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Intercarrier Compensation:
One Component of Telecom Reform

Summary

Nondiscriminatory intercarrier compensation — the payments that
interconnected carriers make to one another when more than one carrier’ s network
must be used to complete a telephone call or other electronic communication — is
the linchpin of a competitively neutral regulatory regime. Under current statutory
requirementsand regulatory rules, these paymentsvary widely (from 0.1 centsto 5.1
cents per minute), depending on whether the interconnecting party is a local
exchangecarrier, along distance carrier, awirelesscarrier, or aninformation service
provider, and whether the serviceisclassified astelecommunicationsor information,
local or long distance, or interstate or intrastate— even though in each case basically
the same transport and switching functions are provided.

Thereisgeneral agreement that intoday’ scompetitiveenvironment, intercarrier
compensation reform is needed because the current regime:

— distorts investment decisions and undermines efficient competition by

providing artificial advantages/disadvantages to those service providers that

happen to be subject to favorable/unfavorable intercarrier compensation rules;

—failsto provideinnovatorscertainty about theintercarrier compensation regime

to which their services will be subject;

— encourages uneconomic arbitrage — that is, providers making business

decisions based on the artificial rates set for intercarrier compensation, rather

than on true underlying costs;

— creates an artificial cost structure, based on minutes of use, which appears to

be inconsistent with actual cost causation in networks and which renders it

difficult for carriers to meet the preferences of many consumers for offerings

consisting of large baskets of minutes or unlimited calling at afixed price;

— requires carriers to expend millions of dollars and scarce information

technology resources developing systems to identify, measure, monitor, hill,

reconcile, audit, and dispute the classification of traffic; and

— undermines the stability of universal service subsidy funds.

At the same time, in some quarters there is resistance to comprehensive
intercarrier compensation reform because of concerns that some carriers and some
consumers may be harmed by the changes.

— Reform is likely to result in an increase in end-user subscriber line charges,

which consumer groups argue would unfairly burden low usage and low income

customers.

—Reformislikely to reducetheintercarrier compensation revenuesof rural local

exchange carriers and increase their need for universal servicefunding at atime

when rural wireless carriers also are seeking access to a potentially limited
amount of total universal service funds.

—Reformislikely to require modification of intrastateintercarrier compensation

rates, but since these have been within the jurisdiction of state regulatory

commissions, some observers have questioned whether the Federal

Communications Commission can undertake such reform without active state

involvement.

This report will not be updated.
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Intercarrier Compensation: One Component
of Telecom Reform

Overview

Over the past 30 years, telecommunications policy in the United States slowly
has evolved from government sanctioned monopoly provision of all
telecommuni cations services to competitive provision of most telecommunications
services. Congress explicitly mandated this competitive market approach in the
Telecommunications Act of 1996." These competing providers have had to
interconnect their networks and, today, most telephone calls and electronic
communicationstravel over more than one carrier’ s network to get from the calling
party to the called party. Since the calling party only pays the carrier to which it
subscribes for service, a system of intercarrier compensation has been needed to
compensate any other carrier whose network facilities are used to complete the call.

Thetelecommunications sector today ischaracterized by the deployment of new
digital technologiesthat are driving the convergence of previously distinct markets.
These new technologies are being deployed in — and carried over — wireline,
wireless, and cable networks that are becoming increasingly capable of providing
voice, data, and video services over asingle broadband platform. With these new
technologies, costsarenolonger driven by distance, and traffic nolonger stayswithin
national boundaries, no less state or local boundaries. Thereisaconsensusthat the
current framework of telecommunications statutes and regulatory rules, based on
outdated classificationsthat do not conformto marketplacerealities, nolonger fosters
such fundamental public policy objectives as competition, universal service, and
rapid innovation.

Perhaps the most significant such set of legacy rules involves intercarrier
compensation, which affects telecommunications competition, innovation, and
efficiency, as well as the universal availability of telecommunications services.
Nondiscriminatory interconnection is a prerequisite for competitive
telecommuni cations markets and nondiscriminatory intercarrier compensationisthe
linchpin of a competitively neutral regulatory regime.

The current system of intercarrier compensation was implemented on a
piecemeal basis, as specific existing telecommunications services were opened to
competitive provision or providers offering entirely new services (such as wireless
service) were allowed to interconnect with the public switched tel ephone network.
Today, these intercarrier compensation payments vary widely, depending on:

! Telecommunications Act of 1996, P.L. 104-104, 110 Stat. 56 (“1996 Act”).
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e whether the interconnecting party is a local exchange carrier
(“LEC”),? an interexchange (long distance) carrier, a commercial
mobile radio service (“CMRS’ or wireless) carrier, or an
information service provider (“ISP”), and

e whether the service is classified as telecommunications or
information, local or long distance, or interstate or intrastate,

even though in each case basically the same transport and switching functions are
provided.

AsshowninFigure 1, achart prepared by the Intercarrier Compensation Forum
(“ICF"),? today the average intercarrier compensation rate ranges from 0.1 cents per
minute for traffic bound to an ISP to 5.1 cents per minute for intrastate traffic bound
to a subscriber of asmall (rural) incumbent local exchange carrier; individual rates
can be as low as zero and as high as 35.9 cents per minute.* These intercarrier
compensation charges can represent a substantial portion of the costs of providing
certain services and, in the case of long distance callsthat interexchange carriers are

2 These paymentsvary even among L ECs, depending onwhether the carrier isanincumbent
local exchange carrier (“ILEC”), that is one of the legacy LECs that was a government
sanctioned local monopoly provider prior to the implementation of the 1996 Act; a small
LEC (sometimes referred to asarural LEC), that isan ILEC serving asmall rural area; or
a competitive local exchange (“CLEC"), that is a new competitive provider of local
exchange service that was allowed to enter the market as aresult of enactment of the 1996
Act.

® ThelCFisagroup of carriersfrom different ssgments of thetelecommunicationsindustry
that has submitted a proposal for comprehensive intercarrier compensation reform, In the
Matter of Developing a Unified Intercarrier Compensation Regime, CC Docket No. 01-92,
Ex-Parte Brief of the Intercarrier Compensation Forum in Support of the Intercarrier
Compensation and Universal Reform Plan (“ICF Plan”), October 5, 2004.

* ICF Plan at Appendix C, p. 2. InFigure 1, “RC” refersto “reciprocal compensation,”
the cost-based system for intercarrier compensation between providers of local service
mandated by the 1996 Act (47 U.S.C. 88 251(b)(5), 252(d)(1)(A), and 252(d)(2)(A)).
“IntraMTA” and “InterMTA” refer to the distinction between those calls originating on
wireless networks that are treated as local vs. long distance for intercarrier compensation
purposes, as discussed in greater detail below. All classifications with the words
“intrastate” or “interstate” refer to intercarrier compensation rates for long distance calls.
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required by statute and Federal Communications Commission (*FCC”) ruleto offer
at asingle rate nationally,” can exceed the retail price for the service.®

Figure 1: Current Intercarrier Compensation Rates

Intercarrier Compensation Rates

6.0+
Small ILEC Intrastate ( 5.1)

5.01

4.04 CLEC Interstate ( 1.8)

Large ILEC
Intrastate (2,5)

[

CLEC Intrastate (3.0)

3.0+ Small ILEC
Interstate (1.8)

CMRS to ILEC
InterMTA (0.6)

Average Rates in Cents per Minute

201" |Large ILEG, RC Non-ISP
Interstate Bound (0.2)
CMRS to
|
ILEC
1.0 RC ISP- IntraMTA
Boynd ( 0.1) (0.2)

0.0+
High (¢/min): 1.5 89 9.9 349 6.8 359 0.3 0.1 8.9 0.3
Low (¢/min): 0.5 0.3 ©0.4 0.7 0.2 0.4 0.0 0.0 0.2 0.0

Sour ce: Intercarrier Compensation Forum

Given the wide variation in intercarrier compensation rules applied to carriers
and technologies that are now competing with one another, the FCC adopted a

® In section 254(qg) of the 1996 Act, 47 U.S.C. § 254(g), Congress instructed the FCC to
“adopt rules to require that the rates charged by providers of interexchange
telecommunications services to subscribersin rural and high cost areas shall be no higher
than the rates charged by each such provider to its subscribers in urban areas. Such rules
shall also require that a provider of interstate interexchange tel ecommunications services
shall provide such servicesto its subscribers in each State at rates no higher than the rates
charged to its subscribersin any other State.” To implement this statutory instruction, the
FCC adopted a geographic rate averaging rule and a rate integration rule. (47 C.F.R. §
64.180.)

® The“accesscharges’ that somerural local exchange carrierschargelong distance carriers
for originating the long distance calls made by customerslocated in thoserural areas, or for
terminating the long distance calls made to customers located in those rural areas, exceed
thenationally averaged pricethat thelong distancecarrierschargetheir subscribersfor those
calls, and thus the long distance carriers lose money on each long distance call into or out
of those rural exchanges. Asaresult, long distance carriers are reluctant to make available
to customers in those areas service packages that are likely to be attractive to heavy long
distance users.
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Further Notice of Proposed Rulemaking in February 2005 to review and reform its
ruleswith the goal of constructing aunified intercarrier compensation regime.” The
FCC seeks public comment on ninecomprehensiveintercarrier compensation reform
proposals or sets of principlesthat have been submitted to the FCC aswell as a staff
proposal.?  The issues raised in the ICC FNPRM are not new to the Federal
Communications Commission. In 2001, the FCC opened a rulemaking proceeding
and adopted a Notice of Proposed Rulemaking seeking information on how to
develop a unified intercarrier compensation regime.®

There is general agreement that intercarrier compensation reform is needed
because:

e The current regime distorts investment decisions and undermines
efficient competition by providing artificial
advantages/disadvantages to those service providers that happen to
be subject to favorable/unfavorableintercarrier compensation rules.
For example, for non-local calls made within any of the 51
Metropolitan Trading Areas (“MTAS") in the United States,’ if the

" Inthe Matter of Developing a Unified Intercarrier Compensation Regime, Further Notice
of Proposed Rulemaking (“ICC FNPRM"), adopted February 10, 2005, released March 3,
2005.

8 See the following documents filed with the FCC in the Intercarrier Compensation
proceeding: The National Association of Regulatory Utility Commissioners (“NARUC")
Study Committee on Intercarrier Compensation Goalsfor aNew Intercarrier Compensation
System, May 5, 2004; Cost Based Intercarrier Compensation Codlition (“CBICC”) Proposal,
September 2, 2004; Ex Parte Brief of theIntercarrier Compensation Forumin Support of the
Intercarrier Compensation and Universal Service Reform Plan, October 5, 2004; The
Intercarrier Compensation and Reform Plan of the Alliance for Rational Intercarrier
Compensation, October 25, 2004; A Comprehensive Plan for Intercarrier Compensation
Reform Devel oped by the Expanded Portland Group, November 2, 2004; Western Wireless
Intercarrier Compensation Reform Plan, December 1, 2004; Updated Ex Parte of Home
Telephone Company, Inc. and PBT Telecom, November 2, 2004; Ex Parteof CTIA — The
Wireless Association, November 29, 2004; the National Association of State Utility
Consumer Advocates (“NASUCA”) Intercarrier Compensation Plan, December 17, 2004,
“A Bill-and-Keep ApproachtoIntercarrier Compensation Reform,” ICC FNPRM, A ppendix
C.

° Inthe Matter of Developing a Unified Intercarrier Compensation Regime, Docket No. 01-
92, Notice of Proposed Rulemaking (“ICC NPRM"), 16 FCC Rcd at 965.

10 Rand McNally & Co. has formulated 493 non-overlapping Basic Trading Areas
(“BTAS") that cover the entire United States and its territories. Each BTA represents a
geographic region, defined by a group of countiesthat surround acity, whichisthe area’s
basic trading center. The FCC has used these BTAs to determine service areas for PCS
wireless licenses. In turn, these 493 BTAs are aggregated into 51 Major Trading Areas
(“MTAS"), usually composed of several contiguous basic trading areas. Individual MTAS
arequitelarge, and can encompass several states. For amap showingthe MTA boundaries,
see [http://wireless.fce.gov/auctions/data/maps/mta.pdf] (viewed on 4/14/05). The
intercarrier compensation rules are different for intraM TA wireless callsthat originate and
terminate within an MTA and interMTA wireless calls that originate and terminate in

(continued...)
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caller uses a wireless telephone, the caler’s wireless carrier is
subject to a cost based “reciprocal compensation” charge for the
termination of that call; but if the caller made anidentical cal, from
the same location to the same caled party, using a wireline
telephone (and hence a wireline long distance carrier), that carrier
would be subject to an above cost “access charge” for the
termination of the call. As another example, when along distance
call is made to a called party’s wireline telephone, that party’s
wireline local exchange carrier can charge the calling party’s long
distance carrier an above cost access charge for terminating the call;
but if an identical long distance call were made to the same called
party, from and to the same physical location, but to the called
party’ s wireless telephone, the called party’ s wireless carrier is not
allowed to chargethe calling party’ slong distance carrier any access
charge for terminating the call.

e The current regime fails to provide innovators certainty about the
intercarrier compensation regime to which their services will be
subject. For example, since voice over Internet protocol (“VolP”)
serviceis, on one hand, an application of aninformation serviceand,
on the other hand, functionally equivalent to a traditional voice
telephone call, it arguably fitsinto two different classifications for
the purposes of intercarrier compensation. Information servicesare
not subject to access charges; long distancetelephonecallsare. The
business plans of VolP providers will be strongly affected by the
ultimate decision about how they are classified for intercarrier
compensation purposes.

e The current regime encourages uneconomic arbitrage — that is,
providers making business decisions based on the artificial rates set
for intercarrier compensation, rather than on true underlying costs.
For example, because of the traffic patterns of 1SPs and some
anomalies in the rules,™* some CLECs have pursued the market
strategy of targeting ISPs as customers. They have offered ISPs
service at what may have been below-cost rates because they could
more than recoup any losses by charging above-cost rates to the
carriers of the ISPs’ subscribersfor terminating the large volume of

10(,...continued)
different MTAS.

11 Specifically, (1) ISPs are treated like end users; (2) 1SPs receive far more calls than they
make, so an ISP's LEC will terminate far more calls from the ISP's subscribers than it
originates from the ISP; (3) for many of those terminated calls, the ISP's LEC can charge
the carriers serving the ISP's end user customers above-cost access charges; and (4) the
ISP’s LEC can choose a single point of interconnection with the carriers serving the ISP's
end user customers in a way that requires those carriers to bear most of the costs of
transporting the traffic to the ISP. The specifics of this are discussed in the section below
on “Where should networks be allowed, or required, to interconnect with one another?”’



CRS-6

subscriber callsto those ISPs.? Regulators also may seek to exploit
uneconomic arbitrage. For example, stateregulatorsaswell asrural
LECsmay havetheincentiveto limit the scope of rural local calling
areas since calls that are classified as long distance will generate
more revenues (through toll charges or access charges) than they
would if classified aslocal and also will tend to move the burden of
cost recovery from local rural customers to urban long distance
customers (since long distance rates are averaged and thus urban
customers who can be served at |ow cost face higher averaged rates
that contribute to the recovery of higher rural costs).

e The current regime creates an artificial cost structure, based on
minutes of use, which appears to be inconsistent with actual cost
causation in networks and which renders it difficult for carriersto
meet the preferences of many consumersfor offerings consisting of
large baskets of minutes or unlimited calling at a fixed price. For
example, under the current access charge regime, interexchange
carriers are charged on a per-minute-of-use basis for the switching
used to originate and terminate their customers' calls, making the
interexchange carriers underlying cost structure usage-sensitive
even though the preponderance of those switching costs appear not
to be usage-sensitive.® But by facing these artificially imposed
usage-based costs, long distance carriers are discouraged from
offering large baskets of minutesor unlimited calling at afixed price
since they would lose money when serving high usage customers,
who are the customers most likely to select such packages.™

e Thecurrent regime requires carriersto expend millions of dollars
and scar ce information technol ogy resour ces devel oping systemsto
identify, measure, monitor, bill, reconcile, audit and dispute the

12 Inits2001 ISP Report and Order, the FCC found that “under the current carrier-to-carrier
recovery mechanism, it is conceivable that a carrier could serve an ISP free of charge and
recover all of its costs from originating carriers.” The ILECs were somewhat constrained
in their ability to compete with the CLECs for these ISP customers because in certain
situationsthey are not allowed to negotiate individual contracts with customers, but rather
are limited to offering servicesthrough tariffs that are generally availableto all customers.

13 A more detailed discussion of switching costsin presented below in the section entitled,
“What is the underlying cost structure of the transport and switching functions?’

% The long distance carriers assert that the Bell operating companies, which are now
allowed to offer long distance service and typically do so as part of a package of local and
long distance service, do not face the same problem. The long distance carriers claim that,
even if the Bell companies long distance arms must pay the same usage-based access
chargesto their local operating companies asthe long distance carriers pay, the underlying
costs to the Bells are not usage-sensitive. That is, any losses that the Bells' long distance
arms might suffer, when serving a high usage customer, by having to pay minute-of-use
access charges while offering large baskets of minutes or unlimited calling at afixed price,
arematched by theadditional profitsthat theBells' local operating companiesgeneratefrom
those minute-of-use access charges (since their underlying costs are not increasing with

usage).
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classification of traffic as local or toll, intrastate or interstate,
intraMTA or interMTA,*® information service or
telecommunications service, etc., in order to determine which
intercarrier compensation rules apply. It also encourages wasteful
litigation ascarriersfight among themsel ves about that classification
of traffic. These costly nonproductive activities will continue to
grow as providers respond to consumer demand for bundled
offerings of servicesthat fit into different classifications.

e The current regime undermines the stability of universal service
subsidy funds. Where ILECsrely at least in part on the profitsfrom
above cost access charges to defray the cost of providing universal
service, this funding source is in jeopardy because the number of
minutes subject to access chargesis declining as carriers with more
favorableintercarrier compensation treatment (for exampl e, wireless
and VolP carriers) are gaining market share and traditional long
distance carriers have an incentive to manipulate the complex
packages of services that they offer to minimize their exposure to
access charges.

At the same time, in some quarters there is resistance to comprehensive
intercarrier compensation reform because of concerns that some carriers and some
consumers may be harmed by the changes. In thisview:

¢ If theaccesschargescurrently imposed by local exchangecarrierson
interexchange carriersto originate and terminate long distance calls
were reformed to more accurately reflect the low proportion of
switching costs that appear to be usage-sensitive (and the high
proportion that appear to be fixed), per-minute access charges
imposed on the long distance carrierswould fall, but the fixed costs
of switching would likely be recovered by raising the subscriber line
charge imposed on end users for connecting to the network.
Consumer groupshave consi stently opposed line chargesof any sort,
arguing that such chargesunfairly burdenlow usage and low income
customers.'®

e Theaccesschargesthat |ong distance carriersmust pay to small rural
local exchange carriers for originating or terminating the long
distance calls of therural carriers’ customers tend to be higher than
the access charges paid to urban carriers. Thisisin part becausethe
small rural carriers’ underlying costs are higher than those of urban
carriers due to the lack of population density and lack of scale
economies and in part due to efforts by regulatorsto keep rural end

> The intercarrier compensation rules are different for intraMTA wireless calls that
originate and terminate within an MTA and interMTA wireless calls that originate and
terminate in different MTAS.

16 See, for example, “Jessica Zufolo: Emerging VolP Policy is Driving Investment,”
Telecom Policy Report, September 29, 2004.
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users local rates low. Also, the rural carriers’ local caling areas
tend to be narrowly defined and to serve only a small number of
households. Many of their customers’ incoming and outgoing calls
therefore are classified as toll (long distance) calls, for which the
rural LECs receive above-cost minute-of-use access charges from
long distance carriers, rather than the fixed end-user charge typical
of local service. Asaresult, the small rural LECs historically have
generated a much larger portion of their total revenues from access
charges than have urban LECs.*” Since the access charges of rural
LECs exceed costs by more than those of urban LECs, and since
rural LECshavedepended on access chargesmorethan urban LECs,
reforming access charges to bring them down to cost would place a
greater revenue burden on rural LECsthan on urban LECs. Absent
another revenue source, end-user line charges would have to be
raised morein rura areasthan in urban areas. To keep line charges
from growing to the point wherelocal service becomesunaffordable
or non-comparablewith urban rates, anew universal servicefunding
mechanismwould be needed to replacetheimplicit universal service
funding currently intherural carriers’ access charges. Although all
the proposals for intercarrier compensation reform have included
new universal service funding mechanisms, the rural LECs prefer
not to haveto rely so heavily onan explicit universal servicefunding
mechanism. They generally prefer to have three revenue sources—
line charges, universal servicefunds, and above-cost access charges
— rather than just the first two. In part, thisis because they prefer
to recover alarger portion of their costs from long distance carriers
(whose averaged rates subsidize rural customers) than from their
own end-user customersin subscriber linecharges. Andinpartitis
because they are concerned about relying too heavily on universal
service funds, which they consider a potentially unstable source of
revenue, especially now that rural wirelesscarriersare seeking these
same universal service funds.

e Although section 254(e) of the 1996 Act requires universal service
support to beexplicit and sufficient,*® many stateregul ators continue
to set intrastate access charges— and especially theintrastate access
chargesof rural carriers — at above-cost ratesthat exceed interstate
access charges, in order to create arevenue source (ultimately borne
primarily by customers of long distance carriers that do not live in
rural areas) that will help keep local rates low. Some parties
guestion whether the FCC has the authority to modify intrastate

" The ICC FNPRM, at paragraph 107, states: “According to NTCA [the National
Telecommuni cations Cooperative Association], rural LECs receive on average 10 percent
of their revenuefrominterstate accesschargesand 16 percent fromintrastate accesscharges.
In comparison, it asserts that the BOCs [Bell Operating Companies] receive only four
percent of their revenuefrominterstate accesschargesand six percent fromintrastate access
charges.”

8 The 1996 Act states at § 254(€): “Any such support should be explicit and sufficient to
achieve the purposes of this section.”
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access charges (as part of comprehensive intercarrier compensation
reform) without the formal involvement of the states.

Given the many affected interests with conflicting views and the impact of
intercarrier compensation on so many public policy objectives, Congress could
consider oversight or legislationto provide the FCC with guidance asthat proceeding
evolves. The purpose of this report is to provide a primer on intercarrier
compensation.

Historical Background

Ina“network industry” such astelecommunications, customersbenefit themore
people (or companies or websites or databases) they can reach over the network to
which they subscribe. Thus, if thereis more than one network, consumer benefit is
maximized when those networks are interconnected. For most of the 20" century,
telephone service was provided by government sanctioned monopoly. When public
policy changed and competitive provision of service was permitted, the incumbent
providerswererequired to alow the new entrantsto interconnect with their networks
inanondiscriminatory fashionto complete callsmadeto theincumbents’ customers.
Otherwise, the incumbents could have used their dominant position to refuse to
interconnect with the smaller networks of the new entrants, or to impose onerous
interconnection termsand conditions on the entrants, and the latter would havebeen
impeded in their ability to attract and serve customers.

Today, most electronic communications require the use of more than one
carrier’ s network to be completed. For example:

¢ loca wirelinetelephone calls originate on the network of the calling
party’s local exchange carrier and terminate on the network of the
called party’s local exchange carrier (which may be a competing
local exchange carrier or an adjacent local exchange carrier rather
than the caller’ slocal exchange carrier) or the called party’ scellular
carrier.

¢ long distance calls originate on the network of the calling party’s
local exchangecarrier, passto the network of thecalling party’ slong
distance carrier, and then terminate on the network of the called
party’slocal exchange carrier.

e wireless telephone calls originate on the network of the calling
party’s wireless carrier, are transported over wirelines (typically
leased by the wireless carrier from a wireline carrier),” and then
terminate on the network of the called party’ slocal exchange carrier
or wireless carrier.

19 More than 90% of wireless telephone calls travel over wireline facilities during some
portion of their route. Even most calls that originate and terminate on wireless networks
travel over wireline facilities at some point in their route.
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e end-user connections (dial-up or broadband) to information service
providers originate on the network of the subscriber’s (calling
party’s) local exchange carrier or broadband provider (wireline,
wireless, or cable), may betransported over anintermediatecarrier’s
(transit) network, and terminate on the network of thecarrier serving
the ISP (the called party).

While sometimes the calling party and called party have the same loca or
wireless carrier, or sometimes the calling party purchasesitslocal and long distance
service from the same carrier, in most cases completion of a call requires the use of
more than one carrier’s network.

Thecalling party only paysthelocal, long distance, or wireless carrier to which
it subscribes; it makes no payments to the called party’s carrier. And today only in
the case of wireless service does the called party pay anything to its carrier for calls
received. As aresult, a system is needed to compensate the other carriers whose
networks are used to complete the call.

Prior to MCI’ s successful legal challenge to the old Bell system’s government
sanctioned telephone monopoly?* and the consent decree settlement of the federal
government’ santitrust suit that resulted inthedivestitureof AT& T into separateand
independent local and long distance companies,? there was very limited need for
intercarrier compensation since there were very few carriers— only monopoly Bell
local operating companies, monopoly independent tel ephone companies, and AT& T
(the monopoly Bell long distance company that served both Bell and non-Bell
customers). Local servicerateswerekept low, to foster the goal of universal service,
by setting long distance rates far above cost. Sometimes, when an independent
telephone company bordered a Bell company service area, “extended area (local)
service” (“EAS’) was offered in which alocal calling area extended beyond the
boundary of the independent telephone company into the Bell service area. EAS
service was intended to lower rates to subscribers by allowing calls that otherwise
would have been high priced long distance calls to be treated aslocal calls. When
the Bell operating companies terminated EAS calls originating on the independent
telephone companies networks, and vice versa, the companies did not charge one
another for such termination, even if the traffic between the two carriers was not in
balance. Rather, intercarrier compensation followed a system known as “ bill-and-

2 When the ISP receives the communication from a subscriber, it routes that
communication over itsowned or leased distribution facilities (Internet transport networks)
or over a larger ISP's transport network to a Network Access Point, where the
communication is routed to another Internet network and may travel over various Internet
backbone networks and regional or mid-level networks (which are connected by network
access points) and local area networks to reach the appropriate destination host.

2 MCI brought severa suitsagainst AT& T and also challenged in the courts several FCC
decisions. See, for example, MCl Telecommunications Corporation v. Federal
Communication Commission, 561 F. 2d 365 (D.D.Cir. 1977).

2 Modification of Final Judgment, United States v. American Telephone and Telegraph
Company, 552 F. Supp 131 (D.D.C. 1982).
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keep,” in which no payments were made from one carrier to the other, asif traffic
were in balance. With respect to compensation from the long distance division of
AT&T to theindependent tel ephone companiesfor originating and terminating long
distance calls, these charges were set based on a complex system of cost
“separations’ and “settlements” that resulted in the AT&T long distance carrier
paying intercarrier compensation rates that far exceeded cost in order to subsidize
local service. Intheinternal accounts of the Bell System, too, payments were made
from the long distance division to the various local Bell operating companies that
resulted inthe AT& T long distance carrier paying origination and termination rates
that far exceeded cost.

As competitive provision of telecommunications services has been allowed in
apiecemeal fashionover the past 30 years, stateand federal regulatorshaveregulated
the newly necessary intercarrier compensation rates also on a piecemeal basis,
allowing or requiring very high or very low rates in order to foster specific public
policy objectives rather than requiring intercarrier compensation rates to be set
consistently for all calls. AsshowninFigure 1, theresulting ratesfor performing the
same termination functions (transport and switching) vary significantly simply
because aparticular call isinterstate vs. intrastate, or because a service provider has
been treated as an end user rather than a carrier, or because a call terminates on a
wireless network rather than awireline network. For example:

e inorder to maintain low ratesfor basic local service— to help meet
thegoal of universal service— stateregul atory commissionsandthe
FCC have allowed local exchange carriers to charge long distance
carriers significantly above- cost access chargesfor originating and
terminating intrastate and interstate long distance cals. Although
the 1996 Act requires the creation of explicit universal service
funding mechanisms,® and the FCC has established a transition
process that has lowered interstate access charges closer to cost,?
some implicit universal service subsidies remain in certain
intercarrier compensation charges, especially in rura LECS
intrastate access charges that, as shown in Figure 1, average more
than five cents per minute.

e inorderto promoteenhanced services, the FCC hastreated enhanced
service providers (including ISPs) as end users, rather than carriers.
Thisallows|SPsto purchaselinesout of thelocal carriers' tariffsfor
business customers, which do not include usage-based charges,
rather than out of the tariffs for interexchange carriers, which have
usage-based charges for both originating and terminating calls.

2 The 1996 Act states at § 254(e): “ Any such support should be explicit and sufficient to
achieve the purposes of this section.”

2 See, for example, Access Charge Reform, Price Cap Performance Review for Local
Exchange Carriers, CC Docket Nos. 96-262 and 94-1, Sixth Report and Order, Low-
Volume Long Distance Users, CC Docket No. 99-249, Report and Order, Federal-Sate
Joint Board on Universal Service, CC Docket No. 96-45, Eleventh Report and Order, 15
FCC Rcd 12962, 12991-93, paras. 76-79 (2000).
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Since ISP customers often stay online for long periods of time, if
ISPs had to pay minute-of-use access rates it would have made it
prohibitively expensive to offer flat rated retail service.

¢ the FCC adopted rules® toimplement statutory languagein the 1996
Act requiring reciprocal compensation arrangements for the
transport and terminati on of telecommuni cations between competing
local exchange carriersat rates approximating the“ additional costs”
of performing those functions.*® These rules covered thelocal cals
of local exchange carriers and the intraMTA calls of CMRS
(wireless) carriers.

e sincewireless service in the past was seen as a niche service whose
customers made a lot of calls but received very few, and not as a
substitute for long distance wireline service, wireless providers are
required to pay wireline local exchange carriers access charges for
thetermination of interMTA calls originating on their networksand
terminating on wireline networks, but are not allowed to charge
other carriers access charges for the termination of interMTA calls
received by their subscribers.

These, and other, inconsistencies in intercarrier compensation requirements are
incompatible with competitive telecommunications markets.

Comprehensive Intercarrier Compensation Reform:
Key Issues

The current intercarrier compensation rules developed in a piecemeal basis as
aternative providers, some using new technologies, were granted permission to
compete with existing providers and interconnect with the incumbents' networks.
In each case, explicit or implicit decisions were made about, among other things,
where and how the interconnections could occur, what the terms, conditions, and
rates were for the interconnection, and who should bear the transport and switching
costs associated with terminating (and, in the case of long distance service,
originating) the traffic. A decision to modify one of these parametersis likely to
affect the others. For example, changing the requirements about where carriers may
or must interconnect for the exchange of traffic may affect the portion of the cost
burden that each carrier should bear and/or the most efficient pricing mechanismfor
intercarrier compensation. In the debate over aternative intercarrier compensation
reform proposals, a number of important — and contentious — issues are likely to
be raised.

Should the called party share the cost burden with the calling
party?

5 47 C.F.R. §51.701.
21996 Act, §8 251(b)(5), 252(d)(1)(A), and 252(d)(2)(A).
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Why this matters.

Most telephone calls and electronic communications benefit both the calling
party and the called party, so there could bejustification for the calling party and the
called party sharing in the cost of thecall. But inthe United Statestraditionally only
the calling party (and the carrier to which that party subscribes) haspaid.?” The FCC
refers to this as the “caling-party-network-pays’ approach to intercarrier
compensation.?® This approach has been justified on several grounds:

o caled parties should not have to pay for unwanted and unsolicited
cals, such as those from commercial or noncommercial
telemarketers and spammers.

e customers should be able to control their monthly local telephone
bill, whichismoredifficult to achieveif they must pay for incoming
callsthat, unlike outgoing calls, are beyond their control.

¢ the administrative costs may be higher if the carrier of the calling
party and the carrier of the called party each haveto bill an end-user
customer, rather than just the carrier of the calling party billing its
end-user customer and, in turn, the carrier of the called party billing
the carrier of the calling party.

But the primary reason why policy makers have preferred a calling-party-network-
pays regime isthat it allows them to set intercarrier compensation rules that foster
such public policy objectives as universal services and the protection of nascent
services such as Internet services.

For example, under a system of calling-party-network-pays, the costs of
terminating acall are borne by the calling party’ s carrier — and, aswill be discussed
below, it is possible to set terminating rates that exceed those costs. In particular,
above cost termination rates can be imposed on long distance carriers, and the extra
revenuesfrom those above cost termination rates can be used to keep end users' local
rateslow. Thelongdistance carriers, in turn, will impose most of the burden of those
above cost termination rates on low cost urban customers. Since long distance
carriers are required to set nationally averaged retail long distance rates, the low
cost urban customers will be subsidizing the higher cost rural customers. These
above-cost rates for terminating calls, however, create market distortions that may
give some providers artificial competitive advantages over other providers.

2 However, as explained in the Historical Background section, prior to the break-up of the
Bell System, extended arealocal service traffic flowing between the Bell local companies
and independent tel ephone compani eswas exchanged on abill-and-keep basis, inwhich the
carriers were not compensated for completing calls for one another. (Some Bell operating
companies and independent LECs still employ bill-and-keep.) The carriers recovered the
costs of terminating these local calls from their own customers — that is, the called party
shared the cost.

% |CC FNPRM, at p. 10, para. 17.
2 See footnotes 5 and 6 above.
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In contrast, if the costs of terminating calls are borne by the called party — that
is, theend user paysitslocal carrier for theterminating costs associated with received
calls—thereisno potential intercarrier source of subsidies. Thecalled party’ slocal
service rate would recover those terminating costs, either through an additional line
itemonthebill or anincreasein an existinglineitem. If theresulting lineitem(s) are
determined by aregulatory body to be unaffordabl e or non-comparableto urbanrates,
and thus set at a price below costs, the called party’s LEC might receive explicit
universal servicefunding or implicit subsidiesfrom above cost businessratesor rates
averaged across high cost and low cost customers, but would no longer be able to
receive subsidies from other carriers.

Analysis and discussion.

Inanormal market, if aprovider setspricewell above cost, that createsamarket
incentive for its customers to seek an alternate provider and for other providers to
enter the market. But under calling-party-network-pays, there are no built in market
forces constraining the price a carrier could charge another carrier for terminating
cals.

Consider the simple example, shownin Figure 2, of end user A, who subscribes
toLECY for local service, makingalocal call to end user B, who subscribesto LEC
Z for local service. Completion of the call requires use of both Y’ snetwork and Z's
network, but only Y gets paid by the calling party. The call goes over the line from
end user A’s residence to the end office in LEC Y’s network that serves A. It is
routed through the switch in that end officeto the transport line that goesto the point
of interconnection (*POI”) or “meet point” between LEC Y’ snetwork and LEC Z's
network. The call isthen transported over LEC Z’ s network to the end officeinZ’'s
network that servesend user B. Inthat end office, it isswitched to theresidential line
that goes to B’s house. Since Z is providing necessary transport and switching
functionsthat its own subscriber B does not pay for, in acalling-party-network-pays
regime it will demand compensation from Y for terminating the call. But if Z sets
thepriceit charges'Y for terminating the call well above cost, this does not raise the
cost for the called party, B, who isnot charged for termination. It smply addsto the
cost of Y. The latter isa captive customer since it cannot affect B’ s choice of local
exchange carrier. Once B has chosen Z to beits LEC, Y has ho actual or potential
aternative to Z for terminating that call. Absent regulatory intervention, the
terminating carrier — in this case, Z — has the ability to exercise its market power
to raise the rates it charges other carriers, such as 'Y, for terminating calls made by
their subscribers.
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Figure 2. Simple Telephone Call Over Two Carriers’ Networks

LEC Y LEC /
END USER End Office End Office END USER
@‘“
D LECY D< .D LEC Z
EO Switch EO Switch

POl
Meet
Point

Sour ce: Simplified version of adiagram presented in the ICF Plan at Appendix C,
p. 5.

Evenif there are many competing local exchange carriers offering serviceto A
and B, once B haschosenitslocal exchange carrier, al callsto B must be terminated
over the network of that chosen carrier. B has no incentive to choose its local
exchange carrier based on which carrier chargesthe lowest ratesto other carriersfor
terminating calls to customer B. In fact, B might have the incentive to choose the
local exchange carrier that strategically charges very high rates to carriers for
terminating calls (sincethese customers are captive) and usesthe extrarevenueto set
lower rates for end-user customers.

Under calling-party-network-pays, thereisonesituation in which market forces
might constrain how much the called party’ scarrier will chargeto terminatethe call.
If al carriers’ traffic tended to bein balance — in the sense that the number of calls
made by their customers (calling parties) to the customers of other carriers was
approximately the same as the number of calls received by their customers (called
parties) from the customers of other carriers— then the potential revenues and costs
from the function of terminating one another’ s calls would tend to be awash.* The
incentiveto raise the pricefor terminating callswould likely be constrained because
all carrierswould face the same market environment in which higher revenuesfrom
high termination charges imposed on other carriers would simply be matched by
higher costs for high termination chargesimposed by other carriers.®

% Balanced traffic need not result in balanced costs if, for example, one of the carriers
faced a higher underlying cost structure (due, for example, to low population density or
unique terrain problems).

3 Carriers, however, could have an incentive to raise termination rates — even if they
would be matched by an equal increasein termination costs— if Wall Street valuesrevenue
growth rather than (or in addition to) income growth. This condition holds whenever
“growth companies’ arein ascendancy inthe capital markets, asthey wereinthelate 1990s.
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But the traffic between carriersisrarely in balance and, as aresult, there are no
market forces under a calling-party-network-pays pricing regime to constrain
termination charges. Indeed, local exchange carriers have the incentive to
strategically pursue those customers who receive more calls than they make — for
example, 1SPs — because then they can take advantage of the fact that the calling
party’s carrier is a captive customer for terminating service to set rates for
termination far above cost with no risk of losing that captive customer.® A local
exchange carrier whose customers receive more calls than they make will profit
because it will generate more revenues from terminating calls to its customers that
originate on other carriers networksthan it will generate coststo terminate the calls
originated by itscustomersto call ed partiesthat subscribeto other carriers.® Several
small competitive local exchange carriers pursued this strategy to the point where
they allegedly provided local serviceto ISPsat little or no charge, obtaining most or
all of their revenues from the charges they made to other carriers for terminating
calls.* The ISPs do not pay for, and will not care about, the charges for terminating
service — and might even encourage their local carriersto charge carriersa higher
termination price if they can use that to negotiate alower price for themselves.

Similarly, long distance carriers must make paymentsto local exchangecarriers
both to connect to their customersand to compl ete the callsmade by their customers,
but do not receive compensation from other carriers. Long distance customerswill
not care about the rates that their local carriers charge long distance carriers to
complete callsto them; long distance carriers have no way to reward those customers
who call parties that choose local carriers with low termination charges® In a

% See In the Matter of Implementation of the Local Competition Provisions in the
Telecommuni cations Act of 1996 and I nter carrier Compensationfor |SP-Bound Traffic, CC
Docket Nos. 96-98 and 99-68, Order on Remand and Report and Order (“2001 ISP Order”),
adopted April 18, 2001 and released April 27, 2001, at paragraph 5, which states: “For
example, commentsintherecordindicatethat competitivelocal exchangecarriers(CLECS),
on average, terminate eighteen times more traffic than they originate, resulting in annual
CLEC reciprocal compensation billingsof approximately two billion dollars, ninety percent
of which isfor 1SP-bound traffic. Moreover, the traffic imbalances for some competitive
carriers are in fact much greater, with several carriers terminating more than forty times
moretraffic than they originate.” (Footnotesomitted.) In some situations, CLECsenjoyed
an advantage over ILECs when competing for these customers because they had complete
flexibility inthe pricing they could offer while ILECswere subject to regulatory constraints
limiting them to sales out of their published tariffs and prohibiting the use of customer-
specific contracts.

# Thisis especialy so if a CLEC can identify just a single point of interconnection in a
large geographic areaand the ILEC must bear all the costs of transporting traffic originating
on its network to that single POI, which is allowed under the current rule.

3 See 2001 ISP Order, at para. 5, where the FCC found that “under the current carrier-to-
carrier recovery mechanism, it isconceivablethat acarrier could servean |SPfree of charge
and recover all of its costs from originating carriers.”

% Long distance carriers are in a somewhat less captive position with respect to the
originating portion of calls than the termination portion of calls. When along distance
carrier has a very large customer that originates many calls, if that customer’s local
exchange carrier setsthe charges for originating long distance calls far above cost, it may

(continued...)
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calling-party-network-paysregime, there are no market forces constraining the price
of terminating long distance calls.

As aresult, even as competition has developed in many telecommunications
markets, allowing regulators to reduce or eliminate their regulation of prices, there
isgeneral agreement that under acalling-party-network-paysregimeregulationisstill
needed for intercarrier compensation rates charged for terminating communications
on the local telephone network.

But that regulation typically has not taken the form of requiring carriersto pay
cost-based termination rates. Rather, it has given regulators the latitude to set
intercarrier compensation rates that foster certain public policy goals. Asdiscussed
earlier, both interstate and intrastate access charges historically have been set to far
exceed cost, especially for rura carriers and intrastate calls, as a means of
maintaining low basic local service rates. Similarly, 1SPs have been deemed end
users specifically to allow them to avoid intercarrier compensation charges.

But this market failure rationale for government intervention in the market to
set intercarrier compensation rates may disappear under a regime of called-party-
shares. If the called party (rather than the calling party or the carrier to which the
calling party subscribes) wereresponsiblefor compensating itsloca exchangecarrier
for terminating the call, then that called party would have the incentive to choose a
local exchange carrier whosetermination chargesarelow. If acarrier set termination
rates that far exceeded cogt, its subscribers would have the incentive to seek out an
aternative carrier. Of course, this market correction could only occur where end
users had real competitive aternativesto turn to if their current local carriersraised
rates. It is likely, however, that regulation of end-user termination charges will
continue until such effective competition develops.

Several of the proposals for comprehensive intercarrier compensation reform,
aswell asthe FCC staff proposal, question whether the advantages of calling-party-
network-paysstill hold and arguethat it introducesinefficienciesand distortionsthat

% (...continued)

induce the long distance carrier or a competitive access provider to put in adedicated line
between the customer’ s premise and thelong distance carrier’ snetwork to carry those calls,
thereby avoiding the local exchange carrier’s originating access charges. And even for
smaller customers, if there are competing local exchange carriers and one of those carriers
seeksto chargelong distance carriersavery high pricefor originating access, long distance
companies could charge their customers a higher price if they chose the local exchange
carrier with high origination access charges. This might entice some customersto switch
toalocal carrier that has lower ratesfor originating access— and thus would place market
pressure on the local carrier with high originating access rates to lower those rates. In
practice, however, this ability of the market to impose price discipline is limited for two
reasons: (1) the FCC rulesimplementing the requirement in section 254(g) of the 1996 Act
that long distance carriers set ratesin rural areasthat are no higher than ratesin urban areas,
and that rates not vary across states, effectively requires long distance carriers to set
nationwideaveraged rates, and (2) the administrative costs of varying end user long distance
rates based on the individual customer’s choice of local exchange carrier may exceed the
combination of higher revenues from the higher charges and the costs savings from those
end users that actually switch to a LEC that has lower originating access charges.
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areinconsistent with competitive markets. First, they arguethat under calling-party-
network-pays, it isnecessary for regulatorsto set ratesfor intercarrier compensation,
which will always be a contentious and expensive process. Second, they claim that
today there are ways for customers to manage their incoming calls — screening
services such as caller 1D, IP-enabled services that enable customers to determine
how and when they will receivecalls, do not call registries— to minimizethereceipt
of callsfrom which they do not benefit. Third, they claim that most costs associated
with terminating calls are not usage-sensitive and therefore termination costs should
be recovered through a fixed line charge, not a per-minute-of-use charge. Thus,
although the line charge an end user pays would initially increase under a called-
party-shares plan, that line charge would not fluctuate with the number of calls
received and end users could control their monthly telephone bill.  Fourth,
administrative costs would not increase if the charge were simply aline charge; the
subscriber line charge on each customer’s bill might change, but al customers
already receive bills with monthly line charges. Fifth, in the 1996 Act, Congress
instructed the FCC to remove implicit universal service subsidies from rates and
place them in an explicit funding mechanism.*®* A called-party-shares approach
would facilitate that.

But there are several counter-arguments. First, the available means for
customers to manage their incoming calls have associated costs, which (especialy
when added to a higher subscriber line charge) may be burdensome for low income
customers. Second, if all the termination costs are placed on the called party, there
is no market disincentive for high volume callers, such as telemarketers and
spammers, to increase their usage. As will be discussed later, increased calling
volume will increase switching costs during peak periods.

Theadvantages and disadvantagesof acalling-party-network-paysapproach vs.
acalled-party-shares approach will depend on anumber of factors, including where
interconnection is alowed or required, the underlying cost structure for
interconnection and termination, the extent to which termination costs vary across
networks, and how easy it is to identify the underlying network cost structure and
measure actual costs®* To the extent these parameters vary with the specific
interconnecting networks (for example, do somenetworkshave more usage-sensitive
costs than others? is it more efficient for some networks than for others to have
multiple interconnection points?), it may be optima to implement a hybrid
intercarrier compensation system. But if ahybrid system isimplemented, it will be
necessary to ensurethat it doesnot artificially favor one set of providersover another
in a competitive market.

Where should networks be allowed, or required, to
interconnect with one another?

Why this matters.

% 47 U.S.C. § 254(e).
%7 These issues are addressad in the sections that follow.
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Whether the cost burden of completing calls is borne entirely by the calling
party’s carrier or shared with the called party, the cost of the terminating (or
originating) portion of the call will depend on where the carriers are alowed or
required to interconnect. Where two carriers’ networks are alike, using similar
technol ogies and configured to serve similar customer bases, such similarities might
allow them to identify an agreed upon single interconnection point, or set of points,
that does not place either carrier at a relative advantage/disadvantage. But the
network architectures of the various carriers vary dramaticaly for a number of
reasons: historical (the ILECs were required to build out ubiquitous networks that
others need not replicate), technological (some technologies maximize efficiency
with greater deployment of switches and smaller connecting transport “ pipes’ while
others are optimized with the use of fewer, larger switches connected by higher
capacity transport pipes), geographic (optimal network architecture will differ in
urban and rural areas or for carriers serving wide areas vs. those serving narrowly
defined areas). As a result, the optimal point(s) of interconnection may be very
different for different types of networks. Each carrier will want to set point(s) of
interconnection that favor its particular network configuration. If left entirely to
market negotiation, the incumbent LECs, who during the transition from monopoly
to competitive markets retain some market power, might be able to impose
interconnection terms and conditions that would undermine the efficiencies of the
entrants' network architectures and technologies.®

The principal situation where distinct network architectures have made it
difficult for carriers to reach agreement about where to interconnect and how to
structureintercarrier compensation involvestheinterconnection of ILEC and CLEC
networks.*

Analysis and discussion.

Figure 2 shows avery smplified network architecture. Thelarge ILECs, who
serve the vast majority of U.S. households and businesses, have extensive and
ubiquitous* hierarchical” networks, with anumber of tandem switchesthat aggregate
and route traffic to a much larger number of end office switches serving particular
neighborhoods, all of which are connected by avery large web of transport facilities.
When such an ILEC terminatesacall that originateson another carrier’ snetwork, the
call typically will be routed through one or more of its tandem switches before
reaching the end office switch serving the called party. Other carriers (in particular,
the competitive local exchange carriers) use newer technologies and have less

¥ As explained earlier, as United States telecommunications policy has evolved from
government sanctioned monopoly provisionto competitive provision of telecommunications
services, incumbent providershave been required to allow new entrantsto interconnect with
their networks in a nondiscriminatory fashion. Otherwise, the incumbents could use their
dominant position to refuse to interconnect with the smaller networks or the new entrants,
or to impose onerous interconnection terms and conditions on the entrants.

¥ Therealso hasbeen alot of disagreement between rural LECsand wirelesscarriersabout
where and how to interconnect to exchange traffic. But since this disagreement typically
involves interconnection through an intermediate (transit) network of athird carrier, it is
discussed in alater section on rulesfor transit networks.
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extensive, non-hierarchical networks, often with only asingle switch servingamuch
larger area— with that switch, in effect, providing thefunctionsof both an end office
switch and a tandem switch.

Requiring the CLECsto build out their own networksto interconnect at or near
every ILEC end office switch (in every local calling area) — or even to interconnect
at or near every ILEC tandem switch — would in effect impose the ILEC network
architectureonthe CLECs, eventhough thelatter usedifferent technologiesand have
different businessplans. What might be an efficient architecturefor the ILECsmight
not be so for the CLECs. Moreover, even a successful CLEC entrant is unlikely to
attain the penetration levels of the ILECsfor many years and thuswill not be ableto
exploit the scale economies enjoyed by the ILECs; it is not feasible for them to
replicate the ILECs' ubiquitous networks.

On the other hand, if the CLECs are only required to interconnect with the
ILECs at a single POI in a large geographic region, then ILECs would have to
transport traffic well beyond local calling area boundaries to be exchanged. This
could be very costly if ILECs bore the cost of transporting traffic originating on its
network to the single POI. Also, with asingle POI traffic exchange will occur on
average further from both the calling party’ slocation and the called party’ slocation;
when either thecalling party or the called party isan ILEC subscriber communicating
with a CLEC subscriber, that will result in greater congestion on the ILECS
ubiquitous networks than with multiple POIs. In addition, if a called-party-shares
regimewereimplemented in conjunction with asingle POI, more substantial charges
for termination might be imposed on the called party than would be the caseif there
were many mandated points of interconnection.

The 1996 Act requiresan ILEC to allow arequesting local telecommunications
carrier to interconnect at any technically feasible point. The FCC has interpreted
thisprovision to mean that CLECs havethe option to interconnect at asingle POI per
“local access and transport ared’ (“LATA”).** In general, LATAs are broader than
local calling areas, so an ILEC bringing traffic that originates on its network to a
single POI often would be required to transport that traffic outside the local calling
area. FCC rules preclude alocal exchange carrier from charging other carriers for

© 47 U.S.C. § 251(c)(2)(B).

415 FCC Rcd 18354, 18390, para. 78, n. 174 (2000). LATAs were created in the 1982
Modified Final Judgment court order breaking up the old Bell System. A LATA wasthe
geographic area in which Regiona Bell Operating Companies could offer service. They
were prohibited from offering services that extended from apoint in their serviceareato a
point beyond aLATA boundary. SuchinterLATA serviceswere offered by interexchange
carriers. LATAS can cover very large geographic areas, even entire states. Today these
LATA restrictions no longer hold; all the Regional Bell Operating Companies are alowed
to offer interLATA service. But the interconnection rules continue to be based on the
LATA boundaries. The FCCrulealowingaCLECtointerconnect withanILEC at asingle
POI per LATA doesnot apply tointerexchange (long distance) carriersinterconnectingwith
ILECs.
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traffic that originates on the local exchange carrier’s network* — that is, it cannot
charge another carrier for bringing the traffic to the single POI. At the same time,
under the 1996 Act, all LECs have the “duty to establish [cost-based] reciprocal
compensation arrangements for the transport and termination of [local]
telecommunications.”* The FCC rules implementing that provision permit a
terminating carrier to recover from the originating carrier the cost of certainfacilities
from an “interconnecting point” to the called party.*

In both its 2001 Notice of Proposed Rulemaking and its 2005 Further Notice of
Proposed Rulemaking, the FCC sought comment on whether an ILEC should be
obligated to bear its own costs of delivering traffic to asingle POl when that POI is
located outside thelocal calling area.*> The Commission has asked whether acarrier
should be required to interconnect in every local calling area or pay the incumbent
transport and/or access charges if the location of the single POI requires transport
beyond the local calling area.

Not surprisingly, in their comments, most CLECs and wireless carriers favor
maintaining asingle POl per LATA rule® and the ILECs support arequirement that
competitive carriers establish a POl in each calling areaor pay the transport coststo
reach aPOI outside thelocal calling area.*” The current rules may encourage traffic
imbalance because terminating networks not only collect reciprocal compensation,
they also avoid financial responsibility for the transport facilities needed to bring
traffic from the originating ILECs network all the way to the single POL.*® When
traffic is out of balance, the cost of interconnection is borne primarily by the
originating carrier, and theterminating carrier may lack theincentiveto minimizethe
transport costs associated with connecting the two networks.

As providers from different segments of the industry have come together to
attempt to develop consensus positions on intercarrier compensation, compromise
positions have been proposed that take into account differences between the network
architectures of different carriers. For example, although the ICF Plan proposes a

“ 47 C.F.R. § 51.703(b).
% 47 U.S.C. § 251(b)(5).

“ 47 C.F.R. § 51.701. The FCC rules permit recovery of the costs of transport and
termination of telecommunications traffic between local exchange carriers and other
telecommunications carriers. The rules define “transport” as the “transmission and any
necessary tandem switching of telecommunications traffic subject to section 251(b)(5) of
the act from the interconnection point between the two carriersto the terminating carrier’s
end office switch that directly servesthe called party, or equivalent facility provided by a
carrier other than an incumbent LEC.” Therulesdefine “termination” asthe “switching of
telecommunications traffic at the terminating carrier's end office switch, or equivalent
facility, and delivery of such traffic to the called party’s premises.”

* |CC NPRM at para. 113 and ICC FNPRM at paras. 87ff.
“ |CC FNPRM at para. 89.

4" 1d. at para. 90.

“ 1d. at para. 91.
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transitionto unifiedintercarrier compensationrates, it explicitly identifiesthreetypes
of networks— hierarchical networks of the type deployed by the large ILECSs, rural
networksoperated by certainrural carriers, and non-hierarchical networks of the sort
deployed by some CLECs— and proposesdifferent requirementsand responsibilities
for the exchange of traffic for each.*

Thevariousreform proposal s submitted demonstrate creative approachestorthis
complex issue. For example, inthe ICC FNPRM, the FCC raised an issue about the
interrelationship between network interconnection and intercarrier compensation
pricing: if the Commission were to adopt a bill-and-keep approach and competitors
had to pay the samerate (zero) to terminate calls wherever they connect to the ILEC
network, would there be any incentives for CLECs or wireless carriers to
interconnect at more than one point of interconnection per LATA — sinceto do so
would increase their network costs but not result in any savings in intercarrier
compensation costs? But, as demonstrated by the ICF Plan, that concern could be
addressed by alowing each carrier to identify at least one point (per LATA) inits
network where it will receive traffic for routing within its network, and if the
originating carrier seeks to interconnect at a point different from the one chosen by
the terminating carrier, require the originating carrier to bear the cost burden for
transport between those points.™

What is the underlying cost structure of the transport and
switching functions?

Why this matters.

The rates for intercarrier compensation that carriers must pay become part of
their costsof providing service, and therate structure of that compensation will affect
the carriers’ underlying cost structure. If those charges are usage-sensitive, then the
carriers’ underlying costs become usage-sensitive— and will makeit more difficult
for those carriersto offer end users large baskets of minutes or unlimited calling at
afixed price. That will beefficient if, indeed, the underlying transport and switching
costs associated with terminating (or originating) acall are in fact usage-sensitive.
In that situation, unlimited calling packages at a fixed price would encourage
inefficient overuse of the network facilities. On the other hand, if the underlying
costs of transporting and switching calls are not usage-sensitive, but the intercarrier
compensation chargesare usage-based, then carrierscould beartificially discouraged
from offering fixed price servicethat consumers seek and, indeed, could be punished
in the marketplace for providing a fixed price service offering that would make
efficient use of the public switched telephone network. Moreover, if not all carriers
are subject to the sameintercarrier compensation regime, those that faceintercarrier

49 See the ICF Plan proposed by the Intercarrier Compensation Forum, submitted in In the
Matter of Developing a Unified Intercarrier Compensation Regime, Docket No. 01-92, on
October 5, 2004.

% |CC FNPRM at para. 96.

L ICF Plan at Appendix A, pp. 4, 10-12. The ICF callsthis “edge to edge interconnection
transport.”
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rates that do not reflect underlying costs could be placed at an artificial competitive
disadvantage.

Analysis and discussion.

To terminate traffic by routing it from the POI to the called party requires the
use of trangport and switching facilities. The underlying costs of transport facilities
are not usage-sensitive. Once a line between the POI and a tandem or end office
switch (or between a tandem and an end office switch, or between an end office
switch and an end user’ s premises) has been put in place, its costswill not vary with
usage. Economists and regulators have long recognized that it is not efficient to
recover usage-insensitive coststhrough minute-of -use charges, because such charges
will discourage usage, which is not the cost causer. As aresult, today the costs
associated with transport are almost aways recovered through recurring fixed
monthly charges.™

There has been much more debate on the extent to which switching costs are
usage-sensitive.”® A number of carriersarguethat asubstantial majority of switching
costs do not vary with minutes of use.> The FCC became involved in this debate
when it was petitioned to stand in for the state of Virginia, which refused to arbitrate
interconnection agreement disputes between Verizon and two CLECs (AT&T and
MCI).*® Oneof thedisputed issuesinvolved theunderlying costsand appropriaterate
structure and rates for switching. Verizon asserted that several costs (the “getting
started” cost of aswitch, equivaent POTShalf call (“EPHC”) costs, and theright-to-
use (“RTU") software costs) should be recovered on a minute-of-use basis. AT&T
and MCI disagreed. Inits Memorandum and Order, the FCC concluded that (1) the

2 When long distance carriers make intercarrier compensation payments to their
subscribers' local exchange carriers for use of those carriers' networks to originate long
distance calls, there may be some usage-sensitive costs associated with thetrunk ports at the
LEC's switch. These are sometimes classified as transport costs and sometimes as
switching costs.

3 More exactly, the debate has focused on end office switching. It isgenerally agreed that
the underlying cost structure of tandem switches is not usage-sensitive. Tandem switches
are usually viewed as part of the transport function, rather than part of the switching
function.

> For example, MCI has argued that vendor contracts for switching establish per-line
prices, rather than per-minute prices, and thuslocal exchange carriersdo not incur switching
costs on a per-minute basis. And digital switches are being produced with such large
processor capacity that their costs may no longer vary with minutes of use. See ICC
FNPRM at paras. 23, 68.

* In the Matter of Petition of WorldCom, Inc. Pursuant to Section 252(¢)(5) of the
Communications Act for Preemption of the Jurisdiction of the Virginia State Corporation
Commission Regarding Interconnection Disputes with Verizon Virginia Inc. and for
Expedited Arbitration, CC Docket No. 00-218, and In the Matter of Petition of AT&T
Communicationsof Virginia, Inc., Pursuant to Section 252(e)(5) of the Communications Act
for the Preemption of the Jurisdiction of the Virginia Corporation Commission Regarding
I nter connection Disputeswith Verizon Virginialnc., CC Docket No. 00-251, Memorandum
Opinionand Order (“FCC'sVirginiaArbitration Order”), adopted August 28, 2003, released
August 29, 2003.
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end office “getting started” switch cost isafixed cost, which does not vary with the
number of ports or the level of usage on the switch, and should be recovered on a
per-line port basis;*® (2) the EPHC costs should be recovered on a per-line port
basis;® and, (3) the RTU fees should be recovered on a per-port basis for the same
reasons as the getting started costs.®

Verizon, AT&T, and MCI did agree that certain switching costs are usage-
sensitive, and that those usage-sensitive costs only applied to usage during peak
periods.>® But the parties disagreed on how those shared, peak period costs should
be recovered. All the parties agreed that it would not be feasible to impose peak
period usage charges. Verizon and AT& T argued these costs should be recovered
through minute-of-use charges across all time periods; MCl argued that these costs
should be recovered through aflat per-port charge.** The FCC concluded that, while
neither approachisideal, theflat per-port chargeis better becauseit would not place
any provider at a competitive disadvantage.®*

Based on these conclusions, most of V erizon’ sswitching costswere deemed not
usage-sensitive and an even larger proportion of its switching costs were recovered
through port or line charges rather than minute-of-use charges.

However, this FCC conclusion may not fully resolve how switching costs
should be treated for intercarrier compensation. There is no specific statutory or
regulatory guideline for the costing methodology to use for determining intercarrier
compensation. InitsVirginiaarbitration decision, the FCC used the total element
long runincremental cost (* TELRIC”) methodol ogy that it had adopted to determine
the costsand rates for unbundled network elements. TELRIC calcul atesthe average
incremental cost of providing the entire demanded quantity of a network element.
By contrast, the statutory cost standard for reciprocal compensation (theintercarrier
compensation associated with completion of local calls) is* additional cost,”®*which
only looks at the additional incremental quantity of the element needed for
terminating (or originating) traffic. Itis possiblethat some coststhat are not usage-
sensitive when viewed from the perspective of the entire quantity of switching
demanded would be usage-sensitive from the perspective of a smaller increment of
switching usage. However, the FCC has concluded that the reciprocal compensation
reguirements (and hence “additional cost” methodology) inthe 1996 Act only apply
to local telecommunications traffic and not to access charges.®

% FCC'sVirginia Arbitration Order at para. 463.
> 1d. at para. 471.

% 1d. at para. 472.

¥ 1d. at para. 473.

€ 1d. at para. 474.

6 1d. at paras. 475-477.

%2 47 U.S.C. § 252(d)(2)((A)(ii).

% In the Matter of Implementation of the Local Competition Provisions in the
(continued...)
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It appears, then, that a significant proportion of the switching costs associated
with terminating a call are not usage-sensitive, but there is no consensus on exactly
what that proportion is.

Properly identifying the underlying cost structure for switching has four
important policy consequences.

First, if the preponderance of switching costs are not usage-sensitive, then the
current recovery of most switching costs in per-minute-of-use access charges and
reciprocal compensation charges is creating market signals that do not reflect
underlying costs. It would be more efficient to recover those switching coststhrough
a fixed line charge that sends a market signal reflecting that it is the additional
switching capacity needed to serve additional lines, rather than the additional
switching capacity needed to serve increased usage, that is driving switching costs.
If this is correct, any per-minute-of-use charge to recover usage-sensitive costs
should be quite small.

Second, if the underlying cost structure for transporting and terminating calls
isindeed overwhelmingly line-driven, rather than usage-driven, so that the bulk of
the costs are caused by the called party hooking up to the network, rather than by
usage of theterminating carrier’ s switch to terminate cals, then this might argue for
employing a called-party-shares approach to intercarrier compensation, rather than
aper-minute-of -use charge on thecalling party’ scarrier. Suchachargewould likely
take the form of an increase in the end-user subscriber line charge.

Third, if the proportion of termination coststhat are usage-sensitive costsisvery
small, then even if the interconnecting carriers’ traffic and costs are not in exact
balance, the distortion from employing bill-and-keep — that is, setting a zero per
minute-of-use charge for termination and recovering al costs through end-user
subscriber line charges — would be minuscule. In contrast, if a significant
proportion of the switching costs associ ated with transporting and terminating traffic
IS usage- sensitive, so that significant minute-of-use charges would most closely
reflect underlying costs, then a bill-and-keep system, which effectively sets a zero
price for termination, would create a distorting market signal that the switch usage
for terminationiscostless. Providersmight havetheincentiveto aggressively pursue
customers that make more calls than they receive — for example, telemarketers —
because if their traffic were imbalanced toward origination they could generate
revenuesfrom subscriberswithout i ncurring the costs associ ated with terminating the
large volume of calls made by their subscribers.

Fourth, settingintercarrier compensation ratesand rate structurein afashionthat
does not reflect underlying costs can have a significant competitive impact. For
example, under the current access charge regime, interexchange carriers are charged
on a per-minute-of-use basis for the switching used to originate and terminate their

& (...continued)
Telecommunications Act of 1996, First Report and Order, CC Docket Nos. 96-98 and 95-
185, 11 FCC Rcd 15499, 16013 (1996).
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customers' calls, makingtheinterexchangecarriers underlying cost structure usage-
sensitive even though the preponderance of those switching costs appear not to be
usage-sensitive. But by facing these artificially imposed usage-based costs, long
distance carriersare discouraged from offering large baskets of minutesor unlimited
calling at a fixed price since they would lose money when serving high usage
customers, who are the customers most likely to select such packages. The long
distance carriers assert that the Bell operating companies, which are now allowed to
offer long distance service and typically do so as part of a package of local and long
distance service, do not facethe same problem. Thelong distance carriersclaimthat,
evenif theBell companies’ longdistancearmsmust pay the same usage-based access
charges to their local operating companies as the long distance carriers pay, the
underlying costs to the Bells are not usage-sensitive. That is, any losses that the
Bells long distance arms might suffer, when serving a high usage customer, by
having to pay minute-of-use access charges while offering large baskets of minutes
or unlimited calling at afixed price, are matched by the additional profits that the
Bells' local operating companies generate from those minute-of-use access charges
(since their underlying costs are not increasing with usage).

What system is needed for setting intercarrier compensation
rates for intermediate (transit) networks?

Why this matters.

More and more networks need to interconnect with one another to complete
cals. Butin many casesthevolume of traffic exchanged between two carriersisnot
sufficient to justify deployment of dedicated facilities for that exchange. Other
carriers, especially ILECs, may already have facilitiesthat interconnect with each of
the carriersand that can carry thetraffic between the carriers. Presently, thereareno
rulespertainingtointercarrier compensation of thoseintermediate (transit) networks.

Analysis and discussion.

Transiting occurs when two carriers that are not directly interconnected
exchange traffic by routing the traffic through an intermediary carrier’s network.*
Transiting caninvolvelocal traffic or long distancetraffic. Neither the calling party
nor the called party subscribesto thetransit carrier, and thusin either acalling-party-
carrier-pays system or a called-party-shares system there must be a mechanism for
compensating any transiting carrier used to complete a call.

Frequently, a CLEC or wireless carrier in alocal market will not interconnect
with all other CLECsor wireless carriersin that market becauseit does not exchange
sufficient traffic with many of the carriers to justify the investment in facilities.
Rather, it will routetraffic bound to another CLEC or wirelesscarrier throughitsown
POI withthelLEC, over theLEC’ standem switch and transport network to the other
CLEC's (or wireless carrier’s) POl with the ILEC. This is feasible because all
CLECs and wireless carriers will be interconnected to the ILEC’ s network.

 Much of the discussion in this section comes from the detailed presentationinthe FCC’s
ICC FNPRM, at paras. 120-133.
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Also, amost al wireless calls are carried on intermediate wireline facilities
before reaching their final destination. The wireless carriers often lease these lines
from long distance carriers, but (especialy in rural areaswherethe volume of traffic
does not justify leasing aline) the wireless traffic sometimes will be routed directly
over thelong distance carrier’ snetwork (or over the network of alarge ILEC located
adjacent to the rural LEC) to reach the end user’ s local exchange.

In each of these situations, the intermediary carrier charges afee for use of its
facilities, but the current rules concerning traffic transiting over an intermediate
network differ when the traffic islocal or long distance.

Transiting of long distance traffic is governed by the interstate and intrastate
access rules, under which accessrates are set in tariffs. In contrast, although many
ILECs currently provide transit of local traffic pursuant to interconnection
agreements, the FCC hasnot determined whether carriershave aduty to provide such
transit service. The reciprocal compensation provisions of the act address the
exchange of traffic between an originating carrier and aterminating carrier, but the
FCC's reciprocal compensation rules do not directly address how intercarrier
compensation should be paid to the transit service provider.

ILECsarguethat they are not required to provide transit service under the 1996
Act and that transit service offerings should remain voluntary.® They explain that
they limit the availability of such servicesin order to prevent traffic congestion and
exhaust of tandem switch capacity, and to encourage carriers to establish direct
interconnection when traffic volumes warrant it. ILECs state that transiting should
be treated as an unregulated service offered at market-based pricesor, aternatively,
at tariffed “ special access’ rates that are not cost-based.

CLECs and wireless carriers, on the other hand, argue that ILECs are required
to provide transit service under the act.®® They explain that indirect interconnection
viaatransit service provider isthe most efficient means of interconnection and that
the availability of transiting is critical to the development of competition. Wireless
carriers in particular argue that the low volume of traffic exchanged with smaller
local exchange carriers does not warrant direct interconnection and that transit
serviceis necessary for indirect interconnection. CLECs and wireless carriers state
the FCC should set cost-based compensation rates for transit service.

The FCC has determined that the availability of local transit service is
increasingly critical to establishing indirect interconnection — a form of
interconnection explicitly recognized and supported by the act®” — and may provide
the only efficient means by which to route traffic between the networks of CLECS,
wireless carriers, and rura LECs® It also has determined that indirect
interconnection viaatransit service provider isan efficient way to interconnect when

% |CC FNPRM at para. 122.
% 1d. at para. 123.

5 See 47 U.S.C. § 251(a)(1).
% |CC FNPRM at para. 125.



CRS-28

carriers do not exchange significant amounts of traffic.’® But the FCC seeks
comment on itslegal authority to impose transiting obligations. The FCC also seeks
empirical evidence about whether transit service is currently available at reasonable
rates, terms, and conditions, to help it determine whether there is a need for it to
require ang regul ate the provision of transit service (contingent onit having authority
to do s0).

Many rural LECs argue that intraM TA™ traffic between awireless carrier and
arural LEC must be routed through an interexchange carrier and therefore should be
subject to access charges, rather than reciprocal compensation, even though it never
crossesan MTA boundary.” Onthe other hand, wirelesscarriersarguethat callsthat
originate and terminate within a single MTA are subject to reciprocal
compensation.” This has become amajor issue of contention becauseit often isnot
economically feasiblefor awireless carrier to interconnect directly with arural LEC
without use of an intermediate carrier network.

Although rural LECS' serving areas sometimes cover large geographic areas,
they tend to serve only a relatively small number of customers and often are not
located near major population centers. Wireless carriers may deploy towersto serve
those samerural areas, but it isnot economically feasibleto deploy switchesin many
of those rural areas. Even many of the traditional wireline long distance companies
do not interconnect directly within each rural LEC’ slocal calling areas. Asaresult,
often rather than a direct, physical point of interconnection, traffic between rural
LECs and wireless carriers (and long distance carriers) is carried over the facilities
of an adjacent ILEC or alarge long distance carrier that does interconnect directly
with therural LECs. Therewill be apoint where the traffic is exchanged for billing
purposes, but it is not a physical interconnection point.

Conflict has arisen because under current rules the interconnection and
intercarrier compensation rulesdiffer for local and long distancetraffic, and therural
LECsand wireless carriers have the incentive to define and route traffic differently.
Consider the example of a subscriber to a rural LEC making a telephone call to a
neighbor’ s wireless telephone, where the wireless carrier’ s switch is in an adjacent
ILEC's serving area and where both the adjacent ILEC and a major long distance
carrier directly interconnect withtherural ILEC’ snetwork. Inthat case, thecall must
be routed from the rural LEC’ s switch to the wireless carrier’s switch outside the
rural LEC’ scalling area and then back to the called party in therural LEC' s calling
area

The wireless carrier will want that traffic to be treated as loca (intraM TA)
traffic and routed from the rural LEC’ s switch to the point of interconnection (meet

% 1d. at para. 126.

0 1d. at para. 129.

" See footnote 10 above.

2 |CC FNPRM at para. 137.
3 1d. at para. 137.
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point) with the adjacent ILEC, where it would then be routed over the adjacent
ILEC sfacilities until it reached the wireless carrier’ s switch. The call then would
be routed over whatever facilities the wireless carrier had in place to reach its
wireless tower in the rural LEC service area and then to the called party’ s wireless
telephone. Inthissituation, for the origination segment of thecall, therural LEC and
ILEC would be exchanging the local traffic using either bill-and-keep (which incurs
no charge) or cost-based reciprocal compensation.

In contrast, therural LEC will want that traffic to betreated aslong distanceand
routed from the rural LEC’s switch to the point of interconnection with the long
distance carrier’ s network, which would then either route the traffic directly to the
wireless carrier’ s switch (if there was sufficient traffic with that wireless carrier to
justify a dedicated line to the wireless switch) or route the traffic to the adjacent
ILEC’ s network, from where it would be routed to the wireless carrier’ sswitch. As
in the previous case, the call then would be routed over whatever facilities the
wireless carrier had in placeto reach itswirelesstower intherural LEC service area
and then to the called party’ swirelesstelephone. Inthissituation, therural LEC will
claim that use of the long distance carrier’ sfacilitiesrendersthe call along distance
cal, even if it began and ended in the same MTA (and may never have left that
MTA), and therefore it is entitled to receive above-cost originating access charges
from the long distance carrier (who would pass those costs along to the wireless
carrier as part of its negotiated agreement to provide transit service).

If comprehensive intercarrier compensation reform were implemented and
intraMTA/interMTA distinctions were eliminated, thiswould no longer be anissue.
But if the unique requirements of rural areas justify maintenance of some of the
current intercarrier compensation rules for rural LECs, thisissue of the appropriate
intercarrier compensation payments to and by interexchange carriers when they are
acting as transiting carriers will remain.

The FCC has sought comment on how to compensate transiting carriers under
a bill-and-keep system.” Since end users will not have any relationship with the
transiting carrier, the issue becomes how to identify whether the payment
responsibility falls on the carrier to which the calling party subscribes or the carrier
to which the called party subscribes.

How can intercarrier compensation reform take into account
the special needs of rural carriers and universal service
funding?

Why this matters.

It has been longstanding U.S. telecommunication policy to keep rates
“affordable” for subscriberslocated in high cost rural areas by alowing rural LECs
to charge long distance carriers above-cost access charges and by requiring long
distance companiesto offer services at nationally averaged rates. If thefirst of these
implicit universal servicesubsidiesiseliminated aspart of intercarrier compensation

" ICC NPRM at para. 71 and ICC FNPRM at para. 121.
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reform, rural carriers may need a stable and sustainable alternative source of
universal service support that is competitively neutral and not likely to be eroded by
future market devel opments.

Analysis and discussion.

According to the National Telecommunications Cooperative Association, rural
LECs receive on average 10% of their revenue from interstate access charges and
16% from intrastate access charges. In comparison, the Bell operating companies
receive only 4% of their revenue from interstate access charges and 6% from
intrastate access charges.” With rural ILECs far more dependent on above-cost
intercarrier compensation chargesthan urban LECs, it isnot surprising that three sets
of rural carriers have submitted to the FCC proposals for intercarrier compensation
that specifically address the needs of rural carriers.” In addition, Western Wireless,
awireless carrier that has been designated as an eligible telecommunication carrier
(“ETC")""in 14 states where it offers servicein rural, high cost areas, has submitted
apropggal ."® (The proposals made by non-rural partiesalso specifically addressrural
issues.”)

The proposals by rural carriers vary widely.
The Expanded Portland Group (“EPG”) proposal, presented asan alternativeto

the bill-and-keep proposal in the ICF plan, has three stages. In the first stage, the
current access charge exemption for 1SPs terminating traffic to the public switched

® |CC FNPRM at para. 107.

® The Intercarrier Compensation Reform Plan of the Alliance for Rational Intercarrier
Compensation (“agroup of small telecommunications companies providing service in the
rural, high-cost areas of the nation™”), submitted October 25, 2004; A Comprehensive Plan
for Intercarrier Compensation Reform devel oped by the Expanded Portland Group (“small
and mid-sizeRural Local Exchange Carriers(RLECS), and consulting organizationsserving
the RLEC community”), submitted November 2, 2004; and Updated Ex Parte of Home
Telephone Company, Inc. and PBT Telecom (two rural LECs), submitted November 2,
2004.

" AnETCisacarrier eligible to receive universal service support funds.
8 Western Wireless Intercarrier Compensation Plan, submitted on December 1, 2004.

" The Intercarrier Compensation Forum would replace the current system with a bill-and-
keep system, but would explicitly take into account the unique needs of rural carriers and
subscribers by setting different interconnection and compensation requirements when one
of the interconnecting carriersis arural carrier (for example, rural LECs would have no
obligation to deliver originating traffic beyond the boundaries of their serving areas), by
setting alower limit on the level to which end-user subscriber line charges (“ SLCs’) could
beincreased, by creating two new universal service funding mechanismsto replace thelost
revenues from above-cost access charges, and by setting alonger transition period for rural
carriers. The CBICC proposal developed by agroup of CLECs, which would immediately
reduce interstate access charges to total economic long run incremental cost, would let a
Joint State-Federal Board determine how to transition intrastate access chargesto TELRIC,
and would ensure that any reduction in access charge revenues be fully offset by increases
in end-user charges and in universal service support.
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telephone network would be eliminated. In the second stage, al per-minute rates
would be set at the level of interstate access charges and a new Access Restructure
Charge (“ARC”) would be implemented. The ARC would be a capacity-based
charge for al carriers based on working telephone numbers, but the revenues
generated would be distributed only to those carriersthat |ose access charge revenue
(that is, wireline carriers, but not wireless carriers). In the final stage of the EPG
plan, the per-minute access chargeswould be converted to acapacity based “ port and
link” structure that would be set to recover the average equivalent interstate per-
minuterate. The port and link chargeswould not be cost-based and would not apply
to local traffic, including EAS and ISP-bound traffic. Thus, although the separate
ARC would replace some of the implicit subsidies currently in usage-based rural
LEC access charges, it appears that the port and link charges imposed on
interconnecting carriers would continue to include some subsidy level unless
interstate access charges had already fallen to cost during the second stage.

The Alliance for Rational Intercarrier Compensation proposal for a Fair
Affordable Comprehensive Telecom Solution (“FACTS’) plan proposes a unified
per-minute rate for al types of traffic that would be capped at a level based on a
carrier’ sinteroffice embedded costs. The unified rate would be charged to the retail
service provider (theoriginating LEC) onalocal call or theinterexchange carrier for
both origination and termination of long distance calls. The FACTS plan aso
includes a proposal for extending this compensation regime to |P-enabled services.
In addition, it proposeslocal retail rate rebalancing, which would allow rural LECs
to raise local ratesto partially counter the reductions in access revenues.

Under the Home Telephone Company and PBT Telecom (“Home/PBT”)
proposal, al carriers offering service to customers who make telecommunications
calls(including Vol P) would be required to connect to the public switched telephone
network and obtain numbers for assignment to customers. The plan would replace
existing per-minute access charges and reciprocal compensation with connection-
based intercarrier compensation charges. Every carrier would develop a tariffed
charge to be assessed on all interconnected carriers based on a DS-0 (voice-grade)
level of connection. The connection charge is intended to cover the switching and
transport costs for use of the local calling network. If the carrier has an access
tandem, it would develop an aternative access tandem connection fee that would
includetheadditional costsof thetandem service. Network i nterconnection between
carrierswould be accomplished through one POI per LATA, but wherearural LEC
isinvolved the POl must be within the rural LEC's serving area (that is, the rural
LEC would have no responsibility to transport traffic beyond its serving areaborder).
Tohelp offset revenueslost from elimination of thecurrent intercarrier compensation
charges, the Home/PBT proposal permits carriers to increase the subscriber line
charge (the current end-user charge intended to recover traffic-insensitive costs) up
to the current federal cap. Any remaining revenue shortfall may be recovered from
anew intercarrier cost recovery fund, called thehigh cost connectionfund (“HCCF”).
The HCCF would be funded through a monthly assessment based on activated
telephone numbers and that assessment could be passed through to subscribers. The
consequence of this plan appears to be that access charges currently imposed on
carriers would be placed on the number which allows connectivity to the network.
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Western Wirelessproposesaunified bill-and-keep systemfor all typesof traffic.
It would reduce per-minute compensation ratesto bill-and-keep in equal stepsusing
targeted reductions over afour-year period, with alonger transition period for small
rural ILECs. Over thosefour years, ILECswould be permitted to increase subscriber
line charges as proposed in the ICF plan, except that there would be no difference
between the SLC caps for rural and non-rural ILECs. At the end of the four years,
the SLC would be deregulated for an ILEC that could demonstrate that it is subject
to competition. The Western Wireless plan also would replace all existing universal
service mechanisms with a unified high cost mechanism based on forward-looking
costs. This new support would be fully portable to all designated ETCs and
additional portable funds could be disbursed in states with forward-looking costs
higher than the national average. The universal servicereform also would be phased
in over four years — and over six years for the smallest rural ILECsand ETCs.

These proposals show that neither rural carriers nor non-rural carriers are of a
single mind about how to implement rural LEC intercarrier compensation reform.
They also demonstratethat, even among the partiesthat prefer cost-based intercarrier
compensation ratesto azero-pricebill-and-keep system, thereisno consensuson the
costing methodol ogy that should be empl oyed to set intercarrier compensation rates.
Moreover, they highlight several contentious issues.

e Although all parties recognize the need to create new explicit
universal service funding mechanisms to help replace the current
implicit subsidiesin rural LEC access charges, no consensus exists
on (1) whether the rura carriers should be guaranteed universal
service funds sufficient to replace all lost revenues (sometimes
called“revenueneutral” intercarrier compensation reform), (2) what
specific structure the new universa service funding mechanisms
should take, or (3) whether rural ILECs should have preferential
access to those funds over new entrants, such as rural wireless
carriers.

e Althoughall partiesagreethat thetransition period for implementing
comprehensive intercarrier compensation reform will have to be
longer for rural LECs than for other carriers, there is no consensus
on how long that transition should be and the specific steps within
the transition.

e Although al parties agree that end-user charges will have to
increase, there is no consensus on whether rural subscriber line
charges should be lower than urban subscriber line charges because
rural local calling areas reach fewer households than urban ones.

Can intrastate intercarrier compensation rates and rate
structure be modified by federal action?

The current intercarrier compensation rates that most exceed cost areintrastate
access charges imposed on long distance carriers and wireless carriers for the
termination of certain calls. In addition to providing inaccurate market signals and
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discouraging usage, these high intrastate access charges distort competition. For
example, since MTA boundaries are far broader than local calling areas, in many
cases when atelephone call is made between two pointsin a state, those points are
in different local calling areas but the same MTA. If the calling party and called
party are both using wireline telephone, the calling party’s long distance carrier
would haveto pay the called party’ scarrier above-cost intrastate access charges. But
if the calling party wereto use awirel esstelephone, which is subject to federal rather
than state jurisdiction, the calling party’ swireless carrier would only haveto pay the
called party’s carrier cost-based reciprocal compensation rates. This gives the
wireless carrier acompetitive cost advantage over thewirelinelong distance carrier.

Somestateregulatorsarelikely to prefer to maintain above-cost intrastate access
charges, especialy for small rural LECs, in order to help keep local rates down.
Intrastate access charges, which are imposed on intrastate telecommunications
services, historically have been within the sole jurisdiction of state regulatory
commissions. But section 254(b)(5) of the 1996 Act® states as a principlethat there
“should be specific, predictable and sufficient Federal and State mechanisms to
preserve and advance universal service” and section 254(e)® statesthat any universal
service “support should be explicit and sufficient.” Implicit universal service
subsidies in access charges do not meet these requirements.

Inreviewing each of theintercarrier reform proposal sal ready submitted and the
potential compromisesor aternativesthat may be proposed by partiesor by the FCC,
it will be necessary to determine (1) whether the FCC would have the statutory
authority to implement the specific proposed changes in the rates and rate structure
for intrastate services on its own; (2) if involvement of a Joint Federal-State Board
in the process would provide sufficient state input to meet statutory requirements,
and (3) if there are any aspectsof intrastate intercarrier compensation reform that are
beyond the authority of the FCC.

Why is intercarrier compensation regulation not needed for
the networks that comprise the Internet?

Today, there are specific regulatory intercarrier compensation rules for
interconnection arrangements between all types of carriersinterconnecting with the
local telephone network, and for all types of traffic passing over the local telephone
network. But there are no analogousrulesfor the networksthat make up the Internet,
which are not regulated and for which intercarrier compensation is left to market
negotiations. Why isit possibletorely onthemarket to set intercarrier compensation
rates within the Internet, but not to set intercarrier compensation rates for
interconnecting with the local telephone network?

In part, thisisthe result of historical accident. The Internet, from itsinception,
has been a network of interconnecting networks, whereas the public switched
telephone network was for amost a century amonopoly network with little need for

8 47 U.S.C. § 254(b)(5).
81 47 U.S.C. § 254(e).
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interconnection. There has never been asingle Internet backbone network provider
that was so large, relative to other Internet backbone providers that it (1) would
benefit from refusing to interconnect with the other Internet backbone networks or
(2) could offer its customers beneficial interconnection rates, terms, or quality of
service, to the detriment of customers of other Internet backbone networks. When
there was concern among the antitrust authorities in the United States and Europe
that the merger of WorldCom and Sprint might result in a single Internet backbone
network large enough to “tip” the market, the merger was blocked. Similarly, itis
likely that the Department of Justice and FCC reviews of the proposed SBC-AT& T
and Verizon (or Qwest)-MCI mergers will explicitly address whether the resulting
entities would have market power in the Internet backbone market. Thus, the
backbone Internet networks are in effect transiting networks for which there are
competitive alternatives available.

Also, unlike the situation with the local public switched telephone network, in
which acalled party will not careif itscarrier charges high ratesto the calling party’ s
carrier to terminate communications, the Internet equival ent to the called party — the
party providing the database or video stream or other Internet application — will not
want Internet backbone providers to charge ISPs high interconnection charges
because these would ultimately have to be passed on to end-user customers and thus
could dampen demand for their own offerings.

Overarching Issue: How Can the Complexities of
Intercarrier Compensation be Most Effectively
Addressed in Statutes and in FCC Regulations?

Intercarrier compensation affects all aspects of the telecommuni cations market
— investment decisions, competition, innovation, responsiveness to consumer
demands. Given the large number and variety of entities that already interconnect
with one another and the currently unknowable directions that technology and
creativity may takein thefuture, most observersagreethat it isimpossibleto project,
predict, or deviseregulatory rulesfor all futureintercarrier relationships. Atthesame
time, however, in anetwork industry, the rules of the game for interconnection will
either foster or tifle efficient competition and innovation. If, in the absence of
regulation, firms with market power are able to dictate the terms and conditions of
interconnection, consumers may not be well served.

Policy makers face choices ranging between the extremes of setting complex,
detailed rulesthat prove too inflexible to effectively address all the interconnection
permutations that arise in the future and setting overly broad guidelines that fail to
provide sufficient marketplace certainty and thus perpetuate the current litigious
environment. Fortunately, there are somefactorsthat will affect therelative efficacy
of the various approaches to intercarrier compensation.

e Where underlying costs are difficult to measure and thus it is
difficult to set regulated pricesthat provide accurate market signals,
intercarrier compensation systemsthat avoid prices, suchashill-and-
keep, may be advantageous. Onthe other hand, if azero price masks
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serious usage-driven costs, a bill-and-keep approach may be
harmful.

e Where effective competition aready exists (for example in the
Internet backbone), the risk from erring on the side of little or no
regulation may be low. On the other hand, where competition is
ephemeral, that risk becomes much greater. Market-negotiated
intercarrier compensation terms, conditions, and rates avoid the
inevitable distortions associated with regulatory fiat, but market-
drivenresultscould beeven moredistorted if one party can negotiate
interconnection terms, conditions, and rates from a position of
market power.

e Broad principles and detailed rules need not be mutually exclusive.
Thelntercarrier Compensation Forum has constructed an extremely
detailed proposal that beginswith default rules based on asmall set
of basic principles and then expands on these rules for specified
exceptions, such as rural local exchange carriers. This type of
approach, whilefar too detailed for statutory language, might prove
viable for FCC regulation.

e A crucid evaluative criterion for any proposed intercarrier
compensation regimewould be its susceptibility to, or inhibition of,
extensivelitigation. One of the few areasin which there isindustry
consensusisthat awell-defined intercarrier compensation regimeis
needed that will reduce the current costs of litigation.



