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INTRODUCTION

Qualifications

Q. Please state your name, position and business address.

A. My name is Lee L. Selwyn. Iam President of Economics and Technology, Inc.,
(“ETI), Two Center Plaza, Suite 400, Boston, Massachusetts 02108. Economics and
Technology, Inc. is a research and consulting firm specializing in telecommunications
economics, regulation, management and public policy.

Q. Please summarize your educational background and previous experience in the field of
telecommunications regulation and policy.

A. 1have prepared a Statement of Qualifications, which is attached hereto as Attachment 1.

Q. Have you previously testified before the Florida Public Service Commission (the
“Commission”)?

A. Yes. I have testified before this Commission on a number of occasions dating back to

the mid-1970s, on the subjects of rate design and service cost analysis on behalf of
business telecommunications users as well as the State of Florida Department of General
Services. These cases have included Dockets 74805-TP, 760842-TP, 810035-TP and
820294-TP involving Southemn Bell, Docket 74792-TP involving General Telephone

Company of Florida, Docket 750320-TP involving Central Telephone Company of
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Florida. 1 also testified in Docket 950696-TP on the subject of Universal Service, on
behalf of Time Warmner AxS and Digital Media Partners. In 1997, I offered testimony in
Docket No. 960833-TP/960847-TP on behalf of AT&T Communications of the
Southern States, Inc. (“AT&T”), MCI Telecomm and MCI METRO Access. I also
have testified before this Commission on certain reciprocal compensation issues on two
prior occasions. In November 1999, I testified on behalf of Global NAPs, Inc.
(“GlobalNAPs”) in a complaint proceeding, Docket 991267-TP. In May 2000, 1
provided testimony on behalf of Global NAPs in Docket 991220-TP, concerning certain
reciprocal compensation issues relating to Global NAPs’ interconnection agreement with
BellSouth Telecommunications, Inc. (“BellSouth™). I have also presented three rounds
of prefiled testimony in the Commission’s ongoing generic proceeding on reciprocal

compensation, Docket 000075-TP, on behalf of several ALECs intervenors.'

Assignment

Q. On whose behalf is this testimony being offered?
7
A. This testimony is offered on behalf of Global NAPs, Inc. (“Global NAPs™).

Q. What was your assignment in this proceeding?

1. These intervenors included AT&T Communications of the Southern States, Inc.,
TCG of South Florida, Global NAPS, Inc., MediaOne Florida Telecommunications, Inc.,
Time Warner Telecom of Florida, LP, Allegiance Telecom of Florida, Inc., Florida Cable
Telecommunications Association, Inc., and the Florida Competitive Carriers Association.

2
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A. ETI has been engaged by Global NAPs to provide expert testimony addressing several
of the outstanding contested issues between Global NAPs and Verizon Florida that have

been designated for arbitration.
Q. What specific issues are addressed by your testimony?
A. My testimony addresses the following specific issues:

»  Whether Global NAPs should be required to install more than one point of

interconnection per LATA;

»  Whether Global NAPs should be responsibie for the costs associated with

transporting traffic to a single point of interconnection;

*  Whether Global NAPs should be required to adopt the local calling area boundaries
currently defined by Verizon Florida;

«  Whether Global NAPs should be able to assign NXX codes to its customers that are
“homed” to a central office switch outside of the customer’s local calling area
(sometimes referred to as “virtual” NXX assignments) in order to compete directly
with Foreign Exchange (“FX”) service that has long been offered by Verizon

Florida; and
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*  The appropriate form of intercarrier compensation for locally-rated traffic
exchanged between Global NAPs and Verizon Florida, including calls terminated to

Internet Service Providers (ISPs).

Summary of Testimony

Q. Please briefly summarize your testimony on these issues.

A. The issues being arbitrated by the Commission raise fundamental concemns about the

physical interconnection arrangements (number and location of points of
interconnection) between ILECs and ALECs,’ and the use by ALECs of so-called
“virtual” NXXs to provide Foreign Exchange (“FX”) service to their customers. Indeed,
these issues go to the heart of the need to establish regulatory policies that are designed
to flexibly promote and encourage competition — the vision of the 1996 federal
Telecommunications Act — as opposgd to policies whose purpose is to protect the

monopoly position of the incumbent — the vision of the ILECs.

To understand the critical nature of these issues, it is important to recognize first that
ALECs face a considerable challenge in devising a strategy to compete with the ILEC’s
long-established serving arrangements, massive customer base, and ubiquitous network.
At the same time, telecommunications technology has changed significantly since the

ILEC’s basic network design and construction was established. Moreover, ALECs will

2. In this testimony, Competitive Local Exchange Carriers (“CLECs”) will be referred

to as ALECs, in accordance with the terminology used by the Florida Public Service
Commission.
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typically not begin with a mix of customers that is in any way similar to the ILEC’s
customer base, either in terms of service needs or customer location; to the contrary,
most ALECs will likely find that they can most easily gain a foothold in the market by
serving one or more niches out of the total market demand for telecommunications
services. The ALEC, therefore, will face different economic and market constraints on
its network design than those faced by the ILEC. It is inevitable that these different
considerations will lead ALECs to deploy networks that look very different from the
ILEC’s network — in terms of the number and locations of switches and inter-switch
facilities, the length and nature of customer loops, and the types of services

predominantly provided to their customers.

The Commission should encourage and accommodate these different ALEC strategies
and network topologies. It would be regulatory folly to think that any ALEC will,
should, or even could merely mimic or “clone” the ILEC’s embedded network any time
in the foreseeable future, if ever. Indeed, if the ILEC was building its network on a
clean slate, it would probably not clone itself; instead, it would take advantage of new
technology to build a different network than it has today. For this reason, it is critically
important to the development of competition that regulators rot make the mistake of
assuming that the ILEC’s network architecture is somehow written in stone, or even
optimal to the needs of telecommunications consumers today. To the contrary,
regulators should be alert to and resist ILEC efforts to impose costs on their competitors
by using regulatory policies designed for other purposes to force ALECs to build
facilities, or assume costs, that are not germane to the ALECs’ own competitive

strategies.

&
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These considerations lead to the following general conclusions, which are explained at

greater length in the body of this testimony:

»  The party originating traffic is responsible for getting that traffic from wherever it
originates on its network to the other party’s point of interconnection. The notion
that ALECs should have to “pick up” traffic from the ILEC at some point close to
the location where the traffic originates on the ILEC’s network is simply an

anticompetitive effort to shift to ALECs costs that the ILEC should properly bear.

« ILECs have no right to demand interconnection at any particular point on an
ALEC’s network (although they do have an obligation to interconnect). ALECs,
however, have the express right to establish interconnection “at any technically
feasible point” on the ILEC’s network. These obligations are asymmetrical on
purpose. This asymmetry is designed to offset, in part, the inherent advantages of
the ILEC’s ubiquitous network and widely dispersed customer base. For this
reason, ALECs are permitted to establish networks where and how they can, to
deliver ALEC-bound traffic to the ALEC. ALECs also have, and ILECs are
required to provide, maximum flexibility to ALECs for delivery of ILEC-bound
traffic anywhere that is technically feasible (for the ILEC) and convenient (for the
ALEC).

»  Modern telecommunications technology has made the distance between a calling
and called party almost totally irrelevant to the cost of handling a call. Basing

charges on the distance a call is carried is a legacy of the era of legally sanctioned
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telephone monopolies, but it has no legitimate role to play in competitive

intercarrier relationships. Verizon Florida would incur de minimis additional costs
to transport Global NAPs-destined calls beyond their local calling area boundaries.
Therefore, the ILECs should not be permitted to subject Global NAPs to payments

for such transport that would be orders of magnitude higher than those costs.

In part because distance has become irrelevant as a cost driver, the “location” to
which particular NXX codes are “assigned” should not matter for any significant
inter-carrier purpose. The patchwork quilt of “rate centers” and “local calling
areas” that the ILECs have created over the last hundred years bears no relationship
to the technological or competitive realities of today. As a result, regulators should
place no restrictions on which telephone numbers carriers can assign to their
customers; to the contrary, regulators should establish a regime in which carriers are
permitted maximum competitive flexibility with respect to the creation and

marketing of both “inward” and *“outward” local calling areas.

Verizon Florida should not be allowed to prohibit Global NAPs from offering FX
services to its customers using “virtual” NXX arrangements, given that their costs
are not affected by that practice and Verizon itself offers FX services that involve
the assignment of “virtual” telephone numbers to customers, i.e., numbers rated to
exchanges different from the one in which the customer is physically located and

where the service is physically terminated.

k-4
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The final section of my testimony addresses the issue of intercarrier compensation for
locally-rated traffic exchanged between Global NAPs and Verizon Florida. I review the
history of the FCC’s efforts to impose a distinction for intercarrier compensation
purposes between ISP-bound calls and other locally-rated traffic, and describe the rules
set forth in the FCC’s ISP Remand Order which presumably govern intercarrier
compensation in this instance. I recommend that, in the event that the Commission
determines that the specific intercarrier compensation rules set forth in the FCC’s ISP
Remand Order do not apply to locally-rated traffic exchanged between Global NAPs and
Verizon Florida (e.g., as a result of an appellate court ruling to reverse, vacate, or stay
the ISP Remand Order), the Cormamission should apply a symmetric, TELRIC-based

reciprocal compensation rate to all such traffic, including ISP-bound calls.
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POINT OF INTERCONNECTION AND VIRTUAL FX ISSUES

ILEC:s such as Verizon Florida continue to reflect their long history as franchise
monopoly service providers in the massive scale and ubiquity of their local exchange
networks, whereas ALECSs tend to design their networks to more closely accommeodate
current and anticipated demand in an evolutionary, flexible manner.

Q. Are there major differences between the architectural features of ILEC and ALEC

networks?
A. Yes. Local telephone networks are comprised of three principal components:

s Subscriber ioops — dedicated facilities interconnecting the local exchange carrier

wire center with the subscriber’s premises and/or equipment;

»  End office switches — the switching systems at which individual subscriber loops
terminate and which interconnect subscribers with each other and with interoffice

and interexchange network facilities; and
»  Interoffice network — trunking and switching facilities that provide
interconnections among end offices and between end offices and other

telecommunications carriers.

The principal architectural differences between ILEC and ALEC networks arise largely

in the relative mix of these various network components.

k3
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Q. Please explain.

A. ILEC networks have been built up over more than a century and generally consist of a

large number of end offices that are physically located in relatively close geographic
proximity to the subscribers they directly serve. For example, Verizon Florida currently
operates a total of 266 central office switches in its Florida service areas, that terminate
the approximately 2.4-million access lines (subscriber loops) served by the Company.’
When a call involves customers served by different end offices (for example, customers
located in different communities), completion of the call requires that it be routed
between the two end offices over an interoffice trunk. In order to avoid deploying
dedicated interoffice trunks between every possible pair of ILEC end offices, in most
cases individual end offices are connected (via interoffice trunks) to an intermediate
switching point known as a “tandem” office. The tandem switch (sometimes referred to
as a “Class 4” switch in the traditional North American network hierarchy) can then
interconnect any of the individual end offices to which it is directly trunked. Where the
end offices involved in a particular call are trunked to (subtend) different tandem
switches, the call is completed via an interoffice trunk between the two tandems. In
certain situations in which particularly high volumes of traffic exist within pairs of end
offices, direct interoffice trunks may be used to connect the two end office switches

involved.

3. Federal Communications Commission, ARMIS Report 43-08 (Table II. Switched

Access Lines by Technology), for year 2001, accessed 05/02/02. According to that report,
Verizon Florida had 2,363,036 access lines in service and 266 central office switches
(including 178 remote switches) as of year end 2001.

10
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Q. Why might a ALEC network not be designed the same way?

A. The differences between ILEC and ALEC network architectures are best explained in

terms of the relative economics of switching vs. transport.
Are switching and transport economic substitutes for one another?

In some cases, yes. One way of looking at the principal network components identified
above is in terms of the primary functions of switching and transport. Subscriber loops
support a transport function, carrying traffic between the customer’s premises and the
serving wire center; interoffice trunks also provide a transport function, carrying traffic
from one switch to another. Switching and transport facilities are ofien economic
substitutes for one another; for example, as I described above, by introducing a tandem
switch to interconnect a number of individual end offices, one avoids the need to deploy
direct interoffice trunks between every possible pair of end offices on the ILEC’s
network. Similarly, by deploying end office switching facilities in close geographic
proximity to the individual subscriber, it is possible to concentrate traffic on a smaller
complement of transport facilities than would be possible if, for example, individual

switches are used to serve subscribers located across a large geographic area.

The specific mix of switching vs. transport facilities in a network thus depends heavily
upon the relative cost of each and the overall scale of operations of the network. ILECs
such as Verizon serve millions of individual subscribers statewide and can thus afford to

deploy relatively efficient, large-scale switching systems in close geographic proximity

11
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to their customers. ALECs typically serve a customer population that is a minute
fraction of the size of the ILEC’s customer base. In order to achieve switching
efficiencies, ALECs often deploy a relatively small number of switches, so their

customers’ traffic must be transported over relatively large distances.

This switching vs. transport trade-off has always been present in telecom network
design: you can generally reduce switching costs by concentrating demand in a smail
number of large switches, but by so doing you increase the transport capacity that is
required to connect the switches to customers over greater distances. In recent years,
however, the scales have been tipped — shoved would probably be a better word —

decidedly in the direction of substituting transport for switching.

As a general matter, the costs of transport have been dropping at an enormous rate in
recent years. This point is highlighted in an article appearing in the January 2001 issue
of Scientific American, “The Triumph of the Light” by Gary Stix. The article reports
that “the number of bits a second (a measure of fiber performance) doubles every nine
months for every dollar spent on the technology.” In other words, the cost per unit of
transport is cut by 50% every nine months. Put another way, over the past five years, the
cost per unit of telecommunications transport has fallen by more than 98%! Transport
costs have become far less distance-sensitive and, with the use of high-capacity fiber
optics, massive amounts of capacity can be deployed at little more than the cost of more

conventional transport capacity sizes.

12
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One effect of this economic trend has been that ILECs have been consolidating multiple
switches into large main frame/remote configurations. In the case of ALECs, the
substantially smaller scale of their customer base and traffic load makes any other

approach infeasible as an economic matter.

. How might a typical ALEC network be designed?

Some ALECs will use Unbundled Network Element (UNE) loops leased from ILECs,
along with ALEC-owned subscriber loop facilities, and collect these loops at centralized
locations in each community in which the ALEC offers service. At these collection
points, the traffic is concentrated onto high-capacity transport facilities (that may be
leased from the ILEC or from other carriers or owned by the ALEC itself) for the
sometimes long trip to the ALEC switch. There are several different types of
concentration arrangements that may be used, depending upon the aggregate amount of
traffic that is involved. For relatively low-volume situations, passive multiplexing of the
individual subscriber loops onto specific dedicated channels in the high-capacity “pipe”
may be most efficient; in other cases, small stand-alone switches or Remote Service
Units (RSUs) subtending the distant Host Switch may be deployed. Where the ALEC’s
customers are concentrated within a small, relatively confined area (e.g., withina
shopping mall), a small PBX-like switch may be used to interconnect individual end

users with a common pool of facilities for the trip to the ALEC central office switch.

Other ALECs adopt different strategies, depending on the type of customers they serve

and the needs of those customers. For example, while some businesses (e.g., a dry

13
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cleaners or a movie theater) have a specific geographic location that is significant to
their business operations, others (e.g., taxicab dispatch services, ticket agencies,
answering sefvices, unified message service providers, Intemet service providers) do
not. Customers of this latter sort — particularly in times of expansion — may be willing
to locate some or all of their telecommunications-related gear at or near the ALEC’s
location, if such an arrangement offers other benefits. To accommodate such customers
requires the ALEC to obtain more space in its own central offices than it needs for its
own operations, in order to accommodate customers’ collocated equipment. This
arrangement amounts to an economic trade-off of the costs of real estate and office
space (which the ALEC recovers through charges to its customers for (short) loops and
for collocation space) for the costs of loop plant to a distant customer location (which
the ALEC would recover purely through loop charges). An ALEC pursuing this strategy
would have switching resources and collocation space, as well as interconnection
facilities between the ALEC and the ILEC; such an ALEC will have few if any “loops”

— at least if a “loop” is construed to require outside plant.

Other ALEC strategies, involving still other mixes of telecommunications network
investments and other investments, are also possible. The point of the 1996 Act is to
create an environment where the arrangements a particular carrier deploys are driven by
economics, ingenuity and customer demand, as opposed to obsolete regulatory
categories and assumptions. In particular, ALECs should not be forced to replicate or
emulate legacy ILEC network multi-switch architectures by, for example, being forced
to construct (or otherwise acquire the use of) dedicated facilities between the ALEC’s

switch and multiple ILEC switches.

14
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Q. Would adoption of Verizon Florida’s position concerning the location of POls and

responsibility for transport have such an undesirable effect?

A. Yes, that is my understanding. While I have not been directly involved in the
negotiations between Verizon Florida and Global NAPs, 1 have reviewed Global NAPs’
Petition for arbitration,’ discussed the company’s position with Global NAPs’ counsel
for those negotiations; and reviewed Verizon Florida’s response to Global NAPs’

Petition.’
Q. Please outline Verizon Florida’s position as you understand it.

A. [t appears that Verizon Florida’s position is that it “does not dispute GNAPs option to
designate a single point of interconnection (“POI”) per LATA within Verizon’s
network.”® However, Verizon Florida asserts that “GNAPs éhould be financially
responsible for the consequences of exercising its option to designate only one POL™7

Moreover, Verizon Florida argues that Global NAPs’ proposal means that when a

4. In the Matter of Global Naps, Inc. Petition for Arbitration Pursuant to Section 47
U.S.C. § 252(b) of Interconnection Rates, Terms and Conditions with Verizon Florida, Inc.,
FL PSC Docket No. 011666-TP, Petition for Arbitration, December 20, 2001 (“Global
NAPs’ Petition™). :

5.1n the Matter of Global Naps, Inc. Petition for Arbitration Pursuant to Section 47
U.S.C. § 252(b) of Interconnection Rates, Terms and Conditions with Verizon Florida, Inc.,
FL PSC Docket No. 011666-TP, Response of Verizon-Florida, Inc., to Petition for
Arbitration of Global NAPS, Inc., January 16, 2002 (*Verizon Florida’s Response™).

6. Id., at page 6.
7. Id. (emphasis supplied).
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Verizon Florida customer calls a Global NAPs customer, Verizon will be required to
carry that call to the Global NAPs POI which “frequently will be outside the originating
local calling area.” Verizon Florida claims that Global NAPs is asking it to “subsidize

its entry into the marketplace.”™

Do you agree with Verizon Florida’s assertion that Verizon Florida is being asked to

subsidize Global NAPs’ entry and that this amounts to “corporate welfare”?’

. No. Verizon Florida’s assertions are unfounded. Global NAPs’ proposal also requires

Global NAPs to transport its originating traffic to the POI. Each carrier would be
responsible for transporting its originating traffic to the POL. Under the conditions
required by Verizon Florida, once Verizon delivers traffic to Global NAPs® “IP,” Global
NAPs becomes financially responsible to deliver this traffic to its switch. To do so
Global NAPs would be compelled to purchase transport from Verizon, self-provision the
transport to its switch, or purchase transport from a third party — thereby limiting the
ability of Global NAPs to take advantage of a network design based upon a single switch
per LATAY

8. 1d, at page 7.
9. Id
10. Id., at page 8.
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The differences between ILEC and ALEC network architectures, as well as the
substantially smaller scale of ALEC operations, are key sources of cost differences
between the two types of carriers.

Q. Is it reasonable to expect that an ALEC’s costs will differ, with respect to both level and

structure, from the cost conditions confronting an ILEC?

A. Indeed, yes. There are in fact two principal sources of cost variation as between an
ALEC and an ILEC with respect to the provision of local exchange service and, in
particular, the costs of transporting and terminating local calls: scale and facilities mix. 1

address each in turn.

Scale. The overall cost of constructing and operating a telecommunications network is
heavily affected by the overall volume of traffic and number of individual subscribers
that the network is designed to serve; that is, telecom networks are characterized by
substantial economics of scale and scope. As I have previously noted, ALECs serve a
far smaller customer population and carry far less traffic than do ILECs. Because they
are necessarily forced to operate at a far smaller scale, ALEC networks may exhibit

higher average costs than ILEC networks.

Q. Are there other ways in which an ALEC’s relatively small scale of operations may affect

the level of its costs?

A. Yes. The effects of these scale and scope economics are further compounded by the fact
that ILECs are able to purchase switching, transport and other network components at a

far more favorable price than their much smaller ALEC rivais. For example, testimony
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offered by Bell Atlantic/GTE in the 1998 FCC proceeding to consider the Joint
Application of Bell Atlantic and GTE for approval of their merger indicated that
following the merger the companies’ costs of equipment purchases would decrease
substantially due to the increased purchasing power of the newly formed company,
Verizon, relative to that of a stand alone GTE. Specifically, the Declaration of Doreen
Toben, Vice President and Controller of Bell Atlantic Corporation, stated that the
“merger of Bell Atlantic and GTE will produce substantial cost savings and revenue
improvements that are hard, real, and certain.”"! According to Toben, Bell Atlantic had
exceeded its projected savings and revenue enhancement resulting from its merger with
NYNEX: “The very substantial cost savings estimated at the time of the Bell Atlantic-
NYNEX merger were subsequently increased and the increased targets are being

achieved.”!?

Of course, even Verizon Florida standing alone, without reference to its parent company
or its affiliates, has some 2.4-million residential and business access lines in Florida, and
is much larger than any ALEC. Accordingly, it is entirely reasonable to expect that,
without the volume discounts available to a large ILEC such as Verizon, an ALEC will
experience higher capital-related costs. An ALEC’s capital-related costs will also tend
to exceed the corresponding ILEC items due to the substantiaily greater level of risk that
investors ascribe to ALECs. ALECs can thus expect to confront higher costs of debt and

equity capital as well as the need to recover their capital investments over a somewhat

11. In the Matter of GTE Corporation, Transferor, and Bell Atlantic Corporation,

Transfere. For Consent to Transfer of Control, Declaration of Doreen Toben, September 30,
1998, at para. 2.

12. Id, at para. 7.
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shorter period of time than would be required for an ILEC with more stable and

predictable demand.

Facilities Mix. All else being equal, an ALEC’s network will typically consist of
relatively less switching and relatively more transport or transport substitutes than would
an ILEC network. While switching costs are sensitive both to the number of call set-ups
as well as to aggregate call duration, transport costs tend to vary primarily with duration.
Accordingly, it is reasonable to expect that ALEC local usage costs will exhibit
proportionately greater duration-sensitivity and proportionately less set-up sensitivity

than do ILEC usage costs.

. Is a LEC’s choice of network architectures influenced by the level of traffic volumes

that it serves or anticipates serving?

. Yes, of course. The network design choices of the ALECs are particularly sensitive to

anticipated demand conditions. To understand this, we must first consider the factors
that drove the development of the ILEC networks. The design of the ILECs’
contemporary networks generally reflects their traditional role as monopoly service
providers serving all potential telephone service subscribers within their assigned
operating areas. Under those conditions, the efficient network design tended to require
an essentially ubiquitous deployment of distribution facilities, including distribution
cables placed down virtually every street and extending to every business office park,
high-rise building, and the like — whereupon traffic from those facilities was

aggregated into higher-capacity feeder cables and transported back to a relatively high
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number of local, end-office switches and (other than intra-switch calls) was switched
onto the interoffice transmission network for the transport of each cali to its intended
destination. Because ILECs serve close to 100% of the local service market, there is in
each community sufficient demand to support at least one, and often several, central
office switches or “remote service units” (“RSUs”). Consequently, the geographic areas
served by individual central office switches (or wire centers, in cases where switches for
several “exchanges” have been consolidated) tend to be relatively small and the lengths
of subscriber loops connecting the wire center with the customer’s premises tend to be

relatively short.

In contrast, a typical ALEC serves only a small fraction of the total customer base in any
single community. Because the demand is so much smaller than for ILEC services, it
would be extremely inefficient and costly for an ALEC to deploy a switch or even an
RSU in each local community it wishes to serve. Instead, an ALEC will typically use
one switch to serve all of its customers for a broad geographic area. An ALEC will
design its network to accommodate the actual locations of its customers (including
customers for whom location is variable, and might collocate with the ALEC) and their
actual demand characteristics under an architecture that can be expanded in a flexible

manner as demand for the ALEC’s services grows.
How do these different ALEC network architectures affect the issues in this proceeding?

Because Global NAPs will deploy a very different network architecture to meet the

needs of its customers than that used by Verizon, regulators must avoid the tendency to
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assume that there is something automatic, appropriate, or “natural” about the ILEC’s
network design, or that there is anything automatic, appropriate, or “natural” about
requiring ALECs to conform their operations to that design, whether for purposes of
interconnection points or otherwise. There is nothing automatically natural or
appropriate about the ILEC’s network design. It is essentially an accident of history in
any given case. Indeed, as will be seen, the very different ALEC network architectures
highlight the arbitrary (and obsolete) nature of ILEC “local calling” areas, whether for
incoming or outgoing calls. In other words, the interconnection issues to be arbitrated
by the Commission in this proceeding are directly affected by the fact that ALECs can,

should, and do use very different network architectures than that used by the ILEC.

An ALEC is not required to establish more than one Point of Interconnection in any
LATA in order to obtain LATA-wide coverage via that interconnection arrangement;
and is not financially responsible for transport costs outside of the ILEC’s local calling
area.

Q. Dr. Selwyn, what is Verizon Florida’s position relative to the right of Global NAPs to

establish a single POI in a LATA to interconnect with the ILEC?

A. As]l explained earlier in my testimony (pages 15-16), Verizon claims that it does not
dispute Global NAPs’ right to establish a single point of interconnection, but rather
proposes that multiple “Interconnection Points” be established for the purposes of
determining responsibility for the costs associated with the transport of traffic to the

single point of interconnection.”

13. Verizon Florida Response, at page 8.
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Q. Are you aware of whether this Commission has made a determination regarding the right

of a ALEC to interconnect with an ILEC’s network at a single point in 2 multi-tandem

LATA?

It is my understanding that this Commission’s decisions in past proceedings have
supported Global NAPs’ position that ALECs have the right to interconnect with the
ILEC at one point within a LATA." Specifically, in an arbitration between AT&T and
Verizon last year, the Commission found that “Interconnection obligations are imposed
on incumbents, not on competitors” and that “Competitors have the right to designate

single interconnection points per LATA.”"

Setting aside this Commission’s findings and Verizon’s position, are ILECs such as
Verizon Florida bound by any specific statutory or regulatory obligations relative to the
issue of establishing Points of Interconnection (POls) for the exchange of traffic with an

ALEC’s network?

Yes, 1 believe that they are. While I am not an attorney and am not offering a legal
opinion, from a policy standpoint it is clear to me that the FCC’s implementation of the
interconnection requirements of the Telecommunications Act defines the basic

framework within which the Commission should consider the question of points of

14. See Petition by AT&T Communications of the Southern States, Inc. d/b/a AT&T for

arbitration of certain terms and conditions of a proposed agreement with BellSouth
Telecommunications, Inc. pursuant to 47 U.S.C Section 252, Florida PSC Docket No.
000731-TP, Final Order on Arbitration, Issued June 28, 2001, at 43.

15.1d., at 44.
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interconnection and the costs of delivering traffic to them. The issue of the originating
local carrier’s responsibility has to be analyzed in the context of the obligations borne by
two interconnected local carriers, which largely has been spelled out in the
Telecommunications Act and the FCC’s implementation of its local interconnection

provisions.

As a threshold matter, it is important to understand that the interconnection requirements
adopted in the Telecommunications Act and developed in the FCC’s Interconnection
Order do not require or provide for symmetric treatment of ILECs and ALECs. Section
251(c)(2) obligates ILECs to interconnect with ALECs at any technically feasible point
on the ILEC’s network “(A) for the transmission and routing of telephone exchange
service and exchange access; (B) at any technically feasible point within the carrier’s
network; (C) that is at least equal in quality to that provided by the local exchange
carrier to itself or to any subsidiary, affiliate, or any other party to which the carrier
provides interconnection; and (D) on rates, terms, and conditions that are just,
reasonable, and nondiscriminatory...”; by contrast, Section 251(a)(1) confers upon ail
telecommunications carriers the duty “to interconnect directly or indirectly with the
facilities and equipment of other telecommunications carriers” but contains none of the

specifics that Section 251(c) applies to incumbent LECs.

. Why is the lack of symmetry between ILECs and ALECs with respect to their inter-

connection obligations important?
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A. The key point of this asymmetry is that both the Telecommunications Act as well as FCC
Rules hold that, in order to interconnect with an ILEC, a ALEC need establish only one
(1) point of interconnection (“POI”) with an [LEC at any technically feasible point
anywhere in each LATA. The Telecommunications Act and FCC Rules thus obligate
each ILEC to atlow such interconnection by a ALEC at any technically feasible point
that is designated by the ALEC.'® Moreover, FCC regulations do not grant the ILEC the
right to designate the point at which the other party must “pick up” the ILEC’s traffic.
In its Local Competition Order, the FCC explained:

The interconnection obligation of section 251(c)(2), discussed in this
section, allows competing carriers to choose the most efficient points at
which to exchange traffic with incumbent LECs, thereby lowering the
competing carriers’ costs of, among other things, transport and termination
of traffic.!”

The FCC identified the Act as the source of these differing obligations."

Q. Is there any prohibition against ILECs determining technically feasible interconnection

points and imposing those determinations upon interconnecting ALECs?

16. Rule 51.305(2)(2).

17. Implementation of the Local Competition Provisions in the Telecommunications Act
of 1996, rel. August 8, 1996, 11 FCC Red 15499, 15588 (emphasis supplied) (Local
Competition Order), aff’d in part and vacated in part sub nom., Competitive
Telecommunications Ass'nv. FCC, 117 F.3d 1068 (8® Cir. 1997) and Iowa Utils. Bd. v.
FCC, 120 F.3d 753 (8" Cir. 1997), aff’d in part and remanded, AT&T v. Iowa Utils. Bd,
119 S. Ct. 721 (1999).

18. Id, at para. 220.
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A. Iam not aware of any provision of the 4cf that says, in so many words, “ILECs may not

designate the locations at which CLECs must interconnect.” But that is the only rational
way to understand what the statute says and what the FCC says about it. As noted
above, the interconnection obligations of LECs and ILECs are specifically identified in
the Act, and ILECs’ obligations are different and more extensive than those of ALECs.

An ILEC may not assume some authority that is not provided for in the Acz.

Can you cite any specific actions taken by the FCC that support your interpretation of

the Act with respect to this issue?

Yes. First, the FCC promulgated Rule 51.223(a), which specifically forbids states from
imposing upon ALECs the obligations that Section 251(c) imposes upon ILECs. Section
251(c)(2) requires ILECs to allow interconnection at any technically feasible point on
their networks. Rule 51.223(a) indicates that ILECs have no similar right to dictate
where they will interconnect with ALECs’ networks. In fact, the FCC reiterated its
reasoning in connection with an interconnection dispute in Oregon, where the FCC
intervened and urged the court to reject US West’s argument that the Acf requires
competing carriers to interconnect in the same local exchange in which it provides local

service. The FCC explained:

Nothing in the 1996 Act or binding FCC regulations require a new entrant
to interconnect at multiple locations within a single LATA. Indeed, such a
requirement could be so costly to new entrants that it would thwart the
Act’s fundamental goal of opening local markets to competition."®

19. Memorandum of the FCC as Amicus Curiae at 20-21, US West Communications
(continued...)
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More recently, in its order on SBC’s Section 271 application for Texas, the FCC made
clear its view that under the Telecommunication Act, ALECs have the right to designate
the most efficient point from the ALEC's perspective at which to exchange traffic. As

the FCC explained:

New entrants may select the most efficient points at which to exchange
traffic with incumbent LECs, thereby lowering the competing carriers” cost
of, among other things, transport and termination.”®

The FCC was very specific:

Section 251, and our implementing ruies, require an incumbent LEC to
allow a competitive LEC to interconnect at any technicaily feasible point.
This means that a competitive LEC has the option to interconnect at only
one technically feasible point in each LATA”

Furthermore, the FCC confirmed this understanding in the Intercarrier Compensation
NPRM it issued in April 2001.7 At paragraph 72 of that NPRM, the FCC stated that

(...continued)
Inc. v. AT&T Communications of the Pacific Northwest, Inc., (D. Or. 1998) (No. CV 97-
1575- JE), emphasis supplied.

20. Memorandum Report and Order, Application of SBC Communications Inc.,
Southwestern Bell Telephone Company and Southwestern Bell Communications Services,
Inc. d/b/a Southwestern Bell Long Distance, Pursuant to Section 271 of the
Telecommunications Act of 1996 To Provide In-Region InterLATA Services in Texas, CC
Docket No. 00-635 at para. 78 (June 30, 2000).

21. 1d., at para. 78.

22. See In the Matter of Developing a Unified Intercarrier Compensation Regime,
Notice of Proposed Rulemaking, CC Docket No. 01-92, FCC 01-132 (rel. Apr. 27, 2001)
(“Intercarrvier Compensation NPRM”).

26

>
’F ECONCMICS AND
El/§ TECHNOLOGY. INc.



O 0 N1 N W A W N e

NS N S T S R N e e T T R T N
W N = O v o NN W h W e O

Florida PSC Docket No. 011666-TP LEEL.SELWYN

“under our current rules, interconnecting CLECs are obligated to provide one POI per

LATA®

All of this supports the conclusion that ALECs are entitied to designate one and only one
location at any technically feasible point within a LATA as their POI for that LATA,
and the ILEC is required to transport traffic to be interchanged with the ALEC between
the ILEC’s end office switches and that POI, with the ALEC assuming the obligation to
transport the traffic between the POI and the ALEC’s end office switches. Nowhere is
there any provision, either in the statute or in FCC rules, that would permit an ILEC to
force interconnecting ALECs to establish a POI within each ILEC local calling area or
to limit the ILEC’s obligations with respect to reciprocal compensation to only those
situations in which the POI is physically located within the ILEC local calling area
associated with the ILEC customer who originated the call or to whom the call is to be
terminated. Furthermore, the respective transport obligationé of the ILEC and the ALEC
on either side of their POI must encompass financial responsibility for the associated

costs of their transport as well as the physical transport activity itself.

This conclusion is also reinforced by considering the larger context of the Act. Asa
policy matter, it is unquestionable that the overriding purpose of the Act is to encourage
competition in the local exchange market. That purpose would be frustrated if the ILEC
could directly or indirectly force ALECs to incur costs to, in effect, duplicate the ILEC’s
ubiquitous embedded network. This anticompetitive result, however, is exactly what

would occur if ALECs were forced to pick up traffic from the ILECs in multiple

23. Id., at para. 72, citation omitted.
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locations. It would also amount to the same thing, and have equally anticompetitive
consequences, if the ILEC was able to shift financial responsibility for some or all of the
transport costs incurred on its side of the POI to the ALEC, which is responsible for the

transport that occurs on its side of the POL

Q. Are you aware of a whether this Commission has made a determination in previous
arbitrations relative to the responsibility of the ILEC for the costs of transport from the

point at which the call originates on its network to the POI?

A. Yes. Inits Final Order on Arbitration between AT&T and BellSouth last year, this
Commission found that AT&T could establish a single POI “with both parties assuming
financial responsibility for bringing their traffic to the AT& T-designated interconnection

»2* More recently, this Commission approved a Staff recommendation in the

point.
Commission’s Intercarrier Compensation proceeding.”” The Commission affirmed the

Staff’s recommendations that:

24. See AT&T Communications of the Southern States, Inc. d/b/a AT&T for arbitration
of certain terms and conditions of a proposed agreement with BellSouth
Telecommunications, Inc. pursuant to 47 U.S.C Section 252, Florida PSC Docket No.
000731-TP, Final Order on Arbitration, Issued June 28, 2001, at 46; See, also Investigation
into appropriate methods to compensate carriers for exchange of traffic subject to Section
251 of the Telecommunications Act of 1996, Florida PSC Docket No. 000075-TP, Special
Commission Conference Agenda, Issued November 21, 2001, which notes a Staff
Recommendation that the “originating carrier has the responsibility for delivering its traffic
to the point(s) of interconnection designated by the alternative local exchange company
(ALEC) in each LATA for the mutual exchange of traffic.”

25. Investigation into appropriate methods fo compensate carriers for exchange of
traffic subject to Section 251 of the Telecommunications Act of 1996, Florida PSC Docket
No. 000075-TP, Vote Sheet, December 5, 2001, at Issue 14.
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(a) An originating carrier has the responsibility for delivering its traffic to
the point(s) of interconnection designated by the alternative local exchange
company (ALEC) in each LATA for the mutual exchange of traffic. (b) An
originating carrier is precluded by FCC rules from charging a terminating
carrier for the cost of transport, or for the facilities used to transport the
originating carrier’s traffic, from its source to the point(s) of interconnec-
tion in a LATA. These rules require an originating carrier to compensate
the terminating carrier for transport and termination of traffic through
intercarrier compensation.”®

Commission Staff rejected the ILECs’ position, stating that: “If the ILEC proposals are
adopted, a terminating carrier would be responsible for paying a portion of the transport
costs of an originating carrier’s traffic. Staff believes such a system would appear to be
contrary to 47 C.F.R. 51.703(b), which prohibits a LEC from assessing charges on any

other carrier for traffic originating on the LEC’s network.” Recent actions by other

state regulatory commissions and the FCC support this Commission’s findings.”

Q. Please elaborate.

26. 1d.

27. Investigation into appropriate methods to compensate carriers for exchange of
traffic subject to Section 251 of the Telecommunications Act of 1996, Florida PSC Docket
No. 000075-TP, Memorandum from the Florida PSC Divisions of Competitive Services and
Legal Services, November 21, 2001, at 66.

28. See e.g., Intercarrier Compensation NPRM, at para. 70; Generic Proceeding on
Point of Interconnection and Virtual FX Issues, Georgia PSC Docket No. 13542-U, Final
Order, July 23, 2001, at 8; Joint Petition of AT&T Communications of New York, Inc., et. al.
Pursuant to Section 252(b) of the Telecommunications Act of 1996 for Arbitration to
Establish an Interconnection Agreement with Verizon New York, Inc., New York PSC Case
No. 01-C-0095, Order Resolving Arbitration Issues, 2001 N.Y. PUC LEXIS 495, July 30,
2001, at *50 {(emphasis supplied).
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A. In a Generic proceeding addressing interconnection issues in Georgia, the Georgia
Public Service Commission found that BellSouth was responsible for transporting its
traffic to the ALEC’s single POL.* The Commission reasoned that because the ALEC
also must bear the cost of transporting its originating traffic to the POI, the ILEC was
not being placed at a disadvantage, and that the requirement that the ILEC bear the costs
of transporting its originating traffic was “symmetrical, fair and consistent with the
Federal Act’s intent to promote competition.”® The Georgia Public Service
Commission’s decision explicitly contemplated the fact that the ALEC’s choice of a

single POI as opposed to multiple POIs would increase transport costs:

Assuming a CLEC’s choice to interconnect at a single point in the LATA
resulted in greater transport costs than if the CLEC established a POI in
each local calling area within the LATA,, it still does not lead to the
conclusion that the CLEC should bear the cost of transporting the fraffic to
the POI. To draw such a conclusion would be to argue that a CLEC should
pay a price for taking advantage of its right under the Federal Act as
construed by the FCC. Stated in the converse, it is to argue that an ILEC
should receive additional compensation for meeting its duty under the
Federal Act.! '

Q. Have any state Commissions in Verizon’s operating territory determined responsibility

for transport costs relative to interconnection?

29. Generic Proceeding on Point of Interconnection and Virtual FX Issues, Georgia
PSC Docket No. 13542-U, Final Order, July 23, 2001, at 8.

30. 1d.
31.1d,at7.
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A. Yes. In its Order Resolving Arbitration Issues between AT&T and Verizon New York

last year, the New York Public Service Commission rejected Verizon New York’s
proposal (which was similar to Verizon Florida's in this case) and determined that the
PSC would “keep in place the existing framework that makes each party responsible for
the costs associated with the traffic that their respective customers originate until it

reaches the point of interconnection.”?

- Requiring the terminating carrier to pay for transport that is beyond the originating

caller’s local calling area, but nevertheless on the originating carrier’s side of the POI,
violates the established interconnection obligations, and must be rejected. In this regard
— and, again, I am not a lawyer — I would direct the Commission’s attention to the
FCC’s discussion of inter-network transport costs in paragraph 1062 of the August 1996
Local Competition Order. In that discussion, the FCC is addressing how carriers should
split the cost of facilities used to link their two networks, and the FCC makes quite clear
that the originating carrier is responsible for the cost of getting its outbound traffic to the

interconnecting carrier. Specifically:

if the providing carrier provides one-way trunks that the interconnecting carrier
uses exclusively for sending terminating traffic to the providing carrier, then
the interconnecting carrier is to pay the providing carrier a rate that recovers the
full forward-looking economic cost of those trunks. The interconnecting
carrier, however, should not be required to pay the providing carrier for one-
way trunks in the opposite direction, which the providing carrier owns and uses
to send its own traffic to the interconmecting carrier . . . Carriers operating

32. Joint Petition of AT&T Communications of New York, Inc., et. al. Pursuant to

Section 252(b) of the Telecommunications Act of 1996 for Arbitration to Establish an
Interconnection Agreement with Verizon New York, Inc., NYPSC Case No. 01-C-0095,
Order Resolving Arbitration Issues, 2001 N.Y. PUC LEXIS 495, July 30, 2001, at *50
(emphasis supplied).
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under arrangements which do not comport with the principles we have set forth
above, shall be entitled to convert such arrangements so that each carrier is only
paying for the transport of traffic it originates, as of the effective date of this
order.”

Most recently, the FCC observed in paragraph 70 of its Intercarrier Compensation
NPRM that its current rules require that “the originating telecommunications carrier bear
the costs of transporting traffic to its point of interconnection with the terminating

carrier.”

. Is Verizon Florida attempting to shift financial responsibility for its originating transport

to GNAPs?

. Yes. As I explained earlier in my testimony (at pages 15-16), my understanding is that

Verizon Florida’s position in its negotiations with Global NAPs is that Global NAPs
should bear the costs of any transport that may be required to deliver the ILECs’
originated traffic to a single POL.** Specifically, its VGRIPS proposal seeks to establish
multiple “Points of Interconnection” that would designate the “the point on the network
where financial responsibility for the call changes hands.”™® Imposition of these

requirements would have the effect of shifting the ILECs’ financial responsibility for

33. Local Competition Order, at para. 1062, emphasis supplied.
34. Intercarrier Compensation NPRM, at para. 70.

35. See Verizon Florida Response, at page 8.

36. 1d., at 8.
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originating transport to Global NAPs, contrary to the principle that the FCC has

articulated.

The incremental costs that Verizon Florida would incur to transport calls to a single
POI within a LATA would be de minimis.

Q. Does an ILEC such as Verizon Florida typically incur transport costs for calls that it

originates and terminates within the same local calling area?

A. Yes. Local calling areas generally consist of a number of individual exchanges and in
some cases multiple central offices within individual exchanges. When an ILEC carries
a local call on an end-to-end basis (i.e., without a hand-off to another carrier), it
typically must transport that call from the originating end office to the terminating end
office, over interoffice facilities.”” For example, a local call from the Tampa exchange
to the Plant City exchange would require transport by Verizon Florida of about 15.5
miles between the two serving end offices.”® Exactly the same principle applies where
Global NAPs is provided with a single POI for LATA-wide access, the only difference

being the average distance over which the Verizon Florida transport would occur.

Q. Ifthe Commission were to adopt Global NAPs’ position and require Verizon Florida to

transport calls to a single POI in each LATA, would Verizon Florida incur significantly

37. The only exception is when the call is an entirely infraoffice call, e.g., a call placed
to a neighbor down the street. '

38. See Table 1 of Attachment 2 to my testimony.
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increased transport costs because of the additional distance those calls would be

transported?

. No, it would not. In fact, as I shall demonstrate below, the incremental costs that

Verizon Florida would incur to extend transport beyond the local calling area to a single
POI in each LATA are de minimis, in large part reflecting the drastic reductions in unit

costs for transport that advances in fiber optic transmission technology have produced.

. How would Verizon Florida transport outbound calls from its end users to Global NAPs,

if Global NAPs were to establish a POI within each local calling area?

. In order to provide this “local calling area transport,” Verizon Florida would utilize

interoffice trunks, tandem switching and various other network facilities. Where there is
arelatively high volume of traffic from a particular Verizon Florida end office to the
Global NAPs POI (typically at the T-1 level or above, approximately 250,000 minutes
per month), a “direct end office trunk” (“DEOT”) would be established between that end
office and the POL. The DEOT is typically “derived” from a larger transport facility
(e.g., a DS-3, OC-12 or larger “pipe”) and physically routed through cne or more
Verizon Florida buildings where its tandem switches are located, but not actually being
switched by those tandems. This “groomed traffic” can be carried very efficiently
between the Global NAPs POI and individual Verizon Florida end offices using one or
more dedicated DS-1 channels established and interconnected at the Verizon Florida
tandem building using digital access and cross-connect systems (“DACs”) or another

type of digital multiplexer. The only situations in which Global NAPs traffic would be
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physicaily switched through a Verizon Florida tandem switch is for low-volume end

offices and for “overflow” traffic where the DEOT is being fully utilized.

How does the work that Verizon Florida does in order to provide this “local calling area
transport” change if Verizon Florida is required to provide LATA-wide transport, i.e., to
provide transport between all of its end offices in, for example, the Tampa LATA and a

single Global NAPs POI?

. For the most part, the work that Verizon Florida is required to do is essentially the same,

but with two differences. First, the overall transport distance involved will be greater,
on average, if Verizon Fiorida provides “LATA-wide transport™ rather than “local
calling area transport.” Second, in some LATAs with more widely dispersed exchanges,
the routing can involve two ILEC tandem buildings rather than one. Again, however, as
long as the volume of traffic between the Verizon Florida end office and the Global
NAPs POl is at the DS-1 level or greater, the traffic will be routed through the tandem
switch building as a direct end office trunk, using a DACS rather than the tandem
switch. So for the most part, the principal source of difference in work — and cost — is
the additional distance that, on average, will be involved for LATA-wide vs. local

calling area transport.

. Is it possible to estimate the difference in average transport distance for local calling

area transport versus LATA-wide transport?
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A. Yes. In order to explain how this can be done, let me describe the methodology using a

highly simplified example. Suppose that the Verizon Florida local calling area around
the Global NAPs POI includes four end offices, A, B, C and D, at distances of 0, 5, 10
and 15 miles, respectively, from the Verizon Florida rate center in which the Globa}
NAPs POl is located. Suppose that office “A” exchanges 20,000 minutes per month
with Global NAPs, “B” exchanges 40,000 minutes, “C” exchanges 15,000 minutes, and
“Dy” exchanges 25,000 minutes (100,000 minutes total). These figures are summarized

on the following table:

Local Calling Area
Weighted Average Transport Distance

Percent
Exchange Distance from POI Traffic volume of total traffic
A 0 miles 20,000 20%
B 5 miles 40,000 40%
C 10 miles 15,000 15%
D 15 miles 25,000 25%
Weighted average 7.25 miles 100,000 100%
distance

From this data, we can calculate the weighted average distance for the full local calling

area by multiplying the distance to each Verizon Florida end office by the relative

percentage of total exchanged traffic associated with each Verizon Florida end office. In

this illustration, the weighted average distance is 7.25 miles.
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Now let's expand our illustration to a LATA-wide situation. End offices E, F, G and H

are in the same LATA but outside of the local calling area:

LATA-wide

Weighted Average Transport Distance

Percent

Distance from POI Traffic volume of total traffic

A 0 miles 20,000 13.97%

B 5 miles 40,000 27.77%

C 10 miles 15,000 10.42%

D 15 miles 25,000 17.36%

E 20 miles 25,000 17.36%

F 30 miles 15,000 10.42%

G 40 miles 3,000 2.08%

100 miles 1,000 0.69%

Weighted average 13.16 miles 144,000 100%
distance

Thus, for LATA-wide transport in this example, the weighted average distance is 13.16

miles, as compared with the 7.25 miles for local calling area transport. The additional

transport associated with LATA-wide transport vs. local calling area transport is the

difference between these two averages, i.e., 5.91 miles. Verizon Florida's cost for

LATA-wide transport vs. local calling area transport is thus whatever it costs per

minute, on average, for an additional 5.91 miles of transport.
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Q. How does that additional 5.91 miles of transport then translate into the additional cost of

LATA-wide transport?

. A DS-3 transport facility contains 672 voice (DS-0) channels. There are approximately

43,000 minutes in a month. Hence, the theoretically maximum capacity of a DS-3 trunk
is 672 x 43,000, or about 29-million minutes per month. Of course, that could occur
only under constant 24x7 use of all 672 channels. In actual practice, a DS-3 interoffice
trunk typically carries approximately 8.9-million minutes of traffic per month.*
Verizon Florida’s currently-tariffed transport DS-3 mileage rate element is $70.00%
Dividing that amount by the 8.9-million minutes, I calculated a voice-grade transport

rate per-minute per-mile of $0.00000190, i.e., about two ten-thousandths of a cent.

. But doesn't the DS-3 tariff also contain a “fixed” monthly rate in addition to the per-mile

rate?

Yes, but the non-distance-sensitive “fixed” monthly rate would apply for all distances,
both within and outside of the local calling area. If we were to compare the DS-3 rate

for a 10-mile facility with that for a 40-mile facility, the “fixed” component would be

39. This estimate was obtained from the testimony of BellSouth’s cost witness Cynthia

K. Cox before the Georgia Public Service Commission in Georgia PSC Docket No. 13542-U,
Direct Testimony of Cynthia K. Cox (BellSouth), April 3, 2001, at page 11. Ms. Cox
testified that a “level of 8.9 million minutes of traffic per month is typically equivalent to a
DS3 level.”

40. Verizon Florida, Inc., Facilities for Intrastate Access Tariff, Switched Access,
Section 6.6.2(G), Effective July 3, 2001.
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the same for both, and hence the only difference between the two would be the

additional 30 miles in the longer facility.

So, returning to our illustration, the additional price for a DS-3 interoffice trunk that is
15.5 miles in length vs. one that is 7.25 miles in length can be calculated by multiplying
the difference between these two distances, 5.91 miles, times the $70.00 rate per mile.
That works out to $413.7 per month. Dividing that additional cost by the 8.9-million
minutes that can typically be pumped through a DS-3 each month, we get a per-minute

cost of $0.000046483 per minute, i.e., around five one-thousandths of a cent.

So far we've been looking at an illustration, a hypothetical calculation. Have you been
able to perform this same type of calculation for an actual local calling area and LATA

served by Verizon Florida?

Yes. I have developed a cost estimate using this method for the Tampa LATA. In this
case, I have calculated the incremental costs that Verizon Florida would incur to
transport calls from its end users to a single POI in the Tampa LATA, relative to the
transport that Verizon Florida ordinarily would incur to complete calls that are entirely
within the local calling area of the exchange that contains that POI. To perform this
calculation, I have assumed that Global NAPs would locate a single POI in the Tampa

exchange. Tampa is served by a Verizon Florida tandem and is a major population
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center so it is reasonable to assume placement of a POI there.* Verizon Florida’s local

calling area for Tampa (assuming flat rate residential service) includes Plant City.*

How did you determine the average transport distance for each of these two cases?

For these calculations, I assumed that the volume of traffic from each Verizon Florida
central office is proportional to the number of access lines served out of that office. In
other words, I am assuming that each access line served by Verizon Florida is equally
likely to place a call to an access line served by Global NAPs. It is implemented by
using weighting factors that equal the percentage of the total number of access lines in
the given area (local calling area or LATA) that are served by any particular central
office. Those weighting factors are applied against the distance from the switch to the

POI location (Tampa).

Consider, for example, the calculation of the average transport distance within the
Tampa local calling area. Because Plant City switch PTCYFLXA serves 87.7% of the
lines within the Tampa local calling area, its distance to the Tampa base switch, 15.5
mtles, is weighted by 87.7%, to produce a weighted distance of 13.56 miles. When
combined with the weighted transport distance for the other central offices in the Tampa
local calling area, this produces an average weighted transport distance of 15.54 miles.

These calculations are shown in Table 1 of my Attachment 2.

41. The specific base point used for my calculations is the V and H location of Verizon

Florida switch TAMPFLXE.

42. GTE - Florida, General Services Tariff, 10® Revised Page 8, Effective December 3,

1997.
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Q. Did you foliow the same weighting process when performing the calculation of Verizon

Florida’s LATA-wide transport?

Yes. These calculations are presented in Table 2 in Attachment 2. As shown therein,
the average LATA-wide transport distance for calis originated by Verizon Florida
customers to the Tampa POI is 25.32 miles. Thus, after subtracting the 15.5 miles of
transport that occurs within the Tampa local calling area, the additional transport
distance to reach the single LATA-wide POl is 9.78 miles. See Table 3 of my
Attachment 2.

. How does this additional average transport distance of approximately 9.78 miles

translate into the additional transport costs associated with a single POI covering the
entire Tampa LATA vs. the case of having individual POIs for each local calling area in

that LATA?

. As I have previously discussed, a DS-3 transport facility contains 672 voice (DS-0)

channels. In all, a DS-3 interoffice trunk can carry approximately 8.9-million minutes of
traffic per month.®* Dividing Verizon Florida’s currently-tariffed dedicated transport

DS-3 mileage rate element of $70.00“ by 8.9-million minutes, I calculated a voice-grade

43. This estimate was obtained from the testimony of BellSouth’s cost witness Cynthia

K. Cox before the Georgia Public Service Commission in Georgia PSC Docket No. 13542-U,
Direct Testimony of Cynthia K. Cox (BellSouth), April 3, 2001, at page 11. Ms. Cox
testified that a “level of 8.9 million minutes of traffic per month is typically equivalent to a
DS3 level.”

44, Verizon Florida, Inc., Facilities For Intrastate Access, Section 6: Switched Access,
(continued...)
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transport rate per-minute per-mile of $0.00000787, i.e., about eight ten-thousandths of a
cent. Multiplying this per-mile rate by the 9.78 miles of additional transport associated
with a single POI vs. a POI in each of Verizon Florida’s local calling areas, I calculated
the average additional transport cost per minute at $0.00003725, i.e., about four one-
thousandths of a cent. See Table 3 in Attachment 2 to my testimony for the workpaper

showing this calculation.

. In your selection of the DS-3 level as the appropriate unit of transport capacity to apply

in this analysis, did you consider the fact that because Verizon Florida’s service territory
in Florida inciudes some smaller towns and rural areas, not all of its interoffice transport

routes face demand that is sufficiently high to utilize a DS-3 facility’s entire capacity?

. Yes, but I have concluded that the DS-3 level is appropriate to apply for this purpose

notwithstanding that some Verizon Florida exchanges may tyi)ically generate demand
that in aggregate falls below the DS-3's full capacity (i.e., 672 simultaneous voice calls).
First, Verizon Florida’s switching infrastructure in Florida includes 236 remote service
units (RSUs), which constitute just under 54% of its total of 439 central office switches
in the state. RSUs are typically used to serve access lines in smaller exchanges where it
is uneconomic to deploy a fully-functional standalone switch. Because an RSU connects
to a host switch by a so-~called “umbilical” fiber transport facility (which is typically of

DS-3 capacity and may traverse dozens of miles in its own right), the effect is that the

44. (...continued)

7th Revised Page 35, Effective July 3, 2001. The Switched Access rate has been used in this
case instead of the UNE rate on account of the ongoing investigation into pricing of
unbundled network elements by the FPSC; Docket NO. 990649B-TP; Order NO. PSC-02-
0090-PCO-TP.
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demand generated by those smaller exchanges served by RSUs is aggregated at the host
switch, thereby increasing the capacity requirements for transport from the host to other
points in the ILEC network. Thus, small exchanges that might otherwise require
interoffice transport at a small capacity level (e.g., 20-50 simultaneous voice grade calls)
are instead likely to be served by an RSU and a host with considerably larger interoffice

trunk connections.

Second, the economics of transport are better than linear, in that the cost of a DS-3
transport link is much less than the cost of 28 DS-1 facilities (which would provide
capacity equivalent to a DS-3), so that the break-even for employing a DS-3 is much
lower than a requirement that all 672 potential channels of a DS-3 must be utilized. For
these reasons, a DS-3 capacity is the appropriate choice for my cost analysis. Verizon
Florida also uses higher capacities than DS-3, such as OC-12, which are even cheaper

per channel.

. What conclusions do you draw from these calculations?

. These calculations demonstrate that the additional costs that Verizon Florida would

incur to transport traffic between a Global NAPs POI in Tampa and Verizon’s central
offices LATA-wide, relative to the costs that Verizon Florida would incur for transport
confined entirely within the Tampa local calling area, are extremely small, on the order

of four one-thousandths of a cent or, more likely, even less than that.
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Q. On that point, Verizon contended in its Brief in the Global NAPs arbitration in New

York that you had utilized “common transport” for your calculations when in fact the
method of transport being used was “dedicated transport.”* Did you do that, and are

you doing that here?

That entirely spurious criticism appears to have resulted from a fundamental
misunderstanding of the purpose of the study on the part of Verizon and its witnesses.
Apparently, they jumped to the “common transport” conclusion because I calculated a
“per-minute” cost, and “common transport” rates are typically expressed on a “per-
minute” basis. In fact, what I did in the New York case and what I am doing here is to
translate the tariffed monthly rate for a dedicated DS-3 interoffice trunk into a per-
minute amount by dividing that monthly rate by the typical traffic volume that would be

carried by an interoffice trunk each month, namely 8.9-million minutes.

Verizon also claims that for many low-volume central offices, the total utilized DS-3
interoffice trunk capacity is well below the 672 channel DS-3 limit, although it seems to
admit that DS-3 facilities would still be deployed. Verizon argued that “[m]ost likely,
the parties would not come close to exchanging 8.9 million MOUs per month on all the
transport paths.” Once again, Verizon entirely missed the point: The issue is not how
much traffic “the parties would come close to exchanging.” Indeed, it is entirely likely
that on many individual routes the amount of traffic being exchanged between an ALEC
and an ILEC will be extremely small. This is precisely why it is far more efficient for

the ILEC to provide the transport than for the ALEC to construct or lease dedicated

45. Verizon brief in GNAPs’ Arbitration, A.01-12-026, at 18-19.
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transport facilities, which is of course exactly what Verizon wants to force ALECs to do.
And as for those cases where the ILEC's own traffic on a given route is well below the
maximum 672-channel capacity of a DS-3, the incremental cost of additional channels
to handle the traffic exchanged with ALECs will be even lower than the costs calculated
by the methodology that I am usiﬁg, because the ILECs will then be able to utilize idle

capacity that they already have, in existing DS-3 facilities.

The matter of whether Verizon would utilize common or dedicated transport to carry the
GNAPs traffic between its end offices and the GNAPs POl is entirely immaterial to this
cost calculation. The ILEC provides transport, local switching, and in some cases
tandem switching whether the transport is confined to the local calling areas or LATA-
wide. The only difference between what the ILEC does in the case of “local calling area
transport” and “LATA-wide transport™ relates to distance, and it is that differential in

distance that my study calculates.

Q. Wouldn’t Global NAPs incur costs of this same order-of-magnitude if it were required to
deploy its own transport network rather than having Verizon Florida perform this

function?

A. No, Global NAPs would incur significantly higher costs if it were forced to undertake

that transport on its own network. Because Verizon Florida serves some 2.4-million
access lines statewide, it is able to operate at a scale much larger than any one ALEC
such as Global NAPs, and therefore enjoys scale economies that are not available to

ALECs. The costs of fiber optic transport facilities are particularly sensitive to scale,
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e.g., the unit cost of carrying an additional voice grade circuit on an OC-3 transport
system (which equates to 2016 voice grade channels) is much less than the comparable
unit cost for an OC-1 transport system (672 channels). It is contrary to the public policy
goal of promoting telecommunications competition to require that ALECs construct
their own inefficient networks. Indeed, assuring that ALECs are able to access and
benefit from the extreme economies of scale that are present in ILEC networks as a
result of their massive embedded customer base and ubiquitous coverage was one of the
express goals of the Telecommunications Act and, in particular, of Sections 251 and 252,
which expressly require that ILECs provide ALECs with access to their networks on an

unbundiled basis at forward-looking cost-based rates.

Verizon Florida should not be allowed to prohibit Giobal NAPs from offering Foreign
Exchange service to its customers using “virtual” NXX arrangements, given that the
ILECS’ costs are not affected by that practice and the companies themselves offer FX
service in which “virtual” telephone numbers are assigned to the FX customer.

Q. Dr. Selwyn, can you summarize the issue concerning the use of “virtual” NXX

arrangements that the Commission must arbitrate in this case?

A. Yes. Inits proposed interconnection agreement with Global NAPs, Verizon Florida has
taken the position that Global NAPs’ local calling areas should mirror Verizon’s local
calling areas for the purposes of reciprocal compensation.” Global NAPs and other
ALECs employ non-geographic assignments of NPA-NXX codes, sometimes referred to
as “virtual” NXX arrangements, in order to offer a service to their customers that

competes directly with Verizon Florida’s own longstanding Foreign Exchange (FX)

46. See, Verizon Florida’s Response, at page 18.
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service. The ILECs consider those arrangements to amount to an evasion of the retail
toll tariffs they apply to their own end users (who may place such calls), and thus want
to compel ALECs to conform to Verizon Florida’s established local calling area

definitions and a geographically-linked application of NPA-NXX codes.

Significantly, Verizon Florida offers its own customers several types of serving
arrangements wherein the telephone number that is assigned to the customer is not rated
in the same exchange as the customer is physically located and where the service is
physically provided. One such service arrangement that ILECs have traditionally
offered for decades is known as “Foreign Exchange” (“FX”) service. By seeking the
opportunity to define and utilize virtual NXX codes, Global NAPs is seeking to provide
its customers with services and serving arrangements that are comparable to and

competitive with those currently being offered by Verizon Florida.”

. Has this Commission made a finding with respect to the right of ALECs to define and

utilize virtual NXX codes in competition with an ILEC’s foreign exchange service?

. Yes. The Commission recently determined that carriers in the state may establish

VNXX services to customers outside the rate center in which the telephone is homed.*®

The Commission voted to approve a staff recommendation under which carriers would

47. See, Verizon Florida, Inc., General Services Tariff, Section 9, Third Revised Page

1, Effective September 1, 2001.

48. Investigation into appropriate methods to compensate carriers for exchange of

traffic subject to Section 251 of the Telecommunications Act of 1996, Florida PSC Docket
No. 000075-TP, Vote Sheet, December 5, 2001, at Issue 15.
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be “permitted to assign telephone numbers to end users physically located outside the
rate center to which the telephone is homed, within the same LATA.” While not

mandating the form of intercarrier compensation to govern VNXX ftraffic, it approved
the staff recommendation that “virtual NXX traffic and FX traffic be treated the same

for intercarrier compensation purposes.”™

. Please explain how local calling areas enter in to the issue of “virtual” NXX code

assignments?

. Recall that a local calling area generally consists of one or more individual exchanges

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

one wire center.””

49. 1d.

50. The precise definition of a local calling area tends to be more complex. Over time,

most states have established one or more “optional extended area calling” arrangements
under which the same call might be rated as toll for a customer that does not subscribe to the
extended arrangement, but local for one who does. However, I will use the term “local
calling area” to refer to the rate centers that a subscriber can call without incurring a toll
(continued...)
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The definition of local calling areas is fundamental to the “virtual” NXX issue, because
the only reason anyone would ever care about assigning a customer in one location a
telephone number with an NXX code associated with another location — that is, the
“virtual” NXX issue — is if it matters that the customer is not in the local calling area
associated with the assigned telephone number. Traditionally, local calling area
boundaries have served to delineate the rating treatment for an ordinary POTS call, i.e.
whether it would be rated according to the ILEC’s local service tariff, or whether toll
charges would apply. In order to fully understand the ramifications of allowing “virtual”
NXX code assignments, one first needs to consider how NPA-NXX codes are used for

POTS call rating and routing.

. How does a telephone company determine, for any given call, whether it is a local call

or if a toll charge applies?

. The area code (NPA) and central office code (NXX) of a telephone number (NPA-NXX)

are, with limited exceptions, mapped specifically to a particular exchange. For example,
the 215-369 NPA-NXX uniquely specifies the Yardley exchange. There may be, and
(particularly for urban areas usually are) more than one NPA-NXX code associated with
an exchange; since the onset of local telephone service competition, some of the NPA-
NXX codes may be “held” by the incumbent LEC while others may be assigned to
(“held by”) one or more ALECs. When a call is placed, the dialed number is examined

by the originating central office switch to determine whether to route the call directly to

50. (...continued)

charge from a basic one-party flat rate residential (1FR) or business (1FB) access line, i.e.,
the subscriber’s home exchange and EAS exchanges.
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the central office serving the dialed NPA-NXX or whether to route the call through an
intermediate switching entity known as a tandem switch. The central office thus
“translates” the dialed number into a routing for the call. It may also determine, through
a lookup in a reference table maintained in the switch itself, whether, based upon the
dialed NPA-NXX code, the call is to be rated as “local” or “toll.” In some cases, this
determination may affect the dialing sequence that the customer is required to use in
order to place the call. The rating of the call for billing purposes is also based upon the
dialed NPA-NXX, with the billing software looking to reference tables for the treatment
and applicable rate for a call originated at one NPA-NXX and terminated at another
NPA-NXX.

Why was the “local” versus “toll” distinction originally established in the early days of
the telephone industry?

The “local” versus “toll” distinction essentially grew out of the architecture of the
earliest telephone networks. Originally, an exchange generally referred to the
geographic area served by a manual switchboard to which ali of the telephone lines
within that exchange were connected. An operator would complete “local” calls by
physically plugging the calling party’s line into the called party’s line using a patch
cord. If the call was destined to a customer served by a different switchboard (i.e., in a
different exchange), the operator would signal the terminating switchboard and instruct
the operator at that location as to which phone line the call was to be connected.
Generally, such “inter-exchange” calls were rated as “toll” and additional charges for the

call would apply. For calls to nearby exchanges, direct trunks would interconnect the
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individual switchboards; however, for longer distances, one or more intermediate
switchboards would be involved in interconnecting trunks so as to achieve the desired
end-to-end connection. Distance was thus a major factor in both the complexity and the

cost of individual calls.

As the number of telephone lines increased and mechanized switches replaced cord
switchboards, the “exchange” began to take on more administrative properties rather
than the physical properties associated with individual switchboards. Multipie central
office switches could — and did — serve the same “exchange,” and local calling was
extended to include nearby exchanges as well as the subscriber’s “home” exchange.
Nevertheless, maintaining a rating distinction between local and toli calls made sense for
many years, because it generally reflected significant distance-based cost differences |

between the two classes of calls.

In today’s modern digital telecommunications networks, is the local/toli rating
distinction still supported by distance-based cost differences between “local” and “toil”

calls?

No. The explosion in telecommunications technology over the past two decades, and
particularly the enormous gains in fiber optic transmission systems capacity that
discussed earlier in my testimony (page 12), has reduced the cost of telephone usage to a
mere fraction of a cent per minute. It also has made any physical distinction that may
have once existed as between “local” and “toll” calls all but obsolete, and has essentially

eliminated distance as a cost-driver for all telephone calls.
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Q. Has distance in fact ceased to be a basis for pricing in those sectors of the telecommuni-

cations industry that are now or that have become robustly competitive?

. Yes. It is now widely recognized that both the long distance and wireless service

markets are characterized by intense competition. Distance has all but disappeared
entirely in interstate long distance pricing structures. Under most of the pricing plans
being offered by interexchange carriers to residential and business consumers, the price
of a 39-mile interstate toll call from Tallahassee, Florida to Bainbridge, Georgia is
exactly the same as the price of a 2,226-mile call from Tallahassee to San Francisco,
California. Notably, AT&T recently introduced an “AT&T Unlimited Plan” that offers
unlimited interLATA and intral. ATA direct-dialed toll calling to other AT&T residential
toll subscribers nationwide for a flat $19.95 a month, with a non-distance-sensitive
charge of $0.07 per minute for the same types of calls to non-AT&T subscribers.”
Distance-based charges have also disappeared in the international long distance market
as well, although country-specific price differences, based upon factors other than

distance, persist.

Wireless carriers have also largely eliminated distance as a pricing element. Prior to the
entry of PCS competition, cellular carriers offered very limited local calling areas (often
replicating precisely the local calling area defined by the ILEC for the exchange in
which a particular cell phone was rated), and also imposed high “roaming” charges for

outward calls that were originated outside of the customers “home” service territory

51. “AT&T Unlimited Plan” at http://www.shop.att.com/wrapper?portal=shopatt&

bannerid=IL.B01 1DRTTV&product=shopatt_orp2p), accessed 3/7/02.
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(even where the call was originated from another service territory controlled by the same
cellular carrier). As PCS carriers came into the market, they began to offer extended,
sometimes nationwide, local calling, and have also introduced calling plans that
eliminate most or ail roaming charges. Both Sprint PCS and AT&T Wireless Services
have been offering standard calling plans that make no distinction as between “local”
and “long distance” calls or otherwise charge on the basis of distance.”> Competitive
pressure from these companies has forced incumbent cellular carriers such as Verizon
Wireless or Cingular Wireless to adopt similar non-distance-sensitive pricing plans. For
example, Verizon Wireless offers calling plans that are marketed as having no roaming

or long distance charges for calling anywhere within the United States.”

In fact, one of the only segments of the telecommunications industry where distance-
based pricing (in the form of local/toll distinctions and/or mileage-based rates) persists is
in the largely noncompetitive /ocal telecommunications sector; indeed, the fact that this
pricing remnant of a monopoly era persists in the case of local telephone services serves

to confirm the utter lack of effective competition in this sector.

52. The Sprint PCS “Real Nationwide Long Distance Included” plans provide various

usage packages for a flat monthly fee, after which a distance-insensitive charge of $0.40 per
minute applies. See,

http://www1.sprintpcs.com/explore/servicePlansOptions V2/PlansOptions.jsp (accessed
01/09/02).

53. See, for example, the “SingleRate™ plans currently being offered by Verizon
Wireless, at
http://www.verizonwireless.com/ics/plsql/customize.intro?p_section=PLANS_PRICING
(accessed 3/12/02).
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Q. Isit appropriate for competing carriers to adopt local calling area definitions that differ

from those of the ILEC?

A. Indeed it is. One of the primary public policy goals of introducing competition into the
local telecommunications market has been specifically to encourage and stimulate
innovation in the nature of the services that are being offered. ALECs should not be
limited to competing solely with respect to price, nor should they be expected to become
mere “clones” of the ILEC with respect to the services they offer. And indeed, the
extent of the local calling area is itself becoming something that some ALECs see as an
opportunity to differentiate their products from those being offered by the ILEC. An
ALEC might, for example, offer its customers a larger local calling area than that being
offered by the ILEC as a means for attracting customers or, altematively, might choose
to offer a smaller local calling area than the ILEC’s service provides, ata
correspondingly lower price. ILECs themselves are also chaﬁging the definition of
“local calling area” by introducing optional calling plans that provide for extended area

local calling including, in some cases, all exchanges within the subscriber’s LATA.*

This is not to say that establishing larger local calling areas — whether inward or
outward — will necessarily be the optimal competitive strategy for all ALECs, or even
for the ILEC. One of the effects of decades of tight regulation of ILEC local service

plans has been that we don’t really know what combinations of price, inward/outward

54. Indeed, in some locations, ILECs have established optional calling plans that allow
unlimited, flat-rated calling — “local” in all relevant respects — to all locations within an
entire LATA. This type of arrangement only highlights that even in the case of the ILEC,
the distinction between “local” and “toll” is largely arbitrary in terms of network technology
and the underlying costs of providing service.
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calling areas, and other features will appeal to different segments of the market. So, for
an initial period — in fact, likely lasting for several years — I would expect to see
different ALECs experimenting with different service plans, as long as regulators grant

them the necessary flexibility to do so.

Q. How important is it to ALECs such as Global NAPs to be granted the flexibility to make

non-geographic assignments of NPA-NXX codes to their customers?

A. It is extremely important, because such “virtual” NXX use of code assignments allows
ALECs such as Global NAPs to overcome the constraints ordinarily imposed upon their
customer’s inward local calling area definitions by the ILEC’s conventional local calling
areas and to be able to compete with comparable “virtual” services being offered by
Verizon Florida. The problem is that in the case of incoming calls, the local calling area
applicable to the calling party (who we can assume is most likely to be an ILEC
customer) will necessarily govern the rate treatment for the call. Recall from our earlier
discussion that the determination as to whether a particular call is to be rated as iocal or
toll will be based upon the NPA-NXX code of the called telephone number. An ALEC
can define an expanded outward local calling area for its customer simply by placing the
NPA-NXX codes for one or more additional exchanges into the (outward) local rating
table of its switches. Under current rules, however, there is no corresponding
requirement for an ILEC to symmetrically place the same NPA-NXX code(s) within the
local rate tables of its switches, so that ordinarily calls to those NPA-NXXs will be rated
at toll calls. However, the “virtual” NXX solution allows a ALEC to compete with

Verizon Florida’s FX service.
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Q. Does it constitute an evasion of the ILEC’s toll tariff, if a ALEC uses the “virtual” NXX

method to establish one or more locally-rated inbound routes that otherwise would be

subject to toll rates if placed to an ILEC subscriber in the same rate center 7

. No, not in my opinion. As I have explained earlier in my testimony, the prevailing

distinction between “local” and “toll” is an artifact of historic network architectures and
technological conditions that may no longer be applicable. There is no reason why
competitive marketplace forces should not be permitted to expand or otherwise reshape
the traditional definition of “local calling” and perhaps to eliminate the notion of
“intraLATA toll” altogether, especially given that call distance no longer influences
costs in the manner that it did when the “local” versus “toll” pricing distinction was first

established.

Moreover, as I have noted, the ILECs have for many years offered Foreign Exchange
(FX) services, which allow customers to expand their inward local calling areas in
essentially the same way that ALECs seek to do through “virtual” NXX arrangements.*
In fact, some ILECs have described the ALECs’ expanded inward calling area services

as a “Virtual Foreign Exchange” type of service.

Q. How does a traditional ILEC FX service work?

55. See, Verizon Florida, Inc., General Services Tariff, Section 9, Third Revised Page

1, Effective September 1, 2001.
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1 A. Suppose that a customer located in exchange A might want a local telephone number
2 presence in exchange B, from which exchange A would otherwise be a toll call. A calier
3 in exchange B dials the FX number as a local call to exchange B, yet the call is
4 physically delivered to the FX customer located in exchange A. Usually, but not always,
5 the FX service involves a leased line connecting the central offices in the two exchanges.
6 The FX customer pays for the dial tone line in exchange B and pays for the leased line
7 between exchange B and exchange A. Sometimes, the ILEC may elect to provision the
8 FX service via a switched rather than a dedicated igterexchange connection. Such an
9 arrangement, if used, is (supposed to be) transparent to the customer, who will still be
10 charged a flat monthly rate for the leased line. Regardless of how the FX service is
11 priced by the ILEC, the essential fact is that the ILECs have tariffed FX services that
12 allow their end users to place calls to points beyond their local calling area and avoid
13 incurring toll charges, just as ALECs such as Global NAPs seek to do by offering the
14 “virtual FX” services made possible by non-geographic NPA-NXX code assignments.
15

16  Verizon Florida’s transport cests are entirely unaffected by the location at which
17  Global NAPs terminates a Verizon Florida-originated call to a Global NAPs customer.
18

19 Q. Dr. Selwyn, consider the case where a Verizon Florida end user places acallto a

20 customer served by Global NAPs in Florida. Would the costs incurred by Verizon
21 Florida vary at all depending upon whether Global NAPs delivered that callto a
22 telephone number with a geographic NPA-NXX code assignment, versus a non-
23 geographic assignment?
24
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A. No, not at all. As I shall demonstrate, the costs that an ILEC incurs in carrying and

handing off originating traffic to ALECs is entirely unaffected by the location at which
the ALEC delivers the call to the ALEC’s end user customer. As long as the ALEC
establishes a POI within the LATA, it should be allowed to offer service in any rate
center in the LATA and to terminate calls dialed to that rate center at any location it
wishes. Thus, it is entirely reasonable and appropriate that ALECs be permitted to
assign NPA-NXX codes to end users outside the rate center in which the NPA-NXX is

homed and still be entitled to full reciprocal compensation with respect to such calls.

To be sure, an ILEC’s revenues may well be affected by, for example, an ALEC’s
decision to offer a larger local calling area than that being offered by the ILEC, but that
impact is a competitive loss to the ILEC to which it has ample opportunity to respond
competitively, for example, by offering its own customers expanded inward (and
perhaps outward as well) local calling. An ILEC should not be permitted to escape the
financial consequences of its failure to successfully compete by refusing to compensate
other competing carriers for work that they have legitimately performed, nor should it be
permitted to prevent its competitors from introducing new and innovative services that

amount to more than merely parroting of the ILEC’s traditional offerings.

How is it that the cost to the ILEC is not affected by the location at which the ALEC

delivers traffic to its customers?

. Perhaps the best way to explain this point is by way of examples. Please refer to Figure

1 below. In this example, the call is originated by an ILEC customer in Sarasota and is
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delivered by the ILEC to an ALEC in Tampa via a Point of Interconnection located in
Sarasota. The ALEC’s customer to whom the call was directed is also located in
Sarasota, and so the ALEC needs to transport the call back to the delivery point in
Sarasota. In this example, both of the ILEC’s conditions for reciprocal compensation
have been met, i.e., the POI is located within the local calling area of the originating
ILEC access line (i.e., in Sarasota), and the call is terminated to a ALEC customer who
is also located within the local calling area of the originating ILEC access line in

Sarasota.

59

k-3
T ECONOMICS AND
Ellz TecHNOLOGY. Inc.



Florida PSC Docket No. 011666-TP LEEL. SELWYN

Sarasota Rate Center
s Originating
Terminating .
Telephone xﬁgghone Line
(CLEC) (LEC)
ILEC
Central
Office
POI
—————————— Transport
provided by
ILEC ILEC
Tandem
Transport
provided by
CLEC CLEC
Switch
Tampa Zone 1 Rate Center
Figure 1. Call originated by an ILEC customer in Sarasota to a CLEC customer in
Sarasota and delivered by the ILEC to a CLEC in Tampa (Zone 1) via a Point of
Interconnection located in Sarasota.
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Now let’s change the facts of this example so as to violate one of the two assumed
conditions for reciprocal compensation. Here, the ILEC’s Sarasota customer still dials a
Sarasota telebhone number (i.e., an ALEC NPA-NXX that is rated tc Sarasota), but
instead of the ALEC delivering the call to an ALEC customer in Sarasota as in the
previous example, the ALEC delivers the call to an ALEC customer physically located
in Tampa. Note that the POI at which ILEC hands off the call to the ALEC is still in
Sarasota, i.e., still within the local calling area of the ILEC access line that originated the
call. In this circumstance, the physical location of the point of delivery (Tampa in this
case) is not within the local calling area of the originating ILEC telephone and, as 1
understand it, an ILEC placing such limits on reciprocal compensation would argue that

this is not a “local” call and that no reciprocal compensation is required in this case.

Is there any difference in the work that ILEC would be required to perform in handing

off the originated call to the ALEC as between these two examples?

. No, and that is the essential point of these examples: In both of these cases, the ILEC’s

work — and its costs — are absolutely identical. The sole distinction between the two
examples lies in what the 4ALEC does once it receives the call from ILEC at thé POL In
the first case (Figure 1), the ALEC hauls (transports) the call all the way back from
Tampa to Sarasota; in the second case (Figure 2), the ALEC delivers the callto a
customer located near its Tampa switch. In both of these cases, the ILEC carries the call
from the originating telephone to the Sarasota POI, and so its work is entirely unaffected

by where the ALEC ultimately delivers the call.

61

-3
‘ZT’ ECONOMICS AND
El/s TeCHNOLOGY. Inc.



Florida PSC Docket No. 011666-TP LEE L. SELWYN

Sarasota Rate Center
Originating
Telephone Line
(ILEC)
ILEC
Central
Office
POI
---------- Transport
provided by ILEC
ILEC Tandem
Transport
provided by Terminating
CLEC Telephone (A& - gvl;,f;
(CLEC)
Tampa Zone 1 Rate Center
Figure 2. Call originatedbymI[,ECcustonlerinSarasotatoaCLECcﬁstomerin
Tampa (Zone 1) and delivered by the ILEC to a CLEC in Tampa (Zone 1) viaa
Point of Interconnection located in Sarasota.
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Q. What if you were to eliminate the condition that a Point of Interconnection must be

established in each local calling area. Does the location of the point of delivery by the

ALEC toits end user customer then affect the ILEC’s costs?

. No, it does not. To see why, please refer to Figures 3 and 4 below, which correspond

with Figures 1 and 2, respectively, except that in these two cases I am assuming that the
POI is now located in Tampa. In Figure 3, the ILEC customer in Sarasota dials an
ALEC number rated to Sarasota, as before. Because the POI is in Tampa, the ILEC is
required to transport the call over its network to Tampa, where it is handed off to the
ALEC. Asin Figure 1, the ALEC then transports the call over the ALEC’s network back
to Sarasota for delivery to its customer. In Figure 4, the [ILEC customer in Sarasota also
dials an ALEC number rated to Sarasota, and the ILEC transports the call to the POl in
Tampa. However, as in Figure 2, the call is then delivered by the ALEC to an ALEC
customer in Tampa rather than in Sarasota. As was the case as between Figures 1 and 2,
there is absolutely no difference in the work that the ILEC is called upon to perform as
between Figures 3 and 4. In both of these cases, the ILEC transports the originating call
from its Sarasota customer to the ALEC POI in Tampa; the location where the ALEC

ultimately delivers the call has no effect whatsoever upon ILEC's work or its costs.
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Figure 3. Call originated by an ILEC customer in Sarasota to a CLEC customer in
Sarasota and delivered by the ILEC to a CLEC in Tampa (Zone 1) via a Point of
Interconnection located in Tampa (Zone 1).
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Telephone
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Figure 4. Call originated by an ILEC customer in Sarasota to a CLEC customer in
Tampa (Zone 1) and delivered by the ILEC to a CLEC in Tampa (Zone 1) via a
Point of Interconnection located in Tampa (Zone 1).

Tampa Zone 1 Rate Center
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Q. You have suggested that the only impact upon the ILEC arising out of Global NAPs’

decision as to the point of delivery of a given call lies in the possibility that the ILEC

might sustain a competitive revenue loss. Please elaborate on this point.

Suppose that, under the Verizon Florida tariff, a toll charge may apply for calls beyond a
certain distance or between non-contiguous exchanges, whereas an ALEC, in an effort to
differentiate its service from that of the ILEC and also to offer potential customers some
additional service features that are not being offered by the ILEC, treats some of these
calls as “local” and thus imposes no specific charge for the call. If, as a result of the
ALEC’s offering, some of the ILEC’s customers are persuaded to switch over to the
ALEC’s service, the ILEC will sustain a loss of both local and toll revenue. Such a loss
of business is a direct and inescapable outcome of competition; Verizon Florida can
either respond by reducing or eliminating its own (toll) charges for these calls (thereby
sustaining some revenue loss), or risk losing customers to theA less expensive ALEC
service (thereby also sustaining some revenue loss). The issue here is entirely one of
pricing and competitive response, not one of policy. In many cases, however, even that
potential loss of revenue can be overcome if Verizon were to adopt more competitively

rational pricing metrics.

You stated that in some cases Verizon Florida may sustain a loss of toll revenue. Why
would that not arise in all cases where the ALEC provides “free” service over a route for

which the incumbent imposes a charge?
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A. This is because in many cases where the incumbent imposes a toll charge, its customers

do not use the service as much or even at all. For example, as we have previously
discussed, many customers reach their Internet Service Provider (“ISP”) by dialing a
number rated in the customer’s home community that the LEC (Verizon Florida or an
ALEC) ultimately delivers to the ISP at a distant point. In the examples we were
discussing earlier and that are illustrated in Figures 1 through 4, suppose that the ISP’s
end-user customer takes local telephone service from Verizon Florida in Sarasota, and
that the call is handed off to an ALEC, which then delivers the call to an ISP in Tampa.
One might argue that this arrangement deprives Verizon Florida of the toll revenue it
would otherwise have received were this virtual FX arrangement not in place. In reality,
the Sarasota customer would have been unlikely to have called the Tampa ISP on a toll
call basis in the first place, and would instead have selected a different ISP with a
Sarasota presence; chosen another (non-dial up) method to access the Internet; or simply
not used the Internet at all. In any case, Verizon Florida would not have received any
toll (or expanded “local”) revenue. Hence, in this circumstance, the only “revenue loss”
to Verizon Florida is a theoretical one based upon the “what might have been” rather

than the “what actually was.”

. Why is it not appropriate, as an economic matter, for Verizon Florida to be allowed to

recover its “opportunity cost” when providing interconnection and other network

functionality to ALECs?

In competitive markets, prices are expected to closely approximate costs, and so a loss

of revenues (e.g., as a result of a loss of a customer to a competitor) would be expected
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to be roughly offset by a corresponding decrease in cost. If the price of a product or
service 1s set (and sustainable) at a level that is well in excess of cost, for example,
intraLATA toll rates, then the potential for a loss of business does present an opportunity
cost. Suppose that the price of an intralLATA toll call is 10 cents per minute while its
cost is one cent per minute. If Verizon Florida provides interconnection and other
services to Global NAPs and as a result Global NAPs is able to attract some Verizon
Florida toll users to the Global NAPs service, Verizon Florida might consider that
foregone toll revenue to be an “opportunity cost” of the services it furnishes to Global
NAPs. However, this does not mean that Verizon Florida shouid be entitled to recover
such “competitive losses”? The interconnection agreement between the parties must not
work to limit Global NAPs’ ability to compete and in so doing afford special protection

to the ILECs' market, pricing practices, or other aspects of its incumbency.

While attempting to shut down ALEC competition in the market for dial-up ISP access
services by prohibiting ALEC use of virtual NXX codes, Verizon has itself created a
single “500” number statewide local calling mechanism for use by its own ISP affiliate,
Verizon Online, under an arrangement that is not, as a practical matter, available to
ALECs, and can be expected to attempt to introduce this same serving arrangement in
Florida.

Q. Dr. Selwyn, you have described Verizon Florida’s opposition to Global NAPs’ use of
VNXX-based services that could be used to offer local dial-up access to ISPs. Does
Verizon offer a similar type of wide area local dial-up access to its own ISP affiliate,

Verizon Online?
A. Indeed it does. While it does not appear that Verizon is currently providing such a
service in Florida, Verizon is currently providing local dial-up access to its ISP affiliate
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in numerous other states, including all six New England states and in New Jersey, New
York, Pennsylvania, Delaware, Maryland, the District of Columbia, and Virginia (see
Attachment 3 to my testimony). In fact, Verizon Online offers its dial-up subscribers
not just LATA-wide or statewide access, but region-wide single-number local call
access via a “500" number, 500-699-9900 (/d.) These “500" numbers are rated as “local
calls” from wherever originated, provided that the originating telephone line is served
by Verizon. In other words, an ALEC or an independent company customer would not
be able to dial the Verizon Online “500" number on a local call basis or, for that matter,

would not be able to dial it at all.

. Is the “500" number arrangement available to ALECs such as Global NAPs in a manner

that would aliow them to compete successfully with Verizon’s “500" number offerings

to ISPs?

. No. Because Verizon’s “500" number services are being offered out of its interstate

access tariffs* (see Attachment 4 to my testimony), they are not subject to the resale
discount that would permit an ALEC such as Global NAPs to resell the service at a
competitive price that could also recover the ALEC’s own costs for marketing, customer
service, and other retailing functions it must perform. Moreover, while an ALEC such
as Global NAPs theoretically could develop its own “500" number service directly, as a

practical matter it is extremely unlikely that any rational ISP wouid actually order such

56. Verizon’s placement of this service, which is expressly targeted to ISPs, in its

access tariff is itself highly questionable, inasmuch as ISPs are end users, and decidedly not
telecommunications carriers. See Attachment 6, at 31-32. The effect of this action is to limit
ALEC resale opportunities for this end-user service, an action that may well violate 47
U.S.C. § 251(c)(4).
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service from an ALEC. The reason for this is that to reach the “500" number the calling
party must also be served by the same local carrier as the “500" number subscriber (i.e.,
the ISP). Inasmuch as no single ALEC in Florida currently serves more than a tiny
fraction of the total access line market, ALEC-provided “500" numbers would be

inaccessible from all but an insignificant fraction of the potential ISP customer base.

Consequently, the only practical means by which Global NAPs or other ALECs could
compete with Verizon for ISP business is through the use of virtual NXX codes, which
can be dialed from any telephone, served by any local carrier. If ALECs are denied the
ability to utilize virtual NXX codes as a means for competing in this market, the dial-up
Internet access market could quickly be conceded to, and would be monopolized by,

Verizon.

Q. Aside from the obvious impact upon ALEC competition, are there any other
implications of allowing Verizon to acquire a de facto monopoly of the market for dial-

up ISP access through its provision of these “500" numbers?

A. Indeed there are. Because the Verizon “500" numbers can only be dialed from Verizon
telephones, Verizon would be in the position of creating a de facto tying arrangement
between its regulated local exchange service and its nonregulated ISP, Verizon Online.
Indeed, if other ISPs who currently utilize ALEC services were forced to migrate to
Verizon because those ALECs would no longer be able to offer virtual NXX local call
access, then end users of dial-up ISP services would be forced to take their local phone

service from Verizon in order to obtain local call access to their ISP — whether that ISP
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is Verizon Online or a non-affiliated provider that has subscribed for Verizon “500"

number service.

To summarize your recommendation, is there any merit in Verizon Florida’s position
that Global NAPs should not be permitted to utilize virtual NXX assignments and rating

arrangements?

. No, and for the Commission to accede to the Company’s position on this issue would

have the effect of denying Global NAPs the opportunity to offer exactly the same types
of services that Verizon Florida itself can provide, and thereby to inappropriately protect

Verizon Florida from competitors.

The point is that Verizon’s introduction of “500" number local calling for dial-up
Intemet use is clearly the Company’s response to ALEC competition in the ISP access
market. But by restricting the use of these “500" numbers to Verizon local service
customers only while at the same time attempting to shut down ALECs’ use of virtual
NXX serving arrangements, Verizon not only recaptures the ISP market, but forces
individual consumers to abandon their ALEC-provided residential and small business

services in order to obtain local Internet access at all.
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INTERCARRIER COMPENSATION ISSUES

From an economic and pelicy perspective, the appropriate intercarrier compensation
for the termination and transport of ISP-bound local calls, as well as other forms of
local traffic, is a symmetric rate based upen the ILEC’s prevailing TELRIC cost level,
which creates incentives for continual reductions in the costs of call termination
services and harms neither ILECs nor end users.

Q. Dr. Selwyn, what rules currently govern the intercarrier compensation payments

applicable to calls that are made to an Internet Services Provider?

A. While I am not offering a legal opinion, my understanding is that the FCC’s ISP Remand
Order’” currently governs the intercarrier compensation payments that must be made
when a locally-rated dial-up call to an Internet Services Provider (ISP) is handed off
from the originating carrier to another carrier for completion. That order represents the
FCC’s second effort to impose a federally-mandated distinction between ISP-bound
calls and all other locally-rated traffic that is subject to reciprocal compensation for
intercarrier compensation purposes (so-called “Section 251(b)(5) traffic”). On May 3,
2002, the U.S. Court of Appeals for the District of Columbia Circuit issued a ruling that
remanded the ISP Remand Order back to the FCC, but did not vacate the order.*®
Unfortunately, the Court’s action serves only to extend the present uncertainty for at

least two more years, perhaps longer.

57. In the Matter of Implementation of the Local Competition Provisions in the
Telecommunications Act of 1996 and Intercarrier Compensation for ISP-Bound Traffic, CC
Docket Nos. 96-98 and 99-68, Order on Remand and Report and Order, FCC 01-131 (rel.
April 27, 2001) (“ISP Remand Order”).

58. WorldCom, Inc., v. FCC et al, No. 01-1218 (D.C. Cir. May 3, 2002).
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Q. Can you briefly summarize the history of those efforts?

A. Yes. In February ‘1 999, the FCC issued a Declaratory Ruling which held that such calls
are jurisdictionally mixed, but largely interstate; and that because ISP-bound calls were
“pon-local interstate traffic” to which Section 251(b)(5) did not apply, state
commissions were free to determine whether or not reciprocal compensation payments
should apply to that traffic when arbitrating new interconnection agreements™.
However, in March 2000, the D.C. Circuit Court of Appeals vacated and remanded the
Declaratory Ruling “for want of reasoned decision-making.”® In April of last year, the

FCC released the ISP Remand Order, in which it concludes once again that ISP-bound

11
12
13

calls are exempt from the reciprocal compensation obligations of Section 251(b)(5),
although it bases that conclusion on what appears to be an entirely different legal

analysis than that put forth in the Declaratory Ruling.® In a parallel action, the FCC

59. In the Matter of Implementation of the Local Competition Provisions in the
Telecommunications Act of 1996 and Intercarrier Compensation for ISP-Bound Traffic, CC
Docket Nos. 96-98 and 99-68, Declaratory Ruling in CC Docket No. 96-98 and Notice of
Proposed Rulemaking in CC Docket No. 99-68, FCC 99-38 (rel. February 26, 1999)
(“Declaratory Ruling™), at paras. 18-20 and 26.

60. Bell Atl. Tel. Cos. V. FCC,206 F.3d 1 (D.C. Cir. 2000)(“Bell Atlantic”).
Specifically, the Court found that the FCC had applied an “end-to-end analysis™ that had
been formerly used to determine calls’ jurisdictional status, without explaining why that
analysis was relevant to evaluating whether ISP-bound calls fit within the definition of
Section 251(b)(5) traffic. Id. at 17.

61. See ISP Remand Order at paras. 31-47 (finding that ISP-bound traffic falls within
the categories enumerated by Section 251(g), which are exempted from the reciprocal
compensation requirements of Section 251(b)(5)).
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also issued a Notice of Proposed Rulemaking to consider more permanent intercarrier

compensation arrangements for ISP-bound traffic (as well as other types of calls).

Q. What are the particular rules established by the ISP Remand Order?

A. The ISP Remand Order establishes specific rates and terms for intercarrier compensation

for ISP-bound traffic on an interim basis, including the following provisions:

«  For six months following the effective date of that order, intercarrier compensation
for ISP-bound traffic was to be capped at $0.0015 per minute of use (MOU);
thereafter, the compensation rate would fall to $0.0010 / MOU for the next eighteen
months, and thence to $0.0007 / MOU thereafter pending further FCC action;®

« A LEC’s total compensation for termination of ISP-bound traffic is limited in each
of the years 2001-2003 to its historical levels, plus a “growth factor” ranging from

zero to ten percent;* and

62. Intercarrier Compensation NPRM.
63. ISP Remand Order, at para. 78.
64. Id., at para. 78. The specific formulas to be applied are given therein.
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+ A rebuttable presumption is applied that traffic out of balance by more than a 3:1
ratio is ISP-bound terminating traffic to which the ISP compensation rates and

limits will apply.®®

Because the FCC was concerned about the “superior bargaining power of incumbent
LECs” relative to ALECs seeking interconnection, it has conditioned the application of
its intercarrier compensation rules for ISP-bound traffic to the ILEC’s acceptance of the
same rules for all forms of traffic subject to Section 251(b)(5), including local traffic
exchanged with CMRS providers.® The FCC allows ILECs to make this election on a
state-by-state basis.*” Finally, where carriers had not been exchanging traffic pursuant to
an interconnection order at the time of the ISP Remand Order, “carriers shall exchange

ISP-bound traffic on a bill-and-keep basis during the interim period.”*

. Notwithstanding the applicability of the rules established by the ISP Remand Order to

the instant case, does the proposal by Verizon Florida to utilize bill and keep for “local”
traffic represent a reasonable form of intercarrier compensation from an economic and

policy standpoint?

. No, it does not. As a general matter, the most appropriate form of intercarrier

compensation for the termination and transport of ISP-bound local calis, as well as other

65. Id., at para. 79.
66. Id. at para. 89.
67. Id., at footnote 179.

68. ISP Remand Order, at para. 81
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forms of local traffic, continues to be a symmetric rate based upon the ILEC’s prevailing
TELRIC cost level, which creates incentives for continual reductions in the costs of call
termination services and harms neither ILECs nor end users. These incentives and the
positive market developments they engender were expressly recognized by the FCC in
1996, when it designed the reciprocal compensation rules that continue to be applied on
a default basis to local telecommunications traffic subject to Section 251(b)(5).”

Despite the fact that the FCC recognized the limited applicability of bill-and-keep at that
time, and that bill-and-keep was strenuously opposed by several of the ILECs, the FCC
has seized upon mandatory bill-and-keep as a “solution” to the problem that it believes
has been created by the rapid growth in providers of specialized call termination
services, including but not limited to termination of ISP-bound calls. However, a
thorough analysis of the economic and policy foundations to intercarrier compensation,
as applied to ISP-bound calls and other telecommunications traffic, leads to the
conclusion that mandatory bill-and-keep would fail to be an efficient or equitable form
of intercarrier compensation, and in fact would seriously disadvantage ALECs in favor

of ILECs in a manner contrary to the Ac.

. Have you undertaken such an analysis?

. Yes. In August of 2001, ETI’s Vice President, Scott C. Lundquist, and I prepared a

report that examines in detail the economic and policy issues associated with intercarrier

compensation arrangements for interconnecting telecommunications carriers entitled

69. See the FCC’s Local Competition Order.
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Efficient Intercarrier Compensation Mechanisms for the Emerging Competitive

Environment, attached hereto as Attachment 6.”°
Q. Can you summarize the principal findings contained in that report?

A. Yes. One focus of our report was to respond to two papers published by the FCC’s
Office of Plans and Policy (OPP) which the FCC cited in the Intercarrier Compensation
NPRM as support for adopting a mandatory bili-and-keep framework for intercarrier

compensation. In brief, our report identifies four main flaws in those papers:

(1) The OPP papers fail to recognize the intrinsic linkage between the method adopted
for intercarrier compensation and the retail priées paid by end users, which causes
their analyses to be fundamentally incomplete, and fail to appreciate the enormous
disruptions and formidable regulatory burdens that woul& arise in the attempt to

transition to their proposed “bill-and-keep” arrangement.

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

matter.

70. This report was originally submitted in the FCC’s Intercarrier Compensation
rulemaking, CC Docket No. 01-92, as an attachment to the August 21, 2001 Comments of
Focal Communications Corp., Pac-West Telecomm, Inc., RCN Telecom Services, Inc. and
US LEC Corp.
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(3) The papers inconsistently combine theoretical and pragmatic considerations to

support their concrete proposals for how interconnection should be priced.

(4) The papers unduly defer to existing architectures and practices of ILECs, in effect
requiring entrants to accept what amounts to a "take-it-or-leave-it" set of inter-
connection conditions, such as existing ILEC local calling area definitions and the
premise that inward and outward traffic that is out-of-balance is categorically to be

discouraged.

Neither of the OPP papers provides a sound economic or policy basis for regulators to
impose “bill-and-keep” arrangements as the preferred solution for intercarrier
compensation on ISP-bound calls and other locally-rated traffic. The other principal

findings of our report are as follows:

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

regulatory intervention.

«  Despite the recent revival of interest in a bili-and-keep model for intercarrier

compensation — which was flatly opposed by most ILECs when first considered in
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post-Act arbitrations and regulatory proceedings to establish reciprocal
compensation rates — the economics of bill-and-keep have not changed from the
period when the FCC previously concluded that it was reasonable to apply only
when carriers exchanged traffic that was roughly balanced so that murual

compensation would take place.

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

arrangements.

Q. What are your recommendations at this time to the Commission concerning the
application of intercarrier compensation to locally-rated traffic exchanged between

Global NAPs and Verizon Florida?

In the event that the Commission determines at some future point that the specific
intercarrier compensation rules set forth in the FCC’s ISP Remand Order do not apply to
locally-rated traffic exchanged between Global NAPs and Verizon Florida (e.g., as 2
result of an appellate court ruling to reverse, vacate, or stay the ISP Remand Order), the
Commission should apply a symmetric, TELRIC-based reciprocal compensation rate

consistent with the findings and supporting analysis presented in our report.
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1 Q. Does this conclude your direct testimony at this time?
2
3 A. Yes,itdoes.
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LEE L. SELWYN

Dr_Lee L. Selwyn has been actively mvolved inthe telecommmumications field for more than twenty-five
years, and is aninternationally recognized authorityontelecommunications regulation, economics and public
policy. Dr. Selwyn founded the firm of Economics and Technology, Inc. in 1972, and has served as its
President since that date. He received his Ph.D. degree fromthe Alfied P. Sloan School of Management
at the Massachusetts Institute of Technology. He also holds a Master of Science degree in Industrial
Management from MIT and a Bachelor of Arts degree with honors in Economics from Queens College
of the City University of New York

Dr. Selwyn hastestified as anexpert onrate design, service cost analysis, formof regulation, and other
telecomrmumications policy issues in telecommunications regulatory proceedings before some forty state
commissions, the Federal Commwmications Commission and the Canadian Radio-television and
Telecommunications Cormmission, among others. He has appeared as a witness on behalf of commercial
organizations, non-profit institutions, as well as local, state and federal government authorities responsible
for telecommunications regulation and consumer advocacy.

He has served or is now serving as a consultant to numerous state utilities commissions including those
in Arizona, Minnesota, Kansas, Kentucky, the District of Columbia, Connecticut, California, Delaware,
Maine, Massachusetts, New Hampshire, Vermont, New Mexico, Wisconsin and Washington State, the
Office of Telecormmunications Policy (Executive Office of the President), the National Telecommmunications
and Information Administration, the Federal Commumications Commission, the Canadian Radio-television
and Telecommumications Commission, the United Kingdom Office of Telecommmications, and the
Secretaria de Cormmicaciones v Transportes ofthe Republic of Mexico. He has also served as anadvisor
on telecommunications regulatory matters to the Intemational Communications Associationand the Ad Hoc
Telecommumications Users Committee, as well as to a number of major corporate telecommunications
users, information services providers, paging and cefiular carriers, and specialized access services carmiers.

Dr. Selwyn has presented testimony as an mvited witness before the U.S. House of Representatives
Subcommiittee on Telecommmmumnications, Consumer Profection and Finance and before the U S. Senate
Judiciary Committee, on subjects dealing with restructuring and deregulation of portions of the
telecommunications mdustry.

In 1970, he was awarded a Post-Doctoral Research Grant in Public Utilty Econcrnics under a
program sponsored by the American Telephone and Telegraph Company, to conduct research on the
economic effects of telephone rate structures upon the computer time sharing industry. This work was
conducted at Harvard Umversity's Program on Technology and Society, where he was appointed as a
Research Associate. Dr. Selwyn was also a member of the faculty at the College of Business
Administration at Boston University from 1968 until 1973, where he taught courses in economics, finance
and management information systems.

Dr. Selwyn has published numerous papers and articles in professional and trade journals on the
subject oftelecommunications service regulation, cost methodology, rate design and pricing policy. These
have included:

“Taxes, Corporate Financial Policy and Return to Investors™
National Tax Journal, Vol. XX, No.4, December 1967.

“Pricing Telephone Terminal Equipment Under Competition”
Public Utilities Forinightly, December 8, 1977.
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“Deregulation, Competition, and Regulatory Responsibility in the Telecommunications Industry”
Presented at the 1979 Rate Symposium on Problems of Regulated Industries - Sponsored by:
The American University, Foster Associates, Inc., Missouri Public Service Commission,
University of Missouri-Columbia, Kansas City, MO, February 11 - 14, 1975.

“Sifting Out the Economic Costs of Terminal Equipment Services”
Telephone Engineer and Management, October 13, 1979.

“Usage-Sensitive Pricing” (with G. F. Borton)
(a three part series)
Telephony, January 7, 28, February 11, 1980.

“Perspectives on Usage-Sensitive Pricing”
Public Utilities Formightly, May 7, 1981.

“Diversification, Deregulation, and Increased Uncertainty in the Public Utility Industnes”™
Comments Presented at the Thirteenth Annual Conference of the Institute of Public
Utilities, Williamsburg, VA - December 14 - 16, 1981.

“Local Telephone Pricing: Is There a Better Way?; The Costs of LMS Exceed s Benefits: a
Report on Recent U.S. Experience.”

Proceedings of a conference held ar Montreal, Quebec - Sponsored by
Canadian Radio-Television and Telecommunications Commission and The Centre for the
Study of Regulated Industries, McGill University, May 2 - 4, 1984.

“Long-Run Regulation of AT&T: A Key Element of A Competitive Telecommunications Policy”
Telematics, Avgust 1984,

“Is Equal Access an Adequate Justification for Removing Restrictions on BOC Diversification?”
Presented at the Institute of Public Utilities Eighteenth Annual Conference, Wilhamsburg,
VA - December 8 - 10, 1986.

“Market Power and Competition Under an Equal Access Environment”

Presented at the Sixteenth Annual Conference, “Impact of Deregulation and Marke! Forces
on Public Utilities: The Future Role of Regulation”

Institute of Public Utilities, Michigan State University, Williamsburg, VA - December 3 - 5,

1987.

“Contestable Markets: Theory vs. Fact”

Presented at the Conference on Current Issues in Telephone Regulations: Dominance and
Cost Allocation in Interexchange Markets - Center for Legal and Regulatory Studies
Department of Management Science and Information Systems - Graduate School of
Business, University of Texas at Austin, October 5, 1987.

“The Sources and Exercise of Market Power in the Market for Interexchange Telecommunications
Services™

Presented at the Nineteenth Annual Conference - “Alternatives to Traditional Regulation:
Options for Reform”’ - Institute of Public Utilities, Michigan State University, Williamsburg,
VA, December, 1987.
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“Assessing Market Power and Competition in The Telecommumications Industry: Toward an

Empirical Foundation for Regulatory Reform”
Federal Communications Law Journal, Vol. 40 Num. 2, April 1988.

“A Perspective on Price Caps as a Substitute for Traditional Revenue Requirements Regulation”
Presented at the Twentieth Annual Conference - “New Regulatory Concepts, Issues and .
Contraversies ” - Institute of Public Utilities, Michigan State University, Williamsburg, VA,
December, 1988.

“The Sustainability of Competition in Light of New Technologies™ (with D. N, Townsend and P.
D. Kravtin)

Presented at the Twentieth Annual Conference - Institute of Public Utilities Michigan State
University, Williamsburg, VA, December, 1988.

“Adapting Telecom Regulation to Industry Change: Promotmg Development Without
Compromising Ratepayer Protection” (with S. C. Lundquust)
IEEFE Communicaiions Magazine, January, 1989.

“The Role of Cost Based Pricing of Telecommumications Services in the Age of Technology and
Competition™
Presented at National Regulatory Research Institute Conference, Seattle, July 20, 1990.

“A Public Good/Private Good Framework for Identifying POTS Objectives for the Public
Switched Network™ (with Patriciz D. Kravtin and Panl S. Kelier)
Columnbus, Ohio: National Regulatory Research Institute, September 1991.

“Telecommmumications Regulation and Infrastructure Development: Alternative Models for the
Public/Private Partnership”

Prepared for the Economic Symposium of the International Telecommunications Union
Europe Telecom 92 Conference, Budapest, Hungary, October 15, 1992.

“Efficient Infrastructure Development and the Local Telephone Company's Role m Competitive
Industry Environment” Presented at the Twenty-Fourth Annual Conference, Institute of
Public Utilities, Graduate School of Business, Michigan State University, “Shifting
Boundaries between Regulation and Competition in Telecommunications and Energy”,
Williamsburg, VA, December 1992.

“Measurement of Telecommunications Productivity: Methods, Applications and Limitations™ (with
Francoise M. Clottes)

Presented at Organisation for Economic Cooperation and Development, Working FParty on
Telecommunicatior and Information Services Policies, "93 Conference “Defining
Performance Indicators for Competitive Telecommunications Markets"”, Paris, France,
February 8-9, 1993.

“Telecommunications Investment and Economic Development: Achieving efficiency and balance
among competing public policy and stakeholder interests”

Presented at the 105th Annual Convention and Regulatory Symposium, National
Association of Regulatory Utility Commissioners, New York, November 18, 1993.

“The Potential for Competition in the Market for Local Telephone Services™ (with David N.

Townsend and Paul S. Keller)
Presented at the Organization for Economic Cooperation and Development Workshop on

Telecommunication Infrastructure Competition, December 6-7, 1993.
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“Matket Failure in Open Telecommunications Networks: Defining the new natural monopoly,”
Utilities Policy, Vol. 4, No. 1, January 1994.

The Enduring Local Bottleneck: Monopoly Power and the Local Exchange Carriers, (with
Susan M. Gately, et al) a report prepared by ET1 and Hatfield Associates, Inc. for AT&T, MCT
and CompTel, February 1994,

Commercially Feasible Resale of Local Telecommunications Services: Ar. Essential Step in
the Transition 1o Effective Local Competition, (Susan M. Gately, et al) a report prepared by
ETI for AT&T, July 1965.

“Efficient Public Investment in Telecommumcations Infrastructure”
Land Economics, Vol 71, No.3, August 1995,

Funding Universal Service: Maximizing Penetration and Efficiency in a Competitive Local
Service Environment, Lee L. Selwyn with Susan M. Baldwin, under the direction of Donald
Shepheard, A Time Wamer Communications Policy White Paper, Septernber 1995.

Stranded Investment and the New Regulatory Bargain, Lee L. Selwyn with Susan M. Baldwmn,
under the direction of Donald Shepheard, A Time Wamer Communications Policy White Paper,
September 1995

“Market Failure in Open Telecommunications Networks: Defining the new natural monopoly,” in
Networks, Infrastructure, and the New Task for Regulation, by Wemer Sichel and Donat L.
Alexander, eds., University of Michigan Press, 1996.

Establishing Effective Local Exchange Competition: A Recommended Approach Based
Upon an Analysis of the United States Experience, Lee L. Selwyn, paper prepared for the
Canadian Cable Television Association and filed as evidence in Telecom Public Notice CRTC 95-
96, Loca! Interconnection and Network Component, January 26, 1996.

The Cost of Universal Service, A Critical Assessment of the Benchmark Cost Model, Susan
M. Baldwin with Lee L. Selwyn, a report prepared by Economics and Technology, Inc. on behalf
of the National Cable Television Association and submitted with Comments in FCC Docket No.
CC-96-45, Apnl 1996.

Economic Considerations in the Evaluation of Alternative Digitai Television Proposals, Lee
L. Selwyn (as Economic Consuitant), paper prepared for the Computer Industry Coalition on
Advanced Television Service, filed with comments in FCC MM Docket No. 87-268, In the
Matter of Advanced Television Systems and Their Impact Upon the Existing Television Broadcast
Service, July 11, 1996.

Assessing Incumbent LEC Claims to Special Revenue Recovery Mechanisms: Revenue
opportunities, market assessments, and further empirical analysis of the "Guap" between
embedded and forward-looking costs, Patricia D. Kravtin and Lee L. Selwyn, In the Matter of
Access Charge Reform, in CC Docket No. 96-262, January 29, 1997.

The Use of Forward-Looking Economic Cost Proxy Models, Susan M. Baldwin and Lee L.
Selwyn, Economics and Technology, Inc., February 1997.

The Effect of Internet Use On The Nation's Telephone Network, Lee L. Selwyn and Joseph
W. Laszlo, a report prepared for the Intemet Access Coalition, July 22, 1997.
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Regulatory Treatment of ILEC Operations Support Systems Costs, Lee L. Selwyn, Econornics
and Technology, Inc., September 1997.

The "Connecticut Experience" with Telecommunications Competition: A Case in Getting it
Wrong, Lee L. Selwyn, Helen E. Golding and Susan M. Gately, Economics and Technology, Inc.,
February 1998.

Where Have All The Numbers Gone?: Long-term Area Code Relief Policies and the Need
for Short-term Reform, prepared by Economics and Technology, Inc. for the Ad Hoc
Telecommmmications Users Committee, International Co:mnunications Association, March 1998,

Broken Promises: A Review of Bell Atlantic-Pennsylvania's Performance Under Chapter
30, Lee L. Selwyn, Sonia N. Jorge and Patricia D. Kravtin, Economics and Technology, Inc.,
June 1998.

Building A Broadband America: The Competitive Keys to the Future of the Internet, Lee L.
Selwyn, Patricia D. Kravtin and Scott A. Coleman, a report prepared for the Competitive
Broadband Coalition, May 1999.

Bringing Broadband to Rural America: Investment and Innovation In the Wake of the
Telecom Act, Lee L. Selwyn, Scott C. Lundquist and Scott A. Coleman, a report prepared for
the Competitive Broadband Coalition, September 1999.

Dr. Selwyn has beenaninvited speaker at numerous seminars and conferences on telecommumications
regulationand policy, including meetings and workshops sponsored by the National Telecommunications
and Information Administration, the National Association of Regulatory Utility Commissioners, the U.S.
General Services Administration, the Institute of Public Utilities at Michigan State University, the Nationat
Regulatory Research Institute at Ohio State University, the Harvard University Program on Information
Resources Policy, the Columbia University Institute for Tele-Information, the Intemational Communications
Association, the Tele-Communications Association, the Westem Conference of Public Service
Commussioners, at the New England, Mid-America, Southem and Westem regional PUC/PSC
conferences, as well as at numerous conferences and workshops sponsored by individual regulatory
agencies.
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Table 1
Verizon Florida
Weighted Average Transpoeri Distance For Tampa Local Calling Area
Coordinates

Distance Percentage of  Weighted

iIExchange CLLi Code V{Orig} H(Orig) {(Miles) Switched Lines Lines Distance
Plant City {Zone 01A} PNCRFLXA 8152 1085 16.01 4215 12.3% 1.97
Plant City (Zone 01A] PTCYFLXA 8128 1098 15.47 30012 87.7% 13.56
.27 100% 15.54
Total Average Weighted Distance 15.54 Miles

|Assumed location of GNAPS CLEC Switch/POl
TampaV&H 8160 1135

Source: Local Exchange Routing Guide (LERG) January 2002, FCC's Hybrid Cost Proxy Model {HCPM)
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Table 2
Verizon Florida
Weighted Average LATA-Wide Transport Disiance From Tampa (TAMPFLXE)
' Coordinates
Distance Switched Percentage of Weighted
Exchange CLil Code V{Orig} H(Orig) {Miles} Lines Lines Distance
Bartow ALTRFLXA 8114 1014 40.94 1831 0.1% 0.04
Bartow BARTFLXA 8121 1038 2306 12534 0.6% 0.20
Sradenton ANMRFLXA 8281 1141 38.31 8272 0.3% 0.12
Bradenton BRBAFLXA 8282 1114 39.18 51949 2.5% 0.98
Bradenton BRTNFLXX 8268 1114 34.79 35546 1.8% 0.61
Bradenton PLSLFLXA 8277 1128 37.06 26512 1.3% 0.47
Clearwater CLWRFLXA 8202 1203 25.27 51814 2.5% 0.63
Clearwater CNSDFLXA 8191 1196 21.64 53014 26% 0.55
Clearwaters DNDNFULA 8191 1209 25.37 26238 1.3% 0.32
Clearwater INRKFLXX 8223 1203 2931 20300 1.0% 0.23
Clearwater LRGOFLXA 8212 1195 26.08 40228 1.9% 0.51
Clearwaler PNLSFLXA 8206 1189 2243 52826 2.5% 0.57
Clearwater STGRFLXA 8178 1208 23.78 48336 24% 0.56
Englewood ENWDFiLXA 8349 1023 59.47 21822 1.1% 0.73
Frostproof FRSTELXA 8119 970 53.76 4158 0.2% on
Haines Cily (Zone 018}  DUNDFLXA 8076 1015 46.32 5589 0.3% 0.2
Haines City (Zone 018}  HNCYFLXA 8061 1025 46.80 11925 0.6% 0.27
Haines City {Zone 01B}  HNCYFLXN 8041 1044 47.37 3600 0.2% 0.08
Haines City (Zone 01B)  POINFLXA 8041 1000 56.91 1566 0.1% 0.04
Hudson HDSNFLXA 8118 1231 33.14 41919 2.0% 067
Hudson MNLKFLXA 8114 1213 28.64 7015 0.3% 0.1¢
indiar: Lake INLKFLXA 8087 943 64.96 976 0.0% 0.03
Lake Wales BBPKFLXA 8102 879 52.63 2830 0.1% 0.07
Lake Wales LIWLFLXA 8095 996 48.52 12193 0.6% 0.28
Lake Wales LKWLFLXE 8083 966 58.73 3964 0.2% 0.41
Laketand HGLOFLXA 8116 1065 26.15 30047 1.4% 0.38
Laketand LKLDFLXA 8106 1073 26.00 43085 2.1% 0.54
Lakeland LKLDFLXE 8098 1062 30.29 17423 0.8% 0.26
{Laketand LKLDFLXN 8093 1084 26.63 25468 1.2% 0.33
Mulberry BRJTFLXA 8155 1050 26.93 572 0.0% 0.01
Mulberry MLBYFLXA 8135 1060 25.00 5792 0.3% 0.08
Myakka MYCYFLXA 8257 1032 44.74 1049 0.1% 0.02
N. Port NRPTFLXA 8322 1014 63.94 15298 0.7% 0.47
New Porl Richey NPRCFLXA 8141 1222 28.16 51804 2.5% 0.70
New Port Richey SNSPFLXA 8143 1211 24.63 15073 0.7% 0.18
Paimetto PLMTFLXA 8256 1121 30.68 21385 1.0% 0.32
Paimetio PRSHFLXA 8239 1101 27.20 2120 6.1% 0.03
Piant City {Zone 014)  PNCRFLXA 8152 1085 16.01 4215 0.2% 0.03
Plam City (Zone 01A}  PTCYFLXA 8128 1098 15.47 30012 1.4% 0.22
Polk City PKCYFLXA 8067 1066 36.62 3139 0.2% 0.08
Sarasolza LGBKFLXA 8297 1117 43.70 6283 0.3% 0.13
Sarasota NRSDFLXA 8290 1100 4257 24027 1.2% 0.49
Sarasota SARKFLXA 8303 1089 45.63 2907 0.1% 6.07
Sarasota SEKYFLXA 8309 1088 49.41 10915 0.5% 0.26
Sarasota SPRGFLXA 8290 1078 44.89 30336 1.5% 0.66
Sarasola SRSTFLXA 8296 1094 4482 43490 2.1% 0.94
Sarasola SSDSFLXA 8306 1084 48.91 45086 2.2% 1.06
St. Petersburg BAYUFLXA 8219 1180 23.48 39582 1.9% 045
St. Petersburg FHSDFLXA 8205 H77 19.47 19654 0.9% 0.18
St. Petersburg GNDYFLXA 8209 1168 18.68 24772 1.2% 0.22
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Coordinates
Distance Switched Percentage of Weighted
Exchange CLLI Code Y (Orig} H (Orig) {Miles) Lines Lines Distance
St. Petersburg LLMNFLXA 8217 1167 2067 45938 22% 0.46
Si. Petersburg NGBHFLXA 8226 1191 27.37 50845 2.4% 0.67
St. Petersburg PSDNFLXA 8232 1473 2574 37501 1.8% 0.46
St. Petersburg SGBEFLXA 8241 1174 28.43 16046 0.8% 0.22
St Petersburg SKWYFLXA 8230 1185 24.08 29918 1.4% 0.35
St. Patersburg SPBGELXA 8225 1159 21.81 45192 2.2% 0.48
St. Petersburg SPBGFLXS 8238 1158 2581 21800 1.0% 0.27
Tampa ALFAFLXA 8183 1122 8.35 14795 0.7% 0.06
Tampa BHPKFLXA 8179 1157 9.18 20918 1.0% 0.09}
Tampa BRNDFLXA 8157 1116 6.08 61189 2.9% 0.18
Tampa BYSHFLXA 8197 1144 1204 1445 0.1% 0.01
Tampa CRWDFLXA 8152 1168 10.74 59900 2.9% 0.31
Tampa HYPKFLXA 8175 1148 65.28 22986 1.1% Q.07
Tampa KYSTFLXA 8154 1185 15.92 10315 0.5% .08
Tampa LNLKFLXA 8114 1185 2148 7699 0.4% 0.08
Tampa LUTZFLXA 8134 1168 13.54 11477 0.6% 0.07
Tampa OLDSFLXA B175 1185 16.51 12270 0.6% 0.1¢
Tampa RSKNFLXA 8214 1118 17.90 13604 0.7% 0.12
Tampa SLSPFLXA 8158 1156 6.67 38106 1.8% 0.12
Tampa SMNLFLXA 8164 1152 552 21572 1.0% 0.06
Tampa SWTHFLXA 8174 1170 11.92 48438 2.3% 0.28
Tampa TAMPFLXE 8160 11358 0.00 38101 1.9% 0.00
Tampa TAMPFLEXX 8172 1147 537 22714 1.1% 0.06
Tampa THNTFLXA 8136 1131 768 6785 0.3% 0.03
Tampa TMTRFLXA 8150 1145 447 36876 1.8% 0.08
Tampa UNVRFLXA 8147 1154 7.28 34408 1.7% 0.12
Tampa WIMMFLXA 8204 1101 17.58 11534 0.6% 0.10
Tampa WLCHFLXA 8410 1159 17.54 10599 0.5% 0.08}
Tampa WLCRFLXA 8185 1148 8.91 41930 2.0% 0.18
Tampa WSSDFLXA 8175 1156 8.16 40512 2.0% 0.16
Tampa YBCTFLXA 8169 1145 4.25 16629 0.8% 0.03,
Tarpon Springs TRSPFLXA 8164 1217 2596 43541 2.1% 0.54
Venice OSPRFLXA 8317 1069 53.86 7036 0.3% 0.18
Venice VENCFLXA 8331 1053 59.97 28173 1.4% 0.81
Venice VENCFLXS 8337 1041 63.38 21083 1.0% 0.64
Winter Haven ABDLFLXA 8085 1047 36.56 14900 0.7% 0.26
Winter Haven CYGRFLXA 8086 1021 4298 12030 0.6% 025
Winter Haven LKALFLXA 8074 1040 40.52 3428 0.2% 0.07
Winler Haven WNHNFLXC 8086 1033 3985 33881 1.6% 065
2,077,034 100% 25.32

Total Average Weighted Di: 25.32 Miles
Assumed location of GNAPS CLEC Switch/POL
TampaV & H 8160 1135
Source: Local Exchange Routing Guide (LERG) January 2002, FCC's Hybrid Cost Proxy Model (HCPM)
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Table 3
Verizon Florida

Incremental Cost of Transport Beyond Verizon Local Calling Area

CLEC Switch/POI Location in Tampa-- Using Verizon's DS3 Rate
Weighted average lransport distance within Local Calling Area 15.54 mites
Weighted average transport distance within entire Verizon Tampa LATA 25.32 miles
Incrementat transport distance for LATA-wide origination/lermination
from singie point of interconnection (SPOY) in Tampa 9.78 miles
DS3 UNE rate per mile per Verizon Florida Intrastate Access tariff $ 70.00
DS3 minutes per month 8,900,000
DS3 UNE rate per minute per mile % £.00000787
incremental cost of transport for LATA-wide origination/termination $ 0.00007692
Source: Verizon Florida Inc., Facilities For Intrastate Access Tariff, Switched Access, section 6.6.2 (G), Effective July
3, 2001; Georgia PSC Docket No. 13542-U, Direct Testimony of Cynthia K. Cox {BellSouth), April 3, 2001, at page 11
{for DS3 minutes per month).
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Table 4
Verizon Florida
incremental cost of ransport beyond Verizon iocal calling area
CLEC switch/PO! location in Tampa-- SBC/SWE Texas DS3 Rate
Weighled average iransport distance within Local Caliing Area 15.54 miles
Welghted average transporl distance within entire Verizon Tampa LATA 25.32 miles
Incremental iransport distance for LATA-wide originationftermination
from single point of interconnection (SPOY) in Tampa 9.78 miles
DS3 UNE rate per mile per SBCISWS - TX tariff (suburban 10 fransport rate) $ 16.16
DS3 minutes per month 8,800,000
DS3 UNE rate per minute per mile $ 0.000001815
inccemental cost of transport for LATA-wide otiginationfiermination $ 2.000047758

jpage 11 {for DS3 minutes per month}.

Source: SBC/SWB-Texas, Texas T2A Agrsement, Revised January 31, 2000, Appentiix Pricing - UNE Schedule of
Prices, April 16, 2001; Georgia PSC Docket 13542-U, Direct Testimony of Cynthia K. Cox (BelSouth), Aprit 3, 2001, at
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Table 5
Verizon Florida
Incremental cost of transport beyond Verizon locai calling area
CLEC swilch/PO!I location in Tampa-- BeliSouth Georgia DS3 Rate

Weighted average transpor distance within Lacal Calling Area 15.54 miles
Weighted average transport distance wilhin entire Verizon Tampa LATA 25.32 miles
Incremental transport distance for LATA-wide originationflermination :

from singte point of interconnection {SPOI) in Tampa 9.78 miles
DS3 UNE rate per mile per BellSouth-GA Interim UNE rate {Docket 11853-U} $ 272

D83 minutes per month 8,900,000

DS3 UNE rate per minute per mile $ 0.0000003056
Incremental cost of transport for LATA-wide origination/termination § 0.0000029883

ipage 11 (for DS3 minutes per month).

Source: Georgia PSC Dkt. 11853-U, ref. Dkt. 10692, Doc. No. 47662 {6/4/01), BeltSouth-GA Revised Statement of
Generaily Available Terms and Conditions for Interconnection, Unbundling and Resate, May 31, 2001, Georgia SGAT,
Attachment A; and Georgia PSC Docket 13542-U, Direct Testimony of Cynthia K. Cox (BellSouth), Aprii 3, 2001, at
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NPa-NXX Search Form

verizon QurSites: Dial-Up Broadhand DSLLive Media Center Verizon Online

Home  :  Products & Servizes : Perks : My Account ; Check My E-Mai Crline Help

fsearcn ] Itnewes QSyswm @DAcessN D semap © Cotactus

For Your Home
For Your Business

VOL Home

YOL DSL Home - » -
Help Arca Code Exchange

About Us

Contact Us

Please enter your area code and the first 3 nembers (the cxchange) of your phone number:

-

r

Verizon Online local dial-up access numbers are available in these states :

Comnccticut
Delaware
Maine
Maryland
Massachunsetts
New Hampshire
New Jersey
New York
Pennsylvania
Rhode Island
Vermont
Virginia
Washington PC

o 8 & e & » @ » O & ¢ @

liome | Products & Services | Perks | My Account | Check My E-mail | Online Help
System Status | Dial Access Numbers | Site Map | Online Partners | Contact Us

Verizon Online Privacy Statement
Copyright © 1996-2002 Verizon. All Rights Reserved

verizon
Use of Verizon Onlinc's internet access services and web sites are subject to user compliance with our
Policies and Terms of Service.

http/iwww3 verizon.nel/cgi-bin/npa-nxxs [3/13/2002 3:41:42 PM)
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NPA-NXX Scarch Resuls tor {S18) 877

"

veryyzon Our Sites: Dial-Up Broadband DSL Live Maedia Center Verizon Online

28 odu"{a&Seru &s g "~ My Account Check N‘yF rAail Cnting Halp

lSearoh i i'ﬂ'\e Web ! @

Osywmsms @mazAccesstws osaaMap ©) Contact Us

SHOULD BE LOCAL

For Your Home
For Your Business
VOL Home e [ St‘mdardbml-up i w! .
VOL DSI. Home 1 Access Site ;LAT A Name | Nember . Alternate Dial-up | DSLin
Help S ! i (for Verizon telephone | Number g Area
About Us 3 ! ;  Customersonly) | !
Contact Us % Albaay, NY {AlbanyNY ﬁ 500-699-9900 ; 518-445-9060 -g Yes
- [Schenectady. NY[ Albany NY | 500-699-9900 | 5183473040 |  Yes

Verizon |

f’l’he Gtandard Dxal-Up Number (500-699-9900) wﬂl be bxlled asa local call for Venzon
§$local telephone customers only. If you select this number, and Verizon does not provide your
local telephone service, Verizon Internet Services Inc. will NOT be responsible for any toll
{,.Nharges you incut.

r‘Thc Alternate Dial-Up Number(s) above, which can be used by all customers regardiess of locat
f«tclephone service carmier. shoeld be a local call. However, different calling plans have differeat
Hocal calling areas associated with them.

Ttis yoor responsibility to ensure that the phone number(s) listed above is within your local
icalling area under your existing calling plan. Otherwise, you may incur toll or long distance
icharges by diaiing the number(s). Information on calling plans and local calling areas ¢can be
:found in your phone company’'s White Pages Directory or through your phone company $
;busmcﬂs office (whose number appeurs on your menthly telephone statement or in your
fu.lcphonc directory.

|

{

[Verizon Online is NOT responsibic for any toll or long distance charges you incur while using
%its service.

Try Verizon Online today - 100% RISK FREE! To get stanted:
» Download Verizon Online registration software, or

s Use cur_ondine order form to request registration software to be mailed to you, or

» To request software by phone call us at 1-800-NET-2026.

. If you'm interested in ultm hibh—speud Internet access, see the abovc chan to ﬁnd out if

home

hitp#Awww3 verizon.net/cgi-bin/npa-nxx/index.cgi? (1 of 2) {3/13/2002 3:41:55 PM]
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NPA-NXX Search Results for (518) 877

Home | Products & Services | Perks | My Account | Check My E-mail [ Online Help
System Status | Dial Access Numbers | Site Map | Online Partners | Coatact Us

Verizon Online Privacy Statement

\_/ Copyright © 1996-2002 Verizon. AH Rights Reserved
verizon

Use of Verizon Online’s internct access services and web sites are subject to vser compliance with our
Policies and Terms of Service.

httpJ/www3.verizon.net/cgi-bin/npa-nxx/index cgi? (2 of 2) {3/13/2002 3:41:59 PK}
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Attachment 4

Verizon Telephone Companies, FCC Tariff No. 1,
Access Service, Section 16.5, IP (Internet Protocol)
Routing Service

i
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THE VERIZON TELEPHONE COMPANIES TARIFF F.C.C. NO. 1

Criginal Page 16-55
ACCESS SERVICE

15. Packet Data Services {(Comt'd)

16.5 IP {Internet Protccel) Routing Service

16.5.1 BService Description
The Telephone Company's IP {Internet Protocol) Routing
Ssrvice, IPRS, provides for the collection, concentration
and management of the customer’s data traffic within a
LATA. IPRS consists of network routers located at LATA
hub sites that will collect the customer's end user data
traffic and concentrate ir for connection and transport
over the Telephone Company's Packel Data Service to a
customer’s designated location.

The customer has the option ¢f utilizing, as a feature of
IPRS, Single Number Routing in lieu of local telephone
numbexs, which are included as part of IPRS. This cption
provides for all emd users in a defined geographic area
(i.e., a LATA} ©0 have access to the customexr via one
specialized telephone number. The end user can initiate
a call within the service area to the customer, and the
call will be treated as a local call by the Telephone
Company for the connection and duration of the call.

This option is part of the standard IPRS offering and is
inciuded in the rates and charges for IPRS at no
additicnal charge.

The following two alternatives are cffered to the

customer under this option:

1. The Telephone Company will assign a Single Number
Routing telephone number from z 500 NPA; or

2. The customer can provide the Telephone Company with
its own 555-XXXX telephone number acquired from the
North American Numbering Plan Administration.

For those customers that opt for Single Number Rcuting,
the Telephone Company will provision either a single 500
or 555 telephcne number. If the customer reguests
additional 500 or 555 telephone numbers, special assembly
charges will apply.

IPRS provides two types of ports for the collection of
end user data traffic. The port typeis) is/are
deternmired by the method({s) chosen by the customer for
access to its end useri{s}. The two port Types are:

{This page filed under Transmitctal No. 23)
Issued: April 13, 2001 Effective: April 28, 2001

Vice President
2980 Fairview Park Drive, Falls Church, Virginia 22042
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THE VERIZON TELEPHONE COMPANIES TARIFE FCC NO. 1
1st Revised Page 16-56
Cancels Original Page 146-56

ACCESS SERVICE

1¢. Packet Data Services {Cont’d)

16.51IP {Internet Protocol) Routing Sexvice (Cont’d)

16.5.1 Service Description {(Cont’d)

1) Dial-up Por:
2) TPRS DSi/1.544 Mbps Port®

The Dial-up Port type is intended for use with a single
computer connecticn and not foxr ¢onnection ne a Local Area
Network {LaN).

IPRS does not include the end user access service. End user
services and facilities are available fxom this and other
public telephcne network tariffs.

IPRS reguires the use of RADIUS (Remcte Authentication bial-
In User Service), a netwcrk security protecol, for the
customer’s authenticaticn and guthorization of its dial-up
end user(s). See Section 16.5.2 follewing for technical
referenceg.

Maintenance and upgrades for IPRS are performed during the
hours of 11:00 p.m. and 8:00 a.m. At timeg, during the
hocurs of maintenance activity, it will be nescessary to place
a customer’s service in an inactive or out-of-service
condition. The amount of time that this scheduled out-of-
service condition will exist is c¢alled a2 “maintenance
window.” The Telephone Company will provide the customer
notice prior to the maintenance window and will work
cocperatively with the customer to minimize gexvice
disruption. Maintenance window activity could be scheduled
for consecutive days.

16.5.2 Technical Specificaticns

IPRS is provided in compliance with standards established by
the Internet Architecture Board ag stated in the following
publications:

STD 0001, Internet Official Protocol Standards; J Postel,
Editor. issued June 1997.

RFC 2138, Remote Authenticaticn Dial-In User Service
{RADIUS}; C Rigney, A. Rubens, W. Simpeon, §. wilemns.,
issued April 1337.

* Effective September 15, 2001, the IPRS DS1/1.544 Mbps Port will no

lecnger be available for new service reguests.

{This page filed under Transmittal No. 88)
Issued: August 31, 2001 Effective: September 1§, 2001

Vice President
2980 Fairview Park Driwe, Falls Church, Virginia 22042

~
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THE VERIZON TELEPHONE COMPANIES TARIFF 2.0.C. NC. 1
Original Page 16-57

ACCESS SERVICE

16. Packet Data Services {Cont'qd)

16.5 IP (Internet Protocol) Routing Service (Cont'd)
16.5.3 Terms and Conditions

{A} IPRS is 2 hubbed service. IPRS wire centers are
designated in (B} following.

{B} LATA HUB Wire Center
Washington Arlington
Washington Gaithersburg
waghington Reston - Fox Mills
Washington Waldorf
Waghingten Washington, D.C.
Baltimore Columbia
Baltimore Crofton
Baltimore Westninster
Baltimore Towson
Roanoke Roancke
Roancke Blacksburg
Roancke Nozrton
Salisbury Salisbury
Culpepexr Culpeper
Culpeper Fredericksbury
Culpepex Leesburg
Hagerstown Fredrick
Hagerstown Hagerstown
Hagexstown Martinsburg
Norfolik Aberdeen
Richmond Chester
Philadelphia Conshohocken
Philadelphia Ardmore
Philadelphia Springfield
Philadelphia Hatboro
Philadelphia Newtown
Philadelphia Doylestown
Philadelphia Pottstown
Philadelphia Exton
Philadelphia Wesgt Chester
Philadelphia Reading
Philadelphia Market
Philadeliphia Mcountainvilie
Philadelphia Perkasie
Altoona Altoona
Altoona Barnesboro
Altoona rate College
Lynckburg Church Street

{This page filed under Transmittal No. 23)
Tssued: April 13, 2001 Effective: April 28, 20Q1

Viece President

2580 Fairview Paxk Drive, Falls Churxch, Virginia 22042
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TARIFF £.C.C. NO. 1
Original Page 16-58

16. Packet Data Services (Cont'd)
16.5 IP {Internet Protccel) Routing Service {Cont'd}
15.5.3 Terms and Conditions {(Cont'd)
(B) (Comrt’ad}
LAT2 HUB Wire Center
Pittsburch Downtown
Pittsburgh Tniontown
Pittsburgh Bethel Park
Pittsburgh Washington
Pittsburgh Greenburg
pittsburgh Robinson Township
Fittsburgh Perrysville
Pittsburgh Oakmont
Pittsburgh Monroeville
pittsburgh Beaver falls
Capital Harrisburg
Capital Lebanor
Capital Milleraville
Capital Newark
Capital Dover
Capital Georgetown
North Jerseyv New Brunswick
North Jersey Toms River
North Jersey Lakewood
North Jersey Spring Lake
North Jersey Middletown
North Jersey Jamesburg
Nortk Jexsey woodbridga
North Jersey Plainfielad
North Jexsey Bernardsville
North Jersey Madison
Nerth Jexsey Newaxrk 2
North Jersey Little Fails
North Jersey liffside park
North Jexrsey Closterxr
North Jersey Ramsey
North Jersey West Milforad
Nerth Jersey Succasunna
North Jersey Washington
Delaware Vallev Collingaweoed
Delaware Valley Camdan
Delaware Valley Bwing
Delaware Valley Burlington
Delaware Valley Mcunt Holly
Delaware Valley Weanonah
Delaware Valley Vineland
zlantic Coastal Ccean City
Atlantic Coastal Hammonten
Atlantic Coastal Pleasantvilile
Atlantic Ceastal Wildwood
Northeast Scranton
Clarksbureg Clarksburg
Clarksburg Morgantown
Charlsston Charleston
Charleston Parkexreburg
{This page filed under Trapsmittal Nc. 23}
Issued: April 13, 2001 Effective: April 28, 2001

Vice President
23980 Fairview Park Drive, Falls Church, Virginia 22042
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THE VERIZON TELEPHONE COMPANTES TARIFF F.C.C. NO. 1

Qriginal Page 16-59

ACCESE SERVICE

16. Packer Data Services (Comnt‘'d)

16.

S

IP (Inrzexmet Protocol) Routing Service (Comt'd)

1€.5.3 Texms and Conditions {Cont'd)

(<

)]

{E)

{F}

(G)

{(H)

IPRS is available on a month-te-menth basis and for
commitment periods of 3 vears and S years.

Month-to-month service is subject to a minimum
sexrvice pericd of 12 months.

Cugtomers electing a 3-year or S-vear term must also
select a2 minimum port volume for the service period.

IPRS is provided on a negotiated service dats
interval.

IERS is monitored and maintained 22 houres-a-Gay 7
days-a-week for trouble isclation and resolution.

The customer is respeéneible for purchasing an
adequate quantity of ports to accommodate
originating dial-up traffic, which is delivered to
the selected IPRS hub(s) for aggregation and routing
¢ the customer’s host location. A Port Capacity
Report, furnicghed by the Telephone Company. that
indicates 100% utilization for 30 minutes or more
during any one-week period will requirxe the cusromex
to augment their port capacity accordingly in the
affected hub({s).

{This page filed under Transmittal No. 23)
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Qriginal Page 16-60

ACCESS SERVICE

16. Packet Data Services {(Cont'd)

16.5 IP {Internet

Protocol) Routing Sexvice {(Tont'd)

16.5.4 Rate

Regulations

a3

B}

~
99}

All rate categories are billed monthly.

Nonrecurring charges apply for the installation of
2ach port as set forth in Section 1€.5.8 following.

A conversicr of service to a new commitment periocd of
equal or greater length than the remainder of the
existing term does net incur nonrecurring charges for
the existing port.

When the customer's commitment period ends, the rates
associated with the quantity of ports installed under
such commitment period will remain in effect.

Termination liability applies when a port is
disconnected prior to the end of the minimum service
period or prior to the end of the gelected commitment
period. Liabilicty i1s assessed as follows:

Month-to-Month Sexvice: The customer is
responsible for 100% of the monthly rates for
the entire iz-monch minimum service period.

3 and S-Year Terms: The custower is respensible
tor 100% of the monthly rate for the first 12
menths and 15% of the remaining monthly charges.

Termination lisbilitvy is waived if a port is
converted to ancther cerm of egual or greater value
in revenue than the remainder of the present term.

Termination liability is waived when a custemer
replaces che port for another type and commits to a
term of equal or greater value in revenue than the
remainder of the current commitment. The replacement
is subject to applicable nonrecurring charges.

If the customer’s recurring rate increases. Lhe
customer may discontinue sexrvice without liabilicy.

{This page filed under Transmittal No. 23)

Issued: April 13, 2001

Effective: April 28, 2001
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ACCESS SERVICE

16. Packet Data Services (Cont'd;

16.5 IP [Intexnet Prortocol) Routing Service (Coni'd)

1£.5.4 Rate Regulations {Cont’'qd)

(E} Customers with a 3-year or S-year term commitment must
crder service with a volume commitment, enabling the
customer tTo xeceive the discount applicable to the
appropriate volume tier for the committed volume for
all ports subscribed. Customers with this option and a
3-year term will have 12 months after the initial port
ingtallation to reach the committed port volume.
Customers with a 5-year term who select this option
will have 24 wonths after the initial port
installation to reach the committed volume.

Six months after the end of the appropriate 12 or 24
month installation window, a review of the customer’s
account wiil be performed to verify that the committed
volume level has been achieved. Rateg will be
adjusted accordirgly based upon the number of ports in
service.

Failure to achieve the guaranteed guantity of ports
within the specified time frame will result in all
ports being rerated to the applicable monthly rate fcx
the guantity actually in service. In additicn, a
liability charge egqual to the monthly rate per port at
the guaranteed commitment level multiplied by the port
shortfall {the difference between the committed volume
and the actuval number of ports in service) multiplied
Ry 3 months will apply.

In the event the customwer has exceeded the commitment
level, and the number of ports in service gualifies
for a lower monthly rate based upon the volume tier
fer that number of ports, all ports will be rerated tc
the new, lower monthly rate.

Customer account reviews will be performed semi-
amnmually after the first review until the end of the
commitment period.

(F) Customers with a 3-yesar or S-year term commitment may
add additicnal ports at any time during the commitment
pericd at the rates applicable for the term commitment
and the velume commitment initially selected. 2all
ports will therefore be subject tc a common expiration
date for service commitment.

(G) IERS ports must be purchased in increments of 23

ports, except where available as single port
guantities.

{Thie page filed under Transmittal No. 23}
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ACCESE SERVICE

16. Packet Data Services (Cont'd)

16.5 1P {Internet Protocol} Routing Service {(Cont+ d)

16 .5.4 Rate Regulations {Cont’d)

(H) Upon receipt of a boma fide request from a customer
for a port quantity in excess of 75,500 Ports, the
Telephcne Company will work cooperatively with the
customer to develop a per port rate for the requested
guantity. Once the per-port rate is developed and
accepted by the custemer, it will then ke tariffed
and made available to any other customers requesting
that same port guantity.

{1} IPRE Reports

{1) IPRS includes a text-based, preformatted Daily
Capacity Report that includes all network elements
and 211 items from the previous day. This report
is provided to each IFRS customexr each day via e-
mail without charge.

(2} Customers desiring additional xeporte may chcose
optional Customer Service Management (CSM)
Reports. The Telephone Company will provide IPRS
customers with traffic reports and the ability to
access this traffic data in near real-time via
web-based access. The following reports will be
available to the IPRS customer:

{a) Total Connections, Analog and Digital

{p) Analog and Digital Ratjio

(¢} Calls Increment (Measuring total calls
received in ten minmute intervals)

{d) ISDR Connectiong

{e) Modem Commecticns (Measuring analog call
connections)

{f) Seconds increment (Measuring total duration
in seconds for z specific period of time)

{g) Weekly Maximum for Total Connections. Analog
and Digical

{This page filed under Transmittal No. 23)
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Vice Fresident
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ACCESS SERVICE

Data Services (Cont'ad}

IP {Internet Protocol)} Routing Service (Conr'd)

16.5.4 Rate Regulatiops (Cont’d)

{1}

IPRS Reports (Cont'd}

(3}

{4}

Customers opting for the CSM Reports will have the
ability to display varying time periods for
archived data, in varying invervals {i.e., several
days, weeks, or menths up to 12 months prior).

CSM customers will also have the ability to view
the output data graphically. Appropriate output
may alsc be displayed illustrating Raw Data,
Peaks, or Averages. Polling across the IPRS
network for the CSM reports occurs in 10-minute
intervals on average. Output data is not
available for the mosST recent 24 hours prior to
the gquery.

Recurring and Nenrecurring charges are based on a
per-user access limited to six (6) IP addresses.
The price entitles the custemer to access the
entire menu of available reports. Charges are
assessed hased on the size ¢f the IPRS network
{200 IPRS ports or leszg, ox greater than 200 IPRS
ports). If additional user access ig needed,
customers will be required to pay an additional
appropriate monthly rate for each additional user
access xequested.

{This page filed under Transmittal No. 23}

Issued:

BApril 13, 2001

Effegrive: April 28, 20C1

Vice President

2980 Fairview Park Drive, Falls Church, Virginia 22042



MAY-07-02 TUE §z:04 B ETI FAX: 16177275535 PAGE 15

THE VERIZON TELEPHONE CCMPANIES TARIFF PCC NO. 1
1st Revised Page 16-64
Cancels QOriginal Page 16-64

ACCESS SERVICE

16. Packet Data Services {Cont’d)

15.5IP (Internet Protocol) Routing Service (Cont’d)

16.5.5 Rate Categories

A} Dial-up Port: Provides one data path connection in a
local calling area of the company desgignated by the
custemey for analog/ISDN dial-up access Lo the customer
by the customer‘s end users, and the IP routing of the
end user data to the customer.

B} IPRS DS81/1.544 Mbpe Poxt¥: Provides connection and IP (c)
youting of end user data terminated cver dedicated
private line facilities at a speed of 1.544 Mbps.

> Effective September 15, 2601, these ports will no longer be available (N}
for new service reguests {N)

(This page filed under Trangmitral No. 88)
Issued: August 21, 2002 Effective: Seprember 15, 2001

Vice President
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ACCESS SERVICE

16. Packet Data Services {(Cont'd)

16.5 IP {Inrernet Protocccl) Routing Service (Cont'd)

16€.5.6 Rares and Charges

- pex porxrt
&) Dial-up Port
Monthly Nonrecurring
Eexrt Category UsoC Rate Charges
Month-~to-Menth
Up to 75,500 Ports PRLAG
N-MSA $56 .00 $35.00 (T}
Price Band 4 5600 35.00 (q)
Price Band S 56.00 35.¢0 |
Price Rand % 56.00 35.00 {N)
Over 75,500 Ports See 16.5.4(H) preceding
3-year Term
Up Lo 8,660 Ports PRLJZ
N-MSA 32.00 0.00 {T)
Price Band 2 329.00 0.00 (T)
Price Band 3 35.00 g.00
Price Band 5 39.00 0.00 (N)
Up to 16,100 Ports PRLJ3
N-MSA 38.00 6.00 {T)
price Band 4 38.00 .00 (¥}
Price Band 5 38.00 ¢.00 |
Price Band ¢ 28.00 0.00 (N}
Up to 32,20C Porcs PRLJ4
N-MSha 37.C0 0.00 {(T)
Price Band ¢ 37.0¢0 0.00 (?)
Price Band S 37.00 Q.00
price Band € 37.00 8.00 {N)
Up te 48,300 Ports BRLJS
N-MSA 36.00 2.00 (T)
Price Bang 4 36.00 0.0¢ {N)
Price Band 5 36.06 0.00 1
Price Bang & 3€.00 a.Co (N}
Up to 64,400 Ports PRLJE
N-M3A 24.00 0.00 (T}
Price Band 4 34.00 0.00 (N}
Price Hand S 34.06 8.06 |
Price Band § 34.00 2.00 (XY
Uop to 75,500 Ports PRLJE
N-MSA 32.00 0.00 (T)
Price Band 4 32.00 .00 (T)
Price Band S 32.00 0.00
Price Band § 32.00 0.00 {N)
Over 75,500 Ports See 16.5.4{X®) preceding

Material formexly shown on this page now appears con Page 16-65.1.

{This page filed under Transmittal No. 55)
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16. Packet Data Sexvices

1€.

A} Dial-up Port

ACCESS SERVICE

(Cont’d)

Port Category

S-Year Term

Up to 8,660

up

Up

Cver 75,508

to

[}

to

Price Band 2
Price Band 5
Price Band §
32,200 Ports
N-MSA

Price Rand 4
Price Band 5
Price Band 6
48,308 Ports
N-MsSa

Price Band 4
Price Band S
Price Band 6
64,400 Pores
N-MSA

pPrice Band 4
Price Band S
Price Band ¢
75,500 Ports
N-MSA
Price
Price
Brice

Band 4
Band =
Band €
Porls

1€.5.6
- per port
tCont Q)
vUsoc
Pores PRLQ2
N-Msa
Price Band 4
Price Band S
Price Band 6
16,100 Ports PRLC3
N-MSA

PRLO4

PRLQS

PRLQS

PRLCS

kares and Charges (Cont’d)

Monchly
Rate

$36.00
36.00
36.00
36.0¢0

35.00
35.00
35.00
35.00

24.00
34.00
34.00
34.00

33.00
332.00
33.00
33.00

32.00
31.00
31.00
31.00

23.00
29.00
22.¢0
25.00

TARIFF F.C.C. NO. 1
Original Page 16-65.1

1P (Internet Protocol) Routing Sarvice (Cant'd}

Nonrecurring

___Charges

COO0O0
[=]
()

oo
(=]
[&]

OO0
(o]
<

CcCQOQoOO
[or]
[

e NeRols)

. « .
9
o

QOO0
(o]
(o]

See 16.5.4 (H) preceding

Certazin material on this page previously appeared on Page 16-6S.
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ACCESS SERVICE

16. Packet Data Services (Ceont'd)

16.5 IP {(Intermet Protocol) Routing Service {(Cont’'d)

16.5.6 Rates and Chaxges {(Cont’gd}

- per poxt
B) DS-1 (1.344Mbps)* {C)
Menthly Nonrecurring
Port Category usee Rate Charges
Month-to-Month PRL1X
N-MSa $175.00 $200.00
Price Band 2 3175.00 200.G0
Price Band % 175.20 2¢0.00
Price Bangd £ 175.00 200.00
3-Year Texm PRLPX
N-MSA 16S5.00 0.0¢8
Price Bangd ¢ 165.0¢ 0.0
Price Barnd S 165.09 0.00
Price Band 6 163 .60 0.00
5-Year Term PRLVX
N-M5A 150.006 0.00
Price Band % 150.00 0.00
Price Band S 150.00 0.00
Price Band € 150.900 0.00
* ffective September 15, 2001, these ports will no longer be available (N}
for new service requests. . {N)
CSM Reports
C) IPRS Networks of
200 IPRS Ports or Less
Per user FSR1R
N-MSA 50.00 100.00
Price Bang 4 50.00 100.06
Price Band S 50.00 106.00
Price Rangd § 50.00 10¢.0¢
Py 1IPRS Natworks of Grealter
Than 200 IPRS Poxts
rer user FSR2R
N-MSA 350.0¢0 580.00
Price Band 4 35¢.00 500.00
Price Band § 350.00 500.00
DPrice Band & 350.00 500.00

{This pace filed undexr Transmitisl Ne. 88}
Issued: August 31, 2002 Effective: September 15, 2001

ice President
2380 Falrview Park Drive, Falls Church, Virginie 22042
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Verizon | IPRS - (interaet Protocol Routing Service)

veri on

Progucts & Sorvices Cuastomer Support About Verizon My Acsount

easmin emmw @Coaacws

ISP Markers \ Products
IPRS - (Internet Protocot Routing Service)
@ Search : The fastest way to cxpand your service. Participating ISPs
Jreywora [ St DSL Members
 Advanced Scarch IPRS is a low-cost, central office-based access service for Inemet service o0 &> Leop Qual
T . providers (ISPs) to enterprise/corporate uscrs. IPRS carries data between P <
ADSL - you and your remote uscr via a fasi-packet connection such as ﬁ&:ﬁl:_& .
Coo Asynchronous Transfer Mode (ATM) or Frame Relay. ¢ JAeSt promiotions
ATM for our ISP Customers
T The CyberPOP® platform also gives you a cost-effective solution that R -
PRI SNS featurcs a flat rate per pont and no usage charges. gp Markots Industry
i e ews
SONET B B e S LA Ve on OHICE L OCATOI ot A e feny  Verizon news pertinent
O Rt ' e T 10 ISP Markets
IPRS - When you add ISP Markets to your capabilities, you gain a facility
e e specifically designed to provide reliable network access. Security, securc ISP Markets Sales and
Erame Reiay power systems and fire-suppression systems are alrcady in place. Al ISP Markeiing Team
e e Markets facilities meet stringent NEBS (network equipment building
DIAS-ISP standards) requirements. Those standards ensure that you will be able o Contact ISP Markets
e st provide exceptionally reliable subscriber service. Altogether, ISP Markets
- gives you a fully operational point of presence without the costs and ISP Markets Site Map
delays involved in scarching for, acquiring and equipping a site. Plas, you
. don't face site administration and security costs. ISP Markets Industrv
. . Event
Scc the IPRS product page for more information. Also, you can select S¥ents

. ) . Events gearcd for ISP's
your state from Internet Service Providers: Products and Services to s g“ e

learn more about CyberPOP® service in your acca.

Copyright 2002 Verizon  Privacy Policy | Sue Map | Home

http:ifwww22 verizon.comfspmarkets/sublevel/producis/products_iprs.itmt {5/6/02 11:48:55 AM]
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Enterprise Solutions - RS

vers. on . Products & Services Customaer Suppornt 1 About Verizon - My Account

@ Sigw in e Dtrectory
Data Services

IPRS

This product is available in DE, MA, MD, ME, NH, NJ, NY, RI, VA, VT,
wv, DC*

Flexibility, scalability,
reliability, and
affordability...without the
hassies of network
maintenance

WHAT IS IPRS?
IPRS is a low-cost, central office-based access service for Internet
Service Providers (ISPs) Enterprise/Corporate. IPRS carries dala
between you and your remote user via a fast-packet connection such
as Asynchronous Transfer Mode (ATM), Switched Multimegabit Data  specific solutions.

Service {SMDS), or Frame Relay.
T

IPRS supports 3 types of connections:
- Dial-up

- ISDN
» Dedicated

DO | NEED IPRS?

As demand for Intemet access explodes, IPRS enables you 6 upgrade
your network te handle more customers — without having to expend
resources building infrastructure. With IPRS, you lease a piece of
Verizon's network and contract to use cur central office-based access
servers, switches, and roulers for transporting data between you and
your customers.

HOW DOES iIPRS WORK?

When a customer calls you to make an Internet connection, the call is
delivered across the logal telephone network 10 the nearest IPRS hub
(where ports into an access server assigned to you are located). IPRS
collects and aggregates data traffic from all your customers within 2
serving area and delivers it via your fast-packet connection.

hﬂps://www22-veﬁzon-wWenlemﬁsesinﬁons/Produ...roductDeiair.jsp?productName:lPRS&uﬁ:daxaipfs.htmi {1 of 2) {5/6/02 11:50:20 AM]
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Eatcrprise Soluions - IPRS

WHY IPRS?

With IPRS, you ¢an get:

» Cost savings: Reduce network management and maintenance
expenditures on staffing, facilities, and hardware.

» Growth without risk: Expand your service infrastructure and
geographic serving area, without investing in technology that may
become obsolete or underutilized.

+ Reliability and security: Make your offerings more reliable and less
vulnerable to natural and/or man-made disasters by using systems
located in Verizon's secure central office.

- Increased efficiency: Outsource your network management to
Verizon through IPRS, and concentrate on your core business —
providing total Internet soluticns to meet your customers’ needs.

“Not all services available i all areas

Cepviaht 2002 Varzon
Copviaht 2002 Verzen

hlips:/www22.verizon.com/enterprisesolutions/Produ...roductDetail. jsp? productName=IPRS&url=dataiprs.himi (2 of 2) [5/6/02 11:50:20 AM]
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Froducts & Services . Cuslemcr Support . Aboul Yenizon ) My Account

Qisignin ) Directory
Data Services | IPRS

Tell Me More

Thank you for your interest. Please note that this web site contains
information on products for large businesses. if you are interested in
products and services for retail or small business customers, please
refer to: Communication Solutions for your home and for your
business. Otherwise, please take a moment tc answer the foliowing

questions so we can provide you with the information you need.

‘indicates required figlds.

* Name First M Last

L Y i
* Title [ "i

* Company [ — !
* Company Phone I ! ["' '1 "' g ]

Number

* Address Street addross

| J
I . |

City tate  Zip code

- |
L e 1L H T

* Briefly describe

what you want to
know about this
product
* Contact me by ©® Emait
1 }
OvPhone
OFax

If you prefer contact 8-12 AM

by phone, when is

the best fime we can L1zsem
contact you? Oserm

Areyoucurrentlya  Qyes
Verizon Enterprise ®
Solutions No
customer?

hitps:/fwww22 verizon.com/erterprisesolutions/Prod.. roductName=) PRS&praductQid=50049&un=dataiprs.himt (1 of 2) [5/6/02 11:50:30 AM]
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Verizon: Tell Me More
if yes, Billing
Account Number?

Do you have a
Verizon Account
Representative?

if yes, name of
Account
Representative

* Product you are
interested in

* Degree of interest

What prompted you
to contact us?

hhps://www22.verizon‘conVenlerprisesofmions/Prod...roductName:lPRS&productOic_-SOO49&url=dataiprs.html {2 of 2 [5/6/02 11:50:30 AM}

i1 ]

[rers |

{1 voice Services

[] Data Services

D Video Services

0 Integrated Sclutions

[ Vertical Market Programs

@Very interested

Olnterested

O Slightly interested

Browsing Verizon Web site

£ verizon Aceount Manager

L] Direct-mail piece

[ Promotional advertisement on another Web
site

[ Press releases or trade publications
3 print advestisement

[ Radic advertisement

[J Referrat

[ Trade show or seminar

[0 other tpiease specify)E:j

syt

1

™~
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Preface | EFFICIENT INTERCARRIER
COMPENSATION MECHANISMS FOR
THE EMERGING COMPETITIVE
ENVIRONMENT

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

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

Economics and Technology, Inc.
August 2001 Boston, Massachusetts 02108 USA

&
ECONOMICS AND
E # TECHNOLODGY, IncC.



Executive | EFFICIENT INTERCARRIER
COMPENSATION MECHANISMS FOR

Summary | tiE EMERGING COMPETITIVE
ENVIRONMENT

Background

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

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

Purpose

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

Analytical Framework

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

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

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

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

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

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

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

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

Principal Findings
Our principal findings are as follows:

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

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

*  The OPP papers cited in the NPRM fail to afford a sound economic or policy basis
for regulators to impose “bill-and-keep” arrangements as the preferred solution for
intercarrier compensation on ISP-bound calls and other locally-rated traffic. The

OPP papers:
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(1) Fail to recognize the intrinsic linkage between the method adopted for
intercarrier compensation and the retail prices paid by end users, which causes
their analyses to be fundamentally incomplete, and fail to appreciate the
enormous disruptions and formidable regulatory burdens that would arise in
the attempt to transition to their proposed “bill-and-keep” arrangement.

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

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

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

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

Conclusion

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

1 INTERCARRIER TRAFFIC
MULTI-CARRIER ENVIRONMENT

Iinterconnection and the mutual exchange of traffic

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

It 1s thus not surprising that interconnection was among the earliest competitive policy
issues to be addressed by the FCC when, in 1971, it issued the landmark Specialized
Common Carrier ruling that, among other things, authorized “Other Common Carriers”

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

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

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

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

3. The duty of ILECs to interconnect with competing service providers is expressly stated at Section
251(c)2) of the Telecommunications Act of 1996. ILECs must also comply with the more general
interconnection obligation set forth in Section 251(a)(1) which applies to all telecommunications carriers.
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The Telecommunications Act of 1996 (as well as pioneering state legislation that in
some cases predated the 4ct) created a new era by establishing a legal right for new market
participants, the competitive local exchange carriers (CLECs), to secure interconnection with
the incumbent LECs (ILECs). However, it was the FCC's August, 1996 Local Competition
Order that implemented the Act's new interconnection requirements.* In brief, the Local
Competition Order established a system of explicit reciprocal compensation payments
between ILECs and CLECs, with rate levels to be determined on the basis of the ILEC's
costs (calculated in accordance with the “Total Element Long Run Incremental Cost”
(TELRIC) methodology).  Importantly, interconnection rates were to be applied
symmetrically, so that the same cost-based rate applied to locally-rated traffic exchanged in
either direction.” Acting under these guidelines, state regulators bave approved numerous
interconnection agreements between ILECs and CLECs that have allowed CLECs to enter
the market and attempt to compete for local exchange service customers.

The “Intercarrier Compensation” Rulemaking

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

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

5. Id., at paras. 1085-1089.
6. Implementation of the Local Compeﬁﬁon Provisions of the Telecommunications Act of 1996 and

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

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

* Increasing the efficiency of intercarrier compensation arrangements; "

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

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

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

10. Id, at para. 89.

11. M., at para. 90.

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

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

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

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

interconnection and intercarrier business relationships

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

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

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

15, M., at para. 34.

16. DeGraba, Patrick, Bill-and-Keep at the Central Office as the Efficient Interconnection Regime, OPP
Working Paper No. 33 (December 2000); Atkinson, Jay M. and Christopher C. Barnekov, 4 Competitively
Neutral Approach to Network Interconnection, OPP Working Paper No. 34 (December 2000). While we
recognize that each paper includes a disclaimer on its frontipiece stating that “given the preliminary character
of some titles, it is advisable to check with the authors before quoting or referencing these working papers in
other publications,” we also note that the fntercarrier Compensation NPRM cites to both papers extensively.
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(2) The customer deals directly with only one provider, who then arranges for the
required services from the other participating providers and engages in financial
settlements with those other participating providers.

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

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

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

17. Cur choice of the terms “transacting carrier” and “participating carrier” rather than, for example,
“originating carrier” and “connecting carrier” reflects the fact that the first carrier that the end-user encounters
need not be the one with whom he or she transacts the order or request for service.
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(1) The transacting carrier purchases specific services from the other participating
carrier(s), perhaps at wholesale prices, and either resells them directly or
incorporates them into the (value-added) service it provides to the end user
customer.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

There is in fact no requirement that a CLEC’s traffic adhere to any predetermined set
of attributes. In a closed, pure monopoly world, there will necessarily be roughly as many
calls originated by ILEC customers as there are calls delivered to ILEC customers,”
although individual customers may present imbalances between incoming and outgoing
traffic. That aggregate condition will not apply to individual carriers in a competitive,
multi-carrier environment. Depending upon which customers a given CLEC serves and the
traffic characteristics of each, that CLEC may either handle more call originations than
terminations, or vice versa; in fact, a traffic pattern that is perfectly “in balance” would be
highly coincidental. And to the extent that some, perhaps large, fraction of all of the traffic
of a given CLEC is either handed-off to or received from another LEC, there will almost
certainly be an imbalance of traffic flows as between the CLEC and the other LEC that
generally reflect the traffic attributes of the CLEC’s customer base.

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

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

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

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

22. “Reverse-charge™ or 800-type services are a special case, since the call recipient is the entity that has
agreed to pay for the call. As we shall show, this is simply a special case of the more general “sent-paid”
mode} that applies to virtually all telephone calls placed over the public switched network.
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Intercarrier Traffic in a Multi-Carrier Environment

customer on a “sent-paid” basis, with the party who originates the call (or, in the case of
800-type services, the party receiving the call) paying the entire charge for the end-to-end
connection.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

(6) The compensation arrangement should be relatively simple and straightforward and

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

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

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

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

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

29. ILECs have argued strongly in favor of, and the FCC has adopted, this same principle with respect to
the ILECs’ retention of efficiency gains under price cap regulation. See Price Cap Performance Review for
Local Exchange Carriers, CC Docket No. 94-1, First Report and Order, FCC 95-132 (adopted March 30,
1995) (“LEC Price Cap Performance Review”), at paras. 172, 187-188; and Fourth Report And Order In CC
Docket No. 94-1 And Second Report And Order In CC Docket No. 96-262, FCC 97-159 (adopted May 7,
1997) (“Fourth Report And Order”), at paras. 147-149. Specifically, ILECs have held that if they are required
to “share” any of their efficiency gains with ratepayers, their incentives to pursue efficiency-enhancing and
productivity-improving initiatives would be severely diminished. Extending this same reasoning to
ILEC/CLEC intercarrier compensation, if ILECs are permitted to “benefit” from CLEC efficiency gains by
paying reciprocal compensation rates that track the CLEC'’s costs, then CLECs’ incentives to pursue efficiency-
enhancing and productivity-improving initiatives would similarly be severely diminished.
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respects, and the proposed revisions as set forth in the Intercarrier Compensation NPRM
would actually work to exacerbate the existing condition. Under both existing as well as
the proposed rules, the amount of the payment is related to, among other things, whether the
ultimate end-user telephone call is “local” or “long distance,” whether it is “voice™ or
“data,” and whether it terminates at a live “end user” or at an entity that has been arbitrarily
designated as a telecommunications service provider. To the extent that the carrier’s
“work” in terms of switching, transport and termination functions, are virtually if not
exactly identical in all of these cases, the intercarrier compensation payments should be
correspondingly the same as well.

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

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

Finally, it 1s critically important that all participants in the market be confronted with
reasonable predictability as to the compensation regime that will apply at any given point in
time. Compensation paradigms that are subject to political or other non-economic
influences, that may be modified whenever a particular special interest believes that such
revisions may improve its financial or competition position, serve only to introduce
additional uncertainty into a market environment that is already beset with high risk and
disappointing results, and in so doing will work to the benefit of the incumbents by
impairing entrants’ ability to attract and raise capitai.

Unfortunately, and as we address in greater detail in the sections that follow, the
process by which intercarrier compensation arrangements for the interchange of local traffic
have thus far been established — and which seems to be dictating the agenda for the
current policy debate — is anything but reflective of these principles.
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2 FROM THE ACT TO THE PRESENT

The present reciprocal compensation mechanism was dictated by
ILECs based upon their assessments as to the ability of entrants to
compete

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

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

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

30. See Trends in Telephone Service 2000 - 2™ Report, FCC Industry Analysis Division of
the Common Carrier Bureau, (Released December 2000), Table 9.2, at 9-5. Dividing the
number of the ILEC Residential & Small Business for June 2000 by the total number of
Residential & Small Business for June 2000 (i.e., 140,486,770/(140,486,770 + 4,597,807) =
96.8%. :

21

[
T ECONDMICS AND
Ells TECHNOLOGY. Inc.



g

Intercarrier Compensation: From the Act to the Present

various network resources available to CLECs on a seamless and economically viable
basis.>® It is thus hardly surprising that the overwhelming majority of local calls will
necessarily be originated by ILEC customers over ILEC local network facilities.
Consequently, the vast majority of calls that are terminated by a given CLEC to its end-user
customers will necessarily have come from an ILEC. For those CLECs that have
specialized in serving customers with high inward calling volumes (such as voice mail
providers, call centers, and Intemet service providers (“ISPs”)), most of the traffic they
handle will thus involve an intercarrier hand-off, and will necessarily result in a large traffic
imbalance in the CLEC’s favor. Consequently, the intercarrier compensation payment by
the ILEC may be substantial.

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

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

31. Underscoring this point, as of the mid-2001, Bell companies had “satisfied” the Section 271(c)2)(B)
“competitive checklist” necessary for long distance market entry in only five states. FCC rulemaking decisions
issued in 1996 to implement the Telecommunications Act are still, some five years later, under the cloud of
court challenges by ILECs. SBC and Verizon have been fined in excess of $40-million for failure to comply
with various conditions and requirements relating to interconnection and other transactions with CLECs that
had been imposed by the FCC. And even the instant Intercarrier Compensation NPRM by its very existence
serves to create further uncertainty and further discourage investment in CLEC ventures.
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Table 1
CLEC Market Capitalization September 1999- August 2001
Market Cap Market Cap Market Cap % Change
Sept 30, 1999 Sept 30, 2000 Aug 8, 2001 Sept 1999-

Company Name {millions) (mitlions) (millions) Aug 2001
Adelphia $ 1,439.70 ] $ 650.16 | $ 529.40 -63%
Allegiance $ 4,086.50 | $ 2512791 3 1,550.00 -62%
AT&T Corp $ 151582901 3 102,286.76 | $ 76,400.00 -50%
Commonweaith Telephone $ 97287 ] $ 837431} $ 993.00 2%
Connectiv $ 1,712681] $ 1,685.20 | § 2,010.00 17%
CoreCom $ 267943 % 459.16 | $ 15.60 -99%
CTC Communications $ 23924 $ 538.19 1 $ 165.20 -31%
CTCI $ 936491 $ 756.98 | $ 315.20 -66%
intermedia $ 1,27464 | $ 1,303.25 | § - N/A
Focal $ 1451721 § 1,085.25| $ 102.00 -93%
Global Crossing $ 21061421 % 28,022.93 1 § 5,260.00 -75%
GST Telecomm {nc $ 265.181 $ 063 9% - N/A
Northpoint $ 304488 % 94158 | $ 6.27 -100%
ICG Communications $ 736.77 ] § 22771 % - N/A
Level 3 Communications $ 17,810.58 | § 28,317.09 | § 1,700.00 -90%
Worldcom $ 144541841 % 72,623.19 ] § 41,270.50 -71%
RCN $ 3,78542 | $ 1,37847 | $ 364.10 -90%
Sprint $ 42,597.39 | $ 21,14860 | $ 20,200.00 -53%
Winstar Comm Inc $ 2,14589 | $ 1,42948 | $ 6.19 -100%
XO Comm/Nextel $ 19,360.84 | $ 797099 ] § 666.30 -97%
Total CLEC $ 421,73638|$ 273870.88] % 151,553.76 -64%
S&P 500 Index $ 1,28281 ] $ 1,436.51 | § 1,190.16 7%
Dow Jones Industrial Avg. | $§ 2998871 $ 317396 | $ 3,110.70 4%

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

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

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

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

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

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

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

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

34. I, at5.

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

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

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

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

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

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

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

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

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

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

39. Recently, Verizon-Maryland proposed a reciprocal compensation rate for end office termination of
0.144 cents per minute. See Maryland PSC Case 8879, Panel Testimony of Louis D. Minion and Marsha S.

Prosini (Verizon-Maryland), May 25, 2001, Attachment A (Reciprocal Compensation: Terminating End Office
per MOU, VZ-MD Scenario = $0.00144).
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the market, established and held out a price at which it was willing to either buy or sell call
termination service. If a competitor was able to furnish the same service at a lower cost
than the price signals it was receiving from the dominant ILEC, both the CLEC and the
economy overall are well served by the CLEC pursuing this market opportunity.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Conclusion

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

46. Id., at 14.

47. In patticular, the Pacific and Bell Atlantic studies, as well as similar studies prepared in the same
timeframe by US West, NYNEX, and BellCore, failed to perform proper comparisons of the total revenues and
costs associated with increased ESP/Internet usage, and thus did not substantiate their claims that the ESP
exemption should be discontinued. See Selwyn, L. and Laszlo, J., “The Effect of Internet Use on the Nation's
Telephone Network,” Internet Access Coalition, January 22, 1997, at 3549,

48. Calif. PUC Decision (D.)99-11-050, November 18, 1999, Appendix A (“Summary of Unbundled
Network Element Recurring Prices™), page 2.
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3 BILL-AND-KEEP

“Bill-and-Keep” is not reciprocal compensation unless traffic is in
balance

Over the past several years, many state regulatory commissions have been called upon
to wrestle with the issue of finding the best financial mechanism for intercarrier
compensation on locally-rated calls, including ISP-bound calls, in the context of ILEC/
CLEC arbitration cases and generic proceedings. The FCC has indicated a strong interest in
bill-and-keep, at least with respect to ISP-bound traffic, as reflected in the ISP Remand
Order” and in the Intercarrier Compensation NPRM.* 1In the following two chapters,
we discuss some of the possible alternatives to explicit reciprocal compensation available to
the FCC and state regulators. In brief, these include:

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

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

49. ISP Remand Order, at paras. 6 and 71-76.
50. Intercarrier Compensation NPRM, at paras. 4 and 66-77.

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

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

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

The new interest in “Bill-and-Keep”

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

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

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

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

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

53. DeGraba, Patrick, Bill-and-Keep at the Central Office as the Efficient Interconnection Regime, OPP
Working Paper No. 33 (December 2000) ("DeGraba"); Atkinson, Jay M. and Christopher C. Bamekov, 4
Competitively Neutral Approach to Network Interconnection, OPP Working Paper No. 34 (December 2000)
("Atkinson/Barnekov").

54. DeGraba paper, at para. 24,
55. Atkinson/Bamnekov paper, at paras. 39-40, 69-73. They propose that the rule concerning transport cost

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

The papers' principal weaknesses fall in four key areas:

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

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

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

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

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

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

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

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

56. DeGraba, at paras. 49-55.

57. Id, at para. 31.

58. Id, at para. 32.

59. Atkinson/Barnekov, at para. 5.

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

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

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

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

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

62. Intercarrier Compensation NPRM, at para. 2.
63. DeGraba, at para. 3; Atkinson/Barnekov at paras. & and 85.

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

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

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

Under traditional bill-and-keep arrangements, the carrier that terminates calls handed off
to it receives zero monetary compensation for the work involved in handling such traffic,
but is nevertheless “compensated” for that work on an “in-kind” basis, because the
interconnecting carrier will similarly terminate originating traffic without an explicit charge.
Where the traffic flows are significantly out-of-balance, the “in-kind” aspect of bill-and-
keep is not present, and the uncompensated carrier would presumably decline to accept such
traffic absent some other form of compensation. ILECs, of course, have argued that such
compensation should come from the call recipient - specifically (with respect to ISP-bound
traffic), from the ISP. But those arguments are premised upon the demonstrably false
notion that ISPs are themselves telecommunications carriers and thus should be afforded the
same treatment as is given to IXCs — i.e., access charges. As discussed above, in the new
versions of “bill-and-keep” proposed by the OPP authors, the traditional “sent-paid” method
of charging customers for the calls they originate would have to be replaced by a shared
responsibility arrangement under which the calling and called parties would each pay a
portion of the total charge for the end-to-end connection — whether the call involves an
intercarrier interchange of traffic or is handled end-to-end by one carrier. CLECs serving
1SPs, for example, would no longer receive reciprocal compensation payments from ILECs
for terminating ISP-bound traffic, and would have to look to their ISP customers for
payment for this service.

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

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

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

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

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

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

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

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

70. The Intercarrier Compensation NPRM proposes to adopt bill-and-keep for ISP-bound calls (para. 66),
and the FCC is apparently willing to do so (in line with the decisions already made in the ISP Remand Order

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

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

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

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

» The called party does not choose the time for the call, prior to picking up the
handset does not know who is calling, does not know the nature/subject/purpose of
the call and, depending upon how terminating use is to be charged (e.g., possibly
at 2 different rate for local vs. long distance, intrastate vs. interstate calls), does not
know how much answering the call will cost;

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

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

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

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

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

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

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

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

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

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

73. DeGraba, at para. 80.

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

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

Both the DeGraba and Atkinson/Barnekov interconnection/compensation models afford
disproportionate deference to the ILEC networks, traffic patterns, and tariff structures as
they presently exist, and in so doing would confront entrants with what amounts to a “take-
it-or-leave-it” situation. = Both the Telecommunications Act” and FCC rules™
affirmatively permit CLECs to (a) specify the location of their points of interconnection
with ILECs, and (b) interconnect with the ILEC at any technically feasible point within the
ILEC’s network. Nowhere is there any requirement that an CLEC maintain more than a
single point of interconnection in any one LATA.

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

75. Section 251(cX2) of the Act obligates ILECs to interconnect with CLECs at any technically feasible
point on the ILEC’s network “(A) for the transmission and routing of telephone exchange service and
exchange access; (B) at any technically feasible point within the carrier’s network; (C) that is at least equal in
quality to that provided by the local exchange carrier to itself or to any subsidiary, affiliate, or any other party
to which the carrier provides interconnection; and (D) on rates, terms, and conditions that are just, reasonable,
and nondiscriminatory ...”; there is no requirement for CLECs to connect at more than one point.

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

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

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

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

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

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

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

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

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

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

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

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

Our overall conclusion is that neither the DeGraba paper nor the Atkinson/Barnekov
analysis afford a sound economic or policy basis for regulators to impose “bill-and-keep”
arrangements as the preferred solution for intercarrier compensation on ISP-bound calls and
other locally-rated traffic.

-
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In this section, we examine two other proposals for modifying the reciprocal
compensation practice that have been put forth as methods of limiting the ILECs’ financial
exposure where they have lost call termination business to CLECs.

Traffic Imbalance Thresholds and Related Payments Limitations

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

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

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

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

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

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

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

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

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

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

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

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

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

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

84. California PUC Docket No. 1.00-02-005, Testimony of Robert G. Harris on Behalf of Pacific Bell, July
14, 2000 (hereafter, “Harris (Pacific Belly Testimony™), at page 20, lines 7-10. See also Texas PUC Docket
No. 21982, Direct Testimony of Dr. Robert G. Harris, March 17, 2000, at pages 6-7.
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calls and that access line services furnished to ISPs be provided as local business exchange
service lines out of the local exchange tariff, and this so-called “ESP” exemption has been
reconsidered and reaffirmed by the FCC on several occasions over the intervening years.*
This circumstance means that, regardless of the jurisdictional status of ISP-bound traffic or
the potential economic ramifications of such treatment, as a matter of pricing policy the
FCC has chosen the sent-paid, local exchange service model for locally-rated ISP-bound
calls. As a consequence, from a policy standpoint, for state regulators the only rational
choice is to adhere to that same model. Any other compensation alternative would create
an untenable mismatch between the sent-paid form of compensation applied to the end user-
carrier financial relationship, and the financial relationships between carriers. And because
the sent-paid model requires that the originating carrier must pay the terminating carrier
compensation for the latter's work in terminating the sent-paid call, reciprocal compensation
arrangements must continue to be applied to all locally-rated ISP-bound calls that are
terminated by CLECs.

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

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

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

86. Dr. Taylor advances essentially the same line of argument as Prof. Harris, and thus is also rebutted by
the analysis set forth in this section.
87. Harris (Pacific Bell) Testimony, at 7, lines 7-9.

88. Id., at 7, lines 4-5.

57

9
’i/_" ECONOMICS AND
Ells TecHnoLOGY Inc.



E!

>

Other Intercarrier Compensation Arrangements

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

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

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

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

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

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

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

Some economists, including Prof. Harris, attempt to draw distinctions between ISPs and
other businesses that deal with customers over the telephone and/or that deliver their
services over the telephone. These distinctions do not hold up under closer scrutiny. Prof.
Harris first advances the notion that in the case of both the ISP and the IXC, the end user is
trying to “get” somewhere else, whereas when the end user calls a local business such as a
bank or a pizza parlor, he has “gotten” where he wants to go.” However, this is
sophistry, not economics. When I make a trip to a business meeting in Washington, D.C.
and my flight lands at National Airport, I still need to take a taxi or the Metro to “get” to
where I want to go. The airline has no involvement in that decision or in the actual ground
transportation service that I engage; in each instance 1 am a customer of the taxi or the DC
Metro, not of the airline, once I get off the plane. The effect of Prof. Harris' presentation is
to conflate certain regulatory choices concerning the payments process — choices that had
been made on grounds other than economics — with the economic implications of those
choices.

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

91. Id, at 15-16.

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

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

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

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

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

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

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

Conclusion

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

94. Harris (Pacific Bell) Testimony, at 7, lines 15-16.
95. One might think that transaction costs would be reduced if there was a single point of contact with the
end user which handled billing the end user, but any such cost savings would be offset by the cost of the

intercarrier compensation which would then have to occur and would otherwise not be required if the two
entities billed the end user separately.
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5 CONCLUSION

In this paper, we have attempted to examine the economic and policy basis for inter-
carrier compensation between telecommunications carriers as well as to provide an
understanding of the various approaches to this issue, particularly relative to Internet
Service Provider (ISP)-bound traffic, which has caused the FCC and other policymakers to
consider major changes to the existing mechanisms. This has become a particularly urgent
effort in recent months, as the FCC has adopted new rules via its ISP Remand Order to
transition reciprocal compensation for ISP-bound calls to a potential bill-and-keep regime,
and proposes in its ongoing Intercarrier Compensation NPRM proceeding to establish bill-
and-keep for ISP-bound calls and perhaps for ordinary locally-rated (and eventually toll)
calls as well. While our principal findings are explained in more detail in the body of this
paper, they can be summarized as follows:

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

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

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

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

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

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

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

The current system of explicit reciprocal compensation for interconnecting LECs has
generally worked well and in harmony with the pro-competitive policies underlying the
Telecommunications Act of 1996. As we have shown in this report, when certain CLECs
perceived a competitive advantage over ILECs in providing call termination services to ISPs
and other high-volume customers, they were able to define that market and successfully
meet their customers' needs. In so doing, those CLECs have exerted competitive pressure
on the ILECs' interconnection rates generally, exactly as the FCC's policy of establishing
symmetrically-applied interconnection rates was intended to do. Cost-based reciprocal
compensation, of the form in place today, is the only mechanism that is competitively-
neutral, allows all LECs flexibility in defining the market segments they wish to pursue —
whether or not the resulting traffic patterns are balanced — and ensures that each LEC will
be fully compensated for its work in completing calls. In contrast, bill-and-keep can satisfy
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none of those objectives, and would seriously disadvantage CLECs in favor of ILECs in a
manner contrary to the 4ct. Consequently, the FCC and other regulators should not adopt
mandatory bill-and-keep (but allow it to be negotiated, when two interconnecting carriers
agree it is mutually advantageous to do so) for ISP calls or for any other locally-rated
traffic. Instead, regulators should focus their efforts on ensuring that the existing reciprocal
compensation system for LECs is applied in good faith by all market participants, and allow
competition for local telecommunications services to continue to evolve.
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