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one-way service providers,'" and two-way paging services'" from contributing base~ on numbers. We
disagree with commenters arguing for special treatment for these services.3~9 Granting exceptions for
these services would provide them with an advantage over other services that are required to contribute
based on residential telephone numbers. These services are receiving the benefit ofaccessing the public
network and therefore assessing universal service contributions on these entities is appropriate.3'0 These
service providers have not shown that grant ofa contribution exception is warranted.3S1 Accordingly,
providers ofthese services will be assessed the full per-number charge. Some one-way service providers
argue that their services are currently offered on a free, or nearly-free basis, and ifthese services are

3~7 One-way services include, but are not limited to, one-way paging, electronic facsimile (e-fax), and voicemail
services (other than stand-alone voicemail services, as discussed above).

341 See. e.g., Letter from Matthew Brill, Counsel [or USA Mobility, Inc., to Marlene H. Dortch, SecretaI)', FCC, WC
Docket No. 06-122, CC Docket,No. 96·45, at2 (filed Del. 24, 2008) (opposing the assessment ofa numbers-based
fee on paging carriers and their customers); Letter from Kenneth Hardman, representing the American Association
ofPaging Carriers, to Marlene H. Dortch, Secretary, FCC, WC Docket No. 06-122, CC Docket No. 96-45, at
Attach. (filed Oct. 22, 2008).
3~9 . .' 'See Letter from Arl Q. Fitzgerald, Counsel, Mercedes-Benz USA, LLC, to Marlene H. Dortch, SecretaI)', FCC,
CC Docket No. 96-45, at I (filed Apr. 12,2006) (Mercedes-Benz Apr. 12,2006 Ex Parle Letter); see also Letter

..from John E. Logan, ATX Group, Inc., to Marlene H. Dortch, Secretil)', FCC, CC Docket No. 96-45, at 2 (filed
Mar. 16,2006) (ATX Mar. 16,2006 Ex Parle Letter); Letter from DavidM. Don, Counsel for j2 Global
Communications, to Marlene H. Dortch, Secretary, FCC, CC Docket No. 96-45, at I (filed Nov. 18,2005) 02
,Global Nov. 18,2005 Ex Parle Letter); Letter from William B. Wilhelm, Jr., Counsel for Bonfire Holdings, to Tom
Navin, Chief, Wireline Competition Bureau, CC Docket No. 96-45 (filed Feb. 13,2006) (Bonfire Feb. 13,2006 Ex
Parle Letter); j2 Glolial Contribution Second FNPRMCommenls at 2; Letter from Kenneth E. Hardman, Counsel
for American Association ofPaging Carriers, to Marlene H. Dortch, SecretaI)', FCC, CC Docket No. 96·45, Attach.
',ati (filed Del. 6, 2005) (AAPC Del. 6, 2005 Ex Parle Letter); Letter from Frederick M. Joyce, Counsel for USA
Mobility, to MarleneH. Dortch, Secretary, FCC, CC Docket No. 96-45, Attach. at 1-3 (filed Mar. 22, 2006) (USA
;Mobility Mar. 22, 2006 Ex Parle Letter).

, 3'0 We similarly decline to adopt an exemption from the numbers·based contribution assessment method for services
'provided by alarm companies. See l-etter from Donald J. Evans, Counsel for Corr Wireless Communications, LLC,
to Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92, WC Docket No. 06-122, WT Docket No. 05-194, at2
(filed Oct. 23, 2008). These services are receiving the benefit of having access to the PSTN and should therefore
contribute to universal service.

3'1 Telematics providers argue against imposition ofa $1.00 per number per month contribution asses~ment on
telematics numbers due to the service's critical role in advancing public safety, and because the $1.00 assessment
would be prohibitively expensive. See, e.g., Letter from Gary Wallace, Vice President Corporate Relalions, ATX
'.Group, Inc., to Kevin Martin, qairman, FCC, CC Docket No. 96-45, WC Docket No. 06-122 at 1-2 (filed Del. 28,
2008); OnStar Del. 28, 2008 Ex Parte Letter at 3-4; Letter from Matthew Brill, Counsel for Toyota Motor Sales
USA, Inc., to Marlene Dortch, Secretai)', FCC, WC Docket No. 06-122, CC Docket No. 96-45 at 1-2 (filed Del. 24,
2008). We find, however, that treating these services differently than other residential services would not be
equitable, given their use ofthe PSTN and the ability oftelematics providers to recover the assessment from their
end users. Given the public safety benefit to consumers, we find unpersuasive the telemalics' providers assertions
that consumers will discontinue use ofthe service based on an assessment ofonly $1.00 per number. Furthermore,
we disagree with commenters who argue that telematics service should be treated as a business ,service, and
conclude that telemalics service is a residential service that should be assessed under the $1.00 per number per
month residential contribution methodology. See OnStar Del. 28, 2008 Ex Parte Letter at 2; Letter from Tamara
Preiss, Legal and External Affairs, Verizon Wireless, to Marlene Dortch, Secretary, FCC, WC Docket No. 06-122,
CC Docket No. 96-45 at 1 (filed Del. 29, 2008).
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assessed on a per telephone number basis, providers will no longer be able to offer them.'" We disagree
that our change in contribution policy necessitates this result. Although these services may be marketed
as "free" to the end user, these services are not truly free. Commercial providers of free or nearly-free
services generate revenue in other ways, such as advertising or through more sophisticated paid service
offerings or product offerings, and, therefore, whether they continue to offer free services·would be a
business decision based upon the circumstances ofthe particular business.3l3 Indeed, we find that
assessing a per-number contribution obligation on these services is consistent with our determination that
services that benefit from a ubiquitous public network are fairly charged with supporting the network.

140. We also decline to adopt an exception from the residential numbers-based contribution
mechanism for additional handsets provided through a wireless family plan. We do not agree with
commenters who argue that telephone numbers assigned to the additional handsets in famill wireless
plans should be assessed at a reduced rate, either permanently or for a transitional period." These
commenters assert that assessing contributions at the full per-number rate would cause family plan
customers to experience "rate shock."'" Although family plan customers may see an increase in
universal service contribution pass-through charges on their monthly bills, we are not persuaded that the
fear of"rate shock" justifies special treatment. We find that each number associated with a family plan
obtains the full benefits ofaccessing the public network, and thus it is fair to assess each number with a
separate contribution obligation. We also note that wireless service is one of the fastest-growing sectors
ofthe industry and the record does not include persuasive data showing that a move to a numbers-based
contribution methodology would have a significant, detrimental impact on wireless subscribership."· We
agree with Qwest that an exception for additional family plan handsets would not be competitively neutral
and would advanta~e approximately 70 million wireless family plan consumers over ,other residential
service consumers. " Multiple wireline lines in a household are not given a discoilnted contribution
assessment rate. We therefore decline to adopt a reduced assessment for wireless family plan numbers.

141. Some parties seek an exception to the contribution methodology we adopt today to
exclude Internet-based telecommunications relay services (TRS), including video relay services (VRS)

3>2 See, e.g.,j2 Global Contribution Second FNPRMCommenls at 7 (arguing that a conneclions-based universal
service methodology would force many heavily used one-way communications services out ofexistence).

353 See, e.g., j2 Global Contribution Second FNPRM Comments at 8 (describing a "free" service supported by
advertising revenue).

354 See, e.g., AT&T and Verizan Sept. 11,2008 Ex Porte Leller at 4; CTIA 2006 Contribution FNPRMComments
at 5--{j; Leap Wireless 2006 Contribution FNPRMCommenls at 2-3; T-Mobile Apr. 4, 2006 Ex Porte Letter at 2.

3" E.g., AT&T and Verizon Sept. 11,2008 Ex Parte Letter, Attach. 2 at 4; CTIA 2006 Contribution FNPRM
Comments at 5--{j; Leap Wireless 2006 Contribution FNPRMComments at 2-3; T·Mobile Apr. 4, 2006 Ex Parte
Letter al 2-3. But see AAPC Oct. 9, 2008 Ex Parte Letter at 2.

35. There are, as orDecember 2007,249,235,715 mobile wireless subscribers, a more than 9% increase from the
previous year. See FCC, LOCAL TELEPHONE COMPETmON: STATUS AS OF DECEMBER 31, 2007, tbl. 14 at 18 (2008),
available at htto:llhraunfoss.fcc.govtedocs publiclattachmatchIDOC-285509A I.pdf. Moreover, where a wireless
provider is eligible to receive universal service support, it receives the same level ofsupport for each handset. See
WTA10PASTcOnTTA Oct. 10, 2008 Ex Parte Letter at 2.

351 Qwest Sept. 24, 2008 Ex Parte Leller, Attach. at 7; Qwest May 4, 2006 Ex Parte Leller, Attach. at 9; see also
CTIA Oct. 2, 2008 Ex Parte Letter at 1.
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and IP Relay services.m We decline to adopt an exception for such providers at this time. The
Commission has an open proceeding on a number of issues related to these providers, including whether
certain costs to these providers related to the acquisition often-digit numbers by their customers should
be reimbursed by the TRS fund.3S9 We defer to that proceeding consideration ofwhether to adopt an
exception to the contribution methodology we adopt today for numbers assigned to Internet-based TRS
users.360

6. Reporting Requiremen~and Recordkeeping

142. Under the existing revenue-based contribution methodology, contributors report their
historical gross-billed, projected gross-billed, and projected collected end-user interstate and international
revenues quarterly on the FCC Form 499-Q and their gross-billed and actual·collected end-user interstate
and international revenues annually on the FCC Form 499_A.361 Contributors are billed for their universal
service contribution obligations oil a monthly basis based on their quarterly projected collected
revenue.362 Actual revenues .reported on the FCC Form 499-A are used to perform true-ups to the
quarterly projected revenue data.363

143. We will develop a new and unified reporting system to accommodate our new universal
service contribution methodology.36' Contributors will report their Assessable Number counts on a

.3SI See Letter from Deb MacLean, Communication Access Center for the Deafand Hard ofHearing, et al. to
Marlene H. Dortch, Secretary, FCC, WC Docket No. 06-122, CC Docket No. 96-45, at 1-2 (filed Sept. 29, 2008)
(CSDVRS Sept. 29, 2008 Ex Parle Letter).

l s9 See Telecommunications Relay Services andSpeech-Io-Speech Servicesfor Individuals.with Hearing andSpeech
Disabilities, CG Docket No. 03-123, WC Docket No. 05-196, Report and Order and Further Notice ofProposed
Rulemaking, 23 'FCC Red 11591, 11646, para. 149 (2008) ("We ... seek comment on whether, and to what extent,
the costs ofacquiring numbers, including porting fees, should be passed on to the Internet-based TRS users, and not
paid for by the [TRS] Fund..•• We also seek comment on whether there are other specific costs that result from the
requirements adopted in the Order that, mirroring voice telephone consumers, should be passed on to consumers,
including, for example, E911 charges.").

360 To the extent that Intemet·based TRS users utilize a proxy number or identifier other than an assigned ten-digit
number during/pending the transition to ten-digit numbering for Internet-based TRS services, we make clear that
those numbers or identifiers arc NOT subject to universal service contribution at this time. This treatment is

. necessary to ensure the smooth transition to ten-digit numbering for these services, and to prevent duplicative
charges for end users ofthese services.

~61 See, e.g., Second Wireless Safe Harbor Order, 17 FCC Rcd at 24969, para. 29. Filers are required to file
revisions to FCC Form 499-Q within 45 calendar days ofthe original filing date. See FCC, INSTRUCTIONS TO THE
TELECOMMUNICATIONS REPORTING WORKSHEET, FCC Form 499-Q, at 10 (Feb. 2008), available at

. http://www.fcc.govlForms/Form499·0/499g.pdf. Filers are required to file revisions to FCC Form 499-..\ by March
3I ofthe year after the original filing date. See FCC, INSTRUCTIONS TO THE TELECOMMUNICATIONS REPORTING
WORKSHEET, FCC Form 499-A, at 11-12 (Feb. 2008), available 01 http://www.fcc.gov/FormslForm499-A1499a­
2008.pdf.

'62 See Second Wireless Safe Harbor Order, 17 FCC Red at 24972, para. 35.

363 See Second Wireless Safe Harbo~ Order, 17 FCC Red at 24972, para. 36.

364 We decline to adopt the suggestion by AT&T and Veri~n to transition the Telecommunications Relay Services
Fund, local number portability cost recovery, and numbering administration to a numbers/connections-based
assessment methodology. See A:r&T and Verizon Oct. 20, 2008 Ex Parle Letter at 6. Althougli these programs rely
on the revenue information reported in the current FCC Form 499·A, they do not rely on many of the revenue

. (continued....)
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monthly basis. Contributors must report as an Assessable Number any such number that is in use by an
end user during any point in the relevant month. The Commission will develop an additional version of
the FCC Form 499 for use in reporting Assessable Numbers. Under the interim business revenue-based
reporting component, contributors will report their revenue information on the modified FCC Forms 499­
A and 499-Q.

144. Under the new numbers-based system we adopt today, contributors will report historical
Assessable Numbers monthly. Contributors will then be invoiced and required to contribute the
following month. By reporting actual, historical numbers, the numbers-based component of our
contribution methodology remains simple and straightforward. As explained above, a key reason to move
to a primarily numbers-based approach is its simplicity. Indeed, several commenters propose monthly
reporting ofhistorical number counts.m We find that reporting Assessable Numbers on a projected
collected basis would unnecessarily complicate the numbers-reporting system. Although we are mindful
ofthe issues inherent in historical reporting,3" we find that a one month lag between the reported
Assessable Numbers and the contribution based on those numbers is minimal and will not unfairly
disadvantage any provider, even those with a declining base.

145. We allow contributors to self-certii)' which telephone numbers are, consistent with this
order, considered "residential." Contributors will be subject to audit, however, and their method for
distinguishing residential from other numbers must be reasonable and supportable. For example, in the
Commission's Broadband Data Gathering Order released earlier this year, the Commission directed
mobile wireless service providers "to report as residential subscriptions those subscriptions that are not
billed to a corporate account, to anon-corporate business customer account, or to a government or
institutional accounl.,,3'7 We added that "[fjor purposes ofForm 477, subscriptions billed to a federal
government department or agency, for example, will not be 'residential' subscriptions, while
subscriptions to a service £Ian offered to all federal government employees will be considered to be
residential subscriptions." ,. For purposes ofidentii)'ing numbers associated with business services
(which are not Assessable Numbers), contributors may rely on the fact that the line associated with that
number is assessed a multi-line end user common line charge (i.e., SLC); provided, however, that the SLC
must be a mandatory charge, rather than a discretionary charge.3" For determining r~sidential numbers
(which are Assessable Numbers), however, a contributor may not rely on the assessinent ofa residential
SLC, because SLC rates are the same for residential and single-line business end use~s. Therefore, the
fact that a contributor charges the single-line business/residential SLC may not accurately indicate
(continued frC!m previous page) ------------
distinctions, such as interstate and intrastate, that necessitate the change from a revenue-based assessment for the
universal service fund.

3'S See AT&T and Verizon Sept. 11,2008 Ex Parte Letter, Attach. I at 2-3; CTiA Oct. 2, 2008 Ex Parte Letter,
Attach. at 5; USF by the Numbers Oct. 3, 2008 Ex Parte Letter.

3" See Second Wireless Sale Harbor Order, 17 FCC Red at 24969-70, paras. 29-32.

3'7 Development olNatiomvide Broadband Data to Evaluate Reasonable and Timely Deployment 01Advanced
Services to AllAmericans, Improvement olWireless Broadband Subscribership Data, andDevelopment olData on
Interconnected Voice over Internet Protocol (VoIP) Subscribership, WC Docket No. 07-38, 23 FCC Red 9691,
9704, para. 24 (2008) (Broadband Data Gathering Order), Order on Reconsideration, 23 FCC Red 9800 (2008).

3" BroadbandData Gathering Order at para. 24 n.91.

3" In other words, the SLC type and rate must tie established pursuant to the Commission's rules. 47 C.F.R. §§
69.104(0)(1), 69.IS2(k)(I). To the,extentthat the contributoris not required to charge a SLC (e.g., is not rate­
regulated by the Commission), a voluntary business choice to include a "subscriber line charge" on a customer's bill
may not be dispositive ofthe type ofservice, residential or business, being provided.
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whether the service provided is a business or residential service."·

. 146. .Ea~h contributor must maintain the necessary internal records to justify, in response to an
audit or otherwIse, Its reported Assessable Number counts and the data reported on the Commission's
contribution fonns.37J Contributors are responsible for accurately inclUding all Assessable Numbers
'associated with residential services in their Assessable Number counts and revenue's from all business
services in the interim business services revenue component ofthe methodology. Failure to file the
required fonn by the applicable deadline, or failure to file accurate infonnation on the form, could subject
a contributor to enforcement action.372 In addition, as with the current FCC Forms 499-A and 499-Q, we
will require that an officer ofthe filer certifY to the truthfulness and accuracy of the forms submitted to
the administrator.

147. To ensure that filers report correct information, we continue to require all reporting
entities to maintain records and documentation to justifY the information reported in these forms, arid to
provide such records and documentation to the Commission and to USAC upon request.373 All universal
service fund contributors are required to retain their records for five years.'7 Specifically, contributors to
the universal service fund must retain all documents,and records that they may require to demonstrate to
auditors that their contributions were made in compliance with the, program rules, assuming that the audits
are conducted within five years ofsuch contribution. Contributors further must make available all
documents and records that pertain to them, including those ofcontractors and consultants working on
their behalf, to the Office of Inspector General, to USAC, and to their respective auditors. These
documents and records should include without limitation the following: financial statements and
supporting documentation; accounting records; historical customer records; general ledgers; and any other
relevant documentation.m

148. Further, we make clear that for purposes ofthe interim business r~venue component, we
retain all existing reporting requirements associated with the filing ofthe FCC Forms 499-A and 499-Q
for business service revenue. Finally, we direct the Bureau, and delegate to the Bureau the authority, to
develop or modifY the necessary forms to ensure proper contribution reporting occurs, consistent with this
order.

7. Transition to New Methodology

, 149. The new reporting procedures discussed above will require reporting entities to adjust
their record-keeping and reporting systems in order to provide reports to USAC regarding the number of
Assessable Numbers and to adjust their revenue information to include only busines~ service revenue.

37. 47 C.P.R. §§ 69.104(n)(I), 69.152(d)(I).

371 Comprehensive Review Report and Order, 22 PCC Rcd at 16387, para. 27.

372 Pursuant to section 1.80 oflhe Commission's rules, failure to file required forms or information carries a base
forfeiture amount of$3,OOO per instance and is subject to adjustment criteria. See 47 C.P.R. § 1.80.

313 Comprehensive Review Report and Order, 22 PCC Red at 16372, para. 27; see a/so 47 C.P.R. §§ 54.706(e),
54.711 (a).

374 See Comprehensive Review Report and Order, 22 PCC Red at 16372, para. 27; 47 C.P.R. § 54.706(e).

~75 See Comprehensive Review Report and Order, 22 PCC Rcd at 16387, paras. 27-28. We note that contributors
who also report NRUF data to the NANPA are currently required to maintain internal records oftheir numbering
resources for audit pUlllOses. NRO I Order, 15 FCC Rcd at 7601, para. 62.
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Accordingly, we implement a 12-month tran~ilion period for the new contribution mechanisms.'" This
transition period will give contributors ample time to adjust their record-keeping and reporting systems so
that they may comply with modified reporting procedures. As explained below, a 12-month transition
period will also allow reporting entities to submit several reports for informational purposes before being
assessed on the basis ofprojected Assessable Numbers forresidential services.'71 We find, therefore, that
a 12-month transition period balances administrative burdens on contributors with the ileed to implement
the new contribution methodologies in a balanced and equitable manner.

150. During 2009, filers will continue reporting their interstate telecommunications revenue
on a quarterly basis and USAC will continue assessing contributions to the federal universal service
mechanisms based on those quarterly reports. This one-year period and, in particular, the first six months
ofthat period, should be used by contributors to adjust their internal and reporting systems to prepare for
the reporting ofAssessable Numbers and business revenues.

151. Beginning in July 2009, contributors will continue to report and contribute based on their
quarterly reported interstate and international revenues for the last two quarters ofthe year, but they will
also begin filing with USAC monthly reports oftheir Assessable Numbers and quarterly reports of their
business revenues. USAC will thus collect data under the old revenue-based methodology, while
collecting and reviewing data under the new Assessable Number and, business revenues methodologies
for the last six months of2009. We find that this six-month period of double-reporting is necessary to
help reporting entities, Commission staff, and USAC identilY implementation issues that may arise under
this new methodology prior to it taking effect.31I Although only the December 2009 Assessable Numbers
and the fourth quarter 2009 business revenue data will be used to compute contributors' January 2010 and
first quarter 2010 assessments, we find it is reasonable to require contributors to begin filing under the
new methodologies prior to these periods to ensure that there is adequate time for all affected parties to
address any implementation issues that may arise. Moreover, we conclude that the short overlap of
reporting unller both the old and new methodologies will not be unduly burdensome for contributors
given the limited duration of the dual reporting.

V. REFORM OF INTERCARRIER COMPENSATION

152. Since Congress first passed the'Communications Act in 1934, the Commission has
sought "to make available, so far as possible, to all the people ofthe United States ... a rapid, efficient,
Nation-wide, and world-wide wire and radio communication service with adequate facilities at reasonable
charges.,,379 To promote universal service, regulators have long relied on a complex array of intercarrier
compensation mechanisms, which generally have included implicit subsidies. Through the years, the
introduction ofcompetition into first long-distance and then local markets, as well as the development and

37' See AT&T and Verizon Oct. 20, 2008 Ex Parte Leller, Attach. at3 (proposing a 12·month transition to the new
mechanism taking effect).

377 See CTlA2006 Contribution FNPRMComments at 7; see also Verizon and AT&T Sept. II, 2008 Ex Parte
~eller, Attach. at2 (advocating a 12-month implementation period followed by a 6-month transition period). Some
parties advocated for a transition period as short as possible. See, e.g., Leller from Gregory J. Vog!, Counsel for
CenturyTel, to Marlene H. Dortch, Secretary, FCC, WC Docket No. 05-337, Attach. at 2 (filed Sept. 19 2008)
(CenturyTel Sept. 19,2008 Ex Parte Leller); Sprint Nextel June 14,2006 Ex Parte Leller. Others advocated for a
longer transition period. See, e.g., Qwest Mar. 21, 2006 Ex Parte Leller, Attach. at 3 (advocating 18 months); XO
Communications Oct. 3, 2008 Ex Parte Letter, Attach. at II (advocating at least 18 months).

371 See AT&T and Verizon Oct. 20, 2008 Ex Parte Leller, Attach. at3 (recommending a six-month transition period
for filers and USAC to test and calibrate the new system prior to its taking effect). ' .

'" 47 U.S.C. § 151.
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"ii'

deployment ofnew technologies, have eroded the fundamental economic unde~innings o! the cUl:ent .
'intercarrier compensation regimes. The refohn~we,adopt iii this order are deSigned to umfy and simplify
the myriad intercarrier compensation systems in existence today. This unification and simplification will
encourage the efflcient use of, and investment in, advanced telecommunications and broadband networks,
spur intermodal competition throughout the United States, and minimize the need for future regulatory
intervention,

153. Today, we l,Idopt a new approach to intercarrier compensation and establish the blueprint
:: for moving to new uniform termination rates that are economically efficient and sustainable in our
"increasingly competitive telecommunications markets. At the same time, we recogn'ize, as the
':Commission has in the past, that we need to be cognizant ofmarket disruptions and potential adverse
,effects on consumers and carriers ofmoving too quickly from the existing intercarrier compensation
regimes to our new uniform approach,to intercarrier compensation, Accordingly, we adopt here a gradual
,ten-year transition plan, with separate stages, designed to reduce rates over a sufficient period to minimize
market disruptions and to cushion the impact of our reform on both customers and carriers, At the end of

"the trll!)sition period, all telecommunications traffic will be treated as falling within the reciprocal
"compensation provisions ofsection 251 (b)(5), and states will set default reciprocal compensation rates
,pursuant to th.e new methodology we adopt herein,

A. A- BriefHistory ofIntercarrier Compensation

154. This section provides an overview ofthe development of intercarrier compensation
'regulation in the United States. Although not comprehensive, it highlights several important goals that
have emerged in Commission precedent, which are relevant to intercarrier compensation reform.

• Pr.omoting universal service. The Commission has sought to promote universal service, and, in
furtherance ofthat objective, an ihtricate web of implicit subsidies evolved that were intended to keep
the price of residential local telephone service affordable, even ifthat price was below cost. With the
introduption ~fcompetition for long-distance telephone service, regulators sought,to maintain implicit
subsidies of.local service when they created regulated intercarrier compensation charges, known as
"access charges," that long-distance service providers paid local telephone companies to originate and
terminate long-distance calls~

• Encouraging efficient use ofthe network. The Commission has long recognized that requiring end­
users to bear a greater proportion ofthe Qost of the local network encourages them to make'rational
choices in their use oftelephone service. The Commission nevertheless has declined to shift a
significant percentage ofthe cost ofthe network to those end users in light ofuniversal service
concerns.

, Realigning cost recovery in response to competition. For much of the twentieth century, telephone
service was viewed as a natural monopoly. The emergence ofcompetition for long-distance services
in the 1970s and for local services, particularly after the 1996 Act, has placed pressure on above-cost
intercarrier compensation charges. Although the Commission, in response to competitive entry,
sought to develop intercarrier compensation rules that align more closely with the economic principle
that costs should be recovered in the way they are incurred, marketplace developments confirm that
those efforts were incomplete, As new competitors entered, a series ofregulatOl)' arbitrage strategies
developed, some ofwhich the Commission has attempted to address on a case-by-case basis.

• Technological advancements. As carriers shift from circuit-switched telephone-only networks to
packet-switched broadband networks supporting numerous services and applications, it is important
that intercarrier compensation rule's create the proper incentives for carriers to invest in new
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broadband technology and that consumefs have the opportunity to take full advantage of the new
capabilities ofthis broadband world.

1. Intercarrier Compensation Regulation Before the Telecommunications Act
of1996

155. When AT&T began offering telephone service in 1877,310 it held all the essential patents
and effectively operated as a legal monopoly. When the original patents expired in 1894, however,
thousands of independent telephone companies began offering competing local telephone service.'" This
new comj,etition led to lower rates,m and reduced AT&T's average return on investments by over 80
percent.' , AT&T responded by refusing to interconnect with any independent telephone company to
exchange long-distance or local traffic.'" Without interconnection, independent telephone companies
could' not offer a vjable service unless such entities duplicated the AT&T system, which was not
economically feasible. As a result, independent telephone companies began to go out ofbusiness or were
acquired by AT&T.3IS

,

156. AT&T's predatory strategy led the Department ofJustice to file an antitrust suit against
AT&T in 19r3. The government alleged that AT&T's interconnection and acquisition policies violated
Section 2 ofthe Sherman Act."6 The case was eventually dropped after AT&T committed to abide by
certain principles in what became known as the Kingsbury Commitment of 1913. Under the Kingsbury

no The company that became AT&T was originally called the Bell Telephone Company. See AT&T, A Brief
History: Origins, http://www.coro.att.comihistorvlhistorvl.html(lastvisitedSept.11. 2008) (AT&T BriefHistory).
For simplicity, we use the term "AT&T" to include all predecessor companies.

," Between 1894 and 1904, "over six thousand independent telephone companies went inlo business in the United
States, and the number oftelephones boomed from 285,000 to 3,317,000." See AT&T BriefHistory. By 1900,
independenttelephone companies controlled "38 percent ofthe phones installed in the United States," GERALD W.
BROCK, THE TELECOMMUNICATIONS 1NDUSmY, THE DYNAMICS OF MARKET SmUCTURE 148 (1981) (THE
TELECOMMUNICATIONS INDUsmv). And, by 1902,451 out of 1002 cities with telephone service had two or more
competing providers. See MICHAEL K. KELLOGG ET AL. FEDERAL TELECOMMUNICATIONS LAW 11 (1992) (FEDERAL
TELECOMMUNICATIONS LAW).

'12 THE TELECOMMUNICATIONS INOUSmY at 116.

313 FEDERAL TELECOMMUNICATIONS LAW at II; see also Adam D. Thierer, Unnatural Monopoly: Critical Moments
In The Development O/The Bell Syslem Monopoly, 14 CATO J. 2 (1994), available at
http://www.cato.orglpubs/joumaVcjvI4n2.6.html(Unnatural Monopoly). Although independent companies
competed with AT&T for local service, AT&T had the only long-distance network operating at the time and
possessed important long-distance technology patents. See THE TELECOMMUNICATIONS INDUSmY at 148.
According to Brock, there is some evidence that the independent companies had planned on starting a separate long·
distance network until AT&T refused interconnection. GERALD W. BROCK, THE SECOND INFORMATION
REVOLUTION 30-32 (2003) (SECOND INFORMATION REVOLUTION).

314 FEDERAL TELECOMMUNICATIONS LAW at 11-12; THE TELECOMMUNICATIONS INDUSTRY at 148; David F.
Weiman & Richard C. Levin, Preying/or Monopoly? The Cose o/Southern Bell Telephone Company, 1894-1912,
102 J. POL. ECON. 103, 103-26 (1994).

,,' FEDERAL TELECOMMUNICATIONS LAW at I I. In 1912 alone, AT&T purchased 136,000 telephone companies and
sold 43,000. See THE TELECOMMUNICATIONS INDUSmy at 156.

'16 Original Petition, United Stales v. AT&T, No. 6082 (D. Or. 1913); United Stales v, AT&T, No. 6082, I DECREES
AND JUDGMENT IN CIVIL ACTION CASES 483 (D. Or, 1914); see also PETER TEMIN, THE FALL OF THE BELL SYSTEM:
A STUDY IN PRICES AND POLITICS 9-10 (1987); ROBERT W. GARNET, THE TELEPHONE ENTERPRISE: THE EVOLUTION
OF THE BELL SYSTEM'S HORIZONTAL SmuCTURE, 1876-1909 152-53 (1985).
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Commitment, AT&T agreed to: (i) allow independent telephone companies to interconnect with AT&T's
'long-distance network; and (ii) not acquire any additional independent telephone companies absent
regulatory approval.317 In exchange, the government sanctioned AT&T's monopoly control over markels
where it already offered se\Vice:

157. In essence, the Kingsbury Commitment and subsequent regulation assumed that both the
local and long-distance telephone businesses were natural monopolies.311 Policymakers embraced the
view that, because of economies ofscale, a natural monopoly could provide service more efficiently than
would occur in a competitive market.m Rates for these natural monopolies were subject to rate-of-return
regulation.'90 In setting regulated rates, a primary policy objective of regulators was to promote universal
service to all consumers through affordable local telephone rates for residenlial cuslomers. To
accomplish this objective, however, regulators created a patchwork ofwhal has become known as implicil
subsidies. Thus, for example, regulators permitted higher rales to business custome'rs so thaI residenlial

,rates could be lower, and they frequently required similar rales to urban and 111ral cuslomers, even though
the cost ofserving rural customers was higher.'91 Similarly, AT&T was permitted to charge artificially
,high long-distance toll rates, and its interstate toll revenues were placed into an interstale "settlements"
pool.392 AT&T then shared a portion ofthese interslale revenues with independent telephone companies

," Tbe Kingsbury Commilment was a "unilaleralletter rather than an actual consent decree." See THE
TELECOMMUNICATIONS INDUSffiYaI155. The Kingsbury Commitment was republished in AT&T's 1913 Annual
Report aI24-26, available at http://www.porticus.orglbell/pdfll913ATIarComplete.pdf.AT&T also agreed 10

, :'sell offils Western Union slack, a large independent telephone company that AT&T bad recently acquired. See id.
,at 24. See FEDERAL TELECOMMUNICATIONS LAW at 11-12; see also Unnatural Monopoly. .

'" See, e.g., Unnatural Monopoly (noling thaI a Senale Commerce Committee hearing in 1921 stating that
"Ielephoning is a natural monopoly" and a House ofRepresentative committee report stated lhat "[t]here is nolhing
to be gained by local competition in the telephone business.") (quoting G. H. Loeb, The Communications Act Policy
,TowardCompetition: A Failure to Communicate, I DUKE LAW J. 14 (1978»; see also id. (explaining that many state
regulatory agencies began refusing requests by lelephone companies to construct new lines in areas already served
by another carrier and continued to encourage monopoly swapping and consolidalion in Ihe name of"efficient
service") (citing Warren G. Lavey, The Public Policies That Changed the Telephone Industry Into Regulated
Monopolies: Lessons From Around 1915,39 FED. COMM. L.J. 171, 184-85 (1987»; FEDERAL
TELECOMMUNICATIONS LAW a117.

'" A natural monopoly arises "when a single firm can efficiently serve the entire market because averag~ costs are
lower wilh one firm than with two firms." R. PRESTON McAFEE,lNmODUCTION TO ECONOMIC ANALYSIS 6-241
.(2006), available at http://www.mcafee.ccllntroeconllEA.pdf; see also DANIEL F. SPULBER, REGULATION AND
,MARKETS 3-4 (1989) ("Natural monopoly generally refers to a property ofproductive lechnology, often in
conjunction with market demand, such that a single firm is able to serve the markelat less cost than two or more
,firms: Natural monopoly is due to economies ofscale or economies of multiple-output production.").

',.. For discussions ofrate ofreturn regulation, see, e.g., JAMES C. BONBRIGHT ET AL., PRINCIPLES OF PUBLIC
UTILITY RATES 197-376 (1988); CHARLES F. PHILLIPS, JR., THE ECONOMICS OF REGULATION: THEORY AND
'PRACTICE IN THE TRANSPORTATION AND PUBLIC UTILITY INDUSTIUES 260-302 (1969) (PHILLIPS, THE ECONOMICS
OF REGULATION); I ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND INSTITUTIONS 20-58
(1970) (THE ECONOMICS OF REGULATION).

39' See, e.g., JONATHAN E. NUECHTERLEIN & PHILIP J. WEISER, DIGITAL CROSSROADS: AMERICAN
TELECOMMUNICATIONS POLICY IN THE INTERNET AGE llH5 (2007) (DIGITAL CROSSROADS).

!" See Economic Implications andInterrelationships Arisingfrom Policies and Practices Relating to Customer
I'lformation, Jurisdictional Separations andRate Structures, Docket No. 20003, First Report, 61 FCC 2d 766, 79'6­
97, paras. 81-82 (1976).
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and AT&T's affiliated Bell Operating Companies {BOCs),393 These high long-distance rates enabled
regulators to set lower local rates for the Boes and independent local telephone companies.

158. The use ofmicrowave technology by Microwave Communications, Inc. (MCl), to offer a
competitive alternative to AT&T's switched long-distance service beginning in the 19705 cast into doubt
the assumption that long-distance telecommunications was a natural monopoly.'~· MCI focused initially
on private line service, where AT&T's rates were above cost. MCI's service offerings grew after a series
ofCommission and court decisions rejected AT&T's objections to MCl's entry.39S Despite these
victories, MCI was not entitled to equal access to local exchange service,'" and MCI and other IXCs
were dependent on the BCCs and independent local telephone companies to complete long-distance calls
to the end users.397

159. For a number of reasons. including AT&T's resistance to the introduction ofcompetition
in the long-distance market, the Department of Justice in 1974 filed an antitrust suit alleging that AT&T
had engaged in unlawful monopolization in the local, long-distance, and equipment l)1anufacturing
markets?'· After eight years of litigation, AT&T and the Department ofJustice entered into a consent
decree, which federal District Court Judge Greene approved in 1982.'99 Under the Modification ofFinal
Judgment (MFJ), AT&T agreed to divest its affiliated BCCs from AT&T long distance, and the BOCs

]9' Under the settlements process, the local exchange companies were allowed to recover the portion oftheir costs
allocated to the interstate jurisdiction from the interstate toll revenues. The process for affiliated companies was a
process of intracorporate accounting known as "division ofrevenues," while the process for unaffiliated companies
represented real payments from AT&T to the independent companies. See THE SECOND INFORMATION REVOLUTION
at 188. According to Brock, the revenue sharing settlements process was a major source ofsupport for small rural
companies. which often could recover a large share oftheir costs from the interstate toll revenue pool (in some cases
as much as 85 % oftheir non~traffic sensitive costs). See id

'94 See DIGITAL CROSSROADS at 60-64.

'" AT&T argued that MCI would cheny pick the most profitable customers (those paying above-cost rates) and
force AT&T to increase local rates thereby undermining the goal'ofuniversal service. AT&T opposed the entry of
MCI before the Commission and the courts. See FEDERAL TELECOMMUNICATIONS LAW at 602-14; Bell System
TariffOfferings a/Local Distribution Facilities/or Use by Other Common Carriers, Docket No. 19896, Decision,
46 FCC 2d 413 (1974), qff'dBell Tel. Co. a/Po. v. FCC, 503 F.2d 1250 (3d Cir. 1974); see also DIGITAL
CROSSROADS at 60-64 (noting that AT&T fought '~ooth and nail" to deprive MCI ofeffective access and even
unplugged certain MCI lines from AT&T's network).

39' Equal access requires that all long-distance carriers he accessible by dialing a I and not a string oflong-distance
codes before dialing the called party's telephone number. See. e.g., HARRY NEWTON, NEWTON'S TELECOM
DICTIONARY 326 (16th ed. 2000).

3" During much ofthe 1970s, AT&T and MCI debated before the Commission and courts about the charges that
MCI should pay the BOCs for originating and terminating interstate calls placed by or to end users on the BOCs'
local networks. In December 1978, under the Commission's supervision, AT&T, MCI, and other IXCs entered into
a comprehensive interim agreemen~ known as Exchange Network Facilities for Interstate Access (ENFIA), which
set the rates that AT&T's affiliated BOCs would charge !XCs for originating and terminating access to local
exchange networks. See Exchange Ne/IYork Facilities/or Interstate Access (ENFM), CC Docket No. 78-371,
Memorandum Opinion and Order, 71 FCC 2d 440 (1979) (subsequent history omitted).

]9. See United States v. AT&T, 524 F. Supp. 1336, 1346 (D.D.C. 1981).

399 See United States v. AT&T, 552 F. Supp. 131 (D.D.C. 1982), aff'dsub nom. Marylandv. United States, 460 U.S.
1001 (1983). The 1982 consent decree, as entered by the court, was called the Modification ofFinal Judgment
because it modified a 1956 Final Judgment against AT&T stemming from a 1949 antitrustlawsuit. See THE
TELECOMMUNICATIONS INOVSmY at 116-20. .
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were required to provide equal access and dialirlg pMlty.~DD In addition, the MFJ barred the BOCs from
,entering the long-distance, information services, equipment manufacturing, or other competitive markets
to prevent predatory cross subsidization by their regulated monopoly local telephone service.,ol Although
the MFJ applied only to the BOCs, the Commission subsequently extended interconnection and
nondiscriminatory equal access obligations to all incumbent LECs.'o, As a result ofthe MFJ, MCI, and
other competitors were able to compete directly with AT&T to provide long-distance' or interstate service,
and all IXCs paid interstate access charges to the BOCs and other incumbent LECs to originate and
terminate service to end users.

160. While the AT&T antitrust suit was pendiog, the Commission began to take the first steps
toward reforming intercarrier compensation. In 1978, the Commission commenced a review of
intercarrier compensation for originating and terminating access.4D3 In 1983, following the MFJ, the
Commission eliminated the "existing potpourri of [compensation] mechanisms,'>4D4 and replaced it "with a
single uniform mechanism ..• through which local carriers [could] recover the cost ofproviding access
services needed to complete interstate and foreign telecommunications,'>4DS The access charge rules
'adopted by the Commission provided for the recovery of incumbent LECs' costs assigned to the interstate
jurisdiction and detailed ''the precise manner in which [incumbent LECs] may assess charges on IXCs
and end users,','D6 In designing the interstate access charge rules, the Commission sought to balance a
number ofcompeting objectives.m For one, the Commission recognized that "[a]rtificial pricing
structures, while perhaps appropriate for use in achieving social objectives under the right conditions,
cannot withstand the pressures of a competitive marketplace,'>401 Consequently, the Commission sought
to follow more closely the principle that costs should be recovered in the way they are incurred, consistent

'DO The Act defines "dialing parity" to mean that a "person that is not an affiliate ofa local exchange carrier is able
to provide telecommunications services in such a manner that customers have the ability to route automatically,
:without the use afany access code, their telecommunications to telecommunications services provider ofthe
customer's designation from am,ong 2or more telecommunications services providers (including such local
exchange carrier)." 47 U.S.C. § 153(15).

, '01 See United States v. AT&T, 552 F. Supp. 131 (D.D.C. 1982).

'" MTS and WATS Market Structure, CC Docket No. 78-72, Phase I, Third Report and Order, 93 FCC 2d 241
(1983) (/983 Access Charge Order), modified on recon., 97 FCC 2d 682 (1983), modifiedonjiJrther recon., 97 FCC
2d 834 (1983), ajfd inpart and remanded in part, Nat 'I Ass 'n ofRegulatory Uti!. Commissioners v. FCC, 737 F.2d
1095 (D.C. Cir. 1984).

<D3 See MTS and WATS Market Structure, CC Docket No. 78-72, Notice oflnquiry and Proposed Rulemaking, 67
FCC 2d 757 (1978): Supplemental Notice oflnquiry and Proposed Rulemaking, 73 FCC 2d 222 (1979); Second
Supplemental Notice ofInquiry and 'Proposed Rulemaking, 77 FCC 2d 224 (1980); Report and Third Supplemental

,Notice ofInquiry and Proposed Rulemaking, 81 FCC 2d 177 (1980); and Fourth Supplemental Notice ofInquiry
and Proposed Rulemaking, 90 FCC 2d 135 (1982).

404 See MTS and WATS Market Structure, CC Docket No. 78-72, Memorandum Opinion and'Order, 97 FCC 2d 682,
683, para. 2 (1983) (First Reconsideration of1983 Access Charge Order).

'os See First Reconsideration of1983 Access Charge Order, 97 FCC 2d 682.

'06 See Access Charge Reform Order, 12 FCC Red at 15991-92, para. 22.

'07 See, e.g., First Reconsideration of1983 Access Charge Order, 97 FCC 2d at 683, para. 3 (identifying the four
primary objectives of: (I) elimination ofunreasonable discrimination and undue preferences among rates for
interstate services; (2) efficient use ofthe local network; (3) prevention ofuneconomic bypass; and (4) preservation
ofuniversal service).

'" See First Reconsideration of1983 Access Charge Order, 97 FCC 2d at 686, para. 7.
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with principles of cost-causation.'09 Under this rate structure principle, the cost of facilities that do not
vary based on the amount oftraffic carried over those facilities (i.e., non-traffic-sensitive costs) should be
recovered through fixed, flat-rated charges, while only costs that vary with usage offacilities (i.e., traffic­
sensitive costs) should be recovered through corresponding per-minute rates.'IO

161. Despite these rate structure principles, the Commission concluded that a sudden
introduction of large flat-rated charges on end-users could have "adverse effects" on subscribership. It
therefore adopted a "plan [that] provides for the gradual introduction of these end-user charges,'''1 Thus,
the Commission limited the amount ofthe interstate loop costs assessed to residential and business
customers as a flat-rated monthly charge, and it recovered the remaining interstate loop costs through a
per-minute charge imposed on IXCs.4J2 Moreover, the Commission continued to apply traditional rate-of­
return regulation based on carriers' embedded, fully distributed costs, including common costs and
overhead.413

162. In 1991, the Commission took another step toward intercarrier compensation reform by
replacing rate-of-retum regulation with an incentive-based system of regulation for the BOCs and GTE.'"
This new regulatory regime, known as price cap regulation, was designed to replicate some of the
efficiency incentives found in competitive markets. In particular, price caps were designed to encourage
.companies to: (I) improve their efficiency by creating incentives to reduce costs; (2) invest efficiently in
new plant and facilities; and (3) develop and deploy innovative service offerings.'" Although many

'09 See First Reconsideration of1983 Access Charge Order, 97 FCC 2d at 688-89, para. 10; see also Access
Charge Reform Order, 12 FCC Red at 15992, para. 24 ("Th. Commission has recogniz.d in prior rulemaking
proce.dings that, to the eldent possible,.costs of interstat. acc.ss should be recov.red in the sam. way that they arc
incurred, consistent with principles of cost~causation.U).

'10 Access Charge Reform Order, 12 FCC Red at 15992, para. 23.

'II 1983 Access Charge Order, 93 FCC 2d at 253, para. 35; see also id at 243, para. 4 (finding that a "transitional
plan is necessary" in part b.cause "[ijmmediate recovery ofhigh fIXed costs through flat end us.r charges might
caus. a significant numb.r of local exchange s.rvic. subscrib.rs to canc.llocal .xchang. s.rvice d.spite the
.xist.nc. ofa Univ.rsal S.rvic. Fund" and "[sjuch a r.sult would not b. consistent with the goals ofth.
Communications Act."). As a r.sult, the Commission initially Umit.d the flat rat. charg. impos.d on .nd users, also
known as the subscrib.r line charge or SLC, to SI.OO (subs.quent ord.rs rais.d the cap on the subscriber line charg.
for residential us.rs to $6.50).

'12 This p.r-minut. charge was called the carri.r common lin. charg•. See Access Charge Reform Order, 12 FCC
Rcd at 15992, para. 24. Additional charg.s w.re impos.d onIXCs to r.cov.rth. int.rstate portion ofth. costs of
·oth.r parts ofa locil .xchange carri.r's n.twork, such as local switches and transport. See First Reconsideration of
/983 Access Charge Order, 97 FCC 2d at 735-40, paras. 129-34, 137-43.

'13 See 47 C.F.R. §§ 69.301-.502; see also Policy andRules ConcerningRatesfor Dominant Carriers, CC Dock.t
No. 87-313, S.cond Report and Ord.r, 5FCC Red 6786, 6787, para. 1 (1990) (LEC Price .Cap Order). Th. rate-of­
return r.gulations are s.t forth in Part 69 ofour rul.s. See generally 47 C.F.R. §§ 69.1-701.

41' Pric. cap r.gulation was mandatory for the BOCs and GlE and optional for oth.r incumb.nt local exchange
carri.rs. See LEC Price Cap Order, 5 FCC Red at 6818-20, paras. 257-79; see also Access Charge Reform; Price
Cap Performance Reviewfor Local Exchanges Carriers; Interexchange Carrier Purchases ofSwitch Access
Services Offered by Competitive Local Exchange Carriers; Petition ofu.s. West Commc'ns, Inc,for Forbearance
from Regulation as a Dominant Carrier in the Phoenix, Arizona MSA, CC Docket Nos. 96-262, 94-1, 98-157, Fifth
R.port and Ord.r and Furth.rNotic. ofPropos.d Rul.making, 14 FCC Red 14221, 14224 n.1 (1999) (Pricing
Flexibility Order).

'" LEC Price Cap Order, 5 FCC Red at 6789-91, paras. 21-37; Special Access Ratesfor frice Cap Carriers, WC
Dock.t No. 05-25, Ord.r and Notice ofPropos.d Rulemaking, 20 FCC Red 1994, 1998-99, para. 11 (200S); Section
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smaller and rural incumbent LECs remain stlbj~ct to the plitt 69 rate-of-return rules, most ofthe larger
incumbent LECs are now subject to price cap regulation.416

163. The Commission's reforms during the 1980s and early 1990s yielded many public
interest benefits. For example, economists have estimated that above-cost access charges reduced U.S.
economic welfare by an estimated $10-17 billion annually during the late I 980s, but that the annual
welfare loss declined substantially to between $2.5 billion and $7 billion following the Commission's

'access charge reforms in the 1980s and early 1990s.417 Despite these reforms, however, per-minute
access rates remained high.m These high switched access rates created an opportunilY for competitive
access providers (CAPs) to begin offering facilities-based competition. CAPs could offer carriers a

"competitive alternative to the BOCs, often with lower rates and higher quality.419 The entry of CAPs and
the potential entry ofcable companies into local residential telephone markets created pressure toward
opening the local telephone markets to competition, which ultimately resulted in the passage of the 1996
Act.

2. Intercarrier Compensation Regulation Since tbe 1996 Act

164. Recognizing these fundamental market changes, Congress's goals in passing the 1996
'Act were to: (I) open local exchange and exchange access markets to competition; (2) promote increased
competition in telecommunications markets that were already open to competition; and (3) reform the
,existing universal service system to be consistent with competitive markets.420 With respect to the last

,(continued from previous page), ------------
'272(b)(1) 's "Operate Independently" Requirement/or Section 272 Affiliates, WC Docket No. 03-228, CC Docket
Nos. 96-149, 98·141, 96-149, 01-337, Report and Order, Memorandum Opinion and Order, 19 FCC Rcd 5102,
5115, para. 22 (2004); Access ChargeR'!form; Price Cap,Peiformance Review/or LECs; Low-Volume Long,
,Distance Users; Federal-State Joint Boardon Universal Service, CC Docket Nos. 96-262, 94-1, 99-249, 96-45,
"Order on Remand, 18 FCC Red 14976, 14979, para. 4 (2003); Cost Review Proceeding/or Residential andSingle­
Line Business Subscriber Line Charge (SLC) Caps; Price Cap Performance Review/or Local Exchange Carriers,
,CC Docket Nos. 96-262, 94-1, Order, 17 FCC Rcd 10868, 10873, para. 9 (2002). See also Windstream Petition for
Conversion to Price Cap Regulation and/or Limited Waiver Relief, WC Docket No. 07-171, Order, 23 FCC Rcd
5294 (2008); Petition ofPuerto Rico Telephone Company, Inc,jor Election 0/Price Cap Regulation andLimited
'Waiver 0/Pricing and Universal Service Rules; Consolidated Communications Petition/or Conversion to Price Cap
Regulation and/or Limited Waiver Relief; Frontier Petition/or Limited Waiver ReUe/upon Conversion a/Global
Valley Networks, Inc., to Price Cap Regulation, WC Docket Nos. 07·291, 07-292, 08-18, Order, 23 FCC Rcd 7353
(2008). '

." See generally 47 C.F.R. §§.61.1-.193, 69.1-.701.

." See Letter from Jerry ElIig, Se~ior Research'Fellow, Mercatus Center, to Marlene H. D~rtch, Secretary, FCC, CC
Docket Nos. 01-92, 96-45, WC Docket Nos. 08-183, 07-135, 05-337, 99-68 at 2 (filed Sept. 22, 2008) (Mercalus
.Center Sept. 22, 2008 Ex Parte Letter) (citing ROBERTW. CRANDALL, AFTER THE BREAKUP: U.S.

, TELECOMMUNICAnONS IN A MORE COMPETITIVE ERA 141 (1991) and ROBERT W. CRANDALL &: LEONARD
WAVERMAN, WHO PAYS FOR UNIVERSAL SERVICE? 120 (2000» .

... Among the reasons that switched access rates remained high were that they were based on fully distributed costs
and included a large allocation ofcommon and overhead network costs. See supra note 414.

•" See, e.g., ExpandedInterconnection with Local Telephone Company Facilities, CC Docket No. 91-14 I,
Memorandum Opinion and Order, 9 FCC Rcd 5154, 5158, para. 8 (1994) (recognizing that local competition should
lead to more efficient operations, the deployment of"new technologies facilitating innovative service offerings,
increase the choices available to access customers, and reduce the prices ofservices subject to competition").

4,0 See Implementation ofthe Local Competition Provisions in the Telecommunications Act of1996 and
Interconnection between Local Exchange Carriers and Commercial Mobile Radio Service Providers, CC Docket

(continued....)
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goal, Congress recognized that implicit subsidies, which were implemented when the industry was
considered a natural monopoly, were neither consistent with, nor sustainable in, a competitive market, and
that they should be replaced with explicit support where necessary.'" It also recognized, however, that
conversion ofthe existing web of implicit subsidies to a system ofexplicit support would be a difficult
task that could not be accomplished immediately.422 Accordingly, when Congress established the
statutory scheme to open local markets to competition,423 it included a transitional mechanism in section
251 (g) providing for the continued enforcement ofcertain pre-Act obligations.'" Notably, section 251 (g)
provides for the continued enforcement ofexchange access and interconnection obligations only "until
such restrictions and obligations are explicitly superseded by regulations prescribed by the Commission
after the date ofsuch enactment," suggesting that such obligations would be re-evaluated based on the
requirements imposed by the 1996 Act. m "

165. Congress also recognized the need to impose new obligations on carriers to open local
telephone markets to competition, and directed the Commission to adopt implementing rules.
Specifically, section 251 (b) imposed certain obligations on all LEes, while section 251(c) imposed
additional obligations on incumbent LECs, including the obligation to provide access to network elements
on ari unbundled basis.426 Ofrelevance here, section 25 I (b)(5) ofthe 1996 Act imposed on all LECs a
"duty to establish reciErocal compensation arrangements for the transport and termination of
telecommunications." 27

166. In requiring LECs to enter into reciprocal compensation agreements with requesting
carriers, Congress introduced another mechanism through which carriers compensate each other for the
exchange oftraffic besides the access charge regime preserved under section 251(g). Although Congress
expressed a jJreference,for negotiated interconnection agreements to implement the requirements of
section 251, section 252 provided procedures for the resolution of interconnection disputes involving
incumbent LECs, including standards governing arbitration ofsuch disputes by state regulatory
commissions.421 For such state arbitrations, section 252(d) also established general pricing guidelines for

(continued from previous page) -----------
Nos. 96'98, 95-185, First Report and Order, 11 FCC Rcd.l5499, 15505, para. 3 (1996) (subsequent history omitted)
(Local Competition First Report and Order).

• 21 Specifically, Congress directed that universal service support "should be explicit and sufficient to achieve the
purposes" ofsection 254. 47 U.S.C. § 254(e); see also S. REp. No. 104-230, at 131 (1996) (Conf. Rep) (stating that,
"[tlo the extent possible, ••. any support mechanisms continued or created under new section 254 should be explicit,
rather than implicit as many support mechanisms are today").

m Access Charge Reform Order, 12 FCC Rcd at 15987, para. 9.

'" See 47 U.S.C. §§ 251-52; Local Competition First Report and Order, II FCC Rcd at 15505, para. 3.

•" See 47 U.S.C. § 251(g); WorldCom, Inc. v. FCC, 288 F.3d 429, 432 (D.C. Cir. 2002) (WorldCom) (subsequent
history omitted) (holding that section 251(g) appears to provide for the continued enforcement "ofcertain pre-Act
regulatory 'interconnection restrictions and obligations"'); see also Competitive Telecomms, Ass 'n v, FCC, 117 F.3d
1068, 1072 (8th Cir. 1997) (finding that section 251(g) preserves certain rate regimes already in place and "leaves
the door open for the promulgation ofnew rates at some future date").

"'47 U.S.C. § 251(g).

• 26 See 47 U.S.C. §§ 251(b)-(c). Certain rural' carriers were exempt from section 251(c) until such time as a
requesting carrier met the statutory test for removing the so-called "rural exemption." See 47 U.S.C. § 251(f)(I).

•27 47 U.S.C. § 251(b)(5).

'"~ 47 U.S.C. § 252.
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incumbent LECs, including guidelines for setting the price ofunbundled network elements (UNEst29 and
reciprocal compensation rates.m .

167. In the Local Compelition First Report and Order, the Commission adopted pricing rules
for states to use in setting the price of interconnection and 'ONEs when arbitrating interconnection
disputes.431 In particular, the Commission directed the states to employ a forward-looking, long·run
average incremental cost methodology, which it called "Total Element Long-Run Incremental Cost" or
"TELRIC."m The Commission found that TELRIC prices should include a reasonable aIIocation of
forward-looking common costs, including overheads.'" Although the Commission recognized that peak.
load pricing was the most efficient way to recover the cost of traffic-sensitive facilities, it did not require

.states to adopt peak-load pricing because ofthe administrative difficulties associated with such an
approach.m In interpreting the stat~tory pricing rules for reciprocal compensation contained in section
252(d)(2)(A) ofthe 1996 Act,43S the Commission found that costs for transport and termination should

"947 U.S.C. § 252(d)(I).

'" See 47 U.S.C. § 252(d)(2).

•" See Local Competition First Report and Order, II FCC Rcd at 15812-929, paras. 618-862 (impl.m.nting the
pricing principles contain.d in s.ctions 25 I(c)(2) and (c)(3) and s.ction 252(d)(I) ofth.1996 Act); see also 47
U.S.C. §§ 251(c)(2)-(3), 252(d)(I). Among oth.r·things, the 1996 Act r.quir.d incumb.nt LECs to make portions
ofth.ir n.tworks (th. physical faciliti.s and features, functions, and capabiliti.s associat.d with those facilities)
available to r.qu.sting comp.titiv. carri.rs on an unbundl.d basis. See Local Competition First Report and Order,
.11 FCC Rcd at 15624, 15631, p,1'J'BS. 241, 258.

,,432 See Local, Competition First Report and Order, 11 FCC Red at 15844-56, paras. 672-703.

'~lJ See Local Competition First Report and Order, 11 FCC Red at 15851-54, paras. 694-98; 47 C.F.R. §§ 51.503,
51.505. The tenn "common costs" refers to "costs that are incurred in connection with the production of multiple
products or s.lVic.s, and remains unchanged as the r.lative proportion ofthose products or s.lVic.s vari.s." Local
:Competition First Report and Order, 11 FCC Red at 15845, para. 676. In its rul.s, the Commission defin.s
forward-looking common costs as ".conomic costs .ffici.ntly incurred in providing a group of .I.m.nts or
s.lVic.s ... that cannot b. attribut.d dir.ctly to individual.l.m.nts or s.lVic.s." 47 C.F.R. § 51.505(c)(I). Th.
t.rm "ov.rh.ad costs" ref.rs to common costs incurred by the firm's op.rations as a whol., such as the salari.s of
.x.cutives. Local Competition First Report and Order, 11 FCC Red at 15851, para. 694.

• J4 Th. Commission r.cognized that, "[b)ecaus. the cost ofcapacity is d.t.rmin.d by the volum. oftraffic thatth.
faciliti.s arc abl.to handl. during p.ak load periods, w. beli.ve, as a matt.r of .conomic th.ory, that if usag.­
s.nsitiv. rates arc used, th.n som.what higher rIlt.s should apply to p.ak p.riod traffic, with low.r rat.s for non-

, p.ak usag•." .Local Competition First Report and Order, II FCC Red at 15878, para. 755. Th. Commission
r.cognized that high.r costs arc incurr.d to carry additional traffic at·peak volumes, b.cause additional capacity is
'r.quired to carry that traffic. Id at 15878, para. 755.. In contrast, "off-p.ak traffic impos.s relativ.ly little additional

. cost b.cause il do.s not require any incr.m.nta~c,apacity to b. added to bas. plant." Id. at 15878, para. 755. Th.
Commission found that th.re would ,b. administrative difficulti.s with .stablishing p.ak-Ioad pric.s, how.v.r, and
did not require or forbid stat.s from adopting that approach. Id at 15878-79, paras. 756-57.

,,' See generally Local Competition First Report and@rder, 11 FCC Red at 16008-58, paras. 1027-118
(impl.m.nting the r.ciprocal comp.nsation obligations contain.d in s.ction 251(b)(5) ofth. 1996 Act). Th.
r.ciprocal comp.nsation rules currently require the calling party's LEC to comp.nsate the call.d party's LEC for the
additional costs associat.d willi transporting a call subj.ct"to s.ction 251(b)(5) from the carri.rs' int.rconn.ction
point to the call.d party's end office, and for the additional costs ofterminating the call to the call.d party. S.ction
51.701 (c) ofth. Commission's rul.s d.fin.s transport.ls "th. transmission and any n.c.ssary tand.m switching of
tel.communications traffic subj.ct to s.ction 25 1(b)(5) ofth. Act from the int.rconn.ction point between the two
carriers to the t.rminating carrier~s .nd offic. switch that directly s.lVes the call.d party, or equivalent facility
provid.d by a carrier oth.r than an incumbent LEC." 47 C.F.R. § 51.701(c). Section 51.701(d) ofth.

, , (continu.d....)
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"be recovered in a cost-causative manner and that usage basM charges should be limited to situations
where costs are usage sensitive."'" In particular, the Commission found that the "additional costs" to the
LEC ofterminating a call that originates on another carrier's network "primarily consists of the traffic­
sensitive component oflocal switching" and that non traffic-sensitive costs, such as the costs oflocal
loops and line ports, should not be considered "additional costs."'" The Commission further found that
the "additional costs" standard ofsection 252(d)(2) permits the use of the same TELlUC standard that it
established for interconnection and unbundled elements.m The pricing rules governing reciprocal
compensation that the Commission adopted in the Local Competition First Report and Order remain in
effect today.'"

168. Following passage ofthe 1996 Act, the Commission also began reforming both interstate
access charges and federal universal service support mechanisms by moving the implicit subsidies
contained in interstate access charges into explicit universal service support, consistent with the 1996
Act's t1irectives. In particular, in the 1997 Access Charge Reform Order, the Commission modified the
price cap rules for larger incumbent LECs by aligning the price cap LECs' rate structure more closely
with the manner in which costs are incurred."· Recognizing Congress's direction that universal service
(continued from previous page) ------------
Commission's rules defines termination as "the switching oftelecommunications traffic at the terminating carrier's
end office switch, or equivalent facility, and delivery ofsuch traffic to the called party's premises." 47 C.F.R.
§ 51.70I(d). In the Local Competition First Report and Order, the Commission also concluded that '1he new
transport and termination rules should be applied to LECs and CMRS providers." II FCC Rcd at 16016-17, para.
1043.

•,. Local Competilion First Report and Order, II FCC Rcd at 16028, para. 1063. This determination led to per­
minute pricing for transport and termination, except in the case ofdedicated facilities, which may be flat-rated. Id.
at 16028, para. 1063. Specifically, the Commission required that all interconnecting parties be offered the option of
purchasing dedicated facilities on a flat-rated basis. Id at 16028, para. 1063.

•n Local Competition First Report and Order, II FCC Red at 16024-25, para. 1057. Allhough the Commission
concluded that "non-traffic sensitive costs should not be considered 'additional costs,''' the only non-traffic sensitive
costs specifically identified and required to be removed were the costs oflocalloops and line ports. Id at 16025,
para. 1057.

'" Local Competition First Report and Order, II FCC Rcd at 16023-25, paras. 1054-58. As with its pricing rules
for UNEs, the Commission determined that termination rates established pursuant to the TELRIC methodology
should include a reasonable allocation offorward-looking common costs. Id at 16025, para. 1058. Similarly, the
Commission again noted that the costs oftranspor:ting and terminating traffic during peak and off-peak hours may
not be the same. Id at 16028-29, para. 1064. In light ofadministrability concerns, the Commission once again
neither required nor forbid states from adopting rates that reflected peak and off-peak costs, but expressed hope that
some states or negotiating parties would consider peak-load pricing. Id at 16028-29, para. 1064.

." A number ofparties appealed the Commission's Local Competition,First Report and Order, including the rules it
adopted governing the setting ofrates for unbundled network elements and reciprocal compensation. In AT&Tv.
Iowa Utililies'/Joard, the Supreme Court upheld the Commission'sjurisdiction to "design a pricing methodology" to
govern state rate setting under section 252 ofthe Act. AT&TCorp. v. Iowa Utils. Bd., 525 U.S. 366, 397 (1999)
(AT&Tv. Iowa Uti/s. Bd.). Subsequently, in Verizon Commc'/)S, Inc. v. FCC,the,Supreme Court affirmed the
Commission's choice ofTELRIC as.a permissible methodology for states to use in ratemaking proceedings.
Verizon Commc 'ns, Inc. v. FCC, 535 U.S. 467, 497-529 (2002) (Verizon v. FCC). The court held that the
Commission's decision to adopt a forward-looking cost methodology was a reasonable interpretation ofthe statute
and that the Commission did not err in rejecting alternative methodologies advocated by the incumbent LECs.
Verizon v. FCC, 535 U.S. at507--{)8. The Court also rejected arguments that various aspects ofthe TELRIC
methodology were unlawful. Verizon v. FCC, 535 ~.S. at 523.

•<0 See Access Charge Reform Order, 12 FCC Red at 16004--{)7, paras. 54-66 (summarizing the rate structure
changes).
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support should be "explicit," the Commission adopted rules to "reduce usage-sensitive interstate access
charges by phasing out local, loop and other non-traffic sensitive costs from those charges and directing
incumbent LECs to recover those NTS [non-traffic sensitive] costs through more economically efficient,
flat-rated charges."441

169. The Commission acknowledged, however, that the measures it adopted in the Access
Charge Reform Order would not "remove all implicit support from all access charges immediately."'"
Rejecting suggestions that all implicit subsidies be eliminated from access charges immediately, the
Commission noted that it did not have the tools to identifY the existing subsidies precisely, and it
expressed concern that eliminating all implicit subsidies at once might have an "inequitable impact on the
incumbent LECs.,M' Moreover, while stating its desire to rely on competition to drive access charges
toward cost,'44 the Commission recognized that "some services may prove resistant to competition," and
it reserved the right to "adjust rates in the future to bring them into line with forward-looking costs."w

170. To limit possible rate shock to retail customers, the Commission also limited the amount
,ofallocated interstate cost ofa local loop that could be assessed directly on residential and business
,customers as a flat-rated monthly charge.'" Although the Access Charge Reform Order started the
process toward establishing explicit subsidies, the Commission concluded that "a process that eliminates
'implicit subsidies from access charges overtime [was] warranted.,,44'

«' Access Charge Reform Order, 12 FCC Red at 15986, para. 6.

442 Access Charge Reform Order, 12 FCC Red at 15987, para. 9.

44' Access Charge Reform Order, 12 FCC Red at 15987, para. 9; see also id at 16002--j)3, paras. 45-47.

'4« Explaining its reliance on a "market-based" approach to access reform, it stated its beliefthat emerging
'competition in the local exchange markets would provide a more accurate means of identifying implicit subsidies
and moving access rates to economically sustainable levels. Access Charge Reform Order, 12 FCC Red at 16001­
p2, para. 44.

•45 Access Charge Reform Order, 12 FCC Red at 16003, para. 48. The Commission also applied its market-based
approach to ttie terminating access rates charg~d by competitive LECs and declined to adopt any regulations
governing competitive LEC access charges. Id at 16141, para. 363. It reasoned that '~he possibility of -
competitive responses by !XCs will have a constra',ning effect on non-incumbent LEC pricing." Id at 16141, para,
362. This reliance on a market-based approach proved misplaced. In subsequent years, competitive LECs, instead
of reducing access charges, frequently raised them above the regulated rates of incumbent LECs. As a result, the
Commission was forced to regulate competitive LEC access charges. See 47 C.F.R. § 61.26; Access Charge
Reform, Reform ofAccess Charges Imposed by Competitive Local Exchange Carriers, CC Docket No. 96-262,

, Seventh Report and Order, 16 FCC Red 9923, 9924, paras. 1-3 (2001) (CLEC Access Charge Order) (establishing
,benchmark rates for competitive LE<;: access charges), recon., Access Charge Reform, Reform ofAccess Charges
Imposed by Competitive Local Exchange Carriers, Petition ofZ-Tel Commc 'ns Inc. For Temporary Waiver of
Commission Rule 6/.26(d) to Facilitate Deployment ofCompetitive Service in Certain Metropolitan Statistical
Areas, CC Docket No. 96-262, CCBICPD File No. 01-19, Eighth Report and Order and Fifth Order on
Reconsideration, 19 FCC Red 9'108 (2004) (CLEC Access Charge Recon. Order).

«. See, e.g., Access Charge Reform Order, 12 FCC Red at 16010-1 I, para 73. To reduce per-minute carrier
comm'on, line (CCL) charges, the Commission created the presubscribed inter~xchange carrier charge (PICC), a flat­
rated, monthly charge imposed on !XCs on a per-line basis, Id at 15998-16000, paras. 37-40. The Commission
also shifted the cost ofline ports from per-minute local switching charges to the common line category and
established a mechanism to phase out the per-minute Transport Interconnection Charge (TIC). /d at 16035-40,
16073-86,paras.125-34,210-43.

«, Access Charge Reform Order, 12 FCC Red at 15987, para. 9.
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171. In the 2000 CALLS Order.~~· the'€lJmmisSion continued its effort to remove implicit
subsidies and replace them with explicit universal service support for price cap LECs by, among other
things. reducing per-minute intercarrier charges, raising the SLC cap, phasing out the Presubscribed
Interexchange Carrier Charge (PICC),m and permitting price-cap LECs to deaverage the SLC once the
affected carrier charges were eliminated.~50 The Commission also created a new universal service fund to
compensate price-cap incumbent LECs. in part, for lost interstate access revenues.~51

172. In the MAG Order, the Commission extended similar reforms to incumbent LEes subject
to rate-of-return regulation.452 As with the CALLS Order, these reforms were designed to rationalize the
interstate access rate structure by aligning it more closely with the manner in which costs are incurred.m

Among other things, the MAG Order increased the SLC caps for rate-of-return carriers and phased out the
per-minute ceL charge from the common line rate structure.4S4 The Commission also created a universal
service support mechanism to replace implicit support with explioit support, in order,to foster competition
and more efficient pricing.4S5 Many, but not all. states have also addressed ~ntercarrier compensation

«I See CALLS Order, 15 FCC Red 12962.

449 See supra note 455 (discussing tbe P1CC).

~50 See generally CALLS Order, 15 FCC Rcd at 13025-28. paras. 151-59 (reducing interstate switched access rates);
'id. at 12991-13007, paras. 76-112 (raising SLC caps and eliminating PICCs); id. at 13007-14, paras. 113-28
(deaveraging SLCs).

~51 See CALLS Order, 15 FCC Red at 13046-49, paras. 201-05 (establishing a "$650 million interstate access
universal service support mechanism").

~52 Multi-Association Group (MAG) Planfor Regulation ofInterstate Services ofNon-Pric.e Cap Incumbent Local
Exchange Carriers and Intert!Xchange Carriers, CC Docket No. OO~256, Second Report and Order and Further
Notice ofProposed Rulemaking, Federal~tate Joint Board on Universal Service, CC Docket No. 96-45, Fifteenth
Report and Order. Access Charge Reformfor Incumbent Local Exchange Carriers Subject to Rate-ol-Return
Regulation, CC Docket No. 98-77. Report and Order, Prescribing the AuthorizedRate ofReturn From Interstate
Services ofLocal Exchange Carriers. CC Docket No. 98-166, Report and Order. 16 FCC Rcd 19613 (2001) (MAG
Order), recon. in part, Multi-Association Group (MAG) Planfor Regulation olNon-Price Cap Incumbent Local
Exchange Carriers and Interexchange Carriers, CC Docket No. 00.256, First Order on RecOnsideration, Federal­
State Joint Board on Universal Service, CC Docket 96-45, Twenty-Fourth Order on Reconsideration, 17 FCC Red
5635 (2002). amended on recon., Multi-Association Group (MAG) Planfor Regulation ofNon-Price Cap Incumbent
Local Exchange Carriers andInterexchange Carriers, CC Docket No. 00-256, Federal-State Joint Board on
Universal Service, CC Docket 96-45, Third Order on Reconsideration. 18 FCC Rcd 1,0284 (2003); see also Multi­
Association Group (MAG) Planfor Regulation ofNon-Price Cap Incumbent Local Exchange Carriers and
Interexchange Carriers; Federal-State Joint Boardon Universal Service, CC Docket Nos. 00-256, 96-45, Report
and Order and Second Further Notiee ofProposed Rulemaking, 19 FCC Rcd 4122 (2004).

~53 MAG Order. 16 FCC Red at 19617, para. 3.

~5~ MAG Order. 16 FCC Red at 19621, para. 15.

~ss MAG Order, 16 FCC Rcd at 196]7, para. 3. A new universal service support mechanism, Interstate Common
Line Support (ICLS), was implemented to replace the eCL charge beginning July 1,2002. Id. at 19621, para. 15.
This mechanism recovers any shortfall between tbe allowed common line revenue require~ent ofrate-of-return
carriers and their SLC and other end-user revenues, thereby ensuring that changes in'the rate structure did not affect
the overall recovery of interstate access costs by rate-of-retum carriers serving bigb-cost areas. /d. at 19642, 19667­
73. paras. 61,128-41. To refonn the local switching and transport rale structure afrale-of-retum carriers, the
Commission shifted the non-traffic sensitive costs oflocal switcb line ports to the common line category. and
reallocated the remaining costs contained in the TIC to other access rate elements, tbus reducing per-minute
switched access charges. Id. at 19649-61, paras. 76-111.
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, regulation. In addition to setting rates for reciprocal compensation, many states have revised their rules
governing intrastate access charges. Although some states have chosen to mirror interstate access
charges, 456 others continue to maintain intrastate access charges that far exceed interstate charges.m

3. Problems Associated Witb tbe Existing Intercarrier Compensation Regimes

173. Tbe introduction ofcompetition into local telepbone markets revealed weaknesses in the
existing intercarrier compensation regimes that remained notwithstanding the efforts ofthe Commission
and certain states to reform,interstate and intrastate access charges. As the Commission observed in 200I,
"[i]nterconnection arrangements between carriers are currently governed by a complex system pf
intercarrier compensation regulations •.. [that] treat different types ofcarriers and different types of
:services disparately, even though there may be no significant differences in the costs among carriers or
services.,,45 We have seen numerous examples ofregulatory arbitrage in the marketplace bot~ because
'ofthe different rates for similar functions under different intercarrier compensation regimes and because
none ofthese regimes currently set rate levels in an economically efficient manner.4S9 ~

174. One example of regulatory arbitrage involves traffic to dial-up ISPs. Following adoption
of the Local Competition First Report and Order, state commissions set reciprocal compensation rates for
the exchange oflocal traffic. These reciprocal compensation rates were sufficiently high that many
competitive LECs found it profitable to target and serve ISP customers who were large recipients of local
traffic, since dial-up Internet oustomers would call their ISP and then stay on the line for hours. This
,practice led to significant traffic imbalances, with comfetitive LECs seeking billions ofdollars in
reciprocal compensation payments from other LECs.46 The Commission responded by adopting a
separate interim intercarrier compensation regime for this traffic. '

175. On February 26,.1999, the Commiss,ion issued a Declaratory Ruling and Notice of
,Proposed Rulemaking in which it held that ISP-bound traffic is jurisdictionally interstate because end
users access websites across state lines. Because the Local Competition First Report and Order
concluded that the reciprocal compensation obligation in section 251(b)(5) applied to only local traffic,

<56 See. e,g,. BA-WV's Intrastate Access Charges, Case No. 00-03 18-T-GI, Commission Order, 2001 WL 935643
(West Virginia PSC June 1.2001) (ordering,that "the traffic-sensitive intrastate access charges ofVerizon-WV shall
be modified to mirror the interstate rate structure and rate elements"); TariffFiling a/Bel/South
Telecommunications, Inc to Mi~ror Interstate Rates, Case No. 98-065, Order (Kentucky PSC Mar. 31, 1999)
(requiring BellSouth "to eliminate the state-specific Non-Traffic Sensitive Revenue Requirement ... , thus moving
its aggregate intrastate switched access rate to the FCC's 'CALLS' inlerstate rate"); Establishment a/Carrier-to­
,Carrier Rules, Case No. 06-1344-TP-ORD, Order, 2007 WL 3023991 (Ohio PUC Oct. 17,2007) ("[T]his
Commission requires ILECs to mirror their interstate switched access rate on the intrastate side ....").

4S7 See, e.g., Letter from David C. Bartlett, Vice President ofFederal Government Affairs, Embarq, to Marlene H,
Dortch, Secretary, FCC, CC Docket No. 01-92, Exh. C (filed Aug. 1,2008) (noting intrastate terminating switched
access rates five to ten times higher than interstate rates in Missouri, Washington, Virginia, and several other States),

4SI Developing a Unified Intercarrier Compensation Regime, CC Docket No. 01-92, Notice ofProposed '
Rulemaking, 16 FCC Rcd 9610 (2001) (Intercarrier Compensation NPRM).

'" The phrase "regulatory arbitrage" refers to profit-seeking behavior that can arise when aregulated firm is
required to set difference prices for products or selVices with a similiU' cost structure, See, e.g., PATRICK DEGRABA,
BILL AND KEEP AT THE CENTRAL OFFICE AS THE EFFICIENT INTERCONNECTION REGIME 1, para. 2 n.3 (Federal
€ommunications Commission, OPP Working PaperNo. 33, 2000), available at
httn:llwww.fcc,govlBureaus/OPP/working papers/oppwp33.pdf.

,.. See Intercarrier Compensation/or ISP-Bound Traffic, CC Docket Nos. 96-98, 99-68, Order on Remand and
~eport and Order, 16 FCC Red 9151, 9183, para. 70 (2001) (subsequent history omitted) (ISP Remand Order).
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the Commission found in the Declaratory Ruling that ISP-bound traffic is not subject to section
25 I(b)(5).'61 On March 24, 2000, in the Bell Atlantic decision, the United States Court ofAppeals for the
District of Columbia Circuit (D.C. Circuit) vacated certain provisions of the Declaratory Ruling.'" The
court did not question the Commission's finding that ISP-bound traffic is interstate. Rather, the court
held that the Commission had not adequately explained how its end-to-end jurisdictional analysis was
relevant to determining whether a call to an ISP is subject to reciprocal compensation under section
251(b)(5).'63 In particular, the court noted that a LEC serving an ISP appears to perform the function of
"termination" because the LEedelivers traffic from the calling party through its end office switch to the
called party, the ISp.'6'

176. On April 27, 2001, the Commission released the ISP Remand Order, which concluded
that section 251(g) excludes ISP-bound traffic from the scope ofsection 25 I(b)(5).'65 The Commission
explained that section 251 (g) maintains the pre-1996 Act compensation requirements for "exchange
access, information access, and exchange services for such access," thereby excluding such traffic from
the reciprocal compensation requirements that the 1996 Act imposed. The Commission concluded that
ISP-bound traffic is "information access" and, therefore, is subject instead to the Commission's section
201 jurisdiction over interstate communications.~66 The Commission concluded that 11 bill-and-keep
regime.mip,t eliminate incentives for arbitrage and force carriers to look to their own customers for cost
recove!)'.' 1 To avoid a flash cut to bill-and-keep, however, the Commission adopted an interim
compensation regime pending completion ofthe Interearrier Compensation proceeding.'6.

"I See Intercarrier Campensalionfor ISP-Bound Traffic, CC Docket Nos. 96-98, 99-68, Declaratory Ruling and
Notice ofProposed Rulemaking, 14 FCC Red 3689, 3703--1)6, paras. 21-27 (1999) (Dec/aralory Ruling), vacaled
and remanded, BellAllanlic Te/. Cos. v. FCC, 206 F.3d I (D.C. Cir. 2000) (Bell AI/anlic).

'6' BellAI/anlic, 206 F.3d at 1.

463 See Bell Allanlic, 206 F.3d at 5.

,.. Bell AI/anlie, 206 F3d at 6.

'os See ISP Remand Order. 16 FCC Red at 9171-72, para. 44.

'66 See ISP Remand Order, 16 FCC Red at 9175, para. 52. Thus, the Commission affirmed its prior finding in the
Dec/aralory Ruling that ISP-bound traffic is jurisdictionally interstate. See id; see a/so Dec/aralory Ruling, 14 FCC
Red at 3701--1)3, paras. 18-20.

46' ISP Remand Order, 16 FCC Red at 9184-85, paras. 74-75. 'The Commission discussed at length the market
distortions and regulatory arbitrage opportunities created by the application ofper-minute reciprocal compensation
rates to ISP-bound traffic. In particular, the Commission found that requiring compensation for this type of traffic at
existing reciprocal compensation rates undermined the operation ofcompetitive markets because competitive LECs
were able to recover a disproportionate share oftheir cosls from other carriers, thereby distorting the price signals
sentto their ISP customers. See id. at 9181-86, paras. 67-76.

... See ISP Remand Order, 16 FCC Red at 9155-57, paras. 7-8. The interim regime adopted by the Commission
consisted of: (1) a gradually declining cap on intercarrier compensation for ISP-bound traffic, beginning at $.0015
per minute-of-use and declining to $.0007 per minute-of-use; (2) a growth cap on total ISP-bound minutes for which
a LEC may receive this compensation; (3) a "new markels rule" requiring bill-and-keep for the exchange ofthis

. traffic iftwo carriers were not exchanging traffic pursuant to an interconnection agreement prior to the adoption of
the interim regime; and (4) a "mirroring rule" that gave incumbent LECs the benefit ofthe rate cap only ifthey
offered to exchange all traffic subject to section 251(b)(5) at the same rates. Id. at 9187-89,9193-94, paras. 78, 80,
89. In a subsequent order, the Commission granted forbearance to all telecommunications carriers with respect to
the growth caps and the new markets rule. See Petilian ojCore Comme 'ns Inc.for Forbearance Under 47 U.S.c.
§ 160(c)from Applicalion oflhe ISP Remand Order, WC Docket No. 03-171, Order, 19 FCC Red 20179 (2004)
(Core Forbearance Order). Thus, only the rate caps and mirroring rule remain in effect today.
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177. On May 3, 2002, the D.C. Circuit found that the Commission had not provided an
adequate legal basis for the rules it adopted in the ISP Remand Order.469 Once again, ,the court did not
question the Commission's finding that ISP-bound traffic is jurisdictionally interstate. Rather, the court
held that section 2S1(g) of the Act did not provide a basis for the Commission's decision. 'The court he\d
that section 251 (g) is simply a transitional device that preserved obligations that predated the 1996 Act
until the Commission adopts superseding rules, and there was no pre-I 996 Act obligation with respect to

"intercarrier compensation for ISP-bound traffic.4'. Although the court rejected the legal rationale for the
interim compensation rules, the court remanded, but did not vacate, the ISP Remand Order to the
Commission, and it observed that ''there is plainly a non-trivial likelihood that the Commission has
'authority" to adopt the rules.471 Accordingly, the interim rules adopted in the ISP Remand Order have
remained in effect.

178. 'On November 5, 2007, Core filed a petition for writ ofmandamus with the D.C. Circuit
"seeking to compel the Commission to enter an order resolving the court's remand in lhe War/dCam
"decision.472

' On July 8, 2008, the court granted a writ ofmandamus and directed the Commission to
"respond to the War/dCom remand in the form ofa final, appealable order that "explains the legal authority
for the Commission's interim intercarrier compensation rules that exclude ISP-bound traffic from the
reciprocal compensation requirement. , . ,',4'3 The court directed the Commission to respond to the writ

"ofmandamus by November 5, 2008,474 '

179. Anotherregidatory arbitrage opportunity arose as a result of the Commission's 1997
decision not to regulate the interstate access charges ofcompetitive LECs. As a result, many competitive
LECs filed tariffs with access charges that were well above the rates charged by incumbent LECs for
,similar services.4'5 In response, the Commission adopted new rules that effectively capped the interstate
"access charges that competitive LECs could tariff.4,.

4.9 See Wor/dCom, 288 F.3d at 429.

4'. See Wor/dCom, 288 F.3d at 433.

'4'\ See Wor/dCom, 288 F.3d Bt434.

472 Pet. for Writ ofMandamus, 'In re Core Communications Inc., No. 07-1446 (D.C. Cir. Nov. 5, 2007).

473 In re Core Commc'ns Inc., 531 F.3d 849, at 861--{j2 (D.C. Cir. 2008) (Core Decision). ,

'474 See Core DeCision, 531 F.3d at 861--{j2. If the Commission fails to comply with the writ by the November 5th
deadline, the'interim rules will be vacated on November 6, 2008. See id. at 862. .

475 See CLEC Access Charge Order, 16 FCC Red at9931, para. 22. For instance, the Com,inission found that certain
,competitive LECs charged SO.09 per minute and that the weighted average ofcompetitive LEC access rates was
Bbove $0.04 per minute. Id In contrast, the same underlying data showed a composite incumbent LEC rate of
$0.0056 for that same traffic. See AT&T Additional Comments, CC Docket Nos. 96-262, 97-146, CCB/CPD File
No. 98-63, App. A. (Jon. 11,2001). The Commission found that competitive LECs could impose excessive charges
due to two factors. First, the Commission observed that access charges are paid by the IXC rather than the end-user
customer. Because the IXC has no ability to affect the calling or called party's choice ofservice providers, It cannot"
avoid carriers with high access charges. CLEC Access Charge Order, 16 FCC Red at 9935, para. 31. Second, the
Commission found that the rate averaging requirements in section 254(g) ofthe Act precluded IXCs from passing

'through particular competitive I;ECs' excessive access ch8Tges to the end user customers ofthose competitive
LECs. Id. As a result, the Commission found !!te existing regulBtory regime did not effectively create the incentives
for the end users to select a lower-priced Bccess provider. Id. '

'76 See 47 C.F.R. § 61.26 (containing rules governing the tariffing ofcompelitive LEC interstate switched exchange
~ccess services). As a general matter, the Commission's rules governing competitive LEC access charges limit
these rates to those charged by l1)e competing incumbent LEC. Id.
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180. Two more recent examples of regulatory arbitrage involve billing problems and the
"Access Stimulation" problem. Commenters describe problems billing for traffic when it arrives for
tennination with insufficient identifying infonnation.477 Because the existing intercarrier compensation
mechanisms have vastly disparate rates that apply to different types oftraffic, earners have both the
opportunity and incentive to disguise the nature, or conceal the source, ofthe traffic being sent in order to
avoid or reduce payments to other carriers.m "Access Stimulation" refers to allegations that certain
LECs may have entered into agreements with- providers ofservices that generate large volumes of
incoming calls to substantially increase the number ofcalls sent to the LEC.m It has been alleged that
this significantly increased ·'growth in tenninating access traffic may be causing carriers' rates to become
unjust or unreasonable" in violation ofsection 201 ofthe ACt.~SD In the Access Stimulation NPRM, the
Commission has sought information about the extent ofthis practice, its potential impact on the rates of
price cap, rate-of-retum, and competitive LECs, and how this practice should be addressed.m

B. Comprehensive Reform

1. Introduction

181. Evidence of increasing regulatory arbitrage, as well as increased competition and changes
in technology, has 1ed the Commission to consider comprehensive refonn of intercarrier compensation.
In 2001, the Commission adopted a Notice ofProposed Rulemaking to examine possible alternatives to
existing intercarrier regimes with the intent ofmoving toward a more unified system.412 The notice
generated extensive comments that generally confirmed the need for comprehensive intercarrier
compensation refann, including a number ofcompeting proposals:413 In 2005, the Commission adopted a

477 See infra Part V.D.

~71 See infra para. 326.

479 See, e.g., Qwest Commc 'ns Corp. v. Farmers andMerchs. Mut. Tel. Co., File No. EB-07-MD-00 I, Memorandum
Opinion and Order, 22 FCC Rcd 17973, para. 1(2007) (addressing Qwest's allegations that Farmers deliberately
planned to "increase dramatically the amount oftenninating access traffic delivered to its exchange, via agreements
with conference calling companies").

410 See EstabUshjngJust and Reasonable Rates/or Local Exchange Carriers, we Docket No. 07-135, Notice of
Proposed Rulemaking, 22 FCC Rcd 17989, para. 1 (2007) (Access Stimulation NPRM).

411 Access Stimulation NPRM, 22 FCC Red 17989.

412 See Intercarrier Compensation NPRM, 16 FCC Rcd 9610. The Commission acknowledged a number of
problems with the existing regimes, including inefficient rates and different rates for the same types ofcalls. Id at
9616-18, paras. 11-18. The Commission thus soughtcomment on alternative approaches to refonning intercarrier
compensation, including moving to a bill-and-keep approach to intercarrier compensation. Id at 9611-13, paras. 2­
4.

413 See, e.g., Regulatory Refonn Proposal ofthe Intercarrier Compensation Forum (ICF Proposal), attached to Letter
from Gary M. Epstein and Richard R Cameron, Counsel for the Intercarrier Compensation Forum, to Marlene H. .
Dortch, Secretary, FCC, CC Docket No. 01-92, App. A (filed Oct. 5,2004) (ICF Oct. 5, 2004 Ex Parte Letter);
Comprehensive Plan For Intercarrier Compensation.Refonn ofExpanded Portland Group (EPG Proposal), attached
to Letter from Glenn H. Brown, EPG Facilitator, to Marlene H. Dortch, Secretary. FCC. CC Docket No. 01-92 (filed
Nov. 2, 2004); Intercarrier Compensation Refonn Plan ofAlliance for Rational Intercarrier Compensation (ARIC
Plan), attached to Letter from Wendy Thompson Fast, P.rcsident, Consolidated Companies, and Ken Pfister, Vice
President-Strategic Policy, Great Plains Communications, to Marlene H. Dortch, Secretary, FCC. CC Docket Nos.
01-92,96-45,99-68,96-98, WC Docket No. 04-36 (filed Oct. 25, 2004); Cost-Based Intercarrier Compensation
Coalition (CBICC Proposal), attached to Letter from Richard M. Rindler, Counsel for the Cost-Based Intercarrier
Compensation Coalition, to Marlene Dortch, SecretaIy, FCC, CC Docket No. 01-92 (filed Sept. 2, 2004); Updated
Ex Parte ofHome Telephone Company, Inc. and PBT Telecom (HomelPBT ProposaI), attached to Letter from

(continued....)
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Further Notice ofProposed Rulemaking seeking comment on the various industry proposals...• In 2006,
. another industry coalition submitted an alternative comprehensive intercarrier compensation reform

proposal, known as the Missoula Plan.415 The Commission separately requested and received comments
on the Missoula Plan proposal.4!6 Finally, in 2008, the Commission stabilized the universal service fund
by adopting an interim cap on payments to competitive ETCs, helping pave the way for comprehensive
"intercarrier compensation and universal service reform, and leading to a number ofnew reform
proposals.'" '

182. As a result of the Interearrier Compensation NPRM, the Interearrier Compensation
FNPRM, the filing of the Missoula Plan, and the more recent proposals that have been filed, the
Commission has compiled an extensive record over the past seven years. The Commission has received
comments or proposals from a wide variety of interested parties, including, states, incumbent LECs,
,competitive LECs, rural,companies, IXCs, new technology companies, consumer advocates, business
'customers, and industry associations. As demonstrated throughout this order, the Commission'has
thoroughly reviewed and analyzed the voluminous record, has considered the evidence submitted by the
;parties supporting the alternatives, and has carefully evaluated each of the proposals that have been
presented. Based on this examihation ofthe options, we find that the approach we describe below and
adopt in this order best achieyes the goals ofpromotihg universal service, encouraging the efficient use
of, and investment in, broadband technologies, spurring competition, and ultimately, further reducing the
'need for regulation.

2. A New Approach to Intercarrier Compensation

183. Since the introduction of competition into long-distance telephone service, the
'Commission has moved toward eliminating implicit subsidies from intercarrier charges. At every stage,

, 'however, the Commission has had to balance the desire to establish more efficient Intercarrier charges

(continued from previous page) ------------
Keith Oliver,Nice President, Finance, Home Telephone Company, and Ben Speannan, Vice President, Chief
Regulatory Officer, PBT Telecom, to Marlene H. Dortch, Secretary, FCC, CC Docket No. 0I-92 (filed Nov. 2,
2004);.NASUCA Intercarner Compensation Proposal at 1 (NASUCA Proposal), attached to Letter from Philip F.
McClelland, Senior Assistant Consumer Advocate, NASUCA, to Marlene Dortch, Secretary, FCC, CC Docket No.
01-92 (filed Dec. 14,2004); Western Wireless Intercarrier Compensation Refonn Plan at 9 (Western Wireless
Proposal), attached to Letter from David L. Sieradzki, Counsel for Western Wireless Corp., to' Marlene H. Dortch,
Secretary, FCC, CC Docket No. 01-92 (filed Dec. 1,2004).

j" See Developing a Unified Intercarrier Compensation Regime, CC Docket No. 01-92, Further Notice ofProposed
Rulemaking, 20 FCC Red 4685, 4687, para. 4 (2005) (Intercarrier Compensation FNPRM).

~IS See Missoula Plan for Intercmier Compensation Refonn (Missoula Plan), attached to Letter from Tony Clark,
Commissioner and Chair, NARUC Committee on Telecommunications, Ray Baum, Commissioner and Chair,
NARUC Task Force, and Larry Landis, Commissioner and Vice-Chair, NARUC Task Force, to Hon. Kevin Martin,
Chmn., FCC, CC Docket No. 01-92 (filed July 24, 2006) (NARUC Task Force July 24,2006 Ex Parte Letter).

'16 Comment Sought on Missoula Intercarrier Compensation Reform Plan, CC Docket No. 01-92, Public Notice, 21
FCC Red 8524 (2006). Subsequently, the Missoula Plan supporters filed additional details.concerning specific
aspects ofthe plan"on which the Commission continued to seek comment. See Comment Sought on Missoula Plan
Phantom Traffic Interim Process and Call Detail Records Proposal, CC Docket No. 01-92, Public Notice, 21 FCC
Red 13179 (2006); Comment Sought on Amendments to the Missoula Plan Intercarrier Compensation Proposal to
Incorporate aFederal Benchmark Mechanism, CC Docket No. 01-92, Public Notice, 22 FCC Red 3362 (2007).

.., The Commission invited parties to refresh the record in these and other relevant dockets. Ihterim Cap Clears
Pathfor Comprehensive Reform: Commission Poised to Move Fonvard on Difficult Decisions Necessary to
Promote andAdvance Affordable Telecol71munications for A// Americans, News Release (May 2, 2008), available at
http://hraunfo'ss.fcc.gov/edocs pUblic/attabhmatchIDOC-281939AI.pdf.
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against the potential adverse effects on consumers (in the form ofhigher flat-rated charges) and carriers
(in the form ofreduced intercarrierrevenues). The introduction of com\letition into \oca\ te\ephone
markets accelerated the need for reform. As discussed above, since the implementation ofthe 1996 Act,
not only has local competition increased, but so has the incidence and severity ofregulatOlY arbitrage.

184. We conclude today that, with the universal service fund now stabilized, we can wait no
longer to begin the process ofcomprehensive intercarrier compensation reform. The differences in
existing intercarrier compensation regimes impose significant inefficiencies on users and distort carriers'
investment incentives, which can result in losses ofbillions of dollars in consumers and producers
surplus. Possibly more important, these legacy regulatory regimes pose an obstacle to the transition to an
all-IP broadband world. Because carriers currently can receive significant revenues from charging above­
cost rates to terminate telecommunications traffic, they have a reduced incentive to upgrade their
networks to the most efficient technology or to negotiate interconnection agreements that are designed to
accommodate the efficient exchange of IP traffic, as both actions would likely lead to reduced intercarrier
payments.... -

185. In this order, we therefore adopt a new approach to intercarrier compensation and
establish the blueprint for moving to new uniform termination rates that are economically efficient and
sustainable in our increasingly competitive telecommunications markets. At the same time, we recognize,
as the Commission has in the past, the need to be cognizant ofmarket disruptions and potential adverse
effects on consumers and carriers ofmoving too quickly from the existing intercarrier compensation
regimes to our new uniform approach to intercarrier compensation. Accordingly, we adopt here a gradual
ten-year transition plan with separate stages, designed to reduce rates over a sufficient period to minimize
market disruptions and to cushion the impact of our reform on both customers and carriers. At the end of
the transition period, all telecommunications traffic will be treated as falling within the reciprocal
compensation provisions ofsection 251(b)(5), and states will set default reciprocal compensation rates
pursuant to the new methodology we adopt herein.

186. The requirements that we adopt for intercarrier compensation do not-apply to providers
operating in Alaska, Hawaii, or any U.S. Territories and possessions. We find that these areas have very
different-attributes and related cost issues than the continental states.'" For this reason, we are exempting
providers in Alaska, Hawaii and U.S. Territories and possessions from the requirements and rules adopted
herein, and we will address them in a subsequent proceeding.490

;

187. Transition Plan. As described below, we adopt a ten-year transition plan.491 In the first

<II See, e.g., T. RANDOLPH BEARD &GEORGE S. FORD, DOHtGH CALL TERMINATION RATES DETER BROADBAND
DEPLOYMENT? (Phoenix Center Policy Bulletin No. 22, Oct. 2008), available at http://www.phoenix­
center.org!policyBulletinlPCPB22Final.pdf.

419 See, e.g., Verizon/America M6vil Transfer Order, 22 FCC Rcd at 621 I, para. 36 (describing "difficult to serve
temin and dramatic urban/rural differences" in Puerto Rico); Roles andServices Integration Order, 4 FCC Red at
396, paras. 7-8 (describing the unique market conditions and structure in Alaska); GCI Oct. 3, 2008 Ex Parte Letter
(citing cost distinctions between Alaska and the continental United States).

4'0 Cf Policies andService Rulesfor the Broadcasting-Satellite Service Order, 22 FCC Red at 8860, para. 47 ("The
Commission is committed to establishing policies and rules that will promote service to all regions in the United
States, particularlY to traditionally underserved areas, such as Alaska and Hawaii, and other remote areas.").

•" A number of parties argue for a shorter transition period than that provided here. See, e.g., Letter from Robert W.
Quinn, Senior Vice President, Federal Regulatory, AT&T, to Marlene H. Dortch, Secretary, FCC, CC Docket No.
01·92 (filed Oct. 23, 2008) (AT&T Oct. 23, 2008 Ex Parte Letter); Letter from Kyle McSlarrow, President and
CEO, NCTA, to Kevin J. Martin, Chairman, FCC, CC Docket No. 01-92 (filed Oct. 28, 2008) (NCTA Oct. 28, 2008

(continued....)
C-84



Federal Communications Commission FCC 08-262

stage, intrastate access rates are reduced to the levels of interstate rates. During stage two, carriers will
'reduce their rates to an interim uniform termination rate, set by the state. Carriers whose current rates are
below the interim uniform rate set by the state, however, may not increase their rates. During stage three,
the rates carriers charge at the erid ofstage two (either the interim uniform rates or their prior rates, '
whichever are lower) will be gradually reduced to the rates that will apply at the end 'ofthe transition.
This transition will be designed by the state so as to minimize market disruptions and adverse economic
effects. This transition is described in more detail below., ,

188. Intrastate Rate Reductions. One year from the effective date ofthis order, we require
that all LEes reduce their terminating intrastate switched access rates by 50 percent ofthe difference
'between their intrastate switched access rates and their interstate switched access rates.m Two years
"from the effective date of this order, we require that all LEes reduce their terminating intrastate switched
access rates by the remaining 50 percent of the difference between their intrastate switched access rates

:'and their interstate switched access rates so that their intrastate rates equal their interstate rates. Carriers
,will comply with state tariffing requirements or other applicable state law in effectuating those changes in
intrastate terminating access rates.

189. State Establishment ofInterim, Uniform Reciprocal Compensation Rates. Within two
years from the effective date ofthis order, states must adopt a state-wide interim, uniform reciprocal
compensation rate applicable to all carriers (except carriers whose rates are below the interim, uniform
.rate, in which case, those carriers' rates shall be capped at those lower, existing rates). Three years from
the effective date ofthis order, we require that all LECs reduce their terminating rates by 50 percent of the
'difference between their current terminating rate and the interim, uniform reciprocal compensation rate
established by the state. Four years from the effective date, of this order we require that all LECs reduce
their terminating rates by the remaining 50'percent ofthe difference between their current terminating rate
and the interim, uniform reciprocal compensation rate established by the state so that their tenninating
rates equal the state-set interim, uniform reciprocal compensation rate. This rate will become the starting
point for stage three-a six-year,gradual downward transition to the final uniform reciprocal
compensation rate, which the states will also sel, consistent with the methodology we adopt in this order.
The states will have discretion to determine the glide path, which begins four years from the effective date
ofthis order and ends ten years from the effective date ofthis order. This glide path will determine the
'trajectory ofthe interim reciprocal compensation rate as it trends down to the final reciprocal
compensation rate. All carriers are subject to this glide path. However, if a carrier's rate is below the rate
specified in the glide path, such carrier cannot raise its rates, but is subject to the traj'ectory when the
interim rate equals that carrier's rate. At the end often years (i.e., at the end ofstage two), all the
terminating r,ates ofall carriers in each state will be reduced to the new final, uniform,reciprocal
compensation rate established by each state. We believe thaI, by establishing this ten;year, multiple-stage
transition to a state-set final uniform reciprocal compensation rate, we will provide a sufficiently smooth
and gradual glide path so that carriers will be able to adjust !heir other rates and revenues in a measured
way over time, as allowed by the reforms adopted in this order, without creating unacceptable rate or
(continued from previous page) -----------
Ex Parte Leller); Leller from Paul W. Garnell, Assistant Vice-President, CTIA-The Wireless Association, to
Marlene H. Dortch, Secretary, FCC, CC Docket No. 01-92 (filed October 27,2008) (CTIA October 27,2008 Ex
Parte Leller); Small Business Administration Office ofAdvocacy (SBA) ICC FNPRMComments at 5-7. We note
that the reforms adopted today do not preclude carriers from entering into agreements that would reduce intercarrier
charges more quickly, (See, e.g., Leller from Susanne A. Guyer, Senior Vice-President, Verizon, to Kevin J. Martin,
Chairman, FCC, CC Docket No: 01-92 (filed October 28, 2008) at 6.) nor do they prevent state,commissions from
accelerating the glide path toward the final reciprocal compensation rate ifthey deem it appropriate.

'" To the extent that a camer's intrastate terminating access rate already is below its interstate temlinating access
rate, it will not change that rate.
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revenue effects.

190. Although we permit the state~ to establish the particular interim, uniform reciprocal
compensation rate for each step of the final six years ofthe transition, we establish certain conditions on
the interim, uniform reciprocal compensation rate and on the terminating intercarrier rates that carriers
may charge. First, although we do not set forth a methodology that states must use in setting the interim,
uniform reciprocal compensation rates, we do require that, within each state, there must be a single, state­
wide interim, uniform reciprocal compensation rate during each year and at each stage of the transition.'"
Therefore, in establishing interim, uniform reciprocal compensation rates, a state may wish to consider
the impact of those rates on all the carriers in the state. States are permitted to adopt an interim, uniform
reciprocal compensation rate that may be higher at the beginning of the transition than some existing
incumbent LEC rates today. Ifthey do so, however, carriers with lower termination rates may not raise
them to the interim uniform rate. Second, states may determine the glide path for moving from the
interim, uniform reciprocal compensation rate to the final, uniform reciprocal compensation rate, subject
to the requirement that the interim uniform rate be identical for all carriers at each step in the transition.
By the end ofthe transition period, the interim, uniform reciprocal compensation rates must decrease to a
single final, uniform reciprocal compensation rate for all carriers established pursuant to the
Commission's new "additional costs" methodology.

191. Transition ofRates During Stage Three. Beginning four years from the effective date of
this order, and through the remainder ofthe transition, each carrier must set each of its terminating rates at
the lower of: (i) its current rate; or (ii) the state-set interim, uniform reciprocal compensation rate
applicable at that stage ofthe transition. Thus, for example, ifa carrier has an interstate terminating
access rate above the interim, uniform reciprocal compensation rate applicable at thaI stage ofthe
transition, but a current reciprocal compensation rate below the interim, uniform reciprocal compensation
rate, the carrier will reduce its interstate rate to the interim rate but leave its current reciprocal
compensation rate unchanged. That carrier will continue to have two separate termination rates until such
time as the applicable interim, uniform reciprocal compensation rate is adjusted lower and becomes less
,than its current reciprocal compensation rate. At that time, all the carrier's rates will ,be set at the level of
,the interim, uniform reciprocal compensation rate for that state.

192. We emphasize that under no circumstances shall a carrier be permitted to increase its
current rates, even ifthe interim, uniform reciprocal compensation rate is higher than one or more of its
current rates. In this respect, the applicable interim, uniform reciprocal compensation rate set by the
states will act as a ceiling or cap on such rates. We do not permit a carrier to charge a rate for terminating
interstate or intrastate access, reciprocal compensation, or ISP-bound traffic that is higher than the
interim, uniform reciprocal compensation rate, but we will permit a carrier to continue to charge a rate
that is lower than the interim, uniform reciprocal compensation rate. We note that because CMRS
providers may not tariff terminating access today,m and we do not permit a carrier to increase rates
during the transition, CMRS providers therefore will not be permitted to charge for terminating access

49' We recognize that the slate-wide interim, uniform reciprocal compensation rates may vary slate-by-state as slale
commissions consider the best means oftransitioning to a final, uniform reciprocal compensation rate.

49' Although CMRS providers may not tariff access charges, they are not prohibited from entering into contracts
with interexchange carriers that provide for the payment ofsuch charges. Petitions ofSprint PCS andAT&T Corp.
For Declaratory Ruling Regarding CMRS Access Charges, WT Docket No. 01-316, Declaratory Ruling, 17 FCC
Rcd 13192 (2002) (CMRS Access Charges Declaratory Ruling).
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