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—V pmt ‘ 401 9th Street, NW, Suite 400

Washington, DC 20004
October 28, 2003

Marlene H. Dortch
Secretary

Federal Communications Commission
TW-A325

445 12" St., SW

Washington, D.C. 20554

Re:  Ex Parte Presentation,
WC Docket Nos. 02-361 and 03-211

Dear Ms. Dortch:

Today, Dick Juhnke and I met with Jessica Rosenworcel of Commissioner Copps’ office,
and with Matthew Brill of Commissioner Abernathy’s office, to discuss AT&T’s petition
regarding its phone-to-phone IP telephony service. Sprint’s comments were consistent with
its filings in this proceeding, and we urged expeditious action by the Commission. Sprint
also referenced its comments filed on October 27 regarding Vonage’s petition for
declaratory ruling concerning an order of the Minnesota PUC. Sprint also distributed
copies of two recent magazine and newspaper articles on VoIP (attached).

I request that this letter, which is being filed electronically, be placed in the file for the
above-captioned proceedings.

Please contact me at (202) 585-1915 with any questions.
Sipcerely,

Norina Moy

Director, Federal Regulatory
Policy and Coordination

c: J. Rosenworcel (w/o attachments)
M. Brill (w/o attachments)
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Mike Capellas has done a remarkable job
reviving MCl and giving it a future.
Now if only rivals would let the company

move beyond its fraudulent past.
BY NEIL WEINBERG

ICHAEL CAPELLAS HAS MOVED DAMNED FAST
since taking over the scandal-scarred, left-for-dead remains of the former WorldCom less than a year ago. He has
killed the old name and readopted MCI, pushed through a bankruptcy plan that will wipe out all but $5.5 billion of
what had been $41 billion in debt and agreed to pay $750 million to settle civil fraud charges. He also has replaced
the entire 11-member board, half a dozen senior executives and a hundred accounting people on duty when World-
Com ginned up $11 billion in false profits. And Capellas has set up a $200 million autopsy by 600 outside consul-
tants, who are studying how it all happened—and putting in safeguards to ensure it can’t happen again. Impressed,
a federal judge in July rhapsodized that he had never seen a large company “so rapidly and so completely divorce
itself from the misdeeds of the immediate past” and take “such extraordinary steps to prevent” a relapse.

So here’s the troubling part: It may not be enough. For MCI to recover—and for Capellas to build his own legacy
as a can-do cleaner-upper—he must navigate 15 pending investigations and reviews, and whip into shape a firm
that even admirers admit is a sloppy patchwork of 70 acquisitions. Worse yet, MCI’s new chief must fend off a tor-
rent of attacks from rivals eager to see the company punished for past misbehavior; and they are working overtime
to prove that MCI has continued its wayward practices even on Capellas’ watch. “I did expect it to be noisy,” he
admits, “but no sane person could anticipate it would get this noisy.”

The sniping from rivals began as soon as the company filed for Chapter 11 protection from creditors in July §
2002. Verizon, in U.S. Senate testimony, labeled MCI a criminal enterprise—akin to a mafia clan—and urged liqui- £

dation. AT&T and others encouraged a federal court to reject MCI’s big civil settlement with the Securities & 3 g :
Exchange Commission as insufficient, and filed a flurry of objections to its reorganization plan. AT&T lobbied to get = I8

MCI cut off from government work, and subsequently it was. SBC encouraged the Oklahoma State attorney general ;

to file a criminal indictment against the reeling giant, and on Aug. 27 he did. Verizon funded a group that supported
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anti-MCI ads and protests on courthouse
steps during MCI’s SEC hearings. Verizon
even distributed PowerPoint printouts at
a recent national governors’ conference,
urging state leaders to oppose MCI’s reorg
because it dodged local taxes.

“This is the quintessential case for
corporate prosecution,” Verizon General
Counsel William Barr told the Senate
Judiciary Committee in July, “given the
magnitude of the crime, the number of
high-level executives involved, the perva-
sive culture of fraud and the total break-
down of internal
controls.”

Well said. The pri-
ority now for Capel- H

‘las is to convince §
the world MCI is
squeaky-clean. That
task grew more diffi- e
cult in May, when &8
news broke that
federal prosecutors
were looking into
allegations that MCI,
since 1994 and be-
fore merging into
WorldCom, had be-
gun illegally disguis-
ing long-distance
calls as local ones to
avoid paying the
Bells millions of dol-
lars in access fees Hi
—and continues to

do so.
Pursuing similar charges, AT&T filed

its own racketeering suit against MCI in
September. Verizon and SBC believe they
have been likewise defrauded, and SBC
says it handed evidence over to the U.S.
attorney general’s office. Capellas refutes
AT&T’s charges but has hired a Wash-
ington law firm to investigate all the alle-
gations. For him, the stakes are sky-
high: Unlike the previous accounting
schemes, these charges concern practices
on his watch.

“It’s a huge new complication” for
MCI, says James Cicconi, AT&T’s general
counsel. “It’s one thing for accounting to
make up numbers and another if it’s dis-
covered their entire network is pro-
grammed to defraud competitors when
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the premise of their bankruptcy emer-
gence is that they’re now clean.”

It will be a hard sell. Stripped of
accounting fraud, MCI would have failed
to meet Wall Street forecasts in 12 of 13
quarters from 1998 to 2002; it actually
ran a loss for the last five quarters. By
classifying operating costs, which should
be deducted immediately, as capital costs
that are spread over longer periods, MCI
posted an $800 million pretax profit over
three quarters—instead of the $1.4 billion
loss it really had. Six former executives are
under  criminal
indictments.

Yet MCI’s busi-
ness is intact. It has
20 million house-
hold customers,
and Capellas claims
hands-on service
for big clients has
prevented a single
major account from
defecting (although
FedEx, Goldman
Sachs and Morgan
Stanley have taken
some business else-
where). If MCI can
emerge from Chap-
ter 11 (it hopes to
do so by year-end),
it will have one of
the cleanest balance
sheets in telecom. It
has $24 billion in
annual sales, $1 bl]hon in cash and operat-
ing income of $200 million a month.

What’s more, Capellas has ratcheted
up pressure on rivals this year by migrat-
ing 10% of MCI’s phone calls from old
circuit-switched networks—subject to
those antiquated access fees—to the
Internet, which is free of them. He aims
to push Net traffic to 50% of all MCI calls
next year and to almost a full 100% in
2005. That would hasten the end of
$25 billion a year in access and other fees
collected by the Bells for delivering calls
over traditional networks (albeit MCI, for
now, pays fees even on Internet calls).

It would save MCI around $5 billion
annually in such fees. Combining voice,
video and data on one network would cut

billions more in operating costs and
enable MCI to roll out a flurry of new ser-
vices—voice mail that stores messages for
home, office and cell phones for access via
phone, computer or PDA. “Part of this
fight is about MCI. Part is over the nature
of the industry as it moves on,” says
Capellas. “There will be a new economic
model and changing of the guard.”

MCI is also spending upwards of
$200 million completely reconstructing
three years of faulty financials, as
required by creditors and to prep MCI
for a reappearance on a big stock
exchange; it was delisted from the Nas-
daq in July 2002.

Capellas is running the financial
makeover out of a war room modeled after
the one he used as chief of Compaq when
it merged with Hewlett-Packard. Deep in-
side MCI’s Ashburn, Va. headquarters, its
walls are plastered with flow charts aimed at
having hundreds of accounting tasks com-
pleted in time for its expected emergence
from bankruptcy.

MCI Chief Financial Officer Robert
Blakely has the auditors combing
through dozens of past acquisitions,
reconstructing all financial records and
resubstantiating goodwill. They are
rereading old board minutes to deter-
mine whether stock options were prop-
erly accounted for. Blakely aims to whit-
tle 65 billing and 23 accounts-receivable
systems down to a much smaller num-
ber. Another Capellas goal: raising oper-
ating profit margins from a paltry 10%
closer to AT&T’s 26%.

If Capellas can pull all that off, he will
get to do the geeky stuff that really turns
him on: launch a slew of new Internet-
driven services, from central spam filters
to home networks that consumers can
control from a PDA anywhere in the
world. WorldCom’s disgraced former
chief, Bernard Ebbers, made fun of peo-
ple who used e-mail. But Capellas “is a
chief technology officer at heart,” says
Vinton Cerf, MCI's technology chief and
an early designer of the Internet. “He
wants to get into the business and the
remarkable opportunities of our net-
work.” That, anyway, is the promise—if
only Mike Capellas can get past MCI's
troubled past. F
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Circuit Breaker
Battered Telecoms
Face New Challenge:
Internet Calling
Once a Minor Player, Service

Captures Growing Share
of Hpme, Business Market

The ‘Pac-Man’ of Protocols

By PETER GRANT
And ALMAR LATOUR

There’s a new gold rush in telecom,
and it’s reshaping an industry still stag-
gering from the collapse of its huge bub-
ble of the late 1990s.

All over the industry, large and small
players are working on ways to send calls
over the Internet or another -data net-
work, with potentially big savings for con-
sumers and companies alike. The technol-
- 0gy, known as VOIP (voice over Internet
protocol), was introduced to the public in
the mid-1990s, but it wasn’t ready to de-
liver many of the new efficiencies and
services that its backers promised.

Now many of the kinks. have been
worked out, and demand is booming for

the service. Sales of Internet phone sys- ~

tems 16 businesses are expected to more
than double this year, even as most capi-
tal spending on telecom equipment re-

mains stagnant. And the service is win-
ning lots of fans in the residential mar-
ket, as cable companies offer Internet
calling over their own networks and a
host of tiny start-ups offer low-cost, or
even no-cost, plans.

This newfound success has sent

shares in VOIP companies skyrocketing—

and sounded a warning to established
telecom operators. Internet phone ser-
vice is almost completely unregulated for
now and requires little capital, and the
improvements in technology make even
the smallest start-ups a credible threat.
So, some of the top names in telecom are
testing their own Internet phone offer-
ings to make sure they don’t get locked
out of the new market.

BellSouth Corp. is planning to deploy
a form of the technology to sell phone
services, initially to businesses in the
Southeast. Eventually BellSouth may be-
gin offering the service to households in
its region and businesses beyond its turf.
Time Warner Cable, a unit of AOL Time
Warner Inc., early this year launched a
VOIP service in Portland, Maine, that
sells unlimited local and domestic long-
distance calling for $39.95 a month. AT&T
Corp. this month quietly began testing a
consumer VOIP service in an undisclosed
location. (See related articles on pages
B10 and.D2.) - . '

Currently, VOIP accounts for less
than 3% of global voice phone calls, ac-
cording to an AT&T estimate. But a num-
ber of trends are working in its favor, say
industry executives: the boom in de-
mand; the evolution of the technology,
which permits companies to offer ser-
vices beyond the reach of conventional
phones; and the spread of broadband con-
nections, which make VOIP much easier

to use. Given all that, some industry exec-. -
utives predict that VOIP will eventually -

replace the circuit-switch technology that
telephone networks have used for more
than a century.

IP, the Internet programming lan-
guage at the heart of the technology, “is
like Pac-Man,” says Hossein Eslambol-
chi, president of AT&T Labs, the re-
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Continued From First Page
search arm of AT&T. “Eventually, it will
eat everything in its way.”

Many others in the telecom industry
agree but caution that the transformation
could take more than a decade. The exist-
ing telephone behemoths will take yearsto
fully convert to the technology. Customers
still face service glitches as Internet phone
services grow. And the service is begin-
ning to run into some regulatory hurdles.

Another downside: The VOIP service
being offered by some upstarts and most
cable companies also has no independent
power source, unlike conventional phone
lines. That means there would be no ser-
vice during an electric-power blackout.

For their part, big phone companies
such as Verizon Communications Inec.
and SBC Communications Inc. tend to
play down the threat from upstarts, even
as they roll out their own versions of
Internet calling. They agree that VOIP
eventually will dominate the industry’s
infrastructure but say they have plenty
of time to convert their networks and
establish their own VOIP operations.

Investors also are bullish on the tech-
nology, and have sent shares in VOIP com-
panies soaring. Denver-based SpectraLink
Corp. has seen its shares triple this year
to over $21. Verso Technologies Inc., At-
lanta, has risen this year from below $1 a
share to over $4, and Sonus Networks Inc.,
Westford, Mass., has gone from under $2
to over $8 this year. :

Traditional phone calls are made
along circuits, dedicated paths between
callers. The circuits consist of networks

. of copper and fiber-optic wires owned by

telecom companies. They also own the
circuit switches that interact with billing
systems, provide featires like call wait-
ing and caller ID and set up the fixed
paths over which calls travel.

Voice to Digits
Before VOIP, phone service could be

sold only by businesses that owned or
bought access to the telephone compa-

- nies’ networks and switches. VOIP by-

passes part or all of that system entirely
by converting voice to digits, putting
those digits in “packets” and then rout-
ing the packets over the public Internet
or a private network leased from a tele-
com company. If the call is going to a
regular phone, it has to be switched into
the traditional phone network. But it can
avoid the regular network entirely if it’s
going to another VOIP subscriber.

“It destroys the incumbent telephone-
company business model,” says David
Isenberg, founder of Isen.com, an inde-
pendent telecom-analysis firm based in
Cos Cob, Conn. A former Bell Labs re-
searcher, he wrote a widely read paper,
“The Rise of the Stupid Network,” in 1997
that predicted many of the current Inter-
net-phone trends.



It also offers callers new flexibility.’
Because the service uses the Internet
and software running on personal com-
puters, users can program their phones
to do such things as redirect calls to
other numbers, take messages only dur-
ing certain hours, give messages only to
certain callers and send a text message
or an e-mail in response to a voice call.

Engineers have been playing around-

with “packetized” voice for more than
two decades, but it wasn’t until the
mid-1990s that entrepreneurs got inter-
ested. A host of small companies began
using the service to sell cheap long dis-
" tance. By the end of the decade, large
long-distance carriers were saving

money by transmitting some voice calls
over their data networks. AT&T even de-
cided to stop investing in new traditional
phone-network technology and focus on
Internet-based systems. Internet calling
also was embraced by most of the local
phone companies that sprang up in the
wake of massive deregulation in 1996.
The technology worked, but some of
the companies selling it took longer than
expected to perfect billing and other back-
office functions that would turn it into a
viable business. They also couldn’t de-
liver many of the features that tradi-
tional phone companies offered, such as
caller ID. Many of the VOIP companies
that sprang up in the late 1990s went bust
or were acquired on the cheap. )
Now VOIP is bouncing back. In the
residential market, its new popularity is
being fueled by the sharp growth in
households with high-speed Internet
hookups. Many of the early VOIP sys-
tems required callers to dial up to a spe-
cial service before a call could be made.
Today, with a broadband connection and
a simple adapter, a customer can get
~ VOIP directly on a conventional phone.
Cable companies are using VOIP to
jump into the residential phone market.

The twomost aggressive companies, Time -

Warner Cable and Cablevision Systems
Corp., are starting to use VOIP to undercut
local phone companies in price, offering
unlimited domestic long-distance and lo-
cal calling for under $40 a month. In other
areas, small start-ups, such as Vonage
Holdings Corp. and Packet8, a unit of 8x8
Inc., are making similar offers.

VOIP is growing even faster in the
business market, as VOIP companies
have smoothed out customer service and
billing and added features such as caller
ID and call waiting. They also have made
it possible for businesses to add VOIP in
stages rather than rip out their entire
phone systems. World-wide spending on
Internet telephone systems by busi-
nesses is expected to exceed $1 billion
this year, more than double last year’s
total, according to Dell’Oro Group, a re-

- search firm in Redwood City, Calif. That

represents nearly 20% of world-wide busi-

ness spending on phone systems.

Some businesses and institutions that
have switched to VOIP phone systems re-

- port that their yearly phone bills have

dropped sharply, especially if they have nu-

merous locations. “It’s increased productiv- .

ity and efficiency,” says Mark Carrier, tele-
com manager for the Crate & Barrel retail
chain, which purchased a $300,000 VOIP
system from SBC Communications two
years ago forits new headquartersin North-
brook, 11l. New stores and distribution facili-
ties are being added to the system as they
open. “As we add new sites, we’'ll be realiz-
ing more savings,” Mr. Carrier says.

The technology division of Lehman
Brothers Holdings Inc., the securities
firm, bought a VOIP system from Cisco
Systems Inc. for all its phone calls in
early 2001 when it moved into new of-

fices. VOIP usage was greatly expanded -

throughout the firm after the Sept. 11
attacks because Lehman was forced to
scatter its downtown Manhattan work
force throughout the New York area.

VOIP enabled Lehman to move work- .

ers around more efficiently and cheaply.
An employee transferring from one desk
to another, whether it was in the next
office or another building in a different
state, would simply take his or her phone
and plug it in at the new location, keep-

- -ing the same number. With a traditional

phone system, such a procedure would

tie up a technician for hours.

Lehman executives say they are also
working more efficiently because VOIP,
as a data service, can easily be merged
with the firm’s other data services. For
example, when analysts make their
morning rounds of calls to 10 or 20 top
clients, they often reach voice mail. On
the old phone system, they would have to
leave the same long message each time.
With VOIP they can record and store one

_stock message, and then transfer it to a

client’s voice mail with one click.

‘No-Brainer’ - : :
Freightliner Inc., a Portland, Ore.,

maker of heavy trucks, has replaced its

conventional phones with cordless VOIP

phones that cost $750 to $1,000 apiece in- .

cluding necessary VOIP infrastructure
but incur no monthly charges. That com-
pares with wireless phones that used to
cost the company $100 apiece per month.
The choice “is a no-brainer for us,” says
Brian Genz, Freightliner’s internal tech-
nical consultant. 4

~ Despite its advantages, VOIP can’t re-
place traditional phone systems over-
night. For one thing, the big national and
regional phone companies have huge
amounts of money invested in traditional
gear and aren’t in a hurry to write that
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off. They also have long-established rela-
tionships with customers, many of whom
would be reluctant to jump to a technol-
ogy that isn’t fully tested.

Though the quality of VOIP calls has
greatly improved over the past few years,
many fear the technology still doesn’t offer
the near-perfect level of reliability deliv-
ered by the traditional phone system.

Investors are bullish
on the technology,

driving up the prices
of VOIP companies.

Partly for thatreason, Lehman Brothers de-
cided not to install VOIP phones on its trad-
ing floors, where even a small glitch could
cost tens of millions of dollars. “We did
have a couple of hiccups,” says Jonathan
Beyman, Lehman’s chief information of-
ficer. “There’s nothing worse than to be the
person responsible for technology and pick
up the phone and not get a dial tone.”
Even more growing. pains are likely
as more companies deploy VOIP for resi-

dential use. Time Warner Cable, the com-
pany furthest along in doing this, has
run into numerous glitches in trying to
get' its new VOIP service to work in
Maine, including problems integrating
the . service with other operations, such
as billing. Once, just before the service
was officially launched, the whole sys-
tem had to be shut down while a problem
was corrected. Time Warner says the
problems have been smoothed out
enough that the company is preparing to
roll out the service in three other areas.

_In the residential market, it's also un-
clear how well VOIP will work on a large
scale, as it grows from about 100,000 sub-
scribers to five million or 50 million. Ser-
vices such as Vonage, Edison, N.J., rely on
transmitting their traffic over the Internet
rather than dedicated lines guaranteed to
have afixed amount of capacity. If toomany
people use services such as Vonage from
the same Internet access lines, the conges-
tion could affect sound quality, experts say.

Another question is how regulatory
agencies ultimately will deal with VOIP.
The Federal Communications Commis-
sion makes important distinctions be-
tween voice and data traffic over phone
lines. Under FCC rules, for instance,
data is exempt from the access fees that

. local phone companies charge for mov-

ing voice traffic over their wires. So, can
companies offering VOIP calls, which
treat voice as just andther form of data,

route that traffic over local phone lines
without paying access fees? The FCC has
yet to rule on that issue. The stakes are
huge: U.S, phone companies pay roughly
$25 billion in such fees each year to send
traffic over other companies’ networks.
In one early test of this issue, a federal
judge in Minneapolis this week ruled that
Vonage was not a telecommunications

‘company. The Minnesota Public Utility

Commission wanted to treat Vonage as a
telecom firm instead of an information ser-
vice sothatit would be subject to state tele-
com regulations, including those affecting
rates. California’s Public Utilities Com-
mission recently asked one VOIP-phone-
service provider to declare itself an opera-
tor in the state, making the company sub-
ject to the same fees and regulations that
apply toother telecom companies and eras-
ing the VOIP service provider's biggest
cost advantage. '

And earlier this week, the Ninth Circuit
Courtof Appeals reversed a March FCCrul-
ing that said cable companies don’t have to
share their network infrastructure with In-
ternet service providers. The court’s deci-
sion essentially submits cable companies
to the same rules that are faced by re-
gional phone companies such as BellSouth
and Verizon, which are forced to share
their network infrastructure with rivals.
Some VOIP advocates were disappointed
by the ruling, which they said could léad to
more regulation of the service.



