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the Commission's Reciprocal Compensation Declaratory Ruling.! Attached to USTA’s

comments is a legal and policy analysis® of how the Commission should respond to the issues

raised by the remand of the Commission’s Declaratory Order.?
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INTRODUCTION

The United States Court of Appeals for the D.C. Circuit vacated certain provisions of the
Commission’s ISP Declaratory Ruling on reciprocal compensation. In its March 24, 2000 ruling,
the court concluded that the Commission had not adequately explained its jurisdictional analysis
of why a call to an ISP is not subject to the reciprocal compensation requirement of section
251(b)(5).* As the court noted, the Commission failed to apply its definition of “termination” to
its analysis.” The court also distinguished the cases relied upon by the Commission in its end-to-
end analysis of ISP traffic, concluding that these cases involved continuous communications
switched by IXCs, as opposed to ISPs, which are not telecommunications providers.® In
addition, the court held that the Commission failed to provide a satisfactory explanation of the

relationship of ISP-bound traffic with the statutory definitions of “telephone exchange service”

and “exchange access service.”’

On remand, the Commission seeks comment on “the jurisdictional nature of ISP-bound

traffic, as well as the scope of the reciprocal compensation requirement of section 251(b)(5), and
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the relevance of the concepts of “termination,” “telephone exchange service,” “exchange access

service,” and “information access.”®
In addressing the concerns raised by the court, the Commission should reaffirm its prior

decision consistent with sound legal and public policy arguments. Clearly, the Commission

4 Bell Atlantic Telephone Companies v. FCC, 206 F 3" at 3-6.

3 1d at6.

6 Id. at 6-7.

7 Id. at 8-9.

8 Public Notice at 2.



should reiterate that an Internet-bound call to an ISP does not originate and terminate within a
single local calling area. Such traffic is not local telecommunications traffic and is not subject to
reciprocal compensation. Application of the Commission’s end-to-end analysis established in
prior orders of the Commission support the conclusion that ISP-bound Internet traffic is
jurisdictionally interstate. The Commission has consistently applied its end-to-end analysis to
the type of traffic at issue in this proceeding to resolve both jurisdictional and substantive
questions concerning application of the Commission’s rules.

The Commission must also affirm that its enhanced-service-provider (“ESP”) exemption
supports the decision to treat ISP-bound traffic differently from local traffic. The Commission
has consistently acknowledged that while enhanced service providers are permitted to purchase
their links to the public switched network through state end-user tariffs, they are nonetheless
users of interstate access. Accordingly, when an ILECs’ customer calls an ISP served by a
CLEC, both carriers are involved in the joint provision of access. There is no basis for
subjecting the call to reciprocal compensation. Application of reciprocal compensation to
telecommunications traffic that is not local leads to serious market distortions.

Finally, the Commission should explain that it is irrelevant whether Internet-bound calls
constitute “telephone exchange service.” Internet-bound ISP calls are jurisdictionally interstate
traffic, not local traffic, and are not subject to reciprocal compensation. The Commission’s end-
to-end analysis, consistent with prior precedent, establishes that Internet-bound traffic is not

“telephone exchange service” and that reciprocal compensation is not due on such traffic.
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I. RECIPROCAL COMPENSATION DOES NOT APPLY TO
INTERNET-BOUND ISP TRAFFIC

The court’s remand raises two primary concerns. According to the court, the
Commission failed to adequately explain why prior Commission orders adopting an end-to-end
analysis to determine the jurisdictional nature of communications should govern whether ISP-
bound Internet traffic is local and subject to reciprocal-compensation. The court then concluded
that the Commission failed to adequately respond to MCI/WorldCom’s argument that because
ISP-bound traffic does not fit the statute’s definition of “exchange access,” it can only be
“telephone exchange service” in which reciprocal compensation applies.

A call which does not terminate within the local exchange in which it originates does not
terminate locally as the term "termination" is defined in section 51.701(d) of the Commission's
regulations. The ISP dialed by the calling party is the point of origination, not the final
destination of the call. The ISP, acting as an information service provider, merely provides a
conduit for the end-user to reach its intended destination on the Internet.

The point of termination of the completed call on the ISP’s web server “can be located at
any site on the World Wide Web.” The ISP enables the calling party - the ISP subscriber - to
reach distant Internet server locations. There is no reason for the calling party to dial the local
number to reach the ISP provider if the intent of the calling party was to simply terminate the call
at the ISP. The sole reason that the calling party dials the ISP is to reach the Internet. The
process of connecting the calling party to the Internet is “analogous to the way interchange

carriers provide long distance telephone service using Feature Group A" In reaching the

? USTA Whitepaper at 3.
10 1d. at4.



Internet, the subscriber transmits information to the ISP in a manner similar to a calling party
passing information to an interexchange carrier where the calling party seeks to reach a distant
location. In each instance, the information provided by the calling party to the ISP or the
interexchange carrier is used to direct the communication to a non-local destination. In the case
of an ISP dial-up call, the calling party intends to reach a distant website. In neither case does
the communication terminate at the intermediate location of the interexchange carrier or the
ISP."!"  The Commission correctly applied its end-to-end analysis'? in concluding that ISP-bound
calls are jurisdictionally interstate.® As such, under the Commission's rules, reciprocal

compensation does not apply to ISP-bound traffic.

II. THE ESP EXEMPTION PROVIDES SUPPORT FOR TREATING
INTERNET-BOUND ISP TRAFFIC AS JURISDICTIONALLY INTERSTATE

The Commission has long recognized the ESP exemption.'* Indeed, the precedents
established by the Commission in concluding that ESPs provide an interstate communications
service, even though the local exchange is involved in the delivery of such communications, is
clearly applicable to the treatment of ISP-bound traffic. Like ESPs and IXCs, ISPs use the local
exchange to connect the customer to a distant location. An ISP is not engaged in using the local

network as an ordinary business customer. The ISP customer or calling party initiates interstate

H USTA Whitepaper at 4. (“Despite the appearance of a locally dialed number, and the
additional interaction between the caller and the IXC, there is no dispute that this is a single call
that terminates only when it reaches its ultimate destination.”). The same reasoning applies
when a calling party engages an ISP to reach the Internet.

12 1d. at 8-10,

13 1d. at 6 (“[T]he Commission has made clear for over 15 years that ISPs use local facilities

in the provision of interstate information services....”).
" Idata.
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communications when it dials-up the ISP through the local access number. The initial leg of the
interstate communications is delivered to the ISP for “transmittal to out-of-state websites.”"> The
ISP then relays the traffic to the distant website. The transmittal of such traffic from the ISP to
the out-of-state website is an interstate access service. When an ILECs’ customer calls an ISP
served by a CLEC, each carrier is involved in the joint provision of access. Under the
circumstances, there is no basis for subjecting the call to reciprocal compensation. Payment of
reciprocal compensation on such traffic is inconsistent with section 251(b)(5) and the
Commission’s regulations. In addition, the misapplication of reciprocal compensation payments
to calls to an ISP served by a CLEC and destined for distant websites - communications that are
undoubtedly interstate - has led to gaming of the Commission’s reciprocal compensation
regulations. ILEC customers are encouraged by some CLECs to generate traffic to ISPs served
by CLECs merely to generate unprecedented reciprocal compensation payments in excess of
$100 million.'"® These actions undermined the intended purpose of reciprocal compensation and

the development of local competition.

III. BECAUSE INTERNET-BOUND ISP TRAFFIC IS INTERSTATE
COMMUNICATIONS IT IS NOT TELEPHONE EXCHANGE SERVICE

The court concluded that the Commission had failed to adequately address the contention
by MCI that ISP traffic is telephone exchange communications which is subject to reciprocal
compensation payments. As explained in USTA’s Whitepaper, the question of whether Internet-

bound ISP traffic is telephone exchange, exchange access or something else is irrelevant because

s USTA Whitpaper at 11.
' Idat13.
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the only issue before the Commission is whether such traffic originates and terminates in the
same local service area.'” There is no reference made in the Commission’s reciprocal
compensation regulations defining local telecommunications traffic in section 51.701(b)(1) to the
terms telephone exchange or exchange access. Moreover section 51.701(e) of the
Commission’s regulations on reciprocal compensation does not mention the terms telephone
exchange or exchange access. Application of the Commission’s own regulations in section
51.701(b)(1) and (e) makes clear that only communications traffic that originates and terminates
in the same service area is subject to reciprocal compensation. Therefore, MCI’s argument is
irrelevant to the Commission’s deliberations on whether reciprocal compensation should apply to
Internet-bound ISP traffic.

The Commission, however, has determined in the Advanced Services Remand Order that
Internet-bound ISP traffic is not telephone exchange traffic.'® As USTA’s Whitepaper explains,
the Commission correctly concluded that such traffic does not generally originate and terminate

in the same local exchange and cannot be classified as telephone exchange service.'’

CONCLUSION

On remand, the Commission should reaffirm its basic finding that Internet-bound ISP
traffic is jurisdictionally interstate. The precedents set forth by the Commission in adopting the
ESP exemption are clearly applicable to the end-to-end analysis corrected applied by the

Commission in reaching the conclusion that Internet-bound ISP traffic is jurisdictionally

17 USTA Whitepaper at 15.
18 15 FCC Red at 391-392,916.
9 USTA Whitepaper at 15-16.




interstate traffic not subject to reciprocal compensation. Under the Commission’s reciprocal
compensation regulations, the terms telephone exchange or exchange access have no bearing on
the Commission’s deliberations on whether reciprocal compensation should apply to Internet-
bound ISP traffic. Arguments that Internet-bound ISP traffic is telephone exchange traffic are
rendered moot because the Commission has already determined that such traffic does not
originate and terminate in the same local exchange and therefore could not be classified as
telephone exchange communications. The application of reciprocal compensation to Internet-
bound ISP traffic invites gaming of the Commission’s regulations, serves as a disincentive to
local competition, and is inconsistent with the requirements of the 1996 Act. USTA urges the
Commission to eliminate any doubt about the jurisdictional nature of Internet bound ISP traffic.

Such traffic is interstate communications in which reciprocal compensation does not apply.
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ANALYSIS OF ISSUES ON REMAND IN ISP RECIPROCAL
COMPENSATION PROCEEDING

Mark L. Evans
Aaron M. Panner
Kellogg, Huber, Hansen, Todd & Evans, P.L.L.C.

Summary

Prior FCC precedent compels the conclusion that an Internet-bound call to an
Internet Service Provider (“ISP”) is non-local traffic that is not subject to reciprocal
compensation under section 251(b)(5). That precedent remains correct, and nothing in
Bell Atlantic Telephone Cos. v. FCC, 206 F.3d 1 (D.C. Cir. 2000), bars the Commission
from reaffirming the conclusion that necessarily follows.

In vacating the ISP Declaratory Ruling,' the court expressed two principal
concerns. First, the Commission had failed, in the court’s view, adequately to explain
why prior decisions adopting an end-to-end analysis to determine the jurisdictional nature
of communications should govern whether the traffic is local for reciprocal-compensation
purposes. Second, the court was not satisfied with the Commission’s response to MCI’s
argument that, because ISP-bound traffic does not fit the statute’s definition of “exchange
access,” it can only be “telephone exchange service” and therefore is necessarily subject to
reciprocal compensation under section 251(b)(5).

To address the Court’s concerns, the FCC should reaffirm its prior decision and
make three fundamental points:

First, interpreting the terms of its own regulations implementing section 251(b)(5),
the FCC should reconfirm that an Internet-bound call to an ISP is not local
telecommunications traffic, and therefore is not subject to reciprocal compensation,
because it does not originate and terminate within a single local calling area. Instead, an
Internet-bound call involves a single continuous communication between the calling party
and Internet sites that may be located across the country and around the world. Such calls
are predominantly interexchange and interstate in nature.

' Declaratory Ruling in CC Docket No. 96-98 and Notice of Proposed Rulemaking in CC
Docket No. 99-68, Implementation of the Local Competition Provisions in the
Telecommunications Act of 1996, 14 FCC Rcd 3689 (1999).




Second, the FCC should explain that this straightforward application of its
regulations makes sense in light of the Commission’s prior decisions. The Commission
has consistently applied its end-to-end analysis to the type of traffic at issue here to
resolve both jurisdictional and substantive questions concerning application of the
Commission’s rules. Just as important, the FCC’s long-standing enhanced-service-
provider (“"ESP”) exemption supports the decision to treat ISP-bound traffic differently
from local traffic. Although enhanced service providers are permitted to purchase their
links to the PSTN through state end-user tariffs, they are nonetheless users of interstate
access. Accordingly, when an incumbent’s customer calls an ISP served by a CLEC, the
two carriers are involved in the joint provision of access, and the rationale for subjecting
the call to reciprocal compensation does not apply. Indeed, application of the local-call
model to Internet-bound calls leads to serious market distortions.

Third, the FCC should explain that whether Internet-bound calls constitute
“telephone exchange service” is irrelevant to the determination of whether reciprocal
compensation is due on such traffic — that question is governed by the fact that Internet-
bound calls are not local within the meaning of the Commission’s regulations. In any
event, the Commission’s prior determination that Internet-bound traffic is not “telephone
exchange service” is correct and fully consistent with the determination that no reciprocal
compensation is due on this traffic.

Discussion

L Under the FCC’s Rules, Internet-Bound Traffic Is Not Subject to Reciprocal
Compensation

In its Local Interconnection Order,? the FCC determined that “reciprocal
compensation for transport and termination of calls [under 47 U.S.C. § 251(b)(5)] is
intended for a situation in which two carriers collaborate to complete a local call.” 11
FCC Rcd at 16013, 9 1034 (emphasis added). Accordingly, the Commission held that
“section 251(b)(5) reciprocal compensation obligations should apply only to traffic that
originates and terminates within a local area,” and that such obligations “do not apply to
the transport or termination of interstate or intrastate interexchange traffic.” Id. That
determination was not only correct; it was the only reading of section 251(b)(5) that is
consistent with the 1996 Act, and no one challenges it in this proceeding. That
determination was codified in the requirement that LECs “establish reciprocal

2 First Report and Order, Implementation of the Local Competition Provisions in the
Telecommunications Act of 1996, 11 FCC Red 15499 (1996).
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compensation arrangements for transport and termination of local telecommunications
traffic with any requesting telecommunications carrier.” 47 C.F.R. § 51.703(a) (emphasis
added). The regulations defined “local telecommunications traffic” as “traffic . . . that
originates and terminates within a local service area.” Id. § 51.701(b)(1).

There is no question that Internet-bound traffic “originates” at the calling party’s
premises; the determinative question for the agency on remand, therefore, is where this
traffic “terminates.” As the D.C. Circuit’s opinion makes clear, the Commission should
answer that question in light of the agency’s definition of “termination,” which states:
“For purposes of this subpart, termination is the switching of local telecommunications
traffic at the terminating carrier’s end office switch, or equivalent facility, and delivery of
such traffic to the called party’s premises.” Id. § 51.701(d); see Bell Atlantic, 206 F.3d at
6.

In light of this definition, the communications at issue in this proceeding generally
do not terminate within the local service area where they originate. When an ISP
subscriber initiates a dial-up call to the Internet, the subscriber’s computer modem dials
an ISP access number to reach the subscriber’s ISP. The telephone company routes the
call to the telephone number assigned to the ISP; the ISP connects the call to the ISP’s
modem and router. Crucially, however, the call does not terminate there. Instead, after
the ISP’s modem “handshakes” with the subscriber’s modem, the ISP converts the call to
a Point-to-Point protocol and connects the end user to the ISP’s authentication server.
After the ISP’s authentication server verifies the end user’s logon and password, the ISP
assigns the end user a temporary Internet address and connects the end user’s computer to
the ISP’s web server. These servers can be located at any site on the World Wide Web.

The ISP’s web server then permits the subscriber to send and receive information
over the Internet to locations throughout the world. For example, the subscriber’s
browser may designate a preprogrammed “home page,” which would be transmitted to the
subscriber’s computer when the subscriber begins the session on the Internet. The
subscriber can then communicate with other websites by typing a Uniform Resource
Locator (URL) address into an Internet browser. The requested URL address is sent to
the ISP’s Domain Name Server and is translated into a twelve-digit Internet Protocol
address. The ISP’s router then locates the requested website; the site’s web server in turn
sends the requested information to the subscriber’s computer. Alternatively, the
subscriber may send an e-mail message over the Internet to a recipient of the subscriber’s
choosing.



This process is analogous to the way interexchange carriers (“IXCs") provide long-
distance telephone service using Feature Group A. In that circumstance, the end user
likewise dials a seven- or ten-digit access number and is connected to an IXC. The IXC
responds to the end user generally by requesting a Personal Identification Number. Once
authorization is accomplished, the IXC returns a second dial tone to the end user. The
end user then enters the telephone number of the distant end user, and the call is
connected. In that situation, it makes little sense to say that the end user “calls” the IXC
or that the call “terminates” at the IXC; rather, the end user uses the IXC to call the distant
end user. Despite the appearance of a locally dialed number, and the additional
interaction between the caller and the IXC, there is no dispute that this is a single call that
terminates only when it reaches its ultimate destination.

It is true, as the court observed (see Bell Atlantic, 206 F.3d at 7), that an Internet-
bound call involves both telecommunications and information service, while a Feature
Group A call may not. But the FCC has always held that this is a distinction without a
difference when it comes to determining the end-points of communications. As the
Commission explained:

Among the variety of users of access service are facilities-based carriers,
resellers (who use facilities provided by others), sharers, privately owned
systems, enhanced service providers, and other private line and WATS
customers, large and small, who “leak” traffic into the exchange. In each
case the user obtains local exchange services or facilities which are used,
in part or in whole, for the purpose of completing interstate calls which
transit its location and, commonly, another location in the exchange area.

Memorandum Opinion and Order, MTS and WATS Market Structure, 97 F.C.C.2d 682,
711, 9 78 (1983) (emphasis added). The Commission has thus long recognized that calls
to ESPs’ locations do not terminate there but “transit” those locations to their ultimate
destination for “completf[ion].” Id. Indeed, the Commission recognized that an ESP
“might terminate few calls at its own location and thus would make relatively heavy
interstate use of local exchange services and facilities.” Id. at 712, § 78 (emphasis added).
The Commission has repeatedly confirmed this analysis in the past 15 years:

. ESPs “like facilities-based interexchange carriers and resellers, use
the local network to provide interstate services.” Notice of Proposed
Rulemaking, Amendments of Part 69 of the Commission’s Rules
Relating to Enhanced Service Providers, 2 FCC Red 4305, 4306, § 7
(1987);




. ESPs are “providers of interstate service[]” and “exchange access
users.” Order, Amendments of Part 69 of the Commission’s Rules
Relating to Enhanced Service Providers, 3 FCC Red 2631, 2631, 2
(1988);

. ISPs “may use incumbent LEC facilities to originate and terminate
interstate calls.” First Report and Order, Access Charge Reform, 12
FCC Rcd 15982, 16131-32, 341 (1997) (“Access Charge Reform
Order");

. Internet-bound calls “do not terminate at the ISP[] . . . but continue to
the ultimate destination or destinations, very often at a distant
Internet website accessed by the end user.” Memorandum Opinion
and Order, GTE Tel. Operating Cos.; GTOC Tariff No. 1; GTOC
Transmittal No. 1148, 13 FCC Rcd 22466, 22476, 9 19 (1998)
(“GTE Tariff Order™).

In this regard, the Commission should correct a mis-impression left by its brief
before the D.C. Circuit. There, the Commission wrote that “[e]ven if, from the
perspective of the end user as customer, the telecommunications portion of an Internet
call ‘terminates’ at the ISP’s server (and information service begins), the remaining
portion of the call would continue to constitute telecommunications from the perspective
of the ISP as customer.” Bell Atlantic, 206 F.3d at 7 (quoting FCC Br. at 41). The court
understood the FCC to be arguing that “the ISP originates further telecommunications.”
Id. (emphasis added); see also id. at 5 (calls to ISPs are “not quite long-distance, because
the subsequent communication is not really a continuation, in the conventional sense, of
the initial call to the ISP”) (emphasis added). In fact, as the Commission’s prior decisions
make clear, there is no doubt that a call to an Internet website is a single, continuous
communication.

That multiple providers of telecommunications service jointly carry the single
telecommunication between the end user and, for example, a distant website does not
alter the fact that the stream of information is continuous. To be sure, part of the data
transport is over the local exchange network, and part of the data transport is over
interexchange facilities. But the same is true in the case of most long-distance calls made
by ILEC customers, regardless of whether an information service rides on top of them.
Cf AT&T Corp. v. City of Portland, No. 99-35609, 2000 WL 796708, at *8 (9th Cir. June
22,2000) (“The Internet’s protocols themselves manifest a related principle called ‘end-




to-end’: control lies at the ends of the network where the users are, leaving a simple
network that is neutral with respect to the data it transmits, like any common carrier.”).

The BellSouth Voice Mail Case’ provides another illustration of the principle that
the point of termination of any communication — whether a basic telecommunications
service or an enhanced service — must be determined by reference to its actual end-
points, without regard to intermediate switching points. The Commission there rejected
the same argument that its end-to-end jurisdiction over interstate communications can be
defeated by dividing the communication into a call to “the intended recipient’s location”
and a purely intrastate communication “forwarding the call to the voice mail apparatus
and service.” Id. at 1620, 9 8. Instead, the Commission found that, “[w]hen the caller [to
voice mail service] is out-of-state, there is a continuous path of communications across
state lines between the caller and the voice mail service, just as there is when a traditional
out-of-state long distance voice telephone call is forwarded by the local switch to another
location in the state.” Id. at 1620, 9 9. Similarly here, there is a continuous path of
communications between the end user and the distant Internet site. Because the D.C.
Circuit apparently did not appreciate the significance of the BellSouth Voice Mail Case,
the Commission on remand should demonstrate its importance with care.

To cement this analysis, the Commission should explain that nothing in the Access
Charge Reform Order calls these points into question. In particular, the D.C. Circuit was
troubled by the statement in its Access Charge Reform Order that “it is not clear that ISPs
use the public switched network in a manner analogous to IXCs” (12 FCC Red at 16133,
91 345). Bell Atlantic, 206 F.3d at 8. Of course, that statement, by its terms, announces no
determination at all — it raises a question; it does not resolve the question. Moreover, the
Commission raised the question only in the context of whether ISPs should be required to
pay per-minute access charges, not in the context of whether ISP-bound traffic is subject
to federal reciprocal-compensation obligations. Accordingly, the Commission should
now make clear that, for purposes of inter-carrier compensation, ISPs do use the public-
switched network in a manner analogous to [XCs, that ISP customers (like IXC
customers) use the local network to originate an interexchange transmission of
information, and that the exemption of ISPs from per-minute access charges is a function
solely of policies unrelated to the manner in which they use the local network. Indeed,
the Commission has made clear for over 15 years that ISPs use local exchange facilities
in the provision of interstate information services — that is, for calls that terminate outside

* Memorandum Opinion and Order, Petition for Emergency Relief and Declaratory
Ruling Filed by BellSouth Corp., 7 FCC Red 1619 (1992).
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of the local calling area in which they originate.* The Commission should reaffirm those
prior holdings here.

The Commission should also make clear that the “called party” for purposes of the
Commission’s rule is not the ISP, but the ultimate Internet destination designated by the
subscriber — just as the called party in the case of a Feature Group A call is not the IXC,
but the party designated by the subscriber. Nothing in the D.C. Circuit’s opinion
forecloses this conclusion, which is the only determination consistent with the nature of
the communications at issue. An additional illustration of this point is the example of
Internet “chat rooms,” where subscribers are able to interact in real time with other
subscribers. The suggestion that the ISP is the “called party” in such circumstances, or
that such a call “terminates” at the ISP’s modem, is jarringly inconsistent with the actual
flow of information.

Some CLECs have seized on the following sentence in the D.C. Circuit’s opinion:
“Calls to ISPs appear to fit this definition: the traffic is switched by the LEC whose
customer 1S the ISP and then delivered to the ISP, which is clearly the ‘called party.’” Bell
Atlantic, 206 F.3d at 6. Read in context, however, this sentence is best understood to
characterize MCI WorldCom’s argument before the court, not to express the court’s own
view. The sentence appears at the end of a paragraph whose sole function in the opinion
is to describe MCI WorldCom’s contentions. That function is made clear by the
paragraph’s opening sentence, which begins: “In attacking the Commission’s
classification of ISP-bound calls as non-local for purposes of reciprocal compensation,
MCI WorldCom notes . . ..” Id.

In any event, the court obviously did not hold that Internet-bound traffic terminates
at the ISP. To the contrary, the court remanded the case to the FCC to give the agency an
opportunity to explain why such traffic does not terminate at the ISP. It is therefore open
to the FCC to explain its conclusion that the Internet site, not the ISP, is the “called

4 The D.C. Circuit made much of a footnote in the Access Charge Reform Order in
which the Commission stated that “[t]Jo maximize the number of subscribers that can reach them
through a local call, most ISPs have deployed points of presence.” 12 FCC Red at 16132, n.502
(emphasis added). Read in the context of the order, however, this statement plainly refers to the
status of the calls for billing purposes, nothing else. Any other reading renders the substantive
holding of the Access Charge Reform Order nonsensical: if calls to ISPs were local, the issue of
application of access charges to such calls simply would not arise. Indeed, there would be no
need to have an “exemption” from access charges unless those charges would otherwise apply.
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party,” a conclusion that it did not articulate in the ISP Declaratory Ruling and did not
argue in its brief before the court of appeals.

II. Treatment of ISP-Bound Traffic as “Local” for Reciprocal-Compensation
Purposes Would Be Inconsistent With Commission Policy

The D.C. Circuit found that the FCC’s prior decisions dictating that the
jurisdictional nature of communications must be determined on an end-to-end basis did
not adequately support the FCC’s determination that Internet-bound calls do not terminate
at the ISP’s premises. The court identified two problems with the FCC’s analysis. First,
the court found that the FCC’s prior analysis “involved a single continuous
communication, originated by an end-user, switched by a long-distance communications
carrier, and eventually delivered to its destination.” Bell Atlantic, 206 F.3d at 6. Second,
the court stated that “[e]ven if the difference between ISPs and traditional long-distance
carriers is irrelevant for jurisdictional purposes, it appears relevant for purposes of
reciprocal compensation.” Id. at 6-7. The Commission should resolve both concerns.

A. The FCC’s End-to-End Analysis Clearly Applies

As an initial matter, the Commission should make clear that the Commission’s
end-to-end jurisdictional analysis /as been consistently applied to circumstances
involving multiple service providers, including information-service providers.> One
illustration of this point not discussed in the court’s decision arose out of the
Commission’s assertion of jurisdiction over “channel service,” a common carrier activity
involving the leasing of transmission capacity to cable operators for the local delivery of
broadcast programming — an information service. AT&T argued that the FCC lacked
jurisdiction because the provision of channel service was purely local: “television signals
selected and furnished by the CATV operator are locally distributed by the telephone
company from the CATV operator’s antenna site and control house to terminals at the
home viewer’s premises — all within 1 community located within 1 State.” Memorandum
Opinion and Order, Commission Order, Dated April 6, 1966, Requiring Common
Carriers To File Tariffs With Commission for Local Distribution Channels Furnished for
Use in CATV Systems, 4 F.C.C.2d 257, 257, 9 4 (1966). The Commission rejected

5 The Commission cited many of these decisions in its original ISP Declaratory Ruling.
See 14 FCC Red 3689, 3695-97, 99 10-12. See also Western Union Tel Co. v. Foster &
McCleod, 247 U.S. 105, 113 (1918) (wire communication continued “until it reached the point
where the parties originally intended that the movement should finally end”) (internal quotation
marks omitted).



AT&T’s argument, holding that cable service was inherently interstate in nature and that
channel service was an indivisible part of this interstate service. /d. at 259, 9 10. This
assertion of jurisdiction was later affirmed by the court of appeals. General Tel. Co. v.
FCC, 413 F.2d 390 (D.C. Cir.), cert. denied, 396 U.S. 888 (1969). The court’s analysis
could just as well have been written in the context of the Internet:

The stream of communication is essentially uninterrupted and properly
indivisible. To categorize [the local telephone company’s] activities as
intrastate would disregard the character of the television industry, and serve
merely to prevent the national regulation that is not only appropriate but
essential to the efficient use of radio facilities. . . .

.. . Any other determination would tend to fragment the regulation
of a communications activity which cannot be regulated on any realistic
basis except by a central authority; fifty states and myriad local authorities
cannot effectively deal with bits and pieces of what is really a unified
system of communication.

Id. at 401 (citation and internal quotation marks omitted). Television broadcast is not a
common carrier service and the local telephone company’s common carrier service was
physically located within a single state. But neither the Commission nor the court
accepted the attempt to split the service into two: the communication was treated on an
end-to-end basis.

In addition, the end-to-end analysis has not been confined to purely jurisdictional
analysis, but has been applied as well to substantive questions concerning application of
the Commission’s rules. The Teleconnect® case demonstrates that fact — something that
the court overlooked. The Commission in that case rejected the argument that a credit
card call should be treated, for purposes of assessing access charges, as a call from the
card user to an interexchange carrier followed by a second call. See 6 FCC Rcd at 5206,
99 21-24. As the Commission held, “courts and this Commission have consistently
emphasized that they consider the end-to-end nature of communications rather than the
various facilities used . . . . Interstate wire communication is regulated from its inception
to its completion by the Communications Act and, within the meaning of the Act, does
not end at an intermediate switch.” Id. § 23.

® Memorandum Opinion and Order, Teleconnect Co. v. Bell Tel. Co., 6 FCC Red 5202,
5206 (1991), recon., 10 FCC Red 1626 (1995).




The Commission’s end-to-end analysis in that case had nothing to do with
Jurisdiction, but rather concerned identifying the point at which an indisputably interstate
communication terminated for purposes of the substantive application of the FCC’s rules.
10 FCC Rcd at 1629-30, § 12 (“While [defendants] attempt to distinguish the so-called
‘jurisdictional” nature of a call from its status for ‘billing’ purposes, they present no
persuasive argument nor any authority to support their contention that this distinction has
any legal significance.”). The Commission has repeatedly reaffirmed that analysis. See,
e.g., Memorandum Opinion and Order, International Telecharge, Inc. v. Southwestern
Bell Tel. Co., 11 FCC Red 10061, 10069-70, § 21 (1996); Memorandum Opinion and
Order, AT&T Corp. v. Bell Atlantic-Pennsylvania, 14 FCC Red 556, 578-79, §47 (1998)
(“Although the LECs and even the IXCs treat the forwarded part of the call as a local or
intraLATA toll call for bookkeeping and billing purposes, call forwarding is
jurisdictionally mixed, so that both interstate and local charges may apply on the
forwarded part of an interstate, interexchange call.”).

Moreover, the FCC has reaffirmed both the jurisdictional and the substantive
aspects of this analysis in two recent orders in the specific context of Internet-bound
communications. First, in the GTE Tariff Order, the Commission found that digital-
subscriber-line service connecting a subscriber with an ISP, used to access interstate
websites, is properly tariffed in the interstate jurisdiction. 13 FCC Rcd at 22476, q 19.
Second, in the Advanced Services Remand Order,” the Commission determined that
whether a digital subscriber line service can be classified as “exchange access” or
“telephone exchange service” also depends on the end-to-end nature of the
communication. 15 FCC Red at 391-92, 9 16. In particular, because “telephone exchange
service” is defined as “service within a telephone exchange” or “comparable service,” the
Commission determined that, when a digital subscriber line is used to gain access to a
distant website through an ISP, the service cannot qualify as “telephone exchange service”
because “ISP-bound traffic does not originate and terminate within an exchange.” Id.

B. The ESP Exemption Supports the FCC’s Determination

The D.C. Circuit viewed the FCC’s prior treatment of ESPs as “something of an
embarrassment” to the Commission’s reciprocal compensation ruling. Bell Atlantic, 206
F.3d at 8. It need not be. A focus of the Commission’s decision on remand should be to
explain that the ESP exemption firmly supports the FCC’s prior decision as a matter of

policy.

7 Order on Remand, Deployment of Wireline Services Offering Advanced
Telecommunications Capability, 15 FCC Rcd 385 (1999).
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As the D.C. Circuit recognized, two models are potentially applicable to the
arrangements at issue in this case. The first is the situation where two local exchange
carriers combine to complete a local call; the second is where two local exchange carriers
Jointly provide access to the local exchange to a user of exchange access. Id. at 5.

As a legal matter, there is no question that the latter model, not the former, applies
here. Delivery of traffic to ISPs for transmittal to out-of-state websites is an interstate
access service. Accordingly, when two local exchange carriers jointly provide the link
between the end-user customer and the interstate information service provider, they are
engaged in the joint provision of access. They have collaborated not to complete a local
call, but instead to provide the initial leg of an interstate call.

It might be objected that, although the service provided to ISPs is “legally”
interstate access service, “functionally” the FCC has treated the service as though it were
local service — that is, it has permitted ESPs to purchase service from local business
tariffs. But this argument misconstrues the nature of the ESP exemption: just because
calls to ESPs are treated as though they were local for one purpose — that is, for
regulating the rate that ESPs and their end users pay for those calls — it does not follow
that such calls should be treated as local for all purposes. Specifically, it does not follow
that such calls should be treated as local for purposes of inter-carrier compensation. To
the contrary, as a matter both of theory and of practice, treating Internet-bound calls as if
they were local for reciprocal compensation purposes leads to market distortions and
suppresses competition.

The ESP exemption is based on the recognition that ESPs use the local exchange
in a manner analogous to the way IXCs use the local exchange — that is, it provides ESPs
with a link to their customers in order to provide interstate communications. Thus, an
ISP’s subscriber — just like an IXC’s customer — initiates interstate telecommunications;
the information service rides on top of that continuous telecommunication. Indeed, the
Act defines “information service” as one that is provided “via telecommunications.” 47
U.S.C. § 153(20) (emphasis added). As the Commission has made clear in prior orders,
among the services that ISPs provide to their subscribers is “data transport” — for
example, “the movement of information between customers’ own computers and distant
computers with which those customers seek to interact.” Universal Service Report,® 13
FCC Rced at 11539, § 80. That data transport is unquestionably provided via
telecommunications. See id. at 11540, § 81 (“in order to provide those components of

* Report to Congress, Federal-State Joint Board on Universal Service, 13 FCC Red
11501 (1998).
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Internet access services that involve information transport, [ISPs] . . . acquire
telecommunications”). The additional enhancements — “data processing, information
provision, and other computer-mediated offerings” — create the information service rather
than pure telecommunications. /d. But “a service would not satisfy the definition of
‘information service’ unless it had an underlying ‘telecommunications’ component.”
Advanced Services Remand Order, 15 FCC Rcd at 401, 9 34 n.76.

For this reason, applying the “local call” model — that is, treating an ISP as though
it were an ordinary business subscriber for inter-carrier compensation purposes — is
inappropriate, because an ISP simply does not use the network in a way that is
comparable to ordinary business end users. For example, the D.C. Circuit questioned
whether an ISP was any different from “pizza delivery firms, travel reservation agencies,
... or taxicab companies.” Bell Atlantic, 206 F.3d at 6 (citation omitted). But none of
these firms are information service providers who deliver an interstate information
service via telecommunications. Rather, they are local business subscribers, who engage
in local communications with customers and potential customers over the telephone. A
pizza parlor’s telephone number is available to all subscribers to the local exchange. No
pizza parlor delivers a pizza over the phone lines, and nothing in the contract between the
pizza parlor and the customer involves the use of the local network. The same is true for
travel agencies and taxicab firms.

As for credit card verification firms — also mentioned by the court — if those firms
provide an information service via interstate communications, calls to those firms should
be treated in the same manner as calls to ISPs, that is, as interstate access calls, not as
local calls. Thus, reciprocal compensation would not apply to them under the
Commission’s rules. The same is true of a bank information line: if the call is an
interstate call, reciprocal compensation does not apply. Indeed, these examples help to
prove our point. A bank may provide its subscribers with an 800 number for retrieving
account information; alternatively, the bank may use locally dialed numbers and a private
line for interLATA transport. In either case, the local exchange carrier or carriers provide
the same function — exchange access — and it makes no economic sense to apply
reciprocal compensation in the latter case.

Paying reciprocal compensation for ISP-bound calls — in contrast to paying
similar compensation for ordinary business calls — therefore shifts the costs of network
access in a way that is both inefficient and unfair. The usage-sensitive costs of [ISP-bound
traffic are caused by ISPs and their subscribers. Most subscribers to the local exchange
have no ability to connect to the ISP’s access numbers, which are provided only to its
own paying customers and which are password protected. Moreover, the local exchange
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carrier generally receives no incremental revenues from the caller to cover the costs of the
calls going to the ISP. If the originating local exchange carrier is required to pay
reciprocal compensation to a CLEC providing service to an ISP, the usage-sensitive costs
of the service that the ISP uses will be spread among all subscribers to the local exchange,
even though most subscribers do not use — and have no right to use — the service.

Payment of reciprocal compensation on such traffic also has the pernicious effect
of encouraging the misallocation of investment and discouraging the development of
residential telephone competition. In many states, the imbalance of traffic generated on
ILECs’ networks compared to the traffic generated on CLECs’ networks is running at a
ratio of more than 10:1. The imbalance is due almost entirely to Internet-bound traffic.
This statistic provides a vivid illustration of the incentive that application of reciprocal
compensation to Internet-bound traffic has created for CLECs to devote investment
resources to this niche market while neglecting many other markets entirely. Moreover,
applying reciprocal compensation to such traffic affirmatively discourages CLECs from
competing for residential customers. Once a CLEC has won an ISP customer, each
residential customer that continues to be served by an ILEC is a potentially valuable
source of reciprocal compensation revenue for the CLEC. That revenue is likely to
exceed by several times the amount of revenue the CLEC could expect to charge the same
residential customer if the CLEC were its local exchange provider. Residential customers
are thus far more valuable to a CLEC if they remain customers of the incumbent LEC
than if they become the CLEC’s own customers.

But that is not all. If the CLEC were able to attract a residential customer as a
subscriber of its local exchange customer, the customer might choose an ISP served by a
different CLEC. In that event, the residential customer may become a ligbility for the
serving CLEC, because the CLEC serving the customer’s ISP might then demand
reciprocal compensation payments for Internet-bound traffic generated by the customer.
Nothing in the statute, the Commission’s rules, or common sense supports that
paradoxical and counterproductive result.

Indeed, the problem is even worse where the reciprocal compensation exceeds a
strict measure of the CLECs’ costs. In that situation, CLECs actually have an incentive to
arrange for ILEC customers to generate traffic headed for CLECs’ networks simply for
purposes of generating the above-cost reciprocal compensation payments.” But even if

° This is exactly what happened in the case of one scam recently uncovered by the North
Carolina Utilities Commission. A competitive local exchange carrier had billed BellSouth over
$100 million in reciprocal compensation. As it turned out, the CLEC had deliberately generated
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the reciprocal compensation rate is set closer to the CLECs’ usage-sensitive costs, the
anti-competitive effect remains. For example, at a compensation rate of $.001 per minute
— lower than that established so far in states where compensation is required — a
residential customer can generate up to $43.20 per month in reciprocal compensation.
That amount far exceeds the residential rate, including all federal line charges.!°

The implications of these facts for the FCC’s pending rulemaking on inter-carrier
compensation for ISP-bound traffic is a matter that has been discussed (and will be
discussed further) in separate individual submissions. But the Commission should
nevertheless articulate the policy rationale for its determination that ISP-bound traffic is
outside the scope of its current rules.

In sum, to address the Court’s concerns, the Commission should make clear that
the ESP exemption does not support the proposition that interstate information service
providers should be treated the same as any other business customer for purposes of inter-
carrier compensation. To the contrary, the payment of reciprocal compensation for such
traffic spreads costs in a manner that is inefficient and unfair, discourages efficient
investment and the development of local competition, and risks additional market
distortions.

III. Whether Internet-Bound Traffic Is “Telephone Exchange Service” Is
Irrelevant to This Proceeding, But, in Any Event, Internet-Bound Traffic Is
Not “Telephone Exchange Service”

the traffic by paying for customers to receive service out of all proportion to the customer’s
needs. For example, the CLEC paid for the installation of a router and four primary rate ISDN
lines at Charlie Horse Farm in order to establish 92 virtually continuous connections to the
Internet. See Order Denying Reciprocal Compensation, BellSouth Telecomms., Inc. v. US LEC
of North Carolina, Inc., Docket No. P-561, Sub 10 (N.C. Utils. Comm’n Mar. 31, 2000).

10Tt is true that other customers with high volumes of incoming calls might prove
attractive to CLECs because of the reciprocal compensation charges they would generate,
particularly if reciprocal compensation is set (erroneously) above cost. But other business end
users do not pose the same type of practical policy problem for regulators. As an initial matter,
the volumes of traffic that such customers can generate is nowhere near what ISPs have
generated. ISP traffic is growing at an explosive rate. And Internet-bound calls are far longer
than conventional voice calls: while the average voice call lasts something like three minutes,
the average Internet-bound call is about ten times that long. Accordingly, it is easy for CLECs to
isolate this traffic and harvest the reciprocal compensation revenues — and that is precisely what
they have done.
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The D.C. Circuit found that there was an “independent ground requiring remand”
in the Bell Atlantic case: namely, the Commission’s failure adequately to address MCI’s
argument that “ISP-traffic is ‘telephone exchange service[] as defined in 47 U.S.C.

§ 153(16) . . . and emphatically not ‘exchange access’ as defined in 47 U.S.C.

§ 153(47).” Bell Atlantic, 206 F.3d at 8. MCI argued that telephone exchange service “is
synonymous under the Act with the service used to make local phone calls.” Id. As the
court noted, the Commission was hobbled by its prior rulings that “telephone exchange
service” and “exchange access” are “the only possibilities” and that ““ISPs do not use
exchange access.”” /d. (citation omitted). Although the court recognized that the
Commission had overruled the latter determination after oral argument, it refused to take
that subsequent decision into account because the agency did not articulate that judgment
“in the ruling under review.” Id. at 8-9.

The court also acknowledged that “[t]he statute appears ambiguous as to whether
calls to ISPs fit within ‘exchange access’ or ‘telephone exchange service,” and on that
view any agency interpretation would be subject to judicial deference.” Id. at 9. But
because the FCC had not yet properly articulated an interpretation, the court concluded
that it could not defer to a vacuum: “[E]ven though we review the agency’s interpretation
only for reasonableness where Congress has not resolved the issue, where a decision ‘is
valid only as a determination of policy or judgment which the agency alone is authorized
to make and which it has not made, a judicial judgment cannot be made to do service.’”
See id. (quoting SEC v. Chenery Corp., 318 U.S. 80, 88 (1943).

As an initial matter, the Commission should make clear on remand that, under its
rules, the question whether Internet-bound traffic is telephone exchange service, exchange
access, or something else is simply irrelevant to the question whether reciprocal
compensation applies. As noted above, the reciprocal-compensation issue turns, under
the Commission’s rules, solely on whether the traffic in question is “local
telecommunications traffic” — that is, whether it “originates and terminates within a local
service area.” See 47 C.F.R. § 51.701(b)(1). Those rules make no reference to the Act’s
definitions of “telephone exchange service” and “exchange access,” and there is no reason
to import these definitions into the rules.

In any event, the FCC has correctly determined, to the extent that the issue has any
relevance here, that Internet-bound traffic does not qualify as “telephone exchange
service” under the Act. In the Advanced Services Remand Order, the FCC found that
“[t]he primary distinction between [telephone exchange service and exchange access] is
that, while telephone exchange services permit communication ‘within a telephone
exchange’ or ‘within a connected system of telephone exchanges within the same
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exchange area,” exchange access refers to access to telephone exchange services or
facilities for the purpose of originating or terminating communications that travel outside
an exchange.” 15 FCC Red at 391, q 15 (footnote omitted). Because “typically ISP-
bound traffic does not originate and terminate within an exchange,” such traffic “does not

constitute telephone exchange service within the meaning of the Act.” /d. at 391-92, 9 16.

On remand in the present case, the Commission should make clear that it adheres
to and applies that definitive interpretation.

CONCLUSION

The Commission should promptly reaffirm its prior determination that Internet-
bound calls are not subject to reciprocal compensation under the Act and the
Commission’s rules.

Tuly 21, 2000
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