F. Intercarrier Arrangements

It s imperative that the Commission reguhte intercarrier compensation arrangements and ensure that
they apply ona reciprocal basis. In other words, the domnant carrer should not be alowed to demand
exorbtant paynents from its smaller competitors for termmnating their traffc, nor should the dommnant
carrier be allowed to refuse to make a fair paynment to its smaller competitors for termination of traffc
which & orighated by customers of the dommart carrier and destined for customers of the smaller

carrer.

In the absence of regulatory intervertion, the dommant carrer would be ina position to denmand
asymmetric compensation arrangements -- or even to refise to interconnect on any tenms. As longas it
controls the vast majority of the traffic, the dominant carrier wil have the necessary market power to
inpose its preferences on smaller carriers. In so doing, it wil not only benefit its own stockholders to
the detriment of ts competitors', but it wil also create a very substantial barrier to entry. Without
mandatory interconnection on reciprocal terms, the newer competitors wil operate at the mercy of the

dominart carrier, and the prospects for effective conpetition will be bleak.

Staff's proposed rules regarding ntercarrier arrangements are partly based upon the assumption that the
distinction between local and toll calling is arbitrary. Withregard to billand keep, staff states that "t
perpetuates the existing diference between bcal and toll compensation rates, which s arbirary, and t
willbe hard to maintain and police such artifcial differences in a competitive environment, where
different competitors provide different local calling areas and different service packages". (Appendix A,
p.5). We reject this view, believing that the distinction is reither arbitrary nor artificial To the
contrary, maintaining a distinction between bcal and bng-distance traffc is both €asible and
appropriate. It is feasible because separate treatment can be accomplshed by mandatory reporting
requrements, whereby each carrier reports its traffic mix, (and is subject to auditing by the other
carrier). To some degree, the mix of bcal and toll calks can also be determmed (or verified) through the
use of mter-switch comnmuncation linkages, such as SS7, which can often pass along the origimating

phone number (muchlike caller ID service).



Maintaining the bcal/long-distance distinction is ako appropriate. Granted, from a cost standpoirt, the
place of origination is largely irrekvant to the terminating local carrier. However, in terms of value, there
is a significant difference between local and long distance traffic. Due to customer perceptions, as well
as longstanding historic pricing patterns, long-distance traffc generates signifcantly more revenue per
minute than bcal traffc. In turn, ths suggests that the termmnation of local traffc is not as valabk, and

should not be priced as high, as the termination of long-distance traffi.

As anexanyple of ths concept of value, corsider the folowing The cost ofa typical local loop (which s
connected to a central offce) is not the direct cost of any particular service. Instead, t is a joint cost
that s attnbutable to the provision of'several services. Joint costs are incurred when production
facilities simulkaneously serve two or more markets n fixed proportions. When joint production
processes are used, the firm cannot increase or decrease the amount of output for one market without
changing inthe same proportion and directionthe output or capacity avaibhble for another market. As a
resul, joint costs do not vary in proportion to the total output or sale of any one of the fnal products;

they vary only in proportion to the total availabk output of the jont production processes.

A classic exanple ofjoint costs is the cost of feed used to produce the jont products beef and hides.
Another s the cost of growing cotton and cottonseed. In both cases, joint costs are involved in the
intermediate stages of production, and additional direct costs are required to produce the final products
(e.g, hanburger, leather coats, cotton sheets, cottonseed oil). Moreover, increased capacty yelds
joint benefts: more cattle feed increases the avaikble output of both hamburger and kather; more

fertilizer results in more cotton cbth and nore cottonseed oil.

This defintion ako applies to the costs ofthe typical subscriber loop, which s used to supply local, toll,
and swiched access services. The irstallation of a subscriber loop and drop to provide any of these
services automatically provides loop capacity for the other two atno addtional cost, since the sane
loop is used for all three services. For example, LEC's cannot increase the loop capacity avaiable for
completing local calls without also enlarging the available capaciy for orignating and terminating toll
calk.



Thus, the bop is ke cattle feed, which when increased expands the possible output of both hamburger
and kather. And lke cattlke feed, the joirtly used loops are part ofthe intermediate, rather than final
stage of producton. Telephone subscribers are primarily nterested n phcing long-distance and bcal
calls, rather than n 'consuming" access Ines; thus, the access Ine s an intermediate nput necessary for
the fnaljoint products, local and tol calling (Lkewise, most people are nterested in buying hanburger

or leather coats instead ofa cow.)

Given the joint nature of the subscriber loop facilities, they should be treated in a manner similar to
common costs. Since the costs are not caused by increases and decreases in traffic volumes, a pure
usage fictor has littk or nothingto do wih the levelof bop costs. Unfortunately, the factors that do
determire the cost kvel (geographic characteristics of the service territory, customer densty patterns,
zoning requirements, technological changes, etc.) cannot be cbsely linked to the various customer
classes or service categories. As a result, there i no certan method avaiable for allocating the loop

costs to any particulr service, or determining the most appropriate recovery ofthose costs.

Ideally, jont costs should be recovered in a manner which recognizes the relative strength ofdemand
for the jomnt products that make use ofthe loop. This pattern of value-related cost recovery s consstent
with the method by which jont costs are recovered n competitive markets. In those markets,
purchasers of each ofthe joint products bear some share of the joirt costs, with the relative shares
being determined by the relative strengh ofdemand n the various markets. Inother words, each
product is priced to maximize ts contributon to the joint costs, withn the market constraints imposed

by the product's demand.

For mstance, in the chssic example discussed earlier of the joint products beefand hides, purchasers of
leather goods will bear a rehtively hrge share ofthe joint costs of feeding the cattk if the demand for
leather products & strong and the demand for meat s weak. But leather coat buyers will obviously not
be required to shoulder 100% ofthe feed costs and consuners of beefnone of them; there i also a

consderable demand for beef



While rehtive usage s one measure of relative strength of demand (since heavier wsers tend to derive
greater value from the network), all minutes are not equivaknt. In a competitive market, costs would
not be recovered based upon a uniform per-minute approach, since that would not adequately
recognize the relevant factors that influence the value of each product or service, and thus the relative
strength of demand for that item. Whik not a perfect analbgy, consider the exampk of dary products.
Cream does not carry the same price per flud ounce as whole mik, whik skim mik will have stilla
different price. The relative prices of the varous dary products depends upon market conditions, and

more specifcally the relative strength ofdemand for each of the various products.

Analogowsly, t would not be appropriate to kvy the same per-mmute access charges for toll and bcal
calls, because ths would fai to acknowledge the great differences in perceived value, and market
demand, that distngush toll usage fromlocal usage. Stated another way, ifan LEC is allowed to charge
an NEC as much per minute to complete a call which origimated down the block as it charges AT&T to
complete a call which originated in California, the LEC would be completely ignoring the underlying
differences in value, as well as the associated differences in revenues per minute (and resulting
differences in ther respective abilty to pay). Such an ibgical pricing policy may be sustainable in the
shortrun, because the LEC has the market power to force NECs to pay whatever it demands, but such
a pricing policy would not be logical, nor would it be consistent wih the pattem ofprices which would
emerge in a truly conpetitive market. To the contrary, n a conpetitive market one would expect to see
higher prices per minute for orighating or terminating toll calls than for orignating or terminating local

calls, because the former service is inherently more vahiabk than the htter servce.



