc in other charges, such as lower charges from his Jong-
distancc carrier.
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DeGraba atQ 125. [ndeed, for the reasons discussed above, a move to bill-and-keep for
all traffic would produce significant gains for net consumer welfare. Bill-and-keep
would reduce the significantcosts of regulatory uncertainty and incfficient arbitrage, and
a significant portion of those savings would be passed on to consumers in the form of
lower retail rates within the telecommunicationsindustry as a whole.'®

The “consumer welfare™ concerns raised about the application of bill-and-keepto
access tratfic are therefore not concerns about consumer welfare in the aggregate, which
bill-and-kcep could only enhance. Instead, the concern is that, as rates for most end users
go down, rates for other end users would risc to meet the actual costs of serving them (in
the absence of an cxplicit universal service response). That is because bill-and-keep
would eliminate current implicit subsidy mechunisms that shield certain end users from
bearing responsibility for the unusually high costs involved in connecting them to the
network.

The existing access charge regime embodies two principal subsidy mechanisms,
First, current access charges as a whole may cxceed the aggregate costs of providing the
specific access services with which they ave associated, thereby permitting incumbent

19

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

% Although some critics suggest that consumers would find it hard to read their bills after
a switch to bill-and-keep (e.g., AT&T Comments 6, 33), those concerns are a shan. At
worst, consumers would have to pay two separate sets of charges: those that cover the
services offered by an end user’s LEC, and those that cover the services offered by an

end user’s TXC. But that, of course, is the case today. The only difference 1s that certain
costs that used to be associated with the IXC would now be associated with the LEC.
There is nothing particularly “canfusing™ about that outcome, and in any event all carriers
would have an incentive to find market-oriented ways to reduce any confusion,

" The CALLS Order purported to eliminatc that implicit subsidy mechanism for price-
cap LECs on the interstate side of the tedger. Buf see Texas Office o Pub. Util, Counsel,
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context, 47 U.S.C. § 254(g) requires an [XC —to the extent that il must pay access
charges — to recover them not from the specific end users thatl cause them to be incurred,
but from the IXC's national subscriberbase. That national averaging requirciment forces
an IXC’s end vsers in low-cost areas to pay significantly above-cost rates for
conventional long-distanice calls so that end users in high-cost arcas may pay artificially
low rates. Bill-and-keep would largely eliminate this subsidy mechanism because, by
requirtng cach LEC to recover ity network costs from its own end uscrs, it would remove
access charges from the scope of the costs that are subject to the national averaging
requirement.

Although including access charges within the scope of that requirement may have
madc sensc as a transitional measure in the wake of the 1996 Act, it would be
inappropriateon two levels to rely on that mechamism as a long-term solution (o universal
service needs. First, it 1s implictt rather than explicit and, as such, 1s irreconcilable with
the new universal service mandate of section 284, Sccond, the geographical averaging
mechanism is not at all competitively ncutral: it places the subsidy burden not on
telecommunications providers as a whole, but on providers of & limited category of
telecommumications services (conventional long-distance services). That, too, cuts
against the grain of section 254, which cmphasizes the twin needs, in a competitive

markeiplace, to make universal service mechanisms fully explicit and to spread the

265 F.3d at 327-28 (vacating that portion of CALLS Order). Moving 1o bill-and-keep for
access tratfic would not by itsclf necessarily eliminate ¢his form of implicit subsidy
where it persists, because regulators could theorctically choose to retain the subsidy
mcchanism in the form of higher rates that ILECs charge end users directly (rather than
indirectly through higher access rates charged to those end nsers’ XCs).
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contribution obligation as broadly as possible among providers of telecommunications
generally.

In short, the geographic averaging mechanism that bill-and-keep’s opponents
wish to preserve is an anachronism and should be eliminated. Qwest understands that, by
climinating that implicit subsidy mechanism, bill-and-keep would require a significant
expansion of current universal service mechanisms. In particular, it would require
appropriate increases in the level of cxplicit contributions 1o the universal service fund.
But that, again, is the necessary by-product of the reforms 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 viedate scction 254(g). Cf.
Focal Comments 42. By its terms, that provision merely requires “providers of
interexchange telecommunications services™ to average their rates umong their entire
subscriber base; it does not require such providers to pay access charges to ILECs.
Indeed, relieving IXCs of the need to subject access charges to that national averaging
requirement is the only way to satisfy the larger cmphasis in section 254 on explicit and
competitively neuatral funding mechanisms.  [f anything, theretore, bill-and-keep is more
consistent than the current aceess charge regime with the universal service principles of
scetion 254, A few parties also seek to revive the moribund argument that a separate
subprovision within section 254 —47 U.S.C.§ 254(k) — must be interpreted to require
IXCs, rather than end users, to bear the costs of access. That position, which has no
foundation in either the lctter or the objectives of seetion 254, has now been squarely

rejected not just by the Comunission, but also by two courts of appeals. See Texas Office
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of Pub. Util. Counsel, 265 F.3d at 323-24; Southwestern Bell, 153F.3d at 559. The
Commission should reject it here as well.

Finally, adoption of bill-and-keep for interexchangetraffic will require the
recovery directly from end users of certain network costs that had previously been
recovered indirectly from end users through access charges. The Commisston should
permit significant flexibility in the recovery of those costs. As discussed in Qwest’s
opening comments (and above), one of the principal benefits of bill-and-kcep is that, for
the first time, it would make it fecasible 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 adept bill-and-kcep should be accompanied by sufficient
fexibility in end user rates that those rate structurc efficicncies can be achieved. ™
IV.  The Commission has legal authority to impose bill-and-keep for most traffic.

The parties® divergent interpretations of the stututory provisions addressing

intcrearricr compensation rates confirm that those provisions, like a number of other

2 Because adopting bill-and-keep for access traffic would require significant reform of
cxisting subsidy mechanisms, it would be appropriate to solicit the views of the Joint
Board, just as the Commission might wish to do in response 1o the Tenth Circuit’s recent
decision invalidating the Ninth Report and Order. See generally 47 U.S.C. §8§ 254(a),
410(a). Nonctheless, to avoid undue delay, the Commission should enforce a strict
timetable for the presentation of the Jomt Board’s report and recommendation. A Joint
Board could also recommend any adjustmentsto the current separations rules that might
be appropriate to accommodatebill-and-keep. See 47 U.S.C. § 410(c). Although NECA
hints that bill-and-keep would require significantchanges to those separations rules, it is
unclear why that would be so. As NECA acknowlcdges, bill-and-keep addresses how
netwark costs are recovered (Z.¢., from end users or from other carricrs}, not how they arc
allocated between jurisdictions. See NECA Comments 13, Of course, this Conunission
and its state counterparts would need to continue ensuring that ILECs reccive a
compensatory rate of return on both the interstate and intrastate sides of the ledger. See
generally Smith v. IHinois Bell Tel. Co.,282 U.8, 133(1930). But there is no apparent
rcason why, after adoption of bill-and-keep, that requirement could not be met within the
existing separations regime.
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provisions in the 1996 Act, “[are] in many important respects a model of ambiguity or
indecd even self~contradiction.” AT&T v, Jowa Utils. Bd., 525 U.8.366, 397 (1999). In
these circumstances, where there is no obvious way Lo reconcile the various strands in the
statutory text, the resull is a rule of considerable deferenee to the Commission, As the
Supreme Court has observed, “Congress is well aware that the ambiguitics it chooses to
produce in a statute will be resolved by the implementing agency.” fd. The Commission
has broad discrction to resolve those ambiguitiesto pursue what, in light of its
institutional cxpertise, it concludes is in the public interest. See id,

A, The Commission has authority to impose bill-and-keep for traffic
covered by scection 253 (b)}(S),

Opponents of bill-and-kcep mistakenly treat the language of section 252(d)(2) as
though it reflected a deliberate congressional choice as between CPNP and bilt-and-keep
forparticular categorics of traffic. E.g., AT&T Comments 36-41. That provision docs
no such thing; in particular, it nowherce limits the reach of the bill-and-kcep savings
clausc to cases of balanced traffic.?’ Instead, Congress gave the FCC and the state
commissions a choice: either to clect “arrangement[s] that waive mutual recovery (such

as bill-and-keeparrangements )’ or to elect a truly cost-bascd CPNP regime. See Qwest

1 AT&T contends (Commenis 36) that section 252(d}(2)(B)(i) “clarifies thal
‘arrangementsthal waive recovery {such as bill-and-keep arrangements)™ are
permissible only “if they “afford 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-keep savings clause: that clause cxplicitly preserves “arrangements that
waive mitual recovery (such as bill-and-keeparrangements).” AT&T thus nonsensically
contends that the savings clavuse preserves “arrangements that waive mutual recovery” ol
costs only il those arrangements also (impossibly) “afford the mutual recovery of costs,™
47 U.S.C.§ 252(d)(2)(B)(1) (emphasis added). The Commission is entitled to assunc
that Congress meant to make sense, and any ambiguity in this statutory tanguage should
be resolved in favor of an appropriately robust construction of this savings clausc.
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Opening Comments 43, What section 252(d)(2) precludes is the imposition o a non-
cost-based scheme of compelled payments between carriers. But section 252(d)(2) docs
not constrain the Commission’s choice of bill-and-keep if it determincs, as it should here,
that it would better serve the public inferest than a purportedly cost-based CPNP
alternative.

In any event, even it the bill-and-keep savings clause were ignored, section
252(d)(2X A), standing alone, would not preclude bill-and-keep arrangements, because at
most 1t would require regulators to permit recovery of the “additional costs™ of transport
and termination. See Qwest Opening Comments 42, That specialized term is reasonably
construed to limit any intercarrierpayments to the short-termmarginal costs (ctfectively
zero) of transporting and terminating cach call. Id. Contrary to WarldCom’s suggestion
(Commenls 19), determining that the “additional costs” of transport and termmnation arc
zero for these purposes docs not somchow imply that the fefal element long run
incremental cost of switching and transport is zero for purposes of setting the rate that
CLECs must pay when leasing an ILEC's network clements. TELRIC was adopted
under a different statutory standard: the UNE cost standard of section 252{d)(1). 'The
Commission’s implementation of that provision in that context has no logical bearing on
its authority to imposc bill-and-keep as an appropriate intercarricr compensation
mechanism.

Citing the Supreme Court’s 1999 decision in fewa Utilities Board, Focal suggests
that, in adopting bill-and-keep for tratfic covered by section 235 {b)(5), the Commission
would cross a pereeived jurisdictional line dividing (1) the FCC’s authority to issuc

general methodological rules from (2) the states” power Lo sct particular rates. Focal
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Comments 32-33; see generally lowa Utilities Bd., 525 U.S. at 384. This argument is
without merit. Bill-and-keep is a methodotogy, not a “rate.” The Commission has no
less authority Lo preclude intercarrier termination charges for all traffic than to preclude it
for balanced traffic — or, for that matter, to preclude one carrier from charging another for
the cost of onginating a local call (as, indeed, it has already done, see 47 C.FR.

§ 51.703(b)). Morc generally, the Supreme Court has nmade abundantly ¢lear that the
Commisston has plenary authority to resolve broad methodological issucs of national
importance to the industry. The issuc before the Commission here is as general and
nationally significant as they come: whether the rationalized intcrcarrier compensation
regime for the 21st century will be bill-and-keep or some version of CPNP. The
Commission can and should resolve that issuc in favor of bill-and-kecp.

B. The Commission has authority to adopt measurcs enceuraging states
to move towards bill-and-keep for inlrastate access traffic,

The Tenth Circuit recently held that, under sections 254(b)(3) and (b)(5), the
Commission has not just an opportunity but an *obligatfion]” to inducc the states — by
“carrotor .. .stick” —to do their part in ensuring comparable rates within their states.”
The logic of the Tenth Circuit’s ruling strongly indicates that the Commission has a more
gencral authority to give the states appropriate inducements to make the transition from
irrational, implicit funding mechanisms to the rational, explicit mechanisms required by
scetion 254, Indeed, the very cornerstone of scction 254 is the principle that, on both the
micrstate and the intrastate sides ot the ledger, universal service should be funded not by

LLECs alone through geographic rate-averaging and other implicit subsidics, but by “[alil

2 (west Corp.v. FCC, 258 F3d 1191, 1204 (10™ Cir. 2001) {intcrnal quotation marks
omitted).
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providers of telccommunications services™ through “equitable und nondiscriminatory
contribution[s]” to cxplicit subsidy mechanisms. Just as the Commission must
“davelop mechanisms to induce adequatce state action’” to fulfitl the comparable-rate
objectives of subsections 254(b)(3) and (b)(S),z"’ s0 too must the Commission adopt
mechanisms to induce state compliance with the core objective of subscctions 254(b)(4),
(¢), and (f): a comprehensive transition by the FCC and the states to explicit,
competitively neutral universal service programs,

Qwest therefore agrees with SBC (Comments 33-43) that the Commission can
and should condition receipt of federal universal service funding on a state’s willingness,
over time, to remove all implicit subsidics from its intrastate access charges and to
convert them into explicit intrastate funding mechanisms,. That carrot 1 likely to be
highly effective, since the federal fund will play a critical new role in replacing the
implicit subsidies that scctton 254(g) now produces under the existing access charge
regime and that the adoption of bill-and-kecpwould sensibly eliminate. Once the states
transition away from those implicit subsidies, any regidual attraction of retaining the
existing intrastate access charge regime would be highly attenuated, becausc that regime
could no longer be used as a competitively skewed source of Tunding for universal
scrvice. The way would then be cleared for the Commission to Icad a national regulatory
consensus in support of bill-and-keep.

Finally, even if some states were reluctant to adopt bill-and-keep, such that

conventional access charges accompanicd intrastale but not interstate access traftic, that

47 U.S.C.§ 254(b)(4); see also 47 U.S8.C.§8 254(e) & (f).
24 Ohwest Corp,, 258 K.3d at 1204,
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reluctance would increasingly lead carriers {o route traffic through digital networks (such
as the [nternct) in which “the interstate and intrastatc components [of the traftic| cannot
be reliably separated™ —and that are thus categorically subject to the Commission’s
section 201 authority to imposc bill-and-keep. See ISP Reciprocal Compensation QOrder
4 52. As discussed in Qwest’s opening comments (al 46-47),and as also obscerved by
SBC (Comments 42-43), that incvitable consequence of digital technology would make
alternatives to bill-and-keep unsustainable in any jurisdiction over the long term,

CONCLUSION
For the reasons set forth here and in Qwest’s opening comments, the Commission

should adopt bill-and-keep for all traffic to the fullest extent of its jurisdiction.
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1. INTRODUCTION

F am William P. Rogerson. [ am Professor of Economics at Northwestern University,
where [ am also Co-Director of the Center for the Study of Tndustrial Organization and Director
of the Program in Mathematical Methods m the Social Sciences. 1 served as Chief Economist at
the Federal Communications Commuission from June 1, 1998 to May 31, 1999. Thave also
served on the Faculty of Economics at Stanford University and spent a year visiting the
University of Chicago as an Olin Fellow at the Center for the Study of the Economy and State. |
served as Chair of the Department of Economics at Northwestern trom 1996-1998 and was
clected a Fellow of the Econometric Socicty in 1999, In addition to conducting academic
research, [ have served as a consultantto a number of government agencies and non-profit
organizations, including the Federal Trade Commission, the Institute for Defense Analysis, the
Logistics Management Institute, the Office of the Secretary of Defense (Program Analysts and

Evaluation), the RAND Corporation, and the U.S. Department of Justice.

I have been asked by Qwest Communications International, Inc. (Qwest) to read and
analyze the record created thus far in the Commission's inferearrier compensation proceeding,”
and to offer my views on the suitability of bill-and-keep as a basis for creating a new unified and
efficient intercarrier compensation regime.” [ conclude that bill-and-keep would promote

cfficiency and enhance competition, both by rationalizing and unifying existing regulations, and

'"My curriculum vitac ts attached as an appendix to this Declaration.

*This proceeding was initiated by a Notice of Proposed Rulemaking issued by the
Commission on April 27.2001. Developing a Unified Intercarrier Compensation Regime,
Naotice of Proposed Rulemaking, CC Docket No. (41-92, FCC 01-132 (rel. Apr. 27,2001)
(NPRM).

"“Bill-and-keep™refers to a regtme whereby a carrier recovers its network costs primarily,
il not exclusively, from its end users, rather than interconnecting carriers.
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by allowing the Commission to deregulate termination prices and certain other key prices
charged by non-dominant carriers. Such a regime would be superior to one based on calling
party’s network pays (CPNP). While the main advantages of nll-and-keep would be captured by
the basic bill-and-keep regime described by the Commission in its NPRM and the accompanying
stalT paper by DeGraba,”the proposal outlined by Qwest in its reply comments® (o modify the
basic regime by moving to a division of financial responsibility at the “edge of the network”
olfers some extra advantages that make it a particularly desirable choice. In this Declaration, [
cxplain the major advantages that a basic bill-and-keep regime offers, the extra advantages that
Qwest’s “edge of the network” proposal offers, and, finally, why the arguments advanced by
opponents of bill-and-keep are incorrect, insignificant, or properly dealt with by simplc
saleguards and rules.

2. EXECUTIVESUMMARY

In its recent NPRM on intercarrier compensation regimes, the Commission beging its
reexamination of all currently regulated forms of intercarrier compensation by observing that the
current system is a crazy patchwork of regulations that treat the same types of economic
iransactions in very different ways depending upon fuactors which make no essential economic
difference. When one carrier hands off a telephone call to another carrter, existing regulations
might require that the [irst carrier compensate the sccond carrier, that the sccond carrier

compensate the first carrier, or that ncither compensate the other, all depending upon

‘See Patrick DeCraba, Bill-and-keep at the Central Office as the Efficient Znterconnection
Regime, OPP Working Paper 33, December 2000 (DeGraba 2000).

‘Reply Comments of Qwest Communications International, Inc,, Developing a Unified
Intercarrier Compensation Regime, CC Docket No. 01-92 (Nov, 5,2001) (Qwest Reply
Comments).
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econamically irrclevant factors such as whether the call is viewed as local 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 terminates at an Internet service provider
{ISP) or not. The Commission observes thal the current system creates distortions and arbitrage
opportunities by freating what arc essentially similar ransactions in such disparate ways. These
arbitrary distinctions bias technology choices, pick winners and losers in advance, and al times
cncourage firms to make massive investments simply to eam arbitrage profits rather than o
accomplish any real productive purpose. In this NPRM, the Commission sets out foward the
ambitious and laudable goal of subjecting this patchwork of regulations to a searching and
thorough analysis and to replace i1, to the extent possible, by a singlc unified regime explicitly
designed to promote efficiency and competition and minimize the need lor regulatory

Interveniiongs competition continues to develop.

In particular, in the NPRM and an accompanying staft paper by DeGraba 2000, the
Commission suggests that bill-and-keep might provide the basis for creating such an efficient
unified system. Under bill-and-keep, local carriers: are not allowed to charge interconnecting
carricrs for the local carriers” own costs of originating and terminating calls within the local
nctwork. Rather, they must look Lo therr own end-users for recovering these costs. Ditferent
types of bill-and-keep regimes can be created by varying either the definition of what facilities

arc viewed as being local access facilities or the default responsibilitics of carriers to provide

‘In this paper I will use the term “local carrier” to refer lo any carrier providing end users-
with a direct link 1o the public switched network through a loop and end officeswitch or the
functional equivalent of such facilities. This term includes incumbent local exchange carriers,
competitive wireline local exchange cartiers, and providers of wireless service. 1 will use the
term incumbent local exchange carrier (ILEC)as it is used in the Communications Act of 1934,
as amended. See 47 U.S.C.§ 251(h).
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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 Commission, by suggesting that the definition of
local access facilitics be expanded to included tandem switches serving end oflices and transport
between tandem switches and end olfices (when such tandems exist). Qwest describes this
approach as an “edge of the network™ default division of financial responsibility since this
modification essentially expands the definition of local access facilities outwards to the edge of

the local carrier’s nctwork.

Moving to a bill-and-keepregime offers three main advantages.” First, a bill-and-keep
regime is significantly less regulatory than the cuirent regime because, under bill-and-kecp, there
is no need to regulate termination .prices charged by non-dominunt carriers. Second, certain
severe regulatory arbitrage problems that occur under the current regime can be completely
avoided under a bill-and-kecpregime. Third, under the Qwest proposal, it should be possible to

reduce regulation of the transport prices that [LECs charge intcrconnecting carriers.

First, bill-and-kecp is significantly less regulatory than the current regime because it
climinates the need (o regulate termination prices charged by non-dominantcarriers.t As will be
discussed below, even in very competitive telecommunications markets where there are farge
numbers of competing local carriers, it will still be necessary for government to regulate the
lermination prices that non-dominant local carrters charge other firms, due (o the terminating

monopoly problem. However, there is no need to regulate termination prices that non-dominant

The first two advantages of bill-and-keep apply to both the DeGraba 2000 and Qwest
proposals and, in fact, to almost any sensibly designed bill-and-keep regime. The third
advanlage applies to the Qwest proposal but not to the DeGraba 2000 propesal.

*As will be discussed in Section4.1.4, a similar argimnent can also be made with respect
to origination prices charged by non-dominant local carriers for tong distance calls; these must
be regudated under the current regime but could be deregulated under a bill-and-keep regime.
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local carviers charge their own end uscrs, because competition for these end users will itsell’
control prices. Because even very good regulators will never be able to obtain sufficiently
detailed, accurate, or timely information to set all prices equal to their perfectly efficient levels,
regulation can never be expected to create the same incentives for efficiency that ¢an be created
by competitive markets. This is particularly true in industries such as telecommunications where
technology is evolving rapidly and where there 15 a need for flexibilily and experimentation with
pricing struciures and busingss models. And regulation is costly. Therelore, the tact a bill-and-
keep regime would allow the Commission to let competition set prices that would otherwise have
to be set by regulation is a significant advantage. That is crucial because, in the NPRM, the
Commission states that one of its goals is to identify a system that “minimizes the need for

regulatory inlervention, both now and as competition continues to develop.”

Second, a particularly serious and pericious arbitrage problem that ariscs under the
CPNP regime can be completely avoided by switching to a bill-and-keep regime. To the extent
that termination prices that carriers arc allowed o charge other carriers are set above the actual
cost of providing termination in & CPNP regiime, incentives are created for CLECs to invest in
facilities that allow them to serve end users such as [SPs that primarily receive calls but do not
originate calls, even 1t the CLECs are not the lowest cost service providers. Furthermore,
because these termination fees paid by the originating carrier are not passed back to end users
making the calls, such high prices do not automatically sow the seeds of their own destruction by
creating incentives for end users to try to avoid using 1SPs served by CLECs that charge these

high fees.

® See NPRM at 3.
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Third, the bill-and-keep system proposed by Qwest should allow the Commission to
significantly dercgulate ILEC provision of transport scervices to interconnectingcarriers. Thig is
because the (Qwest proposal relieves interconnectingcarriers of the responsibility to purchase
transport decp within the ILEC network in order to deliver calls to every end oflice of the ILEC.
Instead, under the Qwest proposal, interconnecting carriers arc permitted to relinquish financial
responsibility for traftic at the ILEC tandem. It is much more likely that competitive alternatives
will be available for the more limited amount of transport that interconnectingcarriers will be

required to provide under the Qwest proposal.

The remainder of this Declaration proceeds as follows. Section 3 deseribes the broad
outlines of the Qwest proposal for implementing a btll-and-keepregime.  Section 4 discusses the
three main advantages of moving to such a regime. Section 5 considers the potential problems
with moving to a bill-and-keep regime that have been identified by various partics in the first
round of comments of this proceeding. 1 show n each case that these problems are either
incotrect or insigniticant or that simple modifications can be made to the basic bill-and-keep

regime to deal with them. Finally, Section 6 draws a briel” conclusion.
3. QWEST’S BILL-AND-KEEP PROPOSAL

In this section, I will describe the man features of the Qwest proposal for a bill-and-keep
regime. The proposal is deseribed in more detail in Qwest’s reply comments.  Although the
Qwest proposal supplements, expands upon, and clarifies the DeGraba 2000 proposal in a
number of ways, it is similar in broad outline to the DeGraba proposal with one main exception.
This is that Qwest proposes that the definition of local access tacilities (i.e., network assets
whose costs must be recovered from a local carrier’sown end users) be expanded to include the

tandem switch serving the end ofTice, and transport between the tandem switch and end oftice, in

6
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addition to the end otfice and loop. More specifically, Qwest proposes that, it an interconnecting
carrier chooses to drop ofta call at a tandem swilch serving the called party’s end office instead
of directly at the end office, the terminating carrier would be responsible for recovering all
termination costs beyond that point, including tandem switching and transport between the
tandem and end ottice, Qwest reters to this approach as an “edge of the network™ default
division of finuncial responsibility, since this modification cssentially expands the definition of

local access facilities outwards to the edge of the local carrier's network,

There arc two main advantages ol the Qwest proposal over the DeGraba 2000 propoesal.
First, it places less onerous default transportation obligations on CLECSs (and other non-ILLC
local carriers), and therefore will encourage the growth of competition in local
telecommunicationsmarkets. [ILECs have historically constructed hicrarchical networks, where
multiple end office switches connect to a tandem swilch. However, many other local carriers
huve chosen to build “Hatter” network structures with no tandems, fewer end olfices, but longer
loops. This means that an arca that an ILFC serves with multiple end offices connecting to a
single tandem will oflen be served by another local carrier, such as a CLEC, with a single end
office. The DceGraba propesal has the effect of imposing asymmetric transportation obligations
on the CLEC and TLEC in such a case: The ILEC is typically required to deliver calls only to a
single location in the CLEC’s network while the CLEC is required to deliver calls to multiple
end offices in the ILEC’s network, even though both networks arc serving the same area. By
comtrast, the Qwest proposal would reduce the transport obligation of the CLEC so that it is more

symimetric to the transport obligation of the ILEC.

To the extent that the Qwest proposal reduces CLECs' costs of exchangng trattic, it

would encourage the growth of the CLEC industry and therefore speed the overall growth of
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compeltition in local telecommunications markets. [n particular, the Qwest proposal, as
compared to the DeCGraba 2000 proposal, would reduce the extent to which an ILEC could
prevent entry or induce exit of CLECs simply by refusing to negotiate cliicient two-way trunking
arrangements. Therefore, the Qwest proposal would reduce any potential incentives that ILECs
might have to refuse to negonate efflicient transport arrangements, relative to the DeGraba
proposal.

The second advantage of Qwest's proposed change to the DeGraba 2000 proposal is
that it will allow the Commission to further deregulate prices that ILECs charge intcrconnecting

carriers for transport. This issue will be discussed in detail in Section 4.

4. THE MAIN ADVANTAGES OF MOVING TO A BILL-AND-KEEPREGIME

4.1  Bill-and-keep eliminates the need for regulation of termination prices
charged by non-dominant carriers.

4.1.1. The terminating monopoly problem.

Amoeng economists that study telecommunications, it is a well understood and completely
accepted fact that local carriers will set termination fees too high if they are allowed to charge
those fees to calling parties.® The reason 1s that the local carrier has a sort of *monopoly” with
respect to the property right of being able to terminate calls Lo any of its end users. Therefore,
the local carrier will find it profit-maximizingto 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 about

minimizing the prices that they pay the local carrier (han about minimizing the prices that callers

»See the various articles and books cited below.
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to them pay. unregulated termination prices will be inefficiently high no matter how much 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 constumers will care
tmore about minimizing the prices they themselves pay than about minitnizing the prices that
parties calling them pay. First, unless there is some direct business relationship belween the two
partics or they are part of the same family unit, an end user will lose no money himself if a parly
calling him (or the calling party's carrier) has to pay more. Rather, the only possible negative
etfect on the called party is that that party may receive fewer calls, which does not capture the
full cost of higher rates expericnced by the calling party.”" Second, as will be discussed in more
detail in section 4.1.3 below, under current institutional arrangements following largely from
stale regulations, cven this effect generally does not exist. This is because local carriers charge
termination fees to other carricrs and these carriers generally are not allowed to flow back
termination charges to their end users making the call. Therefore an end user choosing a local
carrier will quite rationally predict that (under current institutional arrangements) the local
carrier's higher termination prices o the calling party's carrier will NOT reduce the number of
calls the end user receives. Third, even if a system where charges could be flowed back to
calling end users were instituted, higher tenmination charges on calling parties would reduce the
number of calls an end user receives only to the extent that calling parties had sufficicntly good

information to be aware of the termination charges that every ditferent local carrier charged and

"For example, supposc a calling party reduced its calling very little in response 1o a price
increase but instead simply spent more.  The calling party would still be worse ot by the extra
amount it was paying, but the called party would not perceive that there was any harmful eftect
of the price rise.
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which local carriereach of the people they called subscribed to. Consumer information on this

issue is likely 10 be [ar from perfect.

ixperience in Great Britain confirms that end users do not seem 1o place much weight on
the issue of termination 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, Oftel, has found that users of mobile phones pay very little atiention
{o the size of these termination fees when they choose their carrier and, in fact, generally do not

even know what they are.

Generally, Oflel survey data . . . suggeststhat residential mobile phone owners arc mostly
driven by cost when it comes to choosing their mobile phone network. Tlowever, they
appear to place very little weight on the price of calling their mobiles when they choose
their mobile network. Only 5% of potential subscribers found out how much it would
cost to call their mobile, and this cost was not thought 10 be a significant factorin their
choice of a network. This survey data also suggested that even if it was a signiticant
fact&, they might face difficulty in getting and understanding information on costs of
calling mobiles.”

One of the first academic papers that [ amy awarc of that described the terminating
monapoly problem was by British economist Mark Armstrong, who built a model along these
tines in order to explain why he thought that the British government needed to regulate the
termination prices that wireless telephone companies charged to calling partics even though the
market appeured lo be quite competitive.” Armstrong was recently invited to write the chapter

on network interconnection for the forthcoming Handbook o Telecommunications Economics,

2See Oftel, Review of the Price Control on Calls to Mobiles - A Consultive Document
Issued hy the Director General o Telecommunications,9- 10 (February 2001) (availableat
www.oftel. gov.uk/publications/mobile/ctom(201.htm) (Oftel 2001).

"Mark Armstong, “Mobile Tetephony in the UK.” (September 1997), Nuffield Colicge,
Oxford.

10



Declaration of William P. Rogerson
November 5. 2001

and hig analysis of the terminating monopoly problem occupies one of three major sections in his

chapter. He summarizes his [indings as follows:

[Wlhen 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 (o
this subscriber. Tven if the market for subscribers is intense, so that overall profits are
eliminated in the sector. these monaopoly profits - and the consequent deadweight losses =
persiseH

In their recent book on Competition in Telecommunications, Latffont and Tirole draw the

sae conclusion:

It is worth recording here the common fallacy that small playcrs do not have market
power and should therefore face no constraint on their termination charges. This fallacy
results from a misunderstanding of the definition of a market. A network operator may
have a small market share in terms of subscribers; yet it is still o monopolist on the calls
received by its subscribers,.”

Furthermore, this problem is not merely theoretical. In Great Britain, when termination
prices that mobile networks were allowed to charge calling parties were unregulated, networks
charged high termination fees that were clearly above cogt, and this forced the British
government (o step in and regulate these rates. In a recent statement, Oftel, the British regulutory

authority, sums up the problem as follows:

The overall effect of the calling party pays principle m the retail market is that, whercas
mobile networks have an incenlive Lo keep the price of those services required and paid
for by the mobile owner at a level to attract and retain customers, they have less incentive
to keep the price of calls o mobiles low becaunse the callers cannot take their business
clscwhere if dissatisfied (the caller has to use 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 of Access Pricing and Interconnection,” in The
Handbook & Telecommunications Economics, North Holland (forthcoming 2001), section 3, at
40 of manuscript version dated February 2001.

#Jean-Jacques Laltont and Jean Tirole, Competition in Telecommunications MIT Press,
Cambridge, 2000, at 186 (emphasis in original).

"
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bemg limited incentive for the [wireless providers) te reduce charges to the competitive
level; rather there is an mcentive for |wireless providers] to keep them high,*

As the above Oftel quote explains, the source of the problem when local carriers are
allowed to charge terminating prices to people other than their own end users is Lhat the person
choosing the local carrier is NOT the person paying the termination prices. Therefore,
termination prices will not play a significant enough role in the end user’s selection of a local
carrier, and termination prices will be inefticiently 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 Jocal carriers levy on their own end vsers. In this case, the
person choosing the local carrier is the person paying the termination price, o competition will

resull in termination prices being ‘competed down to cost.

the ierminaling monopol lem is exacerba

It 1s obvious that the terminating monopoly problem grows even more severe i’ local
carricers are allowed to charge terminating prices to othey carriers and these other carricrs are not
allowed to pass through these terminating prices to their own end users, In such a case, callers
view the terminating price as zero no matter how high it gets, and therefore callers’ demand to
place calls remains high even if the local carrier raises prices. This creales an extraordinarily
high incentive for local carriers to raise termination prices.

This is precisely the situation that exists for bath long distance and local calls. For the
case ol long distance calls, existing pricing regulations require IXCs 1o charge an averagerate for

all their calls independent of the termination charges that are actually levied for a particular call.”

%See Ofiel (2001) at 9,
See 47 U.8.C.§ 254(g).
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With respect to long distance termination prices, local carriers are therefore in the enviable
position that IXCs that provide services nationwide such as AT&T will continue to charge
exactly the same prices (o reach their end users regardless of how high the local carrier raiscs its
termination prices. Until very recently, the termination prices that CLECs charged IXCs were
completely unregulated. The Comtnission was forced to begin regulating these prices precisely

because such carriers had no incentive to keep these prices low ™

For the case of local calls, state regulatory commissions, generally speaking, require
[LECs to charge a flat rate [or all local calls. Therefore, end users of the TLEC 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 raises its termination prices. Since the termmation prices that local carriers are
allowed to charge ILECs have always been regulated, we have not observed the same
extraordinarily high prices that occurred in the previousty unregulated market for CLEC
termination of long distance calls. Bul precisely the same logic applics, and we can be sure that
a local carrier would have an extremely strong incentive to raise its local lermination rales
charged to other carriers to very high levels if these rates were unregulated. Therefore there will
be a permanent need for regulation of termination prices so long as local carriers are allowed to

charge these prices to other carrters rather than their own end users.

carriers must be regulated.

The same 1ype of problem described above for the case of terminating fees also exists for

originating fees, That is, it a local carrier (even if non-dominant) is allowed to charge

“Reform of Access Charges Imposed by Competitive Local Exchange Carriers, Seventh
Report and Order and Further Notice of Proposed Rulemaking, CC Docket No. 96-262, FCC 1 -
146 (rel. Apr. 27,2001) (CLEC Aceess Charge Order).

13



Declaration of William P. Rogerson
November 5,2001

origination fees to an interconnecting carrier and the interconnecting carrier is not allowed to
flow back these charges to the calling party, the carrier will have an incentive to raise these
origination fees above the competitive level. This is precisely the situation that exists with
respect to ongimating long distance access charges. The same regulation that requires IXCs to
charge an average termination fee (as part of their long distance rates) across all their end users
also requires them 1o charge an average origination fee across all of their end users.® Therefore,
il a particular local carrier raises the originating access charges that it levies on IXCs, IXCs are
not allowed to respond by raising the long distance prices they charpe 1o end users of that
particular Jocal carrier. Rather, the IXCs must continue to charge an average rate that reflects the
origination costs they experience across all their end users. Therefore, in effect, a smalf local
carricr can raise its originating access charges without affecting the prices its end users pay tor
long distance-service at all. This, of course, gives the local casrier a powerful incentive to raise
originating access charges.

OF course, no such incentive exists under o bill-and-keep regime because, in this case, the
locul cartier charges ongination fees directly 1o its own end users. Therefore, so long as the [ocal

carrier is non-dominant, competition among local carmiers for end users will control these prices.

It is impossible tor regulation to set all prices equal to correctly calculated torward
looking costs because the task is simply too complicated and requires too much information.
The job of the regulator is not simply to discover the one correct per-minute rate that all carriers .

should charge for all types of traftic for all time. The constant introduction of new products and

“See 47 U.S.C.§ 254(g).
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technologics means that underlying cost conditions are always changing and that the regulatory
system must be constantly responding to new issues and problems. Te complicate matters
further, the cost of end office switching is in many ways a peak [oad cost: f.e., the main cost is
building capacily and there must be enough capaeity to meet peak demand. In such cases, it is
likely that even more complex pricing schedules using tie-of=day pricing arc likely to be
efficient. The chance of even very good regulators being able to get this even more complex

problem right grows even smaller.

4.2 Bill-and-kecep climinates severe arbitrage problems that oceur under CPNP.

Recent events surrounding the issue of ISP-bound traftic™ illustrate a particularly serious
and pernicious arbitrage problem that arises under the CPNP system that could be completely
eliminated by switching to a bill-and-keepregime. The problem occurs when local carriers are
able to [ind a class of end users that primarily receive calls and the per-minute cost to the local
carrier of terminating the traflic is less than the regulated termination rate set by government. In
such a case, these end vsers will become virtual “money pumps” for local carriers since they are
able to eam a prolit on every minuie of incoming traflic and this is not counterbalanced by
payments for traffic in the opposite direction.

In retrospect, it now appears that the termination rates that CLECs were allowed to

charge ILECs for terminating ISP-bound traffic were well above their actual cost of providing

termination. This created an incentive for CLECS to invest in facilitiesthat allowed them to

“See Implementation & the Local Competition Provisions in the Telecommunications Act
of 1996 and Intercarrier Compensationfor ISP-Bound Traffic, Order on Remand and Report and
Order, CC Docket Nos. 96-98 and 99-68, FCC 01-131 (rel. April 27, 2001), for the
Commission’s most recent order on this subject and a history of events leading up to the current
situation.
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serve I8Ps, not because they were necessarily more ellicient providers of service to 1SPs, but
because government regulations allowed them (o earn a price well above cost for serving [SPs.
Because the existing regulatory structure did not allow TLLECs to pass these termination charges
back through to their own end users, the lact that CLECs charged high termination prices had no

effect at all on the demand of the ILECs® end users for the services of 1SPs served by CLECs.,

Years after the problem became apparent, and years after CLECs had invested large
amounts of money to serve and atiract this group of end users, the regulatory process finally
ground info action, and the Commission recently decided to lower the tenmination rate that local
carriets are allowed to charge [or [ISP-bound traffic. While it appears that this particular
arbitrage problem created by this particular class of traffic may now have been substantially dealt

with, massive distortions in business investment decisions occurred in the meantime.

Furthermore, new pricing problems will likely arise in the near future and may causc
cqually severe problems before government is able to respond to them. One new problem on the
horizon concems paging companies. Under Commission regulations, paging companies are
viewed as local carriers that only terminate traflic. Therefore, under the existing CPNP regime,
they are entitled to charge other local carriers termination fees. The cost of terminating tralTic
for paging companies is considerably less than the normal termination price that regular local
carricrs are allowed (o charge. Thus, if paging companies were allowed to charge this regular
price, every paging cnd user would become a “money pump” for the paging company. Paging
companies would have an incenliveto pay people (o become their end users and to pay other
people 1o page the first group ol people. The Commission was aware of this problem and dealt

with it & number of years ago by specifying that paging companies would only be allowed fo
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charge a special extremely low terminating price.” Based on conversations with Qwest stafT, |
have becotne aware that instances are now arising where paging companies are allempling to
avoid this regulation by becoming end users of CLECs. Under this new arrangement, paging
traffic runs from the end users of the ILEC to end users of the paging company through the
CLEC, and the CLIC is attempting to charge the regular high termination price for this traffic.
Once again, even il the Commission eventually is able to respond to this arbitrage opportunity by
making a one-time piccemeal adjustment (o the regulated price of termination for one more class
of traftic, there will be dislocations of investment in the meantime. Furthermore, another new

arbitrage opportunity is likely to come along as soon as this ong is solved.

43 Bill-and-keep will allow further deregulation of transport prices that ILECs
charge to other carriers.

Another advantage of bill-and-keep s 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-1LATA transport purchased by interconnectingcarricrs as being divided
into two segments: (1) transport between the ILEC’s tandem swilches and subtending local
switches, and (i) transport trom other local carriers' end oftfices to the ILEC tandem. Alternate
sources of supply to the [ILEC are much more likely to exist for market segment (i) than market
segment {i), because the higher levels of traffic and greater number of interconnecting carriers at
tandems have gencrally encouraged more alternate providers to build transport [acilitics to
tandems. Under a properly structured bill-and-keep regime, carriers are no longer required Lo

purchase ilems in market segment (i} from the ILLEC in order to exchange traffic with the JLEC.

2See Implementation of the Local Competition Provisions in the Telecommunications Act
of 1996; Interconnection Between Local Exchange Carriers and Commercial Mobile Radio
Service Providers, CC Dockets No. 96-98,95185, 11FCC Red 15499, 1604344 @ [092-93
(1996).
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Instead, the TLEC directly sells these services to end users under prices that are regulated as par
ol end user charges so long as the ILEC is deemed to be dominant. However, interconnecling
carriers will still continue to purchase items in the second market segment trom the ILEC.
Because the TLEC is less likely to have market power in this segment due to the comparatively
greater availability of transport from [XCs, other LECs, CAPs, etc., the Commission may decm
it more appropriate to deregulate ILEC provision of transport to interconnecting carriers.
Theretore the advantage of moving to a bill-and-kecp regime is that, by separating market
scgment (i) from market segment (i1), it removes any obstacles to deregulation of market

segiment (ii).

5. ARGUMENTS RAISED BY.OPPONENTS OF BILL-AND-KEEP ARE INCORRECT,
INSIGNIFICANT, OR PROPERLY ADDRESSED THROUGH SIMPLE SAFEGUARDS
AND RULES

5.1 [t is preferable to replace regulation with competition where possible instead
of merely attempting to more accurately set regulated prices equal to
forward-looking cost.

Janus Ordover and Robert Willig, on behalf of AT&T, argue that most of the arbitrage
problems that occur under the CPND system could be solved if regulators were able o do a
perfect job of always setting all regulated prices equal to correctly defined forward-looking
cost.? | think that Ordover and Willig are basically correct that, in theory, if regulators had
enough information, time, and knowledge to set all prices equal to their theoretically perfect
values, regulation would then work quite well. In fact, since the “perfect values™ [or prices are
by definition the values that competitive markets would set, the statement that “perfect”
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 Willig, August 20,2001, Declaration of Janus A Ordover
and Robert B Willig on Behall of AT&T Corp.,” (Ordover and Willig), section VI.
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[ am a bit puzzled as 1o why Ordover and Willig think that the observation that CPNP
would work quite well if it could be paired with a theoretically perfeet regulatory process creates
ajustification for CPNP. As 1 have stated above, one of the main advantages of moving to a bill-
and-keepreginic 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 bill-and-
keep, but these fees must be regulated under CPNP. 1 agree with Ordover and Wilhg that if
regulation could always produce theoretically pertect 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
for regulation to achieve this ideal of theorctical perfection and that it therefore makes sense to
substitute competition {or regulation when this is possible. Therefore, while | agree that CPNP
would work [airly well it regulation could always set theoretically perfect prices, [ disagree

strongly that.this statement somchow provides a justification for CPNP.

In other parts of their declaration, Ordover and Willig in fact acknowledge precisely this
pomt - that it is not realistic to expect that regulation will always get prices perfectly correct.

Their declaration includes the following two stalements:

We recognize that it is no casy or error-free task for regulators to estimate costs and set
vates. The many "bumps m the road™ to cost-based reciprocal compensation rates
illustrate the difficulties regulators face in a world of imperfect and asymmetric
information. We are therelore entirely sympathetic to the desire to find s regime that can
remedy existing market distortion but that would not require rate regulation.”

We recognize, ol course, that setting cost-based rates that replicale competitive market
outcomes is no simple task, and we are strong proponents of a [irst principle of economic
regulation that such razemaking should not even be attempted il markets and competition
can be relied upon to accomplish these goals instead »

*Ordover and Willig al 9.

*Ordover and Willig at 6.
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Therefore cven Ordover and Willig seem to acknowledge that it is highly desirable to implement
policies that allow competition Lo set prices rather than regulation when this is possible.
Replacing the current CPNP regime with a bill-and-keep regime accomplishes this result.

52  Bill-and-keep is deregulatory because it allows deregulation of termination
prices charged by non-dominant local carriers.

Both Ordover and Willig,» and DeGraba 2001 in his puper filed on behalf of WorldCom,»
make the argument that bill-and-keep is no more deregulatory than CPNP because there will he
an equal need to regulate dominant LECs under either regime. As [ have stated many times in
this paper, the main reason that bill-and-keep is more deregulatory than CPNP is NOT
principally because it allows less regulation of ILECs (although it accomplishesthat as well, as
discussed in section 4.3), but rather because it allows less regulation of non-dominant local
carriers. Therefore, the argument that there is an equal need 1o regulate the TEEC under both
regimes does- nothing 1o contradict or weaken the argument of this paper that bill-und-keep is less
regulatory because it allows for considerably less regulatory oversight of non-dominant local
carriers. The signiticant regulatory distortions and arbitrage opportunities that [ have described
in this paper flow from the fact that regulation has failed to set termination prices charged by
non-dominang carriers at the correct levels. Moving to a bill-and-keep regime will rectify these

serious problems because competition will then be able to determine these prices,

Furthermore, moving to a bill-and-keep regime will reduce regulatory uncertainty by

creating a more stable regulatory structure that does not need o constantly chunge as new

"See Ordover and Willig, section 1L

"See Patrick DeGraba, August 20,2001, “lmplementing 3ill and Keep Intercarrier
Compensation When Incumbent LECs Have Market Power,” Declaration of Patrick DeGraba,
tiled on behall of WorldCom (DeGraba 2001) at 8.

20



Declaration of William P. Rogerson
November 5, 2001

regulatory arbitrage apportunitics created by the CPNP system become apparent and are dealt
with on a piecemeal basis. This reduction in repulatory uncertainty will itself’ create a more
favorable environment for local carriers to compete in, thereby increasing investtnent in such

carrers.,

53 Bill-and-keep will not increase the ability of incumbent 11L.IECs to
discriminate against unaffiliated IXCs by exercising control over the
transport of originating traffic.

The argument that a bill-and-keep regime might give ILECs an cxira opportunity to
disadvantage unaffiliated [XCs is made most completely by DeGraba 2001 in a paper filed on
behalt of WorldCom. DeGraba 2001 correctly observes that, under the DeGraba 2000 proposal,
the ILEC would have the default financial responsibility to transport originating traffic between
the ILEC end office and the IXC POP. This is also true under the Qwest proposal. DeGraba
2001 is also eorrect in noting that this would represent a change from the cwrent regime, under
which the IXC has default financial responsibility for both directions of tratfic between the IXC
POP and the ILEC end office. DeGraba 2001 suggests that this change in responsibility could
raise new problems tor IXCs under the following scenario, which I will eall the DeCiraba 2001

Scenario.

The DeGraba 2001 Scenario

Suppase that the end office of an ILEC and the POP of an IXC are currently
connected by a two-way trunk owned by the IXC and that this is the most efficient
interconnectionmethod. Now suppose that, after the implementation o bill-and-
keep, the ILEC insists on routing originating traffic through the ILEC tandem und
transporting the traffic itself to the IXC POP using its ownfacilities. It then
charges the IXC's end usersfor this service. This creates three problems for the
IXC, according to DeGraba 2001, First, the ILEC is able to bluck originating
traffic in ways that neither the IXC nor the regulalor can monitor or prevent,
causing the IXC's service guality to deteriorate. Second, the IXC has o more
difficult time being competitive onprice hecause the ILEC now charges the [XC's
end users high prices for origination, reflecting the (inefficientione-way
fransport route it insists on using. Third, the IXC now has excess ransport
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capacity which it cannot sell or lease becanse the ILEC refuxes to use it and there
is no other use for this transport capacity.

A bill-and-keep regime 15 unlikely to create significant problems of the sort DeGraba
2001 describes. First, with respect to the issue of call blocking, based on conversations [ have
had with Qwest staff, [ belicve that the service quality concemm would be largely resolved by
simple safeguards that required the ILEC to treat traffic bound for unaffiliated IXCs in a
nendiscriminatory fashion relative to traffic bound for its own long distance affiliate. For
cxample, the ILEC could be required to provide direct trunking on a non-discriminatory basis.
As another example, for long distance trafTic taken through the tandem, the ILEC could be
required to transport tratfic of its own affiliate on the same trunks that it uses to transport the
overflow traffic of other IXCs so0 all traftic would be subject to the same rate of call-blocking. In
particular, even when a direct trunk exists to carry traffic from a particular end office, ovetllow
traffic is typically carried on non-dedicated trunks that flow through the tandem; a natural and

simple safegoard would be to require the ILEC to carry all such overflow traffic (inctuding the

overflow traffic of its own affiliatc) on the same trunks.

Second, with respect (o the issue of raising the IXC's costs, once again, safeguards
requiring the ILEC to treat all IXCs (including its own affiliate) in a non-discriminatory fashion
would largely deal with this problem. Furthermore, DeGraba 2001's concern would not be
significanteven in the absence of such sateguards. DeCiraba 2001°s argument assumes that the
ILEC will be able to pass along all of the costs of its incfficient transport choice to IXC end
users. (This is why costs 10 TXC end users are raised.) That is, DeGraba 2001 assumes that the
ILEC will be automatically allowed to pass through any increases in transport costs that 1t incurs
by purposely choosing an inefficienttransport method. If an ILEC is subject to rate-of-return

regulation and if the ILEC incurs more costs, it would have a basis to argue that rates should be
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raised to recover these costs. [However, even in a pure rate-of-return system, an ILEC would
have to justify that these costs are reasonable and necessary, and this might be hard o do in a
situation where the ILEC s purposely not using an already-constructed two way trunk that is
generally acknowledged to be the most efficient method of transport. More important, recovery
of interstate costs by larger ILECs is currently regulated under a price cap regime that does not
automatically allow pass-through of costs. That 15, under the regulatory regime actually
existence for these carriers, the TLEC is not allowed to raise its prices il its costs go up;
conversely it i8 not required to lower its prices if its costs go down. Theretore, assuming that the
Commission does not make some radical break with its previous policies, the prices that larger
ILECs will be atlowed to charge end users for transport will be regulated according to some sort
of price cap system. In particular, this means that ILECs will not be able 1o raise their prices

simply by switching to more incfficient transport methods.

Third, with respecet to the stranded assets issue, any sudden excess supply of capacity on
the part of an IXC will be matched by an equal excess demand for capacity on the part of the
TIEC that now has the responsibilily to transport the traflic. The same amount of trallic will still
nced to be transported after the change, and the swme amount of capacity will sull exist to
transport it. Therefore, there should be a resale market for the IXC's excess capacity if the IXC

turns out to have a signilicant amount of such excess capacity.

54  Bill-and-keep will not increasc the ability of incumbent LECs to engage in
price discrimination against unaffiliated [XCs.

DeGraba 2001 discusses extensively the argument that bill-and-keep will enable [ILECs

to engage in price discrimination against unaftiliated IXCs.? He begins with an example where

DeGraba 2001, section 3.



Declaration of William P.Rogerson
Navember 5,2001

an ILEC disadvantages a rival IXC by charging users of its own long distance service a lower
per-minute rate for local origination than it charges users of rival IXCs’ long distance services.
However, he then immediately acknowledges that a simple rule stating that the ILEC is not
allowed to discriminate in this fashion would solve this problem and that the Comnssion would

surcly pass such a rule.® T agree with this conclusion.

DeGraba 2001 then proceeds to a more subtle cxample of discnmination. [le considers a
casc where an ILEC ofTers (o sell a “bucket” of long distance mimues [or a flat fee 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 use rival 1XCs’ services. He correctly observes that it will be
more difficult to make some unambiguous determination ol whether or not such a scheme is
discriminatory and concludes that situations like this could make it difficult for regufators to
determine whether or not the ILLC is discriminating againstrival [XCs. While [ think this
observation 18 generally correct, T also think that it is completely irrelevant to the issue of
comparing a bill-and-keep regime with a CPNP regime. The reason 1s thal exactly the same sorts
of “fuzzy” situations could arise under a CPNP system. For example, under a CPNP system an
ILEC could choose to offer its own end users a “bucket” of long distance minutes and
simulianecusly charge a per minutc access rate to rival IXCs. Exactly the same ditticulties with
determining whether or not such a system is discriminatory would arise. More generally, any
non-discrimination requirement enforced in a CENP system by requiring the ILEC to charge the
same access tees to all cammiers could be equally well enforced in a bill-and-keep system by
requiring the 1LEC to provide all end uscrs the same access fee options, irrespective of their

choice of THC.

2DeGraba 2001 at 20.
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5.5  Bill-and-keep will not create worse incentives for efficient use of the
telephone network.

A number of the papers submitted by economists in the tirst round of this procecding
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 under bitl-and-keep.”

It is usetul to begin by recalling what DeGraba 2000°s main point is on this issue. 1tis
NOT that a bill-and-keep system will defitely induce superior decisions regarding short run use
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 significant advantages

that bill-and-keep exhibits in other areas therefore justify its adoption.

More specifically, his point is that, in general, good incentives for short run use of the
telephone network will be created when the costs of making phone calls are allocated in
proportion to the uverage 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 pays for
fess than [00 percent of the call but more than 50 percent of the call. (The precise share depends
on the nature of the transport rule that is chosen.) DeGraba 2000's point is simply that
recitations of examples where calling partics generally receive more benefits than called parties
provide no scientific or empirical basis for predicting that one of these two regimes will create

better incentives than the other, For example, suppose we viewed a recitation of examples as

"See Ordover and Willig, section IV Lee Selwyn and Scott Lundquist, “Efficient
Intercarrier Compensation Mechanisms for the Emerging Competitive Environment,” August
2001, paper submitted on behalf of Focal, Pac-West, RCN, and US LEC (Sclwyn and L.undquist)
at 44-47; and Joseph Farrell and Benjamin Flermalin, “Analysis of Central Office Bill and
Keep,” August 2001, paper submitted of behalf of Time Warmer, (Farrell and Hermalin), section
V.
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sufficient evidence to conclude that calling partics gencrally 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 that we were able to determine that a specific bill-and-keep
regime under consideration would have calling parties pay lor 60 percent of the costs of making
calls. Tt still might be the case that bill-and-keep produced superior results to CPNP since the
share of cost bome by callers under bill-and-keep (60 percent) is closer to 75 percent than is the
share of bencfits borne by callers under CPNP {100 percent). It certainly does not seem obvious

that CPNP would be the superior regime.

[For similar reasons, bill-and-keep is al least as consistent as CPNP with principles of cost
causation. CPNP arbitrarily aflocates all cost-recovery to the calling party, even though the
called party contributes to many of those costs by accepting the call, and cven though its carrier
makes cost-consequential decistons about network technology and design, ‘The argument that
the calling party should be required o pay for all of the cost of a call because it is the sole
“causer” of the call is therefore fallacious. After the first second of a telephone call, the called
party is as much a causer of the call as is the calling party, since either can terminate the call if it
wishes. Ordover and Willig respond that, 1o the extent that CPNP incorrectly allocates the cost
of calls, partics could make up for this deficiency by agreeing to (ake tums calling onc another or
perhaps even exchanging dollar payments, But this obviously isn’t always possible and,

furthermore, is a clumsy and awkward mechanism at best.

Farrell and Hermalin makc a different argument.® 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 be required to determine the optimal intercarrier compensation rule and

“Farrel] and Hermalin, section V.
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that considerations similar to those that enter Ramsey pricing may need to be taken into account.
They use their analysis to argue that DeGraba 2000°s simple example, where splitting costs
evenly between the partics creates perlectly optimal incentives, relics on special assumptions. It
is truc that their analysis identifics factors that DeGraba 2000 did not consider. However, far
from nullifying the main point of DeGraba 2000, their analysis strengthensit. By identifying a
range of new complex issues that need to be taken into account, Farrell and Hermalin make it
even more difticult to develop any unambiguous sense of whether or not one of the regimes

would create better incentives for short run use of the network than the other.

Furthermore, proponents of CPNP have failed to notice the critical fact that the model
which they are using to support the claim that CPNP creates better incentives than bill-and-keep
actually differs fundamentally from the way that CPNP works in practice, at least for the case of
local calls. The mode] that proponents analyze 1s really a model of Calling Parry Pays, not
Calling Party's Network Pays. That is, the result that is shown is that when callers receive all of
the benelit of calls, it would be optimal to charge eallers a termination price equal to the
incremental price of making a call. Howcever, as has been discussed extensively above,” for the
case of local calls from the end user of un ILEC to the end user of a local carrier, in most
Jjurisdictions callers are charged a completely flat rate by the ILEC regardless of whether the
ITEC is asked to pay termination charges to the local carrier. Therelore, in the case of local
calls, given current institutional arrangements, no incentives are created for the calling party to
consider the incremental cost of a call when the local carrier 15 allowed (o charge terminating

rates {o the ILEC. This is because the costs are not passed on to the calling party and therefore

“See Section 4.1.3.
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simply disappear into a “black hole” where neither the caller nor the receiver pays any atlention

(0 them.

56  Bill-and-keep will not create incentives for CLECs to inefficiently specialize
in originating traffic.

Farrell and Hermalin® suggest that a bill-and-keep regime might remove a CLEC's
incentive to specialize inefiiciently in serving end users that primarily recetve calls (such as
1SPs) anly at the cost of giving CLECs new incentivesto specialize inefficiently in serving users
that primarily originate calls. They acknowledge, however, that bill-and-keep would not create
such a reverse problem if ILECs were allowed to charge prices to their own end users that
appropriately retlect 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 cover both the incremental cost of originating
and terminating calls; and {i1) they will continue to be required to do this atter the adoption of
bill-and-keep.”

These assumptions are both invalid. With respect 1o assumption (i), ILECs generally do
not levy any incremental charges on end users for making or receiving purely local calls. That

is, a single fat-rated fee is levied to cover these costs. Bill-and-keep does not produce any

“Farrell and Hermalin at 6.

*The argument is as follows: Suppose that the ILEC charged the calling party a per-
minute fee to cover the incremental costs of both originating and terminating a local call and
charged the called party no per-minute fee. Under a CPNP system, the CLEC would have no
incentiveto try to attract end uscrs that primarily originate calls because it would have to pay
termination fees to the TLRC. However, under a bill-and-keep system, it would not have to pay
termination fees to the 1LEC and therefore, according to the argument, would have an incentive
to try to atiract end users that primarily originate calls because it would not have to charge for
termination as well.
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gystematic incentive for CLECs to specialize in originating tratfic when ILECs use flat-rated

charges.

With respect to assumption (i), Farrell and Hermalin suggest that the fact that TLECs did
not have sufficientpricing flexihilityto counter CLEC efforts to attract ISPs under the CPNP
regime suggests that they will not have sufficient pricing flexibility to counter the eftorts of
CLECs to attract end users that primarily originate traffic under a bill-and-kecp regime.
However, this comparison is clearly inapt. 1n the case of ISP-bound traftic, CLECs were ableto
make large profits even if they charged ISPs a price of zero. Therefore, in order to compete with
CLECs, ILECs would have nceded the flexibility to pay 1SPs large “bribes™ in order to induce
them to agree to accept service. In the scenario described by Hermalin and Katz, where the
adoption of hill-and-keep gives CLECs the incentive inefficiently to attract end users (hat only
originate calls, all that the ILEC would have to do to counter these efforts would be to charge
incremental origination prices no greater than incremental origination costs. That is, the ILEC
would need only the flexibility to adjust prices closer to costs. In my opinton, the fact that
ILECs did not have the flexibility to offer large “bribes™ to selected end users does not shed
much light on the question of whether or not they would have the flexibility to adjust prices

closer to costs.

Selwyn and Lundquist make an argument that is similar to that of Farrell and Hermalin*
They argue that current pricing practices are incompatible with bill-and-keep and would have to
be changed radically if hill-and-keep were adopted. The same rebuttals apply to this argument as
well. Namely, the assumption that 1LECS generally charge calling parties a per minute tee to

cover the incremental costs of both originating and terminating local calls is simply false.

“Selwyn and Landquist at 39-43.
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Furthermore, even if this assumption were truc in some cases, the type of adjustments o prices
that would be required under a bill-and-keep regime simply involve moving prices closer to costs

and would not be difficult to implement.

57 To the extent that CPNP reduces unwanted phone calls, it will also reduce
wanted phone calls,

Ordover and Willig» obscrve that (i) some phone calls that people receive, such as
solicitations during the dinner hour, are unwanted; (11) parties pay higher prices for making calls
under a CPNP system than under 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 more
to make them, fewer unwanted calls are made under a CPNP system than would be made under a

bill-and-keep system.

However, there is no reason to believe that raising the price of making a telephone call
will have a substantially Jarger effeet on unwanted calls than wanted cabls. That is, Ordover and
Willig’s reasoning about the relative cffects of CPNP vs. bill-and-keep on the number of phone
calls that are made applics equally well to all phone calls. Ordover and Willig are essentially
therefore simply making the trivial obscrvation that having 4 policy that makes phonce calls more
expensive will result in fewer phone calls being made. In such circumstances, there are fewer
“bad” phone calls made, but there also are fewer “good” phone calls made, Ordoverand Willig
certainly provide no basis for drawing the conelusion that having a policy that makes phone calls
more expensive for calling parties is good because the social benefits from the reduction in “bad”
phonc calls is greater than the social costs from the reduction in “good” phone calls, Taking

Ordover 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 be an even more desirable policy choice than adopting CPPNP because this would
entirely climinate all unwanted 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 wonld be more
appropriate for the Commission to take additional policy actions that specifically reduce
unwanted phone calls, rather than policy actions that reduce all phone calls. For example, the
Commission already restricts telemarketing calls in certain circumstances and pennits called

parties to ask to be placed on a “no call” list.
6. CONCLUSION

If intercarricr compensation charges were determined under a bill-and-keep regime, then
carriers would be responsible for recovering their origination and termination charges from their
own end users instcad of from other carriers. A key advantage of moving to such a system is that
it removes the need to regulate tenmination prices charged by non-dominant carriers und thercby
removes all of the possibilities for mistakes, distortions, and arbitrage opportunities thal
regulation can cause. An appropriately designed bill-and-keep system is therefore superiorto a
CPNP systent. The bill-and-keep system proposed by Qwest improves upon the system
proposed by DeGraba 2000 and would thercfore be a particularly desirable system for the

Commuission to constder adopting.

* See Qwest Reply Comments at 18,
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