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OPINION

I. Introduction

We address the question of whether "reciprocal compensation" should be paid for telephone calls that are bound to the Internet through Internet Service Providers (ISPs).  "Reciprocal compensation" as defined by the Telecommunications Act of 1996 (Act) provides recovery of the costs incurred by carriers to terminate local telephone calls.
  In opening this rulemaking, we stated we would examine, among other things:

1.
the nature of ISP traffic,

2.
the basis and justification for reciprocal compensation and consideration of revenues competitive local exchange carriers generate in providing access service to ISPs,

3.
the impact of the Federal Communications Commission’s (FCC) February 25, 1999 Declaratory Ruling on Decision (D.) 98-10-057, as modified by D.99-07-047,

4.
alternative compensation arrangements, and

5.
if warranted and proper, the level and make up of a proper reciprocal compensation rate(s) for ISP-bound traffic.

Based on the record before us, we conclude that ISP calls do not meet the criteria for local calls and thus are not subject to mandatory reciprocal compensation.  We eliminate the current requirement for reciprocal compensation payment and in its place we establish as a preferred outcome bill-and-keep or other mutually agreeable inter-carrier arrangement that carriers propose in their interconnection agreements.

We eliminate reciprocal compensation because we find that a call to the Internet via dial-up access is not a local call.  Although this conclusion is sufficient to rescind reciprocal compensation, our examination of the economic, competitive, financial and consumer consequences of reciprocal compensation lead us to the same conclusion. 

We find that traffic to ISPs has certain unique  characteristics that significantly distinguish it from standard two-way voice traffic.  An ISP-bound call is typically longer in duration, as much as ten times longer than a two-way voice call.   The call completion rate (the rate by which the call is answered) is higher for an ISP call than for two-way voice call (95% versus 75%, respectively). CLECs who focus on ISP customers to generate calls for reciprocal compensation purposes primarily use technology and network architecture that are specifically designed for high-speed data rather than two-way voice traffic transport and termination with the apparent objectives of reducing switching and transport costs. These differences in network architecture and traffic characteristics, combined with provisions of the Telecommunications Act of 1996 for reciprocal compensation for standard voice traffic have created exploitable conditions for certain CLECs. These CLECs have targeted ISPs not due to competitive advantages but primarily due to arbitrage opportunities to the detriment of genuine competition in the communications market and our universal telephone service goals.

We find that, if left unchanged, the current reciprocal compensation policy for ISP traffic will continue to produce many consequences that will adversely affect residential telephone service, the deployment of advanced telecommunications services, new investment in telecommunications, and competition.

We find that the policy of reciprocal compensation for ISP calls poses serious inflationary threat to residential telephone service. Residential telephone service rates are currently priced below their fully allocated cost for universal service purposes. Therefore, to continue reciprocal compensation payments, as an unfunded subsidy of ISP traffic, the Commission may find it necessary to increase local telephone service rates across all local telephone service subscribers. 

The record before us also shows that reciprocal compensation under the current policy is inequitable and unsustainable. It creates market distortion in the Internet access market. It establishes a preference for dial-up access to the Internet and will retard and may foreclose certain segments of consumer markets from receiving advanced Internet access services. For all these reasons we eliminate reciprocal compensation for delivery of ISP-bound calls and in its place adopt bill-and-keep as a preferred outcome in interconnection agreements.

II. 
Background

The issues we address in this rulemaking will align and correct the Commission’s existing policy for Internet-bound calls and related reciprocal compensation rules with our long-held objectives of creating a vibrant telecommunications market through the deployment of advanced communications networks and fair competition in all sectors of the telecommunications market.  In this endeavor, we are guided by both federal and state rules.  Relevant federal rules are prescribed by the Act as well as by various orders that have been issued by the FCC.  We are also guided by applicable federal court cases.

The record before us in this rulemaking allows us to re-examine our current policy on reciprocal compensation which requires that carriers treat calls to the Internet (referred herein variably as ISP-bound calls and Internet-bound calls) the same as local traffic for purposes of reciprocal compensation. We will assess the legal standing of this issue as the matter has come before several jurisdictions. We will also evaluate the impact of the Commission’s existing policy on reciprocal compensation for Internet-bound calls within the context of our overarching goals for local competition. 

The threshold question at issue in this OIR is whether the reciprocal compensation provisions of the Act should continue to apply to calls using the public switched telephone network (PSTN) to access the Internet through an ISP.  An ISP provides access to information and services on the Internet over local phone lines leased by the ISP from a local exchange carrier (LEC) connecting their modems with the LEC's switching facility.  The ISP enables users to connect to its modem and access the Internet by simply dialing a local phone number with no toll charges.

As a context for resolving the issues presented in this OIR, we review the events that have led to the present dispute.  Beginning in the mid-1990s, the local exchange market was opened to competition pursuant to both state and federal law.  Under the previous monopoly era, the incumbent local exchange carrier (ILEC) typically handled both call origination and termination functions within a local area since both the calling and called parties were ILEC customers.  With the opening of the local market to competition, however, an originating caller may be served by one LEC while the called party may be served by a competing LEC ( CLEC).  Consequently, ILECs and CLECs must interconnect their networks, and negotiate interconnection agreements as to how to compensate each other in the mutual delivery of calls.

The 1996 Act sets forth the federal framework for local competition generally, and particularly for LECs’ obligations to compensate each other for the delivery of local calls.  Section 252 of the Act imposes upon state commissions the statutory duty to approve voluntarily negotiated interconnection agreements and to arbitrate interconnection disputes in accordance with the provisions of the Act.

Under the Act, different means of intercarrier compensation are authorized depending on whether calls are classified as "local" or interexchange.  Section 251(b)(5) of the Act requires LECs "to establish reciprocal compensation arrangements for the transport and termination of telecommunications."  (47 U.S.C. § 251(b)(5).)  Although § 251(b)(5) purports to extend reciprocal compensation to all telecommunications, the FCC has construed the reciprocal compensation requirement as limited to local traffic.  (47 CFR § 51.701(a).)  Under standard reciprocal compensation provisions of interconnection contracts, the cost of terminating a local call that originates from LEC's network and terminates on another LEC's network is attributed to the LEC from which the call originated. (47 CFR Sec. 51.701(e), 51.703).

Long distance calls continue to be compensated with "access charges," as they were before the 1996 Act.  Access charges are not paid by the originating LEC.  Instead, the long-distance carrier pays both the LEC that originates the call and links the caller to the long distance network, and the LEC that terminates the call.  (See In the Matter of Implementation of the Local Competition Provisions in the Telecommunications Act of 1996, 11 FCC Rcd 15499, 16013 (p. 1034) (1996) ("Local Competition Order").)  Thus, payment of reciprocal compensation for terminating calls is mandatory under the Act as long as the call is deemed "local".

Under the 1996 Act, state regulatory commissions have the responsibility to determine:  (1) which calls will be defined as or treated as “local” calls for purposes of making reciprocal compensation applicable to such calls when handled by more than one carrier, and (2) the rate levels and rate structure of reciprocal compensation in that state.  The FCC has the jurisdictional authority to establish parameters within which state commissions carry out these responsibilities.

III. Procedural History and Scope of this Proceeding

The carriers dispute over the treatment of ISP calls was first formally brought before this Commission in the Local Competition proceeding (R.95-04-043/ I.95‑04-044).  A group of parties identified as the California Telecommunications Coalition (Coalition) filed a motion in that proceeding for a Commission order that the reciprocal compensation provisions under the Act apply to ISP-bound traffic.  In D.98-10-057, we granted the motion, concluding that such ISP calls are local and are subject to the reciprocal compensation provisions of applicable interconnection agreements.

On February 25, 1999, the FCC adopted federal rules relating to the question of whether ISP-bound calls constitute local traffic.
  In the Declaratory Ruling, the FCC stated that for jurisdictional purposes, ISP-bound traffic should be analyzed on an end-to-end basis, rather than by breaking the traffic into component parts.  The FCC stated that the communications at issue do not terminate at the ISP’s local server, but continue on to the ultimate destination or destinations at an Internet web site that is often located in another state.  (Declaratory Ruling ¶ 12.)  The FCC noted that it had previously distinguished between the “telecommunications component” and the “information services component” of end-to-end Internet access for purposes of determining which entities are required to contribute to universal service.  The FCC stated it had never found that “telecommunications” end where “enhanced” service begins.  (Id., ¶ 13.)  The FCC’s Order thus found that while ISP‑bound traffic is “jurisdictionally mixed,” it appeared to be “largely interstate.”  The FCC rejected the two-component theory for calls to ISPs, applied a one-communication theory, and found that the reciprocal compensation requirement of Section 251(b)(5) of the Act did not govern inter-carrier compensation for ISP‑bound traffic.

The FCC, however, did not decide whether reciprocal compensation would be due in any particular circumstance.  Parties could voluntarily agree to reciprocal compensation, or a state regulatory body could impose such payment obligations on carriers in arbitrating interconnection agreement disputes under Section 252 of the Act.

Both GTE California, Incorporated, now known as Verizon California Inc. (Verizon), and Pacific Bell (Pacific) applied for rehearing of D.98-10-057, arguing that because the FCC had determined that calls to ISPs are jurisdictionally interstate, this Commission could not require that those calls be subject to reciprocal compensation.  We denied rehearing.  In D.99-07-047, we explained that the FCC's Declaratory Ruling did not negate our prerogative to treat ISP-bound calls as local for purposes of reciprocal compensation.  Notwithstanding the FCC's designation of ISP-bound traffic as "largely interstate" for jurisdictional purposes, our authority over interconnection agreements pursuant to Section 252 extends to both interstate as well as intrastate matters.  Irrespective of how ISP traffic is categorized for jurisdictional purposes, the FCC did not intend to preempt or interfere with state commission decisions regarding compensation for ISP-bound traffic.  The FCC declared that:  "Until adoption of a final rule, state commissions will continue to determine whether reciprocal compensation is due for this traffic."

Although in D.99-07-047, we upheld our previous decision authorizing the payment of reciprocal compensation for ISP-bound calls under then-existing interconnection agreements, we determined that a more in-depth and comprehensive inquiry into the whole question of ISP reciprocal compensation was warranted for purposes of prospective policy making.  Accordingly, this OIR was opened on February 15, 2000, to revisit the reciprocal compensation policies relating to ISP-bound traffic previously addressed in the Local Competition proceeding.  In particular, we sought to reexamine the question of whether reciprocal compensation should be required for the delivery of ISP-bound traffic in view of the FCC Declaratory Ruling finding ISP calls to be largely interstate in nature. Shortly after we initiated this proceeding, the District Court of Columbia (D.C.) vacated the FCC’s declaratory ruling and remanded the matter to the FCC to explain why its end-to-end analysis was applicable in determining whether reciprocal compensation was due for termination of ISP calls.

We issued a scoping memo on May 2, 2000, (Scoping Memo) categorizing this proceeding as ratesetting, and bifurcating the proceeding into two phases.  Phase 1 of the proceeding was designated to reexamine the question of whether Commission-mandated payment of reciprocal compensation for ISP-bound traffic is appropriate.  Depending on the outcome of Phase 1, the need for further proceedings would be determined if specific rates for transport and delivery of ISP-bound traffic needed to be adjudicated.  Phase 1 also deferred consideration of issues relating to the use of disparate rating and routing points and related intercarrier compensation issues that were the subject of D.99-09-029.  These issues were identified for further consideration in the OIR issued on February 15, 2000, but will be considered in a subsequent phase of the proceeding.

In the Scoping Memo, certain policy issues were designated to be addressed through written comments, and certain factual issues to be addressed through prepared testimony.  Opening and reply comments on the policy issues were filed on July 14 and August 4, 2000, respectively.  Evidentiary hearings on the factual issues were conducted from August 14 through 29, 2000.  Testimony representing the views of the ILECs was offered by Pacific, Verizon, and Roseville Telephone Company (Roseville).  Testimony representing the views of CLECs was presented by Pac-West Telecom, Inc. (Pac-West), ICG Telecom Group, Inc. (ICG), Focal Communications Corporation (Focal), and RCN Telecom Services of California (RCN).  Other CLECs joined in filing written comments, but did not serve testimony.
  The California Internet Service Providers Association (CISPA) also offered testimony representing the views of its member ISPs.  Ratepayer interests were represented by the Commission’s Office of Ratepayer Advocates (ORA) and The Utility Reform Network (TURN).  Opening and reply briefs were filed on September 18 and October 2, 2000, respectively.  Oral arguments were held before the Commission on November 7, 2000.  Over 170 exhibits were admitted into the record, with 1898 pages of hearing transcript.

IV. Overview of the Proceeding

A. Parties' Proposals

The active parties in this proceeding form into two opposing groups.  Those parties representing ILECs all seek an immediate end to the existing Commission policy calling for the payment of reciprocal compensation for ISP traffic.  The ILECs support an alternative approach, "bill-and-keep," whereby no LEC would compensate any other LEC for delivery of ISP traffic.  Instead, each LEC would recover their respective costs from their own customers for delivery of ISP traffic.

The parties representing CLECs and CISPA oppose the "bill-and-keep" proposal, and advocate instead continuation of the Commission's existing policy regarding the payment of reciprocal compensation for the delivery of dial-up ISP traffic.  ORA supports the CLECs’ and CISPA’s position.  TURN expressed neutrality on the issue of intercarrier compensation, but opposed the ILECs in claiming that they suffered financial losses from ISP reciprocal compensation warranting any form of retail ratepayer relief.

B. Summary Conclusions and Framework for Approaching the Issues

As a basis for approaching the issue of reciprocal compensation, we first consider the legal requirements of the Act, and whether, as a matter of law, the provisions of the Act prescribing the payment of reciprocal compensation apply to ISP-bound calls.  If a call is found to be local as defined under the Act, and the incoming and outgoing flow of traffic is out of balance, then reciprocal compensation must be paid by law.  No further inquiry would be necessary as a basis to require such payment.

If, on the other hand, ISP-bound calls are found not to be local, as defined by the Act, then reciprocal compensation is not required by federal law.  Nonetheless, the FCC has given this Commission latitude either to impose reciprocal compensation requirements on ISP-bound traffic, or to refrain from doing so, as deemed appropriate based on other relevant factual considerations.

Based on the record before us in this rulemaking and the FCC’s determinations in the Declaratory Ruling and the Advanced Services Remand Order, we conclude that calls to ISPs do not meet the criteria for treatment as local calls.   On this basis, we conclude that there are no legal grounds to require reciprocal compensation for ISP-bound calls under the Act.   In the light of this conclusion, we discard the “two-call” theory adopted by this Commission in D.98-10-057 and D.99-07-047, segmenting a call to an ISP into two divisible parts.  The first segment was deemed “local” by virtue of its termination at the ISP’s modem and thus eligible for reciprocal compensation, and the second segment was ruled a information service that begins at the ISP’s modem and traverses to anywhere in the Internet. 

We will go beyond the jurisdictional underpinnings of reciprocal compensation, in part, because the ultimate determination of whether ISP-bound calls should be treated as local or interstate for reciprocal compensation rests with the FCC as that agency is expected to provide further explanation for its end-to-end treatment of these calls. Continuing the currently accepted view that the Commission has authority to order or not order reciprocal compensation, we focus on the policy implications of reciprocal compensation for ISP traffic on ILECs, their customers, CLECs and competition in the telecommunications market.  Other factual grounds we examine in this case include the economic, financial and competitive impacts of reciprocal compensation for ISP-bound traffic on ILECs and CLECs and their customers. We consider the potential effects of alternative policies on ISPs and on the public at large.  

Based on these policy and factual considerations, we eliminate reciprocal compensation for ISP traffic. In lieu of reciprocal compensation we adopt bill-and-keep as the preferred outcome in interconnection agreements.  In adopting this new policy, we do not prohibit reciprocal compensation if parties mutually agree to exchange such compensation for ISP traffic. We adopt this policy effective prospectively applicable to future interconnections agreements executed after the effective date of this order. Currently effective interconnection agreements that require reciprocal compensation for ISP calls will remain in effect until their termination. We will no longer require that LECs pay reciprocal compensation for ISP-bound calls for interconnection executed after the effective date of this order.
V. Should Calls to an ISP Be Treated As Local Calls as Defined by the 1996 Telecommunications Act?

We first consider as a matter of law, whether the legal requirements of the Act warrant an order that a call to an ISP be treated as local traffic subject to reciprocal compensation payments.  The Act sets forth the legal framework governing carriers rights and obligations in the context of a competitive local exchange market.  Among other things, the local competition provisions (in particular Sections 251 and 252) address the issue of inter-carrier compensation for the termination of local traffic. To make this determination we look at two key factors: the nature of ISP traffic and its termination point.

A. Parties' Positions 

The ILECs assert that calls to ISPs are interstate--not local--calls, and thus are not subject to the reciprocal compensation requirements of Sections 251 and 252 of the Act.  The ILECs believe that even where callers dial a local number to connect to an ISP, such calls to the ISP modem do not “terminate” at the modem, but continue on to remote Internet websites.  Pacific views the local number used by callers to connect to the ISP merely as a routing guide for the first portion of a non-local call.  The ILECs rely on the Declaratory Ruling and FCC orders addressing the “Enhanced Service Provider (ESP)
 exemption from access charges,” which, they argue, establish that calls to ISPs do not terminate in the local calling area and are typically interstate in nature.

In establishing its access charge system in 1983, the FCC decided to treat ESPs as end users, thus continuing their unregulated non-carrier status.  See MTS & WATS Market Structure, 97 F.C.C. 2d 682, 711-15 (1983).  It reaffirmed this "ESP exemption" in 1991.  (Part 69 of the Commission's Rules Relating to the Creation of Access Charge Subelements for Open Network Architecture, 6 FCC Rcd 4524, 4534 (1991).  In 1997 it again preserved the status quo.  (Access Charge Reform, 12 FCC Rcd 15982 (1997), subsequent history omitted.  An ISP, by definition is an ESP and thus comes under the access charge exemption.

If the ISP access charge exemption were not in place, each carrier would be compensated by a meet-point-billing arrangement with access charges applying on both the originating and terminating side of the call.  Therefore, Pacific reasons the only equitable arrangement is for carriers to apply the meet-point-bill requirements but ‘exempt’ ISP traffic from charges, which results in a “bill and keep” arrangement.

Pacific also points to the FCC Declaratory Ruling in which the FCC ruled that calls to ISPs are not local.  Pacific further argues that nothing in the D.C. Circuit's decision in Bell Atlantic, which remanded the FCC Declaratory Ruling for further clarification, changes the conclusion that Internet traffic is interstate in nature.  According to Pacific, the D.C. Circuit remand of the FCC Declaratory Ruling did not reverse the determination by the FCC that ISP traffic is interstate traffic; but rather, found that the FCC did not adequately explain its decision.  The D.C. Circuit left the FCC free to reach the same result on remand, something it would not have done if the statute or regulations resolved the question the other way.

Pacific also points to the FCC's Advanced Services Remand Order,
 released on December 23, 1999, in which the FCC held that ISPs provision of Internet access service is:

 . . . exchange access service because it enables the ISP to transport the communication initiated by the end-user subscriber in one exchange to its ultimate destination in another exchange, using both the services of the local exchange carrier and in the typical case the telephone toll service of the telecommunications carrier responsible for interexchange transport.  (Advance Services Remand Order, § 35.)

In view of the FCC's statement in the Advanced Services Remand Order, Pacific asserts it is unlikely that the FCC could determine that ISP-bound traffic is anything other than interstate exchange access traffic.

The ILECs also assert that ISP-bound traffic is similar to other types of non-local traffic.  ISP calls, they argue, are different in fundamental respects from local calls to Plain Old Telephone Service (POTS) customers. They identify differences in the equipment used to ‘terminate’ the two type of calls, in how the calls are processed by the equipment, and in the traffic characteristics of the two types of calls. The end result of these differences, according to the ILECs, is that the traffic-sensitive cost of delivering dial-up traffic to an ISP is a small fraction of the cost of delivering local voice traffic to a standard POTS customer. Hence they conclude that ISP traffic should not be treated the same way as voice traffic.

The ILECs also assert that from the technological perspective important differences distinguish ISP-bound calls from POTS calls that renders the concept of call “termination” moot as far as its applicability to ISP-bound calls is concerned.  Verizon’s cites CLECs’ typical use of high volume Integrated Services Digital Network-Primary Rate Interface (ISDN-PRI) technology in their networks to deliver traffic to ISPs but not to POTS customers. 

The ILECs point out that the FCC has consistently ruled that Internet calls constitute interstate exchange access service. Pacific notes that starting in its 1983 access charge order, the FCC had maintained that enhanced service providers (ESPs), of which ISPs are a member, obtained local exchange services for the purpose of completing interstate calls.  These interstate calls would then be facilitated by ESPs to transit to their destination. Referring to the FCC’s order In the Matter of MTS and WATS Market Structure, Pacific states that the FCC had determined as early as 1983 that an ESP might terminate few calls at its own location but that the vast majority of its traffic would be interstate.
  

Pacific also notes that notwithstanding the D.C. Circuit’s vacatur of the FCC’s Declaratory Ruling the FCC’s conclusion that Internet traffic is interstate in nature remains unaltered.  Pacific’s view of the D.C.Circuit vacature of the Declaratory Ruling is to give the FCC an opportunity to provide adequate explanation for its decision that ISP-bound traffic is interstate.

Furthermore, Pacific believes that the Advanced Services Remand Order is yet another clear indication that the FCC’s historical treatment of ISP traffic as interstate has been upheld.  Once again, the FCC stated that the service ISPs provide is “exchange access service”  that utilizes the services of LECs and exchange toll services to transport communication from one exchange to another exchange.  Pacific notes that the D.C. Circuit Court did not question this determination.

The CLECs dispute the ILECs' arguments that ISP calls are not local.  The CLECs argue that the switching of a call to an ISP at the end office switch of the carrier serving the ISP and delivery of that call by such serving local carrier to the ISP modem constitutes “termination” of the call as defined by the FCC's regulations. The CLECs view the ISP as the called party to whom the call is terminated, thus qualifying the serving carrier for reciprocal compensation for calls to the ISP originating on another local carrier's network.  As such, the CLECs argue, the telecommunications service is terminated upon delivery of the switched call to the ISP.

The CLECs view any subsequent interaction between the ISP's modem to the Internet as being separate and distinct from the call placed by the telephone subscriber to the ISP.  When a subscriber to an ISP's services calls the ISP, the ILEC subscriber purchases, and the ILEC provides, a “telecommunications service” within the meaning of the Act.  The CLECs contrast this telecommunications service, which is separately rated and separately billed by the ILEC, with the functions the ISP provides as an “information service.”

The CLECs argue that calls to ISPs utilizing a local phone number constitute “telephone exchange service” (i.e., local calls) as opposed to “exchange access” service as defined in the Act.  Telephone exchange service is defined as “service within a telephone exchange, or within a connected system of telephone exchanges within the same exchange area . . .” 47 USC § 153(47).

The CLECs argue that ISP calls come within the definition of telephone exchange service because the caller's and called party's telephone numbers are both within the same local exchange.  Moreover, they argue, such calls cannot constitute “exchange access” under the Act because they do not involve “the origination or termination of telephone toll services.”  47 USC § 153(16).  Likewise, the ISP does not impose a separate charge apart from the caller's monthly local service charge for “telephone service between stations in different exchanges.”  (47 USC § 153(48).)

CLECs contend that the D.C. Circuit Court remand of the FCC Declaratory Ruling supports the CPUC existing policy on reciprocal compensation since it vacated the FCC's findings regarding the interstate nature of ISP traffic.

B. Discussion 

As we stated in the OIR that started this rulemaking, we do not intend to reexamine the jurisdictional policy of the FCC with respect to ISP traffic.  Our inquiry only goes to a reexamination of whether ISP calls should be treated as local for reciprocal compensation purposes.  In this review, however, we find it indispensable to take notice of the FCC’s historical treatment of such calls and their current status in light of recent developments.  We hope to arrive at a policy position that is consonant with federal rules since differences in our policies could create regulatory uncertainty and potential confusion.  To that end we note that our findings shall remain subject to any subsequent rulings of the FCC that may contradict or be in conflict with the results reached herein. We act on this matter because under current rules the Commission continues to have the responsibility to determine which calls are “local” for reciprocal compensation purposes and adopt appropriate policies in accordance with binding FCC precedents.

The question before us is whether ISP traffic should be treated as local or non-local.  It appeared that we had resolved this question in D.98-10-057, where we found that ISP communications involved two separate and distinct functions: (1) telecommunications service, and (2) information service.  We stated in D.98-10-057 that the telecommunications service terminates at the ISP modem from where “information service” commences with the subsequent processing performed by the ISP beyond the modem.  We reached this conclusion by looking at the call to the ISP as a divisible path of communications and focusing on the limited and purely technical nature of an ISP call. Our current holding that ISP traffic is a severable communication, one of which can be treated as a telecommunications service and thus be treated identically to voice traffic and eligible for reciprocal compensation hinges on whether the two-call theory stands in light of the FCC’s end-to-end analysis. 

For the purpose of determining whether reciprocal compensation should be applicable to ISP-bound calls, we will not revisit the jurisdictional issue in this case with any precision. We recognize that the Commission’s two-call theory in D.98-10-057 directly conflicts with the FCC’s determination that such calls are interstate.  D.98-10-057 solely relied on severablity of the ISP-bound call into two “separate and distinct” parts.  Whereas, in its Declaratory Ruling and other decisions, the  FCC took the holistic view and observed that under its precedents “communication should be analyzed on an end-to-end basis, rather than by breaking the transmission into component parts.”
 On this basis, the FCC concluded that ISP traffic is non-local interstate traffic.  Consequently, reciprocal compensation requirements of Section 251(b)(5) of the Telecommunications Act do not require states to mandate reciprocal compensation for ISP traffic.  The CLECs argue that the FCC’s finding in its Declaratory Ruling has been vacated by the D.C. Circuit Court and thus the existing Commission two-call theory is intact. We disagree. 

In order to reach the CLEC’s position we must first find that the call is divisible into two component pieces as we did in D.98-10-057.  However, as the ILECs correctly point out the FCC’s analysis established over the last 17 years reaches the opposite result by treating ISP traffic as a continuous flow of communication traffic that utilizes the services of the local exchange carriers and the toll exchange services of long distance carriers. (Cite)  D.98-10-057’s two-call theory can only stand if the FCC reverses itself regarding its end-to-end analysis of ISP-bound calls.  

We also disagree with the CLEC’s interpretation of the D.C. Circuit’s vacatur of the Declaratory Ruling. We need not attempt to second-guess the outcome of the FCC’s remand order since it is still pending.  There are ample historical and most recent records that indicate where the FCC’s position has been on ISP traffic to warrant a suspension of D.98-10-057’s two-call theory and consequently the conclusion that ISP-bound calls are “local”. 

A key question in our review of these issues is what analysis the FCC has historically applied to determine the jurisdictional nature of telecommunications. In its Declaratory Ruling, the FCC stated that it “traditionally has determined the jurisdictional nature of communications by the end points of the communication and consistently has rejected attempts to divide communications at any intermediate points of switching or exchange between carriers.”
  In the Teleconnect Case where calls made by dialing an 800 number to reach a long distance carrier that then routed the customers’ calls to the desired destination, the FCC analyzed these calls as one continuous communication from the caller to the called party.
  Similarly, the FCC applied the end-to-end analysis to Bell South’s voicemail service by looking at the entire communication from the original caller to the end-point at the voicemail device. It rejected considering the function of the voicemail service in forwarding a call from the intended recipient to the voicemail apparatus as a separate telecommunications that was wholly intrastate.
  These cases demonstrate that the FCC has consistently applied an end-to-end analysis to determine its treatment for jurisdictional purposes.  The approach the FCC took in the Declaratory Ruling regarding ISP traffic is similarly an end-to-end analysis; however, the D.C. Circuit apparently found the above cases distinguishable from the ISP traffic because of what the D.C. Circuit called the FCC’s failure to provide a satisfactory explanation as to why it characterized ISPs as users of “access service” when the Act defines calls only in terms of “exchange  access” service and “telephone exchange service”.  The D.C. Circuit found the FCC’s reference to ISP service providers as users of access service unsatisfactory and required further explanation  in its remand.  However, the D.C. Circuit did concede that the Telecommunications Act “appears ambiguous as to whether calls to ISPs fit within ‘exchange access’ or ‘telephone exchange service’ and on that view any agency’s interpretation would be subject to judicial deference”.

The ambiguity the D.C. Circuit spoke of has been clarified by the FCC, albeit prior to the issuance of D.C. Circuit, as the Court noted stating that the FCC did not make the argument in the ruling under review.
  In this separate order the FCC explained that calls to ISPs constitute “exchange access” and not “telephone exchange service”.
  Thus, we observe that nothing in the D.C. Circuit order forecloses the applicability of the FCC’s end-to-end analysis and the conclusion that ISP traffic is interstate.  

We note that the obligation of reciprocal compensation does not apply to the transport or termination of interstate or intrastate interexchange traffic. 
 The question whether, under the Act, termination of ISP traffic requires the payment of reciprocal compensation charges depends, wholly, on whether such traffic is defined as local or interstate by the Act. The requirement for reciprocal compensation for call transport and termination in interconnection agreements under the provisions of the Act only applies to local telephone traffic originating and terminating within the same local calling area.
 If the call is not local the carrier has no obligation for reciprocal compensation payment under Section 251(b)(5) of the Telecommunications Act of 1996. 


The determination of a “local call” is wholly based on the identification of a point at which the communication is terminated in accordance with the Act.  “Termination” for purposes of section 251(b)(5), is defined as “the switching of traffic that is subject to section 251(b)(5) at the terminating carrier’s end-office switch (or equivalent facility) and delivery of that traffic from that switch to the called party’s premises.”
  When a CLEC’s end-office switches a call bound to the Internet, switching is performed because the end-user calls the ISP modem not as its ultimate destination, but to use the modem as a means to reach the Worldwide Web.
  The end-user does not communicate with the modem.  The purpose of the modem, as ICG states, is to modulate (vary the characteristics of the electrical wave as it is transmitted)
 digital signal data sent from Data Terminal Equipment (such as a computer) to a signal capable of being transmitted over a different frequency phone line.
  In the case of a dial-up access, the receiving computer of the ISP will typically convert the data from the protocol in which it was transmitted to a packets format (in Transmission Control Protocol/Internet Protocol (TCP/IP) format.)
 The ISP’s modem converts the incoming signal to send the communications initiated in one exchange to be transported to its ultimate destination in another exchange.
  Because a call to an ISP may frequently involve accessing multiple Internet destinations or web site located outside of the calling party’s local exchange, the end-to-end analogy derived from descriptions of long-distance toll calls is schematically accurate in the context of ISP-bound calls.
 To the extent an ISP requires telecommunications services for transport of its information service, the ISP does not provide such service, but separately obtains such service from an underlying interexchange carrier.  It was precisely for these reasons that the FCC concluded that advanced services provided to ISPs are exchange access because they enable the end user to communicate with the ultimate destination in another exchange.
 From this we can only conclude that when a subscriber accesses an ISP the subscriber is establishing a means to send communications to designated destinations on the Internet; his objective is not to communicate with the ISP.  The ISP, in its services to the subscriber maintains an active communication path that allows the subscriber to reach multiple destinations through that active link. This open and active path with the modem of the ISP does not mean the call terminates at that point for the simple reasons that that is not the ultimate destination “point specified by the user”. The movement of data over the Internet in the case of a call to an ISP is a continuation of the transmission of communications over the public switched telephone network. Thus the call made to the ISP through a dial-up access does not fit the definition of “local” for the purposes of reciprocal compensation under the Act. For these reasons, we rescind the finding adopted D.98-10-057 as modified by D.99-07-047 that calls bound to the ISP are local. 

We reverse the current policy adopted by D.98-10-057 that ISP traffic is local and hence eligible for reciprocal compensation because that finding was predicated upon Section 251(b)(5) which requires reciprocal compensation only for local traffic.  And as we have discussed, we can only find ISP traffic to be local if we rely on a two-call theory.  We are now discarding the two-call theory for the purpose of determining whether an ISP call is local or not because it directly conflicts with the FCC’s end-to-end analysis of communication and that agency’s finding that ISP traffic is interstate. But we do recognize, although our careful reading of the FCC’s track record on this issue reveals a consistent treatment of ISP traffic as interstate, as a matter of compliance, the FCC has yet to release its order following the remand of its Declaratory Ruling.  We expect the FCC will provide adequate explanation to support its end-to-end analysis of ISP traffic and hence our finding that ISP traffic is not local will be undisturbed.  

But even if a call to an ISP were found local, for reasons discussed in detail later in this order, we find that the adverse economic and competitive impacts of reciprocal compensation on telecommunications market and consumers justify its abolishment.  

When we initiated this rulemaking, we wished to explore the policy issues of reciprocal compensation assuming we had jurisdiction to act. At the time, the FCC’s Declaratory Ruling, despite finding ISP traffic interstate for jurisdictional purposes, authorized state commission to determine which calls will be defined as “local” for purposes of reciprocal compensation.  Based on the belief that this authority is still in place, we asked the parties in this proceeding to respond to specific questions related to the nature of ISP traffic and the financial and competitive effects of reciprocal compensations.  In the following sections we will address each of these critical policy issues to determine whether as a policy matter, rather than as a requirement under the Telecommunication Act, there are policy justifications that warrant a requirement of reciprocal compensation payments for ISP traffic. 

VI. Assuming that the Reciprocal Compensation Provisions of the Act are not applicable to ISP Traffic, Do Other Factors Justify Reciprocal Compensation for ISP Traffic? 

A. Effects of Reciprocal Compensation Policies on Incentives to Promote Competition and Economic Efficiency 

1. Parties' Positions

The ILECs argue that reciprocal compensation for ISP calls is detrimental to competition because it results in asymmetrical windfall profits to CLECs, providing the CLECs with an unfair competitive advantage. Pacific's and Verizon's customers originate several times more traffic destined for ISPs served by CLECs compared with the volume of originating CLEC calls that are destined for ISPs served by Pacific and Verizon.  As a result, the ILECs claim they pay out considerably more reciprocal compensation to CLECs than they receive in return for ISP traffic.  During 1999, Pacific claims that it sent 833 minutes of ISP-bound traffic to CLECs for every one minute of ISP-bound traffic sent by a CLEC to Pacific.  Moreover, Pacific's measurements indicate that 73% of all CLEC traffic during 1999 was attributable to ISP-bound calls.  Similarly, Verizon reports that CLECs have billed it for $32 million in ISP‑related reciprocal compensation over the most recent 18 month period while Verizon has billed CLECs for only $0.4 million.

The ILECs claim that instead of increasing competitive alternatives to customers, ISP reciprocal compensation actually reduces CLECs' incentive to serve residential customers.  The ILECs claim the CLECs instead have simply rushed to serve ISP customers who generate one-way traffic that ensures a steady stream of reciprocal compensation payments, and an opportunity for arbitrage due to the unintended consequences of regulation.  Since ISPs originate very little traffic, CLECs pay only very small streams of ISP-related reciprocal compensation payments in the direction of the ILECs.  By contrast, regular voice traffic tends to flow more evenly in both directions, creating a more balanced exchange of reciprocal compensation payments between carriers.

Pacific states that paying reciprocal compensation to CLECs for this asymmetrical ISP traffic flow runs contrary to the goal of promoting competition, particularly in the residential market. Pacific claims the current system actually disincents CLECs from serving residential customers, because the CLECs would have to pay reciprocal compensation to other carriers.  Residential customers that call the Internet become huge liabilities to originating carriers, retarding the growth of residential competition, according to Pacific.  Pacific also points out that CLECs have little incentive to develop new technologies for offering Internet access since doing so would reduce the flow of reciprocal compensation CLECs currently enjoy.

The CLECs do not dispute that a disproportionate share of ISP traffic is terminated by CLECs in contrast to the share terminated by ILECs.  The CLECs, however, do not attribute this fact to anticompetitive arbitrage or to improper incentives.  Rather, the CLECs say this outcome is a result of positive competitive forces.  The CLECs claim that applying reciprocal compensation payments to ISP-bound traffic is conducive to competition, creating a strong incentive for ILECs to become more cost efficient and creating a basis for CLECs to build their business.  Conversely, the CLECs argue that eliminating reciprocal compensation would harm local competition.
Focal argues that withholding reciprocal compensation for ISP-bound traffic would penalize CLECs for successfully competing for ISPs by precluding them from recovering the cost of terminating calls to those customers, thus discouraging CLECs from serving ISPs and limiting the competitive choices available to ISPs.  Withholding reciprocal compensation for ISP-bound calls could also harm competitive LECs because it would limit their ability to rely on the high call volumes received by ISPs to reduce their per-unit costs and develop the economies of scale and scope currently enjoyed by incumbent LECs and needed to effectively compete with incumbent LECs.  The CLECs also say that the Commission should take special note of the possibility that moving to bill-and-keep could have adverse consequences for the Internet, which would have significant consequences for the California economy.

CISPA argues that eliminating ISP reciprocal compensation will only bolster ILEC efforts to assert control over California's ISP market. CISPA argues that ILECs and their internet affiliates have specific designs on the internet services market in California.  Patterns of discrimination against independent ISPs have already developed in Pacific Bell's service territory.  CISPA claims ISPs in California have experienced service quality or other problems as reported in a national ISP survey, demonstrating serious problems with Pacific Bell's ability to serve ISPs and their end users.  The evidence demonstrates, at a minimum, the value which independent ISPs place on competitive choice.

CISPA argues that ISPs do not have sufficient safeguards protecting them from ILEC discrimination or misconduct.  As end users of telecommunications services, ISPs do not have the benefit of telecommunications laws and regulations developed to ensure competition among telecommunications carriers.  ISPs lack recourse for an ILEC's decision to delay network capacity upgrades.  The absence of relief for ISPs means that Pacific (or its affiliate SBC Advanced Solutions, Inc.) can delay installation of facilities such as a Digital Subscriber Line Access Multiplexer ("DSLAM") in a central office until its affiliated ISP has secured a customer base to fill the available ports in that DSLAM.  Meanwhile, Pacific (or SBC Advanced Solutions, Inc.) remains free to ignore the pending orders of independent ISPs for DSLAM ports.  Additionally, independent ISPs do not know how Pacific shares an ISP's customer proprietary network information ("CPNI") with its affiliates; however, it appears that this information is exchanged with Pacific's internet affiliate for purposes of marketing.

2. Discussion

Reciprocal compensation is a growing and potentially substantial revenue source for CLECs who predominantly serve ISPs. The argument that reciprocal compensation enhances competition implies that this flow of cash would serve as a source of capital infusion for their expansion into other telephone businesses such as local residential service. CLECs claim that the disparity in reciprocal compensation traffic is a normal competitive effect and good for competition because it will force ILECs to become more efficient.  The CLECs claim that the elimination of reciprocal compensation will harm local competition. We disagree with the CLECs’ fundamental view of the purposes (if any) of reciprocal compensation.  We presume that the CLECs’ who argue along these lines did not enter the competitive and capital intensive communications market with the concept of creating business models that under a regulatory mandate would siphon off revenues  from the incumbent carriers to aid their entry into local market. But even if that business model were true, we do not see its viability for the simple reason that a CLEC who collects a greater amount of reciprocal compensation by serving more ISP customers, as a profit seeking business, would not choose to upset the  imbalance of traffic that favors it by adding more residential customers who would be a liability.

Contrary to the CLECs assertions, we believe inter-carrier compensation for ISP traffic poses a serious threat to our local competition goals.  It establishes a perverse incentive for CLECs to shun residential customers in favor of ISP customers and to eschew investments in advanced technologies for Internet access so as not to undercut reciprocal compensation collection.  The payment requirement also imposes a unfair burden of subsidy on ILECs and their customers. 

We start out by noting an undeniable fact that reciprocal compensation for ISP traffic has virtually no reciprocity.  Unrefuted evidence in this record shows ISP traffic flows inordinately in the CLECs’ direction.  The ratio is 833 to 1 minutes of use flowing in the direction of CLECs to ILECs, respectively. Each call and each minute of ISP dial-up access a customer of an ILEC incurs becomes a liability for the ILEC, and vice versa if the CLEC has a local customer.  Under the currently in place reciprocal payment arrangement, the longer the dial-up connection with an ISP, the greater the usage charges for reciprocal payment. Customers who access the Internet in this manner tend to stay connected for longer periods of time, accumulating greater usage charges for which -- neither the originating caller nor the ISP but -- the local service provider becomes liable through reciprocal payment requirements.  For example, if the customer accesses the Internet twice a day and stays connected for 30 minutes each time, the ILEC is liable for about $3.79 in reciprocal compensation payment to the CLEC.
 In GTEC’s assessment of this situation, the LEC serving a residential customer with a similar dial-up access pattern would end up paying between $5 and $12 per month in inter-carrier compensation.
  If we assume that the carrier that provides local service charges the rates Pacific or GTEC charges, it is clear that the intercarrier compensation alone could easily consume over half of the monthly charges it collects from that customer. Under this typical scenario, the disincentive reciprocal compensation introduces to competition in the residential local telephone market is unambiguously adverse.  Thus, as far as the effects of reciprocal compensation on local residential service are concerned, not only does it fail to enhance competition, but it has the effect of discouraging CLECs from investing to serve the local residential market, an unintended outcome our current policy appears to have unwittingly abetted.

The examples mentioned above reveal yet another negative externality of inter-carrier compensation for ISP traffic on network utilization efficiency.  The payment requirement on ILECs, rather than on the ISP or on the customer sends the wrong price signal to consumers.  Effectively, it encourages excessive use of the local exchange network at no cost to the customer.  So as matter of fact, the faux veneer of an offer of free access to a dial-up Internet user is in fact false.  ‘Free’ in this sense only means that someone that has no control over the use of the network in this set up will absorb the cost of use for the duration of connection decided by the customer and for which the ILEC recovers only a fixed monthly charge. That fixed monthly charge the ILEC has to share with a CLEC as an outcome of regulatory fiat raises questions on economic sustainability and equity.

As far as the CLECs’ assertion that reciprocal compensation would aid their expansion into the local telephone market is concerned, we prefer that the free capital market, rather than regulatory actions, reward and penalize business models for their viability. Our duty is to create the environment for fair and robust competition that is genuine and sustainable in the long term.  Genuine competition does not rely on cross-subsidies.

We also reject the CLECs’ argument that rates for access to the Internet may go up or they may need to curtail their services to ISP and thereby reduce competitive choices for ISPs if reciprocal compensation is eliminated. The CLECs provided no evidence that without the extra profits from reciprocal compensation their service to ISPs would not be profitable. There are no facts in this record that establish that without reciprocal compensation there will be fewer competitive options for obtaining local exchange service, or that ISPs could become more dependent on ILECs for their service. As a matter of fact, the record shows that in states rejecting reciprocal compensation, the cost of Internet did not increase with rejection of reciprocal compensation.

In sum, we find that inter-carrier reciprocal compensation for ISP traffic, if left unchanged, poses serious adverse consequences to the economy, competition in the telephone market, and ultimately to consumers.  It will drive up the cost of local telephone service.  It will seriously dampen the investment climate for advanced communications technologies. And it will establish an artificial preferential status for dial-up mode of Internet access over more advanced high-speed access technologies through subsidy.

B. Can ISP Traffic Be Accurately Identified and Segregated from other Traffic ?

1. Parties' Positions

Parties dispute whether ISP-bound traffic can be accurately measured and readily segregated from other local traffic on an ongoing basis for purposes of applying a different compensation method from other traffic.  If ISP calls were to be excluded from reciprocal compensation payments, some method would be needed to properly identify and segregate ISP calls from other calls subject to the payment of reciprocal compensation.

The CLECs argue that the lack of any reliable system for accurately segregating ISP-bound traffic from other traffic points up the impracticality of imposing a different compensation method for ISP versus other local traffic.  The CLECs say any attempts to ascertain from customers whether they are using a particular line for ISP purposes would intrude on the privacy of callers.  The CLECs also argue that denial of reciprocal compensation would be discriminatory and impractical to implement since calls to ISP are functionally identical to voice-grade calls and cannot be separately identified for billing purposes.

Pacific believes that ISP traffic can be reasonably identified, and is currently making efforts to do so.  The CLECs have already been ordered by the Commission to keep track of this ISP-bound traffic.  Pacific’s intent is merely to track ISP-bound calls in the aggregate so that no customer’s privacy is compromised.  Pacific also notes that in their filings with the Securities & Exchange Commission, various CLECs have been able to specifically identify the number of their ISP customers.  For example, Pac-West states that it is “a leading supplier of Internet access and other Internet infrastructure services in California serving 78 Internet service providers.”
  ICG states that at the end of 1999 it had “approximately 550 ISP customers.”
  Moreover, these CLECs specifically direct their marketing activities at ISPs.
  Thus, Pacific argues that with the exception of a few minor "grey areas," CLECs are readily able to identify ISPs.

Pacific developed independent estimates of the volume of ISP traffic that has been terminated by CLECs for this proceeding.  The source for Pacific's figures for an ISP-bound traffic was a study identified as the "Barry Lear Study."  The Lear study used a four-step method to identify ISP traffic terminated by CLECs.  The four steps are as follows:

1.
Pacific developed a list of ISP telephone numbers by searching the Internet for ISP advertisements or Web sites that identified a telephone number of its service;

2.
For identifying additional Internet traffic, Pacific applied the selection criteria that calls to a ISP telephone number would be those which receive more than 200 calls per day, or average more than 25 minutes of conversation time per call;

3.
Pacific verified the suspected ISP numbers by calling the number to determine that a machine tone was received on the line;

4.
Pacific next compared the list of ISP numbers to match with the codes or prefixes for each CLEC.

Pac-West disputes the reliability of Pacific's figures measuring the volumes of ISP-bound traffic it has sent to CLECs.  Pac-West claims each of the four steps creates significant opportunities for errors and misclassification of traffic, both in terms of false positives and false negatives.  Pac-West argues that step (1) does not capture all of the telephone numbers that ISPs use to terminate calls.  Pacific may miss certain advertised numbers, and new ISP dial‑up telephone numbers are being introduced all the time.  Moreover, some ISP dial‑up telephone numbers may not be publicly advertised in mass‑market sources, or the numbers may be grandfathered to existing subscribers and thus no longer advertised.  In addition, Pac-West argues that many ISPs employ shared modem pools in which the same telephone numbers are used for ISP and non‑ISP purposes, so that attempting to classify such a number as terminating either only ISP‑bound traffic or only non‑ISP bound traffic will necessarily fail. 

Pac-West claims step (2) in the study only creates further problems.  By assuming that ISP dial‑up numbers will have average call durations exceeding 25 minutes or will receive more than 200 calls per day, Pacific excludes all dial‑up calls to ISPs below these thresholds that were not already detected in step (1).  Pac-West argues that by filtering in this arbitrary fashion, Pacific guarantees that the sample of ISP calls are non‑random and biased toward higher volumes and longer durations.  Pacific also includes non‑ISP calls that meet the thresholds described in step (2).

Pac-West also criticizes step (3), in which Pacific assumes that hearing a machine tone on a called line means that the line terminates to a modem that will always provide a connection to the Internet.  Pac-West states this is clearly not the case.

Verizon has not historically tracked originated or terminated calls that were specifically identified as ISP-related.  Verizon witness, Beauvais, claims, however, that if the telephone numbers assigned to ISPs are known, that CLECs should be able to track precisely the amount of delivered traffic that it ISP-bound.  In any event, Beauvais believes that useful estimates of ISP-bound traffic by carrier can be developed based upon an algebraic formula utilizing call duration as a defining variable.
  Based on Verizon data from North Carolina and Michigan, observed duration for Verizon to CLEC calls ranged from 15 to 45 minutes while the duration for calls from CLEC to Verizon ranged from only 3 to 4 minutes.  Beauvais observed that the available California data yields consistent results with a range from 3.5 minutes to 8.7 minutes for traffic inbound to Verizon customers whereas the duration for outbound traffic to CLECs ranged from 8.5 minutes to 23.2 minutes.  Beauvais views the duration differences as being largely attributable to the disproportionate ISP-related business of the CLECs.

Pac-West disputes the reliability of Verizon's claims concerning the ability to accurately measure ISP-bound traffic, arguing that its study relies on two critical assumptions that are not correct.  First, the study assumes that duration of two categories of calls--voice and ISP-bound traffic--are known with sufficient precision.  The second assumption is that there are only two categories of calls to be distinguished.  Pac-West further argues that range of potential outcomes resulting from Beauvais' algebraic formula is too broad to be used to produce a meaningful measure of ISP-bound calls or minutes.  Pac-West notes that the range of possible variation in the percentage of ISP-bound minutes in Beauvais' formula is over 20%.  The percentage of ISP-bound calls derived from Beauvais' formula could thus range between 39.8% and 60.9% of total minutes at a 99% confidence interval.  Applying the Verizon methodology to the total quantity of minutes handled by Pacific, Pac-West computes that the range of possible outcomes for ISP-bound minutes could vary by 5.2 billion minutes. (Explain calculation in footnote. See Pac-West’s calculation in Opening Brief)

Verizon argues that although the use of statistical techniques would result in certain individual voice calls being classified as ISP-bound calls and vice versa, that is not in itself a justifiable reason to refrain from using these techniques.  The Commission and the CLECs have been willing to use estimation techniques in a variety of circumstances, notwithstanding that the process does not identify each call.  For example, existing interconnection agreements between Verizon and CLECs employ a statistical estimation technique to separate local traffic from toll.

Verizon also argues that parties could conduct traffic studies that sample traffic flowing between ILEC and CLEC to determine a reasonable figure for ISP traffic.  Verizon believes parties could readily identify their own ISP customers.

2. Discussion

We address the question concerning the extent to which ISP traffic can be accurately measured. First, we will consider the question from the standpoint of the accuracy of the ILECs' representations concerning the imbalance of ISP traffic between the ILECs and the CLECs.  Second, we consider the question from the standpoint of the implications of those measures in terms of the potential financial effects, both on the CLEC and the ILEC.  Third, we consider the question from the standpoint of whether a practical method exists to segregate ISP traffic from other traffic for the purpose of applying a bill-and-keep treatment, or some other different treatment in comparison with other types of calls.

With respect to the first question, we acknowledge that there are statistical limitations in the estimation techniques used by Pacific and Verizon in seeking to quantify the magnitude of minutes terminated by CLECs.  Yet, the purpose for which these estimates were presented were merely to provide some order of magnitude of the huge asymmetry between ISP calls terminated by CLECs versus ILECs.  The ILECs could only infer through indirect means how many terminating minutes of the CLECs involved access to the Internet.

In the case of their own ISP customers, the ILECs had access to more direct and specific record of call termination.  Even if we take into account the potential measurement bias and statistical limitations pointed out by the CLECs, the ILECs estimates still provide rough approximations of the differences between CLEC and ILEC terminations of ISP traffic.  We still left with the conclusion that there is a very large asymmetry between CLEC and ILEC terminations, even if it cannot be quantified precisely.

With respect to the question of financial impacts of the asymmetrical flow of traffic, we address that question separately in Section VI.D.

With respect to the question of whether ISP traffic could be separately measured and segregated from other traffic for intercarrier billing purposes the record presented shows that it can be done, albeit imprecisely at this time.  We conclude, for the purpose of determining whether or not ISP traffic can be segregated and measured, that the results as presented by the ILECs, although not precise enough for CLECs satisfaction, do provide the general approaches that can be employed to segregate ISP traffic for reciprocal compensation billing purposes.  We observe that the ILECs approximations were accomplished without the cooperation of the CLECs. Therefore, imprecise input due to CLEC’s failure to cooperate may have contributed to the imprecision in output of the ILECs estimates.

But whatever contributed to the imprecision, the range of outcome as described by Pac-West leaves us with unease to adopt any of the proposed methods at this time.  As we noted above, the ILECs have demonstrated that it may be possible to achieve some approximation of the amount of ISP traffic that flows on a broad level.  For example, the ILECs have provided examples of published financial reports of the CLECs in which specific numbers of ISP customers served are identified. Pac-West, for example, says in its Form 10-K report (filed on March 30, 2000) that it is “a leading supplier of Internet access and other Internet infrastructure services in California serving 78 Internet service providers.”
  Similarly, ICG’s year-end 1999 Form 10-K shows it had 550 ISP customers.  Surely, the CLECs must have some means of identifying the number of their own customers since they are able to state them in their financial reports. What follows from the identification of the CLECs’ ISP customers will be the identification of each of the telephone numbers the ISPs provide to the public for dial-up access. We shall order the CLECs and ILECs to put in place the necessary internal tracking systems to identify their customers that are ISPs and the dial-up Internet access numbers they use for the purpose of tracking inter-carrier flows of ISP traffic. 

Part of the argument from the CLECs regarding this issue has been the claim that ISP traffic can not be segregated and known with precision and hence it can not be measured and billed.  Now that we have resolved the threshold question of whether or not there should be a mandated reciprocal compensation requirement for ISP traffic, we expect the CLECs will be more cooperative as it will be in their best interest to craft an acceptable ISP traffic identification measurement methodology.

C. Are there Fundamental Differences Between Dial-Up ISP-Bound Traffic and Standard Traffic and Between the Network Architectures that Transport and Terminate them?

The Commission asked the parties to compare and contrast various aspects of ISP-bound traffic with standard local traffic including the following: the transport and delivery of traffic; physical configuration of facilities; typical characteristics such as volume, frequency and duration;  the nature and characteristics of costs of ISP traffic and standard voice traffic; the financial ramifications of reciprocal payment given that it is largely one-directional; and the impact of new generation technology to transport and deliver traffic. Our purpose in asking these questions is to better understand the characteristics of ISP traffic in considering the applicability and propriety of reciprocal compensation for ISP traffic in comparison with standard voice traffic, for which reciprocal compensation was intended. 

In our review of the record we observe two clear and different positions emerging. The CLECs assert that ISP traffic is “functionally identical” to standard local traffic. They also argue that for the purpose of reciprocal compensation payments, the Commission should continue to apply the TELRIC (Total Element Long Run Incremental Cost) rates of the ILECs to ISP traffic, since, from their view, the Act requires symmetrical inter-carrier compensation rates for local calls.  The ILECs argue that ISP traffic is so fundamentally different from standard local traffic both in its characteristics and the architecture of the network CLECs use to transport and terminate it, that the automatic application of TELRIC rates, which were derived for standard voice calls produce “windfall” profits for CLECs. 

The ILECs attribute the alleged windfall to network architecture specifically designed to lower traffic sensitive costs below those for standard calls.  In support of this assertion, the ILECs point to several factors that they believe have the effect of significantly reducing or eliminating the traffic-sensitive costs of delivering dial-up traffic to ISP modems while on the other hand significantly maximizing reciprocal compensation. The first set of factors are related to the network. They state that CLECs use high-capacity technologies such as ISDN-PRI services, trunk-to-trunk switching, and deploy their facilities so as to avoid transport charges. Their facilities are chosen in order to avoid certain functions that are normally needed to terminate voice traffic  and thus reduce fixed as well usage sensitive costs.  

a) Lower CLEC Switching Costs Due to Use of Trunk‑to‑Trunk Switching for ISP Calls 

(1) Parties' Positions

CLECs typically use high volume Integrated Services Digital Network-Primary Rate Interface (ISDN-PRI) technology to deliver ISP traffic. ISDN‑PRI is a digital technology that provides 24 channels of capacity to an end‑user customer.  An ISDN‑PRI line is typically configured with 23 bearer channels that are used to transmit traffic, and one data channel that is used for signaling.  The technology is designed to serve the needs of high‑volume customers, such as ISPs.

Pacific claims that CLECs' use of these digital facilities to terminate ISP calls require trunk-to-trunk switching that is different from both a technical and routing perspective, and is less costly, than the trunk-to-line terminating end-office switching used for terminating normal local voice traffic.  Equipment vendors have developed switches designed for this type of termination.  Pacific claims these switches do not perform all the same functions as a traditional voice switch.  Witnesses Hamilton (Exh. 123; pp. 7, 21-23), Scholl (Exh. 106; pp. 16, 19-22), and Harris (Exh. 146; pp. 23-24) on behalf of Pacific, and Jones on behalf of Verizon argue that CLEC’s experience lower call termination costs as a direct result of the fact that CLECs are delivering a high volume of traffic to ISPs.

Pacific estimated a TELRIC-based CLEC trunk-to-trunk terminating switching set-up price for ISP-bound traffic by applying the ISP-bound traffic completion rate to the price for a tandem switching setup attempt.  The tandem switching function is a trunk-to-trunk switching function that Pacific claims is a reasonable surrogate because it reflects a similar terminating function as that performed by CLECs for ISP-bound traffic.

Verizon claims that trunk-to-trunk switching involves the use of different hardware and software to complete the call, as compared with trunk-to-line switching.  For example, a switch used to terminate a trunk-to-line call to a POTS (“plain old telephone service”) customer has one line card for each POTS customer served.  By contrast, Verizon claims a switch delivering a trunk-to-trunk call to an ISP would not use line cards at all, but would use trunk cards carrying much higher traffic volumes per card.

While Verizon recognizes that the line card/trunk card distinction does not directly affect traffic-sensitive costs, Verizon claims an indirect effect exists insofar as other equipment-based differences are triggered.  Specifically, witness Jones testified that the number of switch modules varies directly with the number of line cards or trunk cards, and that the switch modules have some usage-sensitive characteristics that impact reciprocal compensation costs.

The CLECs dispute the ILECs' claims concerning the lower costs of trunk-to-trunk switching.  Pac-West argues that the claims of the lower cost of trunk-to-trunk switching are tenuous at best, and in any event, aren't relevant to reciprocal compensation since they are non-traffic sensitive.  ICG claims the switching costs of call termination incurred by CLECs is not a function of the type of the customers served.  ICG claims it incurs a cost of end office switching that does not vary depending on the identity of the called party whether an ISP or not.  ICG disputes the ILECs' claims that trunk-to-trunk switching is less costly than trunk-to-line switching.  ICG witness Starkey claims that:  the ILECs’ “trunk-to-trunk” switching arguments are fundamentally flawed because they depend on cost concepts that are not consistent with a proper TELRIC study.  Starkey testified that:  “[A]ttempting to derive disparate per-minute-of-use rates for different types of traffic originated by or delivered to a specific subset of customers has no causal validity.”

(2) Discussion

To put our review into perspective, we should mention at the outset that our interest in this effort is to identify any distinguishing characteristics of the network CLECs use to transport and terminate
 ISP traffic in comparison with voice grade traffic.  We chose to start with with identification of the differences in network configurations between the systems needed to perform the necessary functions for two types of traffic: high-speed data and voice-grade. We wished to gather information from CLECs and ILECs to examine the network configurations for ISP traffic and attempt to approximate differences in cost.  In doing this we recognize that our inquiry is service specific. We have singled out ISP data traffic because it is this particular type of traffic – flowing disproportionately in the direction of CLECs and a one way flow of reciprocal compensation – that is the subject of the debate. When we compare ISP-bound traffic with voice grade traffic, we do not believe we are comparing apples with oranges since the claim for reciprocal compensation is requested to be paid for both traffics at the same rate. So the question ‘what makes up the cost behind ISP traffic transport and termination’ is a fair one, especially when this usage sensitive reciprocal compensation is a cost to ILECs and does not appear to have a revenue source to match it.

It is neither relevant or within the scope of this proceeding to approximate with any degree of precision the CLECs’ TELRIC to transport and terminate ISP traffic. So we will not engage in that exercise in this phase.  What we desired was a comparative description of the relevant networks and a qualitative analysis of cost implications. The effort by the parties as described below has taken two paths in different directions. CLECs’ have consistently argued that the cost implications of any differences in the network difference are irrelevant. Instead, they argue, the TELRIC rates are to be applied to ISP traffic regardless of the cost differential that may exist between voice and ISP traffic.   Having decided that ISP traffic is not local and hence not legally required to receive reciprocal compensation under the mandate of the Act, we reject the argument regarding the automatic applicability of the same reciprocal compensation rates to voice traffic to ISP.   Nonetheless, we will examine the cost and network issues in this record for the purpose of identifying any differences that might exist between the two networks so that any policy decision we make on this matter considers the economic and competitive aspects of reciprocal compensation.

To begin with, since our ultimate interest is to distinguish the cost differences, if any, in the transport and termination of ISP-bound traffic and voice traffic, we accept as one of the very few undisputed facts in this case that the current reciprocal compensation rates include only the traffic-sensitive switching and transporting costs.  The key question is whether any differences in the characteristics of the two traffics result in either reducing or increasing any of these traffic-sensitive costs.

We find that ISP-bound traffic is primarily delivered as high-speed digital data over facilities appropriate for such traffic. For example, ICG and Pac-West typically use DS-1 or DS-3 facilities, which are digital high-speed switching facilities that can carry the equivalent of 24 or 672 voice-grade circuits, respectively. 
 CLECs’ facilities that carry such high-speed data traffic typically use the more suitable trunk-to-trunk type of switching rather than a trunk-to-line type of switching normally used for voice traffic as Pac-West’s response to Pacific’s data request confirmed.
  None of the CLECs participating in this proceeding denied that trunk-to-trunk switching is used primarily to terminate ISP calls. The cost differences between terminating ISP-bound traffic through a trunk-to-trunk and normal local voice traffic switched through line-side ports are, in part, caused by the different equipment used to process trunk-to-trunk switching than trunk-to-line switching. When trunk-to-line switching is used, the switch uses a line card for each customer served. By contrast, terminating ISP traffic with trunk-to-trunk switching use trunk cards that carry much higher volumes of traffic.  The traffic sensitive costs arise not out of the avoidance of line cards but from switching modules whose number varies directly with the number of line and trunk cards deployed within the switch.  The switch modules have at least some usage sensitive characteristics that vary with their numbers and consequently affect the per-minute-of-use switching costs of the terminating carrier for reciprocal compensation.
  Since there are greater number of switch modules in the trunk-to-line (or end-office) switching than there are in the trunk-to-trunk switching applying the same switching cost for termination to both would overstate by at slight amount the termination cost of ISP traffic.

The difference in switching costs between trunk-to-trunk and line-to-trunk or line-to-line switching is attributed to the fewer paths the call may travel in the former.  If the switch uses less processing resources to determine the appropriate call path, then the cost incurred would be lessened by some amount.

The trunk-to-trunk switching cost would also be less than the trunk-to-line (or line-to-line) switching cost because it avoids the digital to analog conversion normally needed for voice-grade traffic. Unlike a standard voice-grade telephone, the ISP modem that receives dial-up ISP-bound traffic processes digital signals rather than analog signals. Given that the CLECs’ network is 100% digital, this means that the terminating carrier can process the call all the way through its switch in digital format and does not have to use switching resources to convert the signals that it receives from digital back to analog format.  CLECs do not dispute that ISP-bound traffic is data traffic en route to an ISP modem and does not need digital-to-analog conversion.  For at least one type of switch – the Lucent 5ESS that ICG uses – the avoided digital to analog conversion would directly affect traffic-sensitive costs.

Based on the above, we conclude that trunk-to-trunk switching is primarily if not exclusively used to terminate ISP traffic by CLECs. There is a plausible explanation that trunk-to-trunk switching of ISP traffic avoids certain traffic-sensitive termination costs that otherwise may be included in a line-to-trunk or line-to-line switching for voice grade standard traffic.

b) Lack of Line Concentration using ISDN-PRI
(1) Parties Positions

Verizon states that CLECs' use of ISDN-PRI technology results in a difference in line concentration accommodated by the switch for ISP calls compared to voice-grade calls.  For local traffic terminated to a customer over a standard voice‑grade line port, there is typically a line concentration ratio of six to one.  This means that the number of standard local POTS lines coming into the switch will be six times greater than the available number of paths through the switch for such traffic.  Rather than having a dedicated amount of capacity through the switch, the lines share the switch path capacity at a ratio of six lines to one path.

This six‑to‑one line concentration configuration works well for standard POTS traffic because each POTS line is generally only used for short periods of time, and all lines are not typically in use at the same time.  Because the volume of traffic over each POTS line is relatively low, the lines can efficiently share paths through the switch without substantial amounts of call blocking (a call is blocked when it does not make it through terminating switch because there is no available path).  For calls to POTS customers, the switch module – a piece of peripheral equipment that is part of the switch – performs the line concentration function.  This function allows the larger number of end‑user lines to share the smaller number of paths through the switch.  Because the paths through the switch are shared among multiple lines, the use of the switch during the peak hour imposes congestion costs on other line‑concentrated users in the form of call blocking or rationing.  Call blocking or rationing occurs as a result of the available path being in use.  These congestion costs are the busy hour line costs, measured in cenum call seconds (CCS).

As explained by Verizon witness Collins, the busy hour line CCS provides a measure of costs that are caused by the line concentration accommodated in the switch. Because these busy hour line CCS congestion costs vary based on the volume of the traffic flowing through the available shared switch pathways at a given time, costing models treat these termination costs as traffic‑sensitive.
  Therefore, where reciprocal compensation applies, such costs are included in any reciprocal compensation charge that the originating carrier must pay to the terminating carrier on a per‑minute or per‑call basis.

For calls to ISPs over ISDN‑PRI connections, Verizon states, however, the situation is very different.  When ISP‑bound traffic is carried over higher‑volume ISDN‑PRI trunks, the ratio of incoming to outgoing traffic through the switch is one‑to‑one.  That is, each incoming line (or trunk in the case of traffic that has already gone through a separate originating switch) has dedicated capacity (i.e., a guaranteed path) through the switch.  Unlike local POTS traffic, the incoming line does not share that capacity with other traffic.  This arrangement is used for ISP‑bound traffic because such traffic tends to be higher in volume.

Verizon argues that because the switch reserves dedicated capacity for the traffic that flows over that connection, there is no line concentration and no competition with other non‑dedicated traffic for available pathways through the switch.  Verizon claims because the ISP that is receiving the call over a PRI connection does not have to compete with other customers for switch capacity, the ISP imposes no congestion costs on the switch as a result of the amount of traffic that is carried to it over the connection.
  From the perspective of the terminating carrier, it does not matter how frequently the ISP is constantly using its dedicated capacity.  In any case, the number of pathways through the switch available to other customers remains the same.

Verizon asserts that this difference in the manner in which the switch paths are allocated reduces the traffic‑sensitive costs incurred by the terminating carrier.  That is because the level at which the ISP uses its dedicated capacity – i.e., the amount of traffic received by the ISP through the switch – does not affect the congestion in the switch.  As a result, Verizon claims the CLEC does not incur traffic‑sensitive busy hour line CCS costs when it terminates ISP‑bound traffic.
  Since only traffic‑sensitive termination costs are eligible for recovery by the terminating carrier, the line CCS costs that have been included in the reciprocal compensation rate for line‑concentration, Verizon claims that the rate must be removed from standard voice traffic when ISP‑bound traffic is at issue.

Verizon argues that the lack of line concentration performed by the switch on ISP-bound traffic delivered using ISDN-PRI technology results in significantly lower traffic-sensitive switching costs being incurred by the CLEC for termination of traffic.

The CLECs dispute Verizon's claims.  Focal witness TerKeurst denies that the switching of a dial-up call onto an ISDN-PRI connection is any less expensive than switching a voice call onto a separate voice circuit.  TerKeurst testified that many customers utilize ISDN connections for voice traffic without conversion to analog signals, so that this aspect of the switching process is not unique to ISP-bound traffic.

CISPA witness Montgomery testified that, if anything, the ISDN-PRI service used to terminate some ISP-bound traffic is actually more costly, when compared to the termination cost for analog traffic.  Montgomery attributes this to two factors:  (i) providing ISDN-PRI service requires that additional software be activated in the central switch processor; (ii) that the functionality of ISDN service is more taxing to the central switch processor.

As Focal witness Terkeurst similarly noted the fact that circuits are concentrated within a single ISDN-PRI loop does not reduce the switching requirements.  ISDN-PRI connections and the ability to switch digital traffic onto such connections without conversion to analog are not unique to ISP-bound traffic, but are available to any business customer wishing to purchase them.  In fact, a number of incumbent LEC business customers purchase such connections.

ICG witness Starkey similarly testified that Verizon's claims of lower cost due to line concentration differences were unfounded and reflected a misperception of the manner in which traffic-sensitive costs are incurred.

(2) Discussion

The record is clear that ISDN-PRI is a commonly used connection for terminating traffic to ISPs and that the ISPs served by CLECs typically order ISDN-PRI service.
  It is also generally accepted that when ILECs and CLECs terminate voice-grade traffic, they typically use voice-grade ports rather than ISDN-PRI ports.
  We find Verizon’s line concentration explanation plausible. Arguments presented by CLECs do not persuasively refute the conclusions reached by Verizon regarding the usage sensitivity of CCS costs and that a PRI configuration is not usage sensitive as far as CCS is concerned and thus it does not impose congestion costs.

ICG merely argues that ISDN circuits share the same finite switching resources (i.e., internal transport links, the switch fabric and the processor), as do other circuits and consume usage sensitive resources.
  It fails to acknowledge that it is not the mere sharing or, for that matter, the presence of usage sensitive costs (in switched services) that distinguishes ISDN-PRI from other circuits, but the absence of usage sensitive congestion related costs that is the source of overcompensation in the switching costs for ISP traffic that uses a PRI architecture.  Focal Witness TeKeurst testified that there are “many” customers who use ISDN connections for voice traffic without conversion to analog signal is also unconvincing.  The record only reflects that CLECs typically use ISDN PRI to terminate ISP traffic.

When ISDN PRI is used to switch ISP traffic, pathways are allegedly ‘dedicated’ and thus there exist no line concentration, therefore, no centi call seconds (CCS).
   This implies that the ISP traffic terminating carrier would not incur the traffic sensitive CCS costs.  But given that the reciprocal compensation rate applicable to standard voice traffic has a component attributable to CCS, if Verizon’s proposition holds, applying the same reciprocal compensation rate to ISP traffic would over-compensate the terminating carrier for a function its switch does not perform.

Based on the above testimony, we find that CLECs primarily use ISDN-PRI to deliver ISP traffic.  The record also demonstrates a plausible explanation that the ILECs’ reciprocal compensation rates designed for standard voice traffic may overcompensate usage sensitive terminating costs when applied to traffic switched using ISDN-PRI services, because of alleged differences in concentration ratios.  We find there is a probable basis to accept Verizon's assertions that CLECs incur lower traffic-sensitive termination costs as a result of line concentration differences in terminating ISP traffic compared with standard voice traffic. 

c) Longer Call Duration of ISP-Bound Traffic

(1) Parties’ Positions

Pacific Witness Scholl testified saying “ISP-bound calls delivered to CLECs” are “typically much longer in duration” than a “traditional” voice call.  Pacific states that “ISP-bound traffic on Pacific’s network during 1999 averaged 29 minutes in duration.”  By comparison, Pacific reports that the average duration of a local voice call originated by flat-rate residential service in 1994 (prior to the growth of ISP traffic) was 3.78 minutes.

In 1994, Pacific reported average local usage per flat-rate residential line of 19 minutes per day.  By comparison, America Online (AOL), a major ISP, reported 52 minutes of usage per day by its customers for Internet access.  Pacific argues that these comparisons highlight the difference between ISP and other types of calls.

Verizon witness Beauvais testified that ISP‑bound calls average between 20 to 30 minutes per call.
  Some of the data supporting this duration were collected from trunks devoted solely to ISPs and thus, include no traffic delivered to local plain old telephone services (POTS) customers.
  Other data come from a study that involved specifically identifying ISP telephone numbers and verifying the traffic as modem traffic by calling the identified numbers.
  Similar studies performed by Pacific and Roseville Telephone Company (Roseville) show average call duration times for ISP‑bound calls of 29 and 25 minutes per call.

Beauvais testified that there are a variety of other sources that reflect average holding times for ISP‑bound traffic that are 30 minutes or greater.
  An independent entity – Nielsen/NetRatings –calculated an average ISP‑bound call duration of 30 minutes and 27 seconds.
  Traffic data that a CLEC provided to Verizon in Michigan – and that the relevant CLEC confirmed was purely ISP‑bound traffic – displayed an average holding time of 42 minutes per call.

Various CLECs have argued longer hold times are not unique to ISP calls, in that particular local voice calls or types of call traffic – for example, traffic in households with adolescents who make long calls to their friends – potentially overlap with the hold times of ISP‑bound calls.
  The ILECs witnesses consistently use the term “voice calls” to describe calls that are not delivered to ISPs.  The CLECs claim this is a false dichotomy.  A significant volume of non-voice (data) calls exists that is unrelated to, and does not involve, ISPs, (i.e., some calls that are not voice calls are also not ISP-bound calls.)  Conversely, not all calls to ISPs are data calls, some are voice calls.  As a result, while it may be meaningful to refer to “voice” vs. “data” calls, it is not accurate or appropriate to place all calls to ISPs into either classification.  Verizon responds, however, that the arbitrage opportunity presented to CLECs under the existing regulatory regime arises in part from the difference in the average duration of ISP‑bound calls in the aggregate as compared to the average duration of voice calls.  The longer average duration for ISP-bound calls reduces the per-minute cost of the "call set-up" i.e., the costs that occur on a per-call basis, but do not vary with the length of the call.  Since Verizon's reciprocal compensation rate does not separate out this fixed component, Verizon must pay CLECs for every additional minute even though there is no corresponding increase in per-minute costs.  Because of the longer duration of ISP calls, Verizon claims that CLECs receive at least five times more for the call set up allowance than the fixed cost of performing the service would merit.  Verizon understands that Pacific’s default reciprocal compensation rates separate out the costs between a flat per‑call set‑up fee and a per‑minute charge, and thus, apparently the overpayment due to call duration is an issue unique to Verizon.

The CLECs, who take the position that ISP traffic is unknowable, claim that Pacific and Verizon do not know the average duration of an ISP-bound call (whether delivered by a CLEC or Pacific).  As described in response to ICG’s Data request No. 18, Pacific has attempted to estimate the number and characteristics of calls to ISPs (delivered on its own network or by a CLEC).  ICG argues that the process used has been thoroughly discredited in other states as being over-broad and inaccurate.

The CLECs note that Verizon’s Beauvais cites to data that “is rather dated and is not California-specific,”
 yet he concludes that the average holding time for voice calls is approximately 4.8 to 4.9 minutes in Illinois.  He then compares this to data from a single CLEC in Michigan, and concludes that the average holding time for calls to ISPs is approximately 42 minutes, though “limited data” that Verizon has collected for California suggests an average duration for JSP calls of 20 to 30 minutes.

(2) Discussion

The ILEC’s study of call duration demonstrates that ISP-bound calls delivered to CLECs are typically much longer in duration than traditional voice calls. Clearly the results of the ISP call duration studies show wider variations. The estimated and observed call duration for ISP-bound traffic range from 22 minutes, in a recent GTEC sample data, to 52 minutes, as reported by AOL based on its customers’ Internet access observation.  The CLECs point to this variation to argue that ISP-bound traffic is unkowable in any meaningful precision.  We disagree. As Verizon’s Witness Beauvais explains in his testimony, this kind of varation is to be expected given the anecdotal nature of the studies that have been performed. Moreover, as his testimony shows, ISP traffic displays much greater relative variation than standard voice traffic.
 

The numerous studies presented in this record show the same trend, at various degrees of difference. Pacifc’s study shows an average ISP call duration of 29 minutes, whereas Verizon’s study indicates values that range from 20 to 30 minutes.  Other studies by Pacific and Roseville indicate a range of hold times from 29 to 25 minutes per call. In contrast, voice traffic is estimated to have a call duration that range from Pacific’s 3.78 minutes to Verizon’s 4.8 minutes. The CLECs argue that Verizon’s 4.8 minutes average for voice traffic is unreliable because it is dated data from another state.  We believe the Michigan study is not an unreasonable estimation of call duration for voice traffic in California since a limited California-specific study showed consistent results.
 Based on the studies presented in this case, we find that ISP-bound traffic is typically much longer than voice traffic.  We also observe ISP traffic appears to have wider variations and could exceed standard voice traffic in duration by an order of magnitude.

Call duration is an important factor in our review of reciprocal compensation because the usage sensitive portion of inter-carrier compensation is directly dependent upon the hold time of a dial-up access of the Internet.  Compared with voice traffic, an ISP-bound call that is ten times longer than voice call would be eligible for reciprocal compensation at ten times the usage based amount for voice traffic in addition to the set up charge, if there is one. In the case of Verizon, because it has a blended rate for call set-up and per-minute rate, the long duration ISP call overstates the total per minute fees and thus overcompensates the terminating carrier.

Duration of call is only one contrasting factor.  The record also demonstrates that based on all publicly available data, ISP-bound traffic constitute large minute of use per month or per day than do standard voice calls.  The studies conducted generally show a monthly Internet usage of over 1,800 minutes per consumer, about three to six times higher than that for residential and business voice calls.

CLECs’ argument that ISP calls are not distinguishable from calls to any other end-user, “misses the point.”  We are examining the opportunity presented to CLECs due to a mandated reciprocal compensation which covers a particular type of traffic whose average duration in the aggregate is found to vastly exceed other standard local calls.

We conclude that ISP traffic is significantly different from local traffic in its duration and aggregate minutes of traffic per customer per month.  The record before us demonstrates that ISP-bound traffic tends to exhibit a much greater call duration and in the aggregate much greater minutes of use per call than for standard voice traffic.

d) Higher Call Completion Ratio

(1) Parties' Positions

Pacific also identifies a higher call completion ratio for ISPs as opposed to other calls.  Pacific reports that normal voice calls are answered about 75% of the time whereas Internet calls are answered 95% of the time since they are answered by machines.  Pacific claims the higher completion ratio reduced the TELRIC of the terminating switch set-up per completed call.  Although TELRICs for terminating switching set-up costs are incurred on a per-attempt basis, they are billed only on completed calls.  Thus, Pacific calculated a conversion factor to adjust its TELRIC based upon the higher call completion ratio for ISP calls.  Using the Commission-adopted TELRIC for terminating switching set up of $0.007 per call, Pacific calculated a 14% minimum rate reduction comparing local voice calls versus ISP-bound calls. 

Focal's witness argues that high call completion rates are not necessarily limited to ISP calls, but would apply to any business where a prompt answer of the call is important.  Focal argues that because ISP call completion rates are not unique in comparison to completion rates for various other service-oriented businesses, there is no basis to conclude that the ISP call termination costs are unique in this respect.

(2) Discussion

The relative rate of call completion for ISP calls takes a special import in reciprocal compensation when compared with standard voice call because under the current reciprocal compensation scheme set-up fee is billed when a call is completed.  It follows then that the more the calls are completed the greater the bill for set-up fees.  So the relevant question is whether or not ISP traffic complete at a higher or lower rate than voice traffic. As the testimonies show because machines answer the ISP calls they have a higher completion rate than voice traffic. 

That said, the difference in call completion , as described by Pacific’s study, is significant.  We note that the higher completion ratio directly affects what CLECs can recover through  set up fees. Based on the record before us, we find that ISP traffic will generate a greater amount in set up fees than they will an equal number of attempts to connect in voice traffic.

The CLECs arguments that a higher completion ratio is not unique to call traffic is unconvincing for the same reason mentioned above. Our examination of the characteristics of ISP traffic is intended to test the proposition that there may be exploitable unfair and unintended conditions that coupled with a mandated reciprocal compensation could have created unfair opportunities for CLECs.  In this context, we find little value in CLECs’ argument that the characteristics identified as unique to ISPs in contrast with voice traffic could apply to fragments of customer types.

e) Other Differences in Network Configurations and Facilities 

(1) Parties’ Positions

GTE presented testimony to show that while the ILEC is required to maintain a network that serves all types of customers over a wide geographic area, CLECs may pick and choose which types of customers to serve.  As a result CLECs can target ISPs and deploy a network that requires a limited number of facilities to lower the network’s costs and functionality. Pacific explains it delivers ISP-bound traffic to the CLECs as high-speed digital traffic (DS0, DS1 and DS3). The CLECs then switch these calls (without having to perform signal conversions from digital to analogue) as would be required for standard voice calls and deliver the traffic to the ISPs as high-speed digital traffic. The processing difference according to GTE directly affects the usage-sensitive costs incurred by the carrier delivering the ISP traffic.

ILECs allege that ISPs are frequently collocated in the CLEC central offices.  In those cases no CLEC loop plant and the associated costs are involved in transporting traffic to the ISP. Pacific’s witness testified that by collocating ISPs’ modems in CLECs’ space the CLECs are able to reduce termination costs. Hamilton notes that in this manner CLECs can offer to ISPs a “no mileage or per minute charges” on their service. (Exh. 123, Hamilton, p. 20)

Pacific and Verizon argue that new generation technologies are widening the differences in the cost of transportation and delivery of ISP and standard voce-grade traffic by facilitating the deployment of a network specifically designed to serve ISPs. Pacific’s Hamilton described the CLECs’ use of new generation routing products that do not use a traditional voice circuit switch to deliver ISP traffic.  Described as an "Internet Gateway" it does not originate traffic but receives and routes traffic to an ISP.  Hamilton testified that this new technology enables CLECs to replace several pieces of equipment used in the traditional Class 5 switches (such as the Nortel DMS-100 or the Lucent Technologies 5 ESS) required for voice grade circuit switches.  These Class 5 switches are fully functional and are designed to carry voice traffic.
  Hamilton states that Internet Gateway eliminates the need for Class 5 switches by assuming a few of the functions needed to deliver ISP traffic such as receiving a data call (from an ISP customer) and converting the call into digital packets to be routed directly to the ISP.  The Internet Gateway would primarily route traffic to groups of ISP modems.  Pacific draws from this the Internet Gateway will have lower costs than ILECs whose switches must provide all local switching capabilities.

Verizon expresses a similar view on the impact of new technologies. It notes that there are more efficient switching technologies than standard circuit switches. Verizon states that these new generation technologies further widen the gap between how ISP traffic and standard local POTS traffic are transported and delivered; and that, because there are cost differences, it is improper to automatically apply the same reciprocal compensation rates to both ISP-bound calls and traditional POTS calls.

Pacific also describes how a CLEC can aggregate ISP traffic by using a service ICG offers to its ISP customers.  Internet Remote Access Service (IRAS) is a service that utilizes ICG’s switches and modem banks. This service eliminates the need for ISPs to physically locate their own modems at each of ICG’s points of presence (POP) and instead “combines access, transport, and routing services to deliver all Internet Protocol (IP) data packets either directly to the ISP, or directly to the Internet, bypassing the ISP.”
  According to ICG’s Form 10-K Report for end of year 1999, “65% of all ICG’s ISP traffic is routed directly to the Internet.”

Pacific also states that the configuration of the CLECs' facilities forces Pacific to incur additional transport and switching costs in delivering ISP traffic to CLECs’ POPs of interconnection, rather than directly to ISPs.
  Pacific incurs the additional costs because CLECs have generally chosen not to establish a point of interconnection in each of the local calling areas where ISPs originate calls. Pacific argues that CLECs often design their networks to have only a few points of interconnection per LATA, thus causing Pacific significant transport costs to haul traffic from the originating point to these locations.  Pacific argues that the typical configuration of CLEC networks is actually adding costs to Pacific.  Moreover, Pacific claims it is not equitable that when Pacific serves an ISP, it has to fund termination costs from the services ISPs buy or from other customers, while CLECs may look to Pacific to cover their costs.

Various CLECs actively participating in this proceeding provided testimony and written comments on the configuration of their facilities used to transport and terminate ISP traffic.  Level 3 states that the principal architectural differences between ILEC and CLEC networks arise largely in the relative mix of the switching and transport components.  ILECs generally have a hierarchical network, so that within a given geographical area, multiple end offices subtend on tandem offices.  These tandem offices aggregate traffic and network management functions associated with the area served by each of the end offices subtending it.  Because the ILECs have millions of subscribers statewide, they can afford to deploy relatively efficient, large-scale switching systems in close geographic proximity to their customers.

Level 3 argues that while many CLEC networks are physically configured differently than ILEC networks, they provide the same functionality for all local communications traffic, including ISP bound traffic.  Pac-West witness Selwyn explained that CLEC and ILEC networks are generally comprised of three principal components: subscriber loops, end office switches, and interoffice network, which are trunking and switching facilities that provide interconnections among end offices and between end offices and other carriers.  In contrast, a CLEC’s customer base is only a small fraction of the size of the ILEC’s customer base.  As such, in lieu of using tandems and multiple end offices, CLECs typically deploy a small number of large switches which perform both tandem and end office functionalities to serve a comparable geographic area to that of the ILEC.  CLECs transport their customers’ traffic over relatively large distances.  Because transport costs have become far less distance-sensitive with the use of high-capacity fiber optics, enormous amounts of capacity can be deployed at little more than the cost of more conventional transport capacity sizes.

ICG witness Wood acknowledges that ISPs may use a variety of facilities to connect with the serving LECs switch, but denies that the choice of facilities or methods of connection has any impact on the usage sensitive costs which are the only relevant costs recoverable through reciprocal compensation.  ICG claims that the characteristics of the particular facility used by a LEC to deliver traffic to its own customers is irrelevant to the rate for reciprocal compensation because the costs of these facilities are non-traffic sensitive, and are recoverable from end users.  Moreover, regardless of what type of facilities are used to provide service for a specific type of customer, i.e., ISPs, when a CLEC uses a fully functional switch, it is purchasing the ability to service all line types.  At the switch matrix level, which is the basis for costing out reciprocal compensation rate, a call path is assigned at the individual channel level, without reference to the type or capacity of the physical facility connecting the switch to the end user.

ICG says its network is built based on a SONET Ring architecture.  These SONET rings are comprised of fiber optic facilities and multiplexing equipment that provides for aggregating, connecting and dispersing an individual customer's traffic to a larger SONET data stream.  Witness Starkey testified that ICG employs a common network that is used to service its entire customer base.  Both general business customers as well as data customers (primarily ISPs) use the same switches, fiber optic backbone and SONET rings for accessing the network, as well as for originating and terminating calls.  Starkey testified that ICG employs fully functional Class 4/5 circuit-based switches (i.e., Lucent Technologies' 5ESS) that are shared by all of its local exchange customers.  Focal denies that it uses the new technologies referenced by Pacific in terminating ISP traffic in California.  Focal claims that it utilizes Nortel DMS-500 switches in California that provide all the same call origination functionalities offered by the ILECs.

ICG argues that because of the lumpiness inherent in switching investments and the fact that CLECs began to compete without an embedded customer base, any given CLEC may experience per-minute switching costs that are actually higher than those of the ILEC, including the cost of calls delivered to ISPs. ICG denies that any relevant cost differences exist between ILECs and CLECs that would justify paying an asymmetrical rate for reciprocal compensation.

(2) Discussion

On the question of whether there are fundamental differences between the network configurations and deployment of facilities between ILECs and CLECs who serve ISP customers, the ILECs have the better of the argument.  It is now an uncontested fact that CLECs’ networks tend to be configured differently in a meaningful way from those of the ILECs in the manner described above by the ILECs.  We are not persuaded by the CLECs’ argument that they have a “functionally identical” network. 

The relevant inquiry, however, is whether the CLECs' network differences cause significantly lower traffic-sensitive switching and transport costs of the type that are recoverable through reciprocal compensation.  We conclude that while the cost differences have not been precisely identified in this record, we are persuaded that the differences in network configurations between ILECs and CLECs can result in meaningful differences in costs. The record does not precisely determine the cost differences that result from CLEC performing primarily trunk-to-trunk switching or using ISDN-PRI, or from ISP traffic’s higher call termination rate.  For the same reasons, we can not, based on the record before us, tell to what extent new generation technologies will widen the cost differential between CLECs’ ISP-focused network design and a network designed to carry standard voice traffic.   But we did not set out to identify with any degree of precision the costs of terminating and transporting functions performed by CLECs in their services to ISPs. We wished to gather information to test the proposition that there may be an economic incentive in reciprocal compensation for CLECs to devise a business model that attracts predominantly ISP customers. Clearly there is no inherent evil in business model that targets a niche market.  However, in this case, the proposition is predicated upon the possibility that this niche market may very well be a subject of particular interest not because of certain competitive advantages manifest in CLECs’ business model that ILECs lack but because an opportunistic loophole in the existing reciprocal compensation scheme. 

The testimonies provided by ILECs’ witnesses and to some extent the witnesses of the CLECs provide a credible basis that CLECs’ costs in the provision of traffic to ISPs are by some measure below the cost of reciprocal compensation they believe they are entitled to, under the Act. This is so because the inter-carrier rates that have been applicable to ISP traffic are the same TELRIC rates that are used for voice traffic termination, which are presumed to be higher than the cost CLECs incur for ISP traffic delivery.  ICG’s witness correctly points out that due to economies of scale and scope the ILECs may be enjoying better cost advantages than competitive CLECs. His comparison is misplaced because Jones’ testimony compares not the long run CLECs’ cost advantages with those of ILECs, but whether the switching and transport cost structure of CLECs for ISP traffic approximates the TELRIC based reciprocal rates applicable to standard voice traffic.  Put differently, the comparison is between cost structure of ISP traffic with that for all local traffic underlying the TELRIC.  It is irrelevant to view this analysis as a comparison between ILECs and CLECs long run costs.

Turning to the specific allegations ILECs make about CLECs’ network configurations, we find at least three of the issues identified above by ILECs and CLECs deserve to be addressed. First, on ISPs’ collocation of modems in CLECs’ spaces, Pacific alleges that the CLEC would avoid loop costs.  It refers to an admission by a CLEC that 97% of its ISPs collocate their equipment with the CLEC. The CLECs’ provision of collocation and ‘managed modem services’ are innovative arrangements CLECs have apparently been to utilize to create efficiencies in providing access to their ISP customers.  Under normal circumstances, this is a laudable cost savings effort that ought to be encouraged. But within the context of the review of reciprocal compensation for ISP traffic, we observe that the CLEC has the ability to control costs at and beyond its switching points, while continuing to recover the same transport and termination charges from the call originating carrier. It intrigues us whether ISPs are paying the true cost of the services they receive and whether their value as customers to CLECs is due to revenue to be generated from those services provided to them or because of the ISPs’ ability to generate ISP traffic. 

The next issue is whether and if so to what extent CLECs’ facilities have fewer functionalities and thus are designed exclusively or primarily for ISP traffic.  This record does not show what other CLECs in general use to originate and terminate ISP traffic; however, the three actively participating CLECs in this proceeding (ICG, Focal, and Pac-West) have indicated that they all use high-speed digital facilities such as DS-3 or DS-1 as we have noted above. We have also observed that these CLECs use primarily ISDN-PRI service to switch ISP traffic, a service that is normally used for high-volume data traffic rather than to switch standard voice traffic. Accordingly, as we noted, there are cost savings to be gained by CLECs who use this type of switching.
 We have also noted that many of these switches such as the DS-3 and DS-1 are typically not used to transport and terminate voice traffic.  CLECs do not deny these assertions. ICG claims it has fully functional, Class4/5 circuit-based switches that are shared by all of its customers, ISPs and non-ISPs.
 As a matter of fact, neither the network nor the services offered by CLECs are homogenous. Surely, we can not, based on this record, tell the extent of CLECs’ network functionality in general and whether or not there is a uniform business model emerging. But the record establishes that the CLECs involved in this case and are debating to maintain the status quo generally appear to be concentrating their resources to serve ISP customers and business customers rather than residential customers generating ISP-bound calls.
 The combination of their target markets and the strategic deployment of specialized equipment leads us to believe that CLECs may be targeting ISPs as a special group of customers and designing their systems to serve their particular needs. 

The record also reveals that CLECs will be able to continue to significantly reduce their cost of terminating ISP-bound traffic. The vendors of switches are designing equipment with high-speed data call terminating but not originating capabilities, switches that perform no digital to analog conversions.  By design these switches will have limited network functionality that may be suitable for the limited purposes that a CLEC focused on just “terminating” ISP bound calls as its primary service.
 As the trend continues the CLECs’ efficiency in providing one-way traffic will grow, reducing costs of ISP traffic as they try to accommodate ISP traffic.   This type of market specialization is perhaps to be expected, but we wonder to what extent the CLECs ability to specialize in one-way traffic will impact their ability to provide two-way voice-grade traffic. As Professor Harris’s testimony aptly recognizes, the efficiency gains in one-way traffic switching may be at the expense of not being able to provide network functionality for residential customers that generate two-way voice-grade traffic. We are concerned about the plausibility that the current reciprocal compensation may have served as an incentive for the creation of a business model that undermines our long-held goals of opening the local telephone market for competition.  We also observe that, if ISP-bound traffic were to be treated as local, and hence reciprocal compensation were due to CLECs, the traffic sensitive as well as the non-traffic sensitive costs of termination would continue to decline. Thus, generating a greater profit margin for the terminating carrier at the TELRIC rates of the originating carrier.

The question of whether or not the ILECs incur higher originating transport costs as a result of differences in network configuration is a legitimate issue for this phase of the proceeding. The relevant issue here is whether CLECs are receiving free transport service from the CLECs as a result of the location of their points of interconnection, chosen by them regardless of where the called party is located.  CLECs argue that this is a matter for the next phase. 

We have designated a later phase of the proceeding for consideration of issues relating to inter-carrier compensation for transport charges incurred by originating carriers based upon differences between the rating and routing points of calls. Our interest in this issue is limited to evaluating the inequities of the current reciprocal compensation is regime.  We make no final determination in this decision concerning the level of transport costs that Pacific incurs in originating and delivering local traffic to CLECs points of interconnection or what forms of inter-carrier compensation may be warranted for such originating costs.  However, Pacific’s allegation that the CLECs may be generally choosing interconnection arrangements that cause Pacific to provide additional switching and transport costs raises the possibility that these CLECs may be strategically locating their POIs  to avoid  the relevant costs.

To be sure, CLECs do have the right to choose any feasible point within the LATA for their POIs.
  But the argument that this issue is not unique to ISP traffic obscures the fact that our entire exercise in this case is the examination of vastly one-way ISP traffic’s uniqueness within the scheme of reciprocal compensation intended for standard two-way voice-grade traffic. We find a public policy concern in this scheme because reciprocal compensation flows to the CLECs, and because ISP traffic is largely one-way, and because CLECs do not send similar traffic towards the ILEC to offset the cost born by the ILEC in transporting and terminating traffic, and consequently because the CLECs have an incentive to choose POIs that minimize their network costs. Thus the inequity in  transport cost to Pacific stems from the one-way nature of ISP-bound traffic.

Therefore, Pacific's arguments concerning its costs of originating transport charges take on a different meaning in this context than in other circumstances where Pacific provides transport services to a CLEC with which Pacific has reciprocal flow of traffic and hence reciprocal payments.  In the former, Pacific appears to incur higher originating transport costs to hand off calls to another carrier rather than to terminate the call over its own system with no interoffice transport required and no intermediary switching operations.  Unlike the CLECs we do not believe the emergence of this scheme is a purely competitive outcome since we believe mandated reciprocal compensation and the flow of largely one-way of traffic flow could have served as incentives for CLECS.  Thus we properly probe the question how carriers choose to establish points of interconnection in this setting to determine inequities that the current reciprocal compensation scheme appears to have, at minimum abetted.

D. Does the Payment of ISP Reciprocal Compensation Result in Unrecoverable Losses to the ILECs?

1. Parties' Positions

Pacific claims that its current retail rate structure precludes recovery of ISP reciprocal compensation payments from its own end use customers at least for those that are billed a fixed monthly rate with unlimited local calling.  Pacific argues that the vast majority of its customers calling the Internet have flat rate (1 FR ) service, and do not generate any additional revenue to cover the per-minute of use charges paid by Pacific for ISP reciprocal compensation.  Pacific claims the price for flat rate residential service does not cover the cost of the access line, much less the additional costs generated by usage-sensitive reciprocal compensation payments.

Witness Jacobsen testified that when the average Internet user uses a dial‑up connection for an hour a day (just over the average usage reported by AOL), the LEC originating calls for that customer must pay about $3.79 per month in reciprocal compensation payments.
  However, Pacific argues, the Commission has set the price of flat-rate residential service below either the direct embedded cost or incremental cost of the line.
  In fact, the Commission set the price of residential flat service (1FR) at only one half of the fully allocated cost less the End User Common Line (“EUCL”) charge.
  Thus, Pacific claims that its 1FR service is priced below its forward-looking costs, even without any usage.

While most customers use residential flat-rate service for dial-up access to the Internet,
 Pacific claims it has receives no additional revenue from 1FR service if that customer uses the service for Internet traffic.  Pacific argues that an increase in basic service prices to cover reciprocal compensation payments would unfairly shift the burden of these payments to all customers, whether or not they access the Internet.  Pacific claims a rate increase of $0.60 per month would be required to fund ISP reciprocal compensation payments to CLECs in the year 2000, increasing to $1.80 per month in the year 2002 based on its assumed growth rates.

Pacific's witness Jacobsen reports that Pacific paid $173 million in ISP-related reciprocal compensation to CLECs during 1996 through 1999.  In the year 2000, Jacobsen reports a drop in such payments to $135 million.  Yet, by the year 2002, Jacobsen projected a growth in payments to $450 million, based on an assumed compounded growth rate of 5% per month.

Verizon likewise claims that it has been incurring massive net losses as a result of the Commission’s reciprocal compensation rules.  Based upon on billing records for the period of November 1, 1998 through May 24, 2000, CLECs have billed Verizon approximately $32.4 million for reciprocal compensation while Verizon has billed the same CLECs only about $0.4 million.
  Based upon the average hold times for the traffic flowing in each direction, Verizon estimates that approximately $27.1 million of the payments it made to CLECs were for ISP‑bound traffic while less than $200,000 of the payments CLECs made to Verizon were for ISP‑bound traffic.
  As a result Verizon claims a net loss over that time period of approximately $27 million.

Verizon claims it cannot recover its reciprocal compensation costs attributable to ISP‑bound traffic from the flat rate it charges to the typical residential end‑user.  Verizon is presently allowed to charge flat rate, one‑party residential customers--the customers most likely to access the Internet--$17.25 per month.  Verizon claims the reciprocal compensation for ISP traffic can easily consume half of the total monthly revenue from the end user.  After deducting the other costs that must be recovered from the end user revenues, Verizon argues that it cannot recover its payments for ISP reciprocal compensation.

Roseville also claims that it will suffer significant financial hardship from the payment of ISP-related reciprocal compensation.  Roseville reports it has 5,400 trunks connected with CLECs of which 99% of the traffic is ISP bound.  Roseville estimates that its reciprocal compensation payments to CLECs in 1999 would have been approximately $1.2 million if it had to pay all CLECs with which it is interconnected based on the rate of $.002 per minute.  Roseville projects growth in this amount to $2 million in 2000 and over $2.6 million in 2001.  For a company with 1999 intrastate revenues of only about $94 million, Roseville argues that these amounts are significant.  On the other hand, Roseville projects receipts of reciprocal compensation from CLECs of only $11,000, $19,000, and $25,000 for 1999, 2000, and 2001, respectively.  While Roseville's monthly service charge is only $18.90, Roseville argues that it would have to pay reciprocal compensation of $21.60 for a customer that accessed the Internet for six hours per day.  Roseville also reports it has spent $6.2 million to upgrade its central offices to accommodate the volume of ISP traffic.

The CLECs, CISPA, and TURN discount ILEC claims that they are losing money as a result of ISP reciprocal compensation payments.  The CLECs claim that the ILECs derive substantial additional revenue from end user customers placing calls to ISPs through the offering of services such as Caller ID, Call Waiting, and Call Forwarding.  ICG argues that Pacific's argument that it is losing money on residential customers is contradicted by its own behavior in providing customers a monetary incentive not to disconnect additional lines.

ICG also argues that the rate of growth in ISP terminated minutes will substantially abate due to (1) growth in DSL lines which are not subject to reciprocal compensation and which are most likely to be ordered by those customers with the heaviest Internet access.  Likewise, ICG points to Pacific's and Verizon's aggressive deployment of other service alternatives to ISP dial-up access (such as dial-to-frame, virtual point of presence, and CyberPOP services) that will reduce the volume of dial-up ISP usage.  Further, ICG notes that ILECs which own ISP affiliates have the capability to compete for increasingly larger shares of Internet business.

TURN likewise argues that far from being a financial drain to ILECs, the Internet provides enormous potential for the ILECs to tap vast new sources of revenue.  Pacific, Verizon and Roseville, either directly or through their affiliates, are all actively marketing Internet service to ISPs and to end user customers.
  Pacific’s affiliate, Pacific Bell Internet Service, purchases services from Pacific.  From 1996 through 1999, the yearly revenues of Pacific Bell Internet Service have grown almost ninefold and the number of subscribers has grown almost fivefold.
  Pacific’s parent SBC is engaged in a comprehensive refurbishment of its network to facilitate the provision of Internet and broadband services, and to achieve a substantial share of broadband market penetration.
  In addition to pursuing significant broadband market share, SBC/Pacific has “conservatively targeted . . . annual savings of about 1.5 billion -- 850 million in cash operating expenses, and 600 million in capital expenditures by 2004” from its broadband initiative.

The CLECs also dispute the ILECs' cost shortfall claims by arguing that the ILECs would incur the costs of terminating the ISP calls themselves if CLECs did not terminate it.  The CLECs argue that the payment of reciprocal compensation is equitable because the ILEC thereby avoids the cost of terminating ISP traffic.  Since the TELRIC cost is the same whether the ILEC or the CLEC terminates the call, the CLECs claim the ILEC should be indifferent as to whether termination is done by a CLEC or an ILEC.

The ILECs respond by arguing that they incur additional transport expense when delivering traffic to CLECs, as compared to keeping all traffic on their own network.  Specifically, Pacific witness Hamilton asserts that Pacific Bell bears the vast majority of the network burden to support ISP-bound calls, since competitive LECs may have only one or two points of interconnection in a LATA and Pacific must transport a call a significant distance before handing it off to the competitive LEC.  Pacific witness Scholl testified similarly and contends, as a result, that ISP-bound calls delivered to competitive LECs cost Pacific more, not less, to deliver than it would cost Pacific to deliver ISP-bound local traffic to ISPs on its own network.

Focal argues that this argument does not apply to its own network.  For example, as indicated by Focal witness Tatak, Focal has at least 45 physical points of interconnection with Pacific in the two LATAs in California where it operates.
  However, even in the case of a CLEC which has fewer points of interconnection, the ILECs offer no evidence that there is something peculiar to ISP traffic that causes a disproportionate burden on the ILECs’ transport burden.

Focal further argues that the average per minute rate paid out by ILECs has been decreasing since 1996, and will continue to decrease due to the re-negotiation of interconnection agreements.  Focal claims Pacific's two-part compensation rate ensures that the originating carrier only pays for service they are receiving from the terminating carrier, with no over-recovery.  Pacific responds that the growth of the Internet market has created a growing burden of payments that is unsustainable at any compensation rate.

2. Discussion

The record in this case unambiguously demonstrates that the ILECs incur significant and growing costs to make reciprocal compensation payments to CLECs.  The 833:1 imbalance of ISP traffic is not just an academic issue. The vast majority of the calls that flow from the ILECs to the CLECs cost the ILECs a continuing payment obligation, which is unrecoverable through ILECs’ currently effective rates. 

The traffic to the Internet is new. Its duration and frequency are high. As we determined above, ISP traffic is significantly different from local voice-grade traffic in its aggregate minutes-of-use traffic per customer per month.  Pacific estimates this traffic at more than seven times longer than the average local residential call in 1994.
 

When the Commission set rates for local residential service the cost basis did not include Internet-local usage. The residential rates were established in 1994 (D.94-09-065) at a time when there was little residential Internet traffic.  And since then this Commission has not adjusted these rates to reflect the increased usage due to Internet traffic.  PacWest’s assertion that the average duration of all local call has not significantly changed as a result of Internet traffic obscures Internet traffic’s extremely long duration.  It is like placing one foot on fire and the other on ice and claiming on average the temperature is normal.  Calls to the Internet last much longer than standard voice calls.  And reciprocal payment claims by CLECs are based not on the average duration of all local calls but on the duration of actual Internet traffic connection time.

Internet traffic is new. Rates for ILECs are old. The current residential rates do not cover the fully allocated cost of serving residential customers much less include costs to cover additional network functions that ILECs perform to deliver ISP-bound traffic and pay for reciprocal compensation to CLECs.  In D.94-09-065, we acknowledged that because of our desires to keep basic exchange service affordable, the cost basis for basic residential flat rate would continue to be one-half of the fully allocated cost. In the case of Pacific, the fully allocated cost for residential basic service was $26.00. After reducing this amount by the end user carrier line charge of $3.50 and halving it, the Commission adopted $11.25 for a single line flat charge.  Similarly, the Commission adopted residential access rate for GTEC that is priced below the fully allocated cost for the same reason as for Pacific to produce a per line charge of $17.25. These monthly charges were raised from the 1989 rates to be brought closer to cost against the need to keep residential service affordable.  In other words, current residential basic service rates are priced deliberately below cost.  PacWest argument that the ILECs are authorized to recover above cost for toll and other vertical services so that local flat residential rates could be kept below cost appears to be a “me too” argument. If subsidy is permitted for residential service then the same must be done for ISP traffic. We disagree with the CLECs’s proposition because they fail to show any economic or public policy purpose why such a subsidy ought to be put in the first place. Pac-West also argues that the Internet traffic has not materially extended the average local call length.  Here again Pac-West misses the point.  If we were to continue the status quo, which we do not, the amount of reciprocal compensation would be based on actual ISP traffic length rather than a statewide average of local call holding times.   So the average call duration for our purposes is irrelevant.

In any event, the ILECs current residential local rates do not have an allowance for any cost the ILECs may incur to deliver ISP traffic or for reciprocal compensation to be paid to the CLECs. Therefore, even if ISP traffic were local, which it is not, and we were to continue requiring to make payments, which we do not, we must first identify a source for the fund. Clearly there is no excess revenue in residential service charges that can be shared between the ILECs and CLECs at the current rates.  Therefore, the fund for reciprocal payment will have to come from one or a combination of three possible sources: we raise local residential service charges as some witnesses suggest in this proceeding,
 or direct the ILECs to tap revenues from other services and products, or pass the cost to shareholders of the ILECs.

Sound pricing policy would militate against imposing on the general body of consumers the burden of subsidy for Internet bound traffic.  Such a subsidy will have adverse consequences on competition and consumers.  To be sure, a segment of the ILECs residential customers will use dial-up access to connect to the Internet, whether or not we believe this segment is the cost-driver, but a significant portion of the customer base will not use dial-up access or not access the Internet at all.  Imposing a charge on this latter segment of customers would be unfair and unreasonable.  Moreover, at a time when the Commission attempts to bring about an alignment of price and cost of service to open the local market for competition and do away with implicit cross-subsidies, adding ISP traffic compensation to residential telephone charges will reverse the Commission’s efforts to create a sustainable competitive telephone market. Not only will the added cost of reciprocal compensation raise local charges for consumers to an unacceptable level since the Internet will continue at its breakneck growth rate and the minutes-of-use will continue to grow, but it will also introduce unfavorable market distortions into the market it is supposed to help.  In sum, residential customers should not be required to pony up the fund for inter-carrier compensation for ISP traffic because it is unjust and unreasonable.

CLECs’ other proposal for a source of reciprocal funding points to the ILECs’ other revenues including additional revenue resulting from the second lines caused by the growth of the Internet, advanced services such as Pacific’s affiliate’s Project Pronto, and potential future cost savings.  The CLECs miss the point.  Essentially, they are asking that we impose both the direct network cost and the inter-carrier compensation payment obligations, if we were to continue the status quo for ISP traffic, which we do not, on to a customer that has no direct relation to this call defying the fundamental principles of cost causation. If we accepted the CLECs’ proposal we would be directing the ILECs to generate revenues in competitive segments of the market, from future services and products, and efficiency gains they might realize in their operation, and their affiliates’ sales, to fund reciprocal compensation payments to CLECs for ISP traffic.  The CLECs’ proposal is discriminatory, inequitable, uneconomic, and illogical.  Instead of encouraging cost savings and investments in new and advanced services, their proposal would penalize the ILECs for good performance by shifting revenues and profits from other services of their own and their affiliates’ to fund reciprocal compensation payments.  In a competitive world of communications, such a policy is objectionable from the economic as well as policy perspectives.

Similarly, we reject passing the cost of inter-carrier compensation payment obligations to shareholders because it sends the wrong economic signal to investors. The future of telecommunications and our objectives of creating innovative and universal telephone service in California can only be accomplished in an environment that is conducive for investment and equity growth.  A diversion of investors’ profit earned in other businesses to finance government mandated business expansion is not a model we want to foster in California. Investors are to be rewarded in a competitive market for the risks they assume in their investment. The same holds true for those who invest in the telecommunications market.  A key aspect of our NRF model is, in fact, to encourage and reward cost savings by providing incentives. The current policy on reciprocal compensation payment for ISP traffic, if left unchanged, would continue to undo that model and impose a penalty system for good performance.

VII. Alternative Compensation Arrangements: Reciprocal Compensation Versus Bill-And-Keep 

A. Parties' Positions

The ILECs propose that reciprocal compensation be eliminated for ISP traffic and replaced with a "bill-and-keep." Under bill-and-keep, the ILEC would bill its end-user (the subscriber) and cover its costs. The CLEC would do the same and bill its customer (the ISP)and cover its costs. The ILEC and CLEC would make no payments to each other. Pacific says it will continue to absorb costs to originate and transport ISP-bound traffic to CLECs, and would forego compensation from CLECs or its customers for such origination, transport, and switching costs.  CLECs would continue to bill ISPs, and they would retain all of the revenues they collect.  CLECs would not pay Pacific for the additional switching and transport costs of ISP-bound calls.

The ILECs claim that bill-and-keep provides for an equitable sharing of the burden of the FCC’s exemption of ISPs from paying access charges.  As a result of this exemption, neither originating nor terminating carriers can levy access charges on ISPs.  Pacific argues that if the ISP exemption were not in place, carriers would be compensated by a meet-point-billing arrangement with access charges applying on both the originating and terminating side of the call.  Pacific characterizes its proposal as a continuation of the meet-point-billing requirements, but with the exemption of the ISP from access charges, resulting in a "bill-and-keep" arrangement whereby the originating and terminating carrier each shoulders the burden for the portion of the call they carry.

Pacific points to various purported advantages to end users of bill-and-keep.  End-user customers would not have to pay toll charges to access the Internet.  CLECs would continue to have calls rated as local and at the same time have the calls routed to distant points of interconnection without paying Pacific for transport and tandem switching.

End-user customers would not have to provide additional funding to Pacific, or any other originating carrier, to finance reciprocal compensation payments CLECs.

Pacific also claims a level playing field would be created in the market place for ISP business.  All LECs serving ISPs would use ISP revenues to cover their costs.  Consistent with the FCC’s ESP exemption, LEC costs that are not covered by charges to ISPs would be absorbed.  LECs would not view residential customers as potential liabilities.

Pacific's witness, Dr. Harris, characterized bill-and-keep as “a reasonable compromise halfway between the long distance access charge scheme which would flow revenue back to PacBell, the originating carrier, and the current reciprocal compensation scheme which flows charges from PacBell to the CLEC serving an ISP.”  Dr. Harris testified that bill and keep would reduce the distortion that favors old-fashioned dial‑up modems over advanced access technologies.  Pacific still believes the adoption of bill and keep for ISP-routed traffic represents a subsidy from Pacific to the ISP because there is no intercarrier compensation, rather than having the ISP compensate the ISP’s LEC/CLEC and Pacific Bell.  Pacific claims that CLECs can cover (or already are covering) their switching costs by charges already levied on ISPs without reciprocal compensation payments from Pacific.

Pacific believes that under the Act, bill-and-keep arrangements are acceptable outcomes.  Pacific argues that because Sections 251 and 252 do not mandate that reciprocal compensation be paid on ISP-bound calls; the Commission has the latitude to adopt a preferred outcome excluding ISP-bound calls from reciprocal compensation requirements.  Since the FCC has exempted ISPs from paying carrier access charges, Pacific argues that costs need to be recovered from the users of the respective carrier services - ILECs from their end users and CLECs from their end users, including ISPs.  Pacific claims that nothing in the law prohibits CLECs from recovering costs from ISPs through fees other than access charges.

The ILECs argue that the elimination of reciprocal compensation payments will merely eliminate certain CLECs' windfall profits, but deny that there is any evidence that the CLECs' financial viability would be threatened.  Pacific points to statements made by ICG and Focal to investors and the financial community to the effect that they will be viable even without the reciprocal compensation they currently receive.

CLECs oppose the bill and keep alternative, arguing that it would prevent recovery of terminating costs from the originating caller that causes the costs to be incurred. CLECs argue that because the originating caller initiates the call to the ISP, the carrier of the originating caller should compensate for the cost of terminating the call to the ISP as a matter of economic fairness.  Witness Selwyn argues that all local calls are undertaken on a "sent-paid" basis whereby the originating subscriber has paid to have the call delivered on an end-to-end basis.

The CLECs argue that bill and keep is particularly inappropriate due to the traffic imbalance in ISP-bound calls exchanged between competitive LECs and incumbent LECs.  Focal argues that the traffic imbalance is precisely the reason why reciprocal compensation is needed.  Adoption of bill-and-keep (the default arrangement if reciprocal compensation payments are eliminated) when traffic is not roughly balanced would preclude the LEC with the greatest volume of terminating traffic from recovering its transport and termination costs.  Imposition of a bill-and-keep mechanism when traffic is imbalanced would be inconsistent with the FCC's rules on the matter.  Specifically, the FCC concluded that bill-and-keep may only be imposed by state commissions where the traffic terminated on interconnecting LECs' networks is roughly equal and is expected to remain so.

B. Discussion

We find the bill-and-keep proposal a fair and workable alternative to reciprocal compensation. We view the transaction of ISP traffic as stemming from a contractual agreement between the customer of the CLEC – the ISP – and an end-user who subscribes to the ILEC’s residential service. The end-user is first a customer of the ISP and then as consequence of that relationship he is a customer of the ILEC. The ISP’s service to the end-user is to provide a medium of access to the Internet at fees the ISP sets. A missing link in this arrangement is a connection between the subscriber and the ISP.  So the ILEC’s network becomes the entry platform needed to transmit the call from the subscriber to the ISP’s modem en route to the Internet.  The customer of the ISP then becomes a subscriber to the ILEC for the local access line in order to complete its calls and reach the Internet.  But we should note that the ILEC is not selling the subscriber access to the Internet and nor does it collect compensation for it.   The subscriber pays the ILEC the same flat rate fees that were established for standard residential voice service, except that the service would now be used for a different type of communication.

On the other side, the ISP also has a contractual agreement with the CLEC for certain services that may include transport and delivery of this traffic from the ILEC to the ISP’s modems so that the call can proceed to its ultimate destination, the Internet network. But we know based on the record before us that the ISP could make a similar agreement with the ILEC to transport and deliver the call from the subscriber to its modems obviating the need for the services of a CLEC.  In which case, the ILEC, for example, could provide the necessary access to the ISP absorbing or passing costs to the ISP as it wishes. No reciprocal compensation issues arise out of that transaction as the record of this demonstrates. If, however, the CLEC is involved, it provides services, some of which could be transport and termination functions, to the ISP at a price the CLEC and the ISP determine. The subscriber in this arrangement is a customer of both the ISP and the ILEC.
  And the CLEC has the ISP as a customer.  But from a cost-causation point of view, it is the Internet end-user that causes the cost (for which CLECs’ ask reciprocal compensation) to be incurred as a customer of the ISP to access the Internet rather than  at the instant he makes a dial-up access as the customer of the ILEC. If there were no ISP to sell access to the Internet to this end-user, the customer would not incur the cost in question. The subscriber pays both the ILEC and ISP for services each provides; the ISP, for access to the Internet; and the ILEC, for access to the PSTN so that the customer connects to the Internet.  We reject the notion that the end-user as a customer of the ILEC causes the cost and therefore the CLEC should be compensated for its transport and termination services.  The CLECs’ view conveniently ignores the fact that the end-user uses the ILECs services only to complete a transaction that it initiates with the ISP.  The CLECs also ignore an apparent fact that before the end-user starts to use the ILEC’s services and originates calls to send to the ISP, the ISP and the CLECs must have arranged to receive this call and transmit it to the Internet network. It defies commonsense and logic to say, after all this, that the cost causer is the end-user as a customer of the ILEC simply because the same person happens to be a user of both services.  The fact is the ILEC stands to gain nothing from either the transaction between the end-user and the ISP or that between the ISP and the CLEC. If anything, the ILEC may be incurring additional costs to transport and terminate ISP-bound traffic even if we cease to order it to pay reciprocal compensation.

Under a bill-and-keep arrangement, the ILEC would bill the subscriber and keep the payments. The CLEC, if involved in this set up, would pick up the call from a certain point of its choosing and transmit it to the ISP modem for conversion into a packet switch protocol format to be sent to the Internet. The CLEC would bill the ISP and keep the payments.  CLEC and ILEC exchange no compensation.  To the extent the ILEC believes it incurs charges in origination and transport, it absorbs the cost.  To the extent that the CLEC believes it incurs charges in transporting and termination of the call it can choose to either pass the cost on to the ISP based on its agreement with CLEC, or absorb the cost. We believe this arrangement is fair to the CLEC, ILEC, ISP, and the subscriber.

The bill-and-keep proposal is favorable in several respects given the inequities inherent in reciprocal compensation arrangement. Bill-and-keep recognizes the unique nature of dial-up access and is consistent with the general principles of cost causation, as described by Pacific’s Witness Harris. Unlike reciprocal compensation, bill-and-keep does not require that we impose ‘taxes’ on residential telephone subscribers, or adopt uneconomic policies that require LECs to subsidize reciprocal compensation payments using revenues from other unrelated services and products. Bill-and-keep would eliminate the unintended consequence that reciprocal compensation introduces for CLECs to shun residential customers in order to avoid making reciprocal compensation payments to other LECs. In other words, it enhances competition. Bill-and-keep is competitively neutral. It does not favor dial-up access to other forms of high-speed access services such as DSL, cable, and others, as does reciprocal compensation through subsidies.  Finally, bill-and-keep does not create market distortions in the dial-up access market.

CLECs’ arguments against bill-and-keep are not well founded. Bill-and-keep is permissible under the Act because Internet-bound traffic is non-local as we find in this order. Thus the Commission has the authority to adopt bill-and-keep as a preferred outcome in interconnection agreements.  CLECs’ argument that ISP-traffic cannot be accurately be accurately measured and thus cannot be segregated for billing purposes is unconvincing and unsupported by the record. CLECs have the means to identify the telephone numbers ISPs distribute to their customers for dial-up access. They should also know their customers. As we found in this record, the most active CLECs in this proceeding have revealed that many of their ISP customers collocate their modems in their spaces.
  Moreover, if CLECs know who their customers are for the purpose of Form-10K filings and investor reports, surely they can identify them for bill-and-keep purposes when ordered.
 CLECs and ILECs shall record and keep track of ISP-bound traffic that they transport and terminate for the purposes of bill-and-keep or otherwise as provided for in their interconnection agreements.

VIII. Comments on Proposed Decision

The alternate order of Commissioners Neeper and Duque in this matter was mailed to the parties in accordance with Pub. Util. Code Section 311(d) and Rule 77.6 of the Rules and Practice and Procedure.  Comments were filed on ______________, and reply comments were filed on ______________.

Findings of Fact

1.
Under Section 251(b)(5) of the Telecommunications Act of 1996 (Act), each carrier has the duty to establish reciprocal compensation arrangements for the transport and termination of only local telecommunications traffic.

1. The question of whether termination of ISP traffic requires the payment of reciprocal compensation charges depends on whether such traffic is defined as local or interstate in accordance with the Act.

2. The movement of data over the Internet in the case of a call to an ISP is a continuation of the transmission of communications over the public switched telephone network. 

3. The requirement for reciprocal compensation for call termination in interconnection agreements under the provisions of the Act only applies to local telephone traffic originating and terminating within the same local calling area.

4. Under the 1996 Act, state regulatory commissions currently have the responsibility to determine which calls will be defined as or treated as “local” calls for purposes of making reciprocal compensation applicable to such calls when handled by more than one carrier with binding FCC precedent.

5. The determination of whether a call is local is predicated upon identifying the point at which the call is "terminated" as defined by the Act.

6. Under the Act, "termination" is defined as "the switching of traffic that is subject to Section 251(b)(5) at the terminating carrier's end office switch (or equivalent facility) and delivery of that traffic from that switch to the called party's premises."

7. To the extent an ISP requires telecommunications services for transport of its information service, the ISP does not provide such service, but separately obtains such service from an underlying interexchange carrier.

8. In a Declaratory Ruling released February 26, 1999, the FCC used an “end‑to‑end” analysis to conclude that calls placed to ISPs are interstate, and thus that reciprocal compensation is not required under the Act for such calls.

9. Since the FCC's Declaratory Ruling, the FCC concluded that advanced services provided to ISPs are exchange access because they enable the end user to communicate with the ultimate destination in another exchange.

10. Consistent with past decisions that concluded calls to the Internet are jurisdictionally interstate, the end-to-end analysis underlying the FCC Declaratory Ruling concluded that the termination point of an ISP call is the location of the web site(s) ultimately accessed by the originating caller, rather than the end office switch serving the modem connection by which the call is delivered to the ISP.

11. Because a call to an ISP may frequently involve accessing multiple web sites or Internet destinations, the single end-to-end analogy derived from descriptions of long distance toll calls is schematically accurate in the context of ISP-bound calls.

12. On March 24, 2000, the D.C. Circuit Court vacated and remanded the Declaratory Ruling on the grounds that the FCC failed to explain why its end‑to‑end analysis was applicable to determining whether reciprocal compensation was owed for a carrier’s termination of a call to an ISP.

13. The record shows that many of the modems connected to CLEC switches are owned not by ISPs but by the CLEC.

14. For ICG, 65% of all of ICG's ISP traffic is routed directly to the Internet bypassing the ISP modem.

15. The record shows that end users do not communicate with a modem, the modem merely changes the protocol of the communication.

16. Under the Act, “telecommunications” is defined as the “transmission, between or among points specified by the user, of information of the user’s choosing, without change in the form or content of the information as sent and received.”  (47 USC 153(43).)

17. The Act defines “information services” as “the offering of a capability for generating, acquiring, storing, transforming, processing, retrieving, utilizing, or making available information via telecommunications, and includes electronic publishing, but does not include any use of any such capability for the management, control or operation of a telecommunications system or the management of a telecommunications service.”  (47 USC 153(20).)

18. As part of the information service provided by the ISP, the ISP converts the customer’s analog messages into data packets which are individually routed through its modem to host computer networks located throughout the world.

19. The modem is often owned by the CLEC and is any event only an intermediate point through which telecommunications is transmitted between end users and the Internet.

20. ISPs transport communications initiated by the end user located in one exchange to its ultimate destination in another exchange.

21. A telecommunication sent to an ISP does not terminate at the ISP for the simple reason that it is transmitted from the ISP to subscriber designated destinations on the Internet.

22. Even if the rate centers associated with the telephone number of the end user originating the call and the telephone number used to access the modem lies within a single local calling area, then such call is not a local call because the modem does not belong to the ISP, and the modem is only an intermediate point in the communication.

23. The traffic-sensitive telecommunications network functions that are required for a typical CLEC to terminate ISP traffic are different from the traffic-sensitive functions required to terminate local calls of any other end user of the CLEC.

24. When a CLEC’s end-office switches a call bound to the Internet, switching is performed because the end-user calls the ISP modem not as its ultimate destination, but to use the modem as a means to reach the Worldwide Web.

25. CLECs terminating ISP-bound traffic process such traffic through their switch on a high volume, tandem trunk-to-trunk basis rather than a trunk to line basis. 

26. No CLEC witness refuted the facts showing that trunk-to-trunk switching is used exclusively to terminate ISP calls.

27. Pac-West's switching is "low cost tandem switching" and in discovery Pac-West admitted it had no line side connections for Types 6 and 8 customers. 

28. Although no party provided precise measures of the volume of ISP traffic terminated by particular carriers, it is generally true that CLECs, as a group, terminate much greater volumes of ISP-bound traffic than do the ILECs.

29. Among the CLECs that actively participated in this proceeding, only one serves any residential customers, and that one had only a small number of residential customers served by reselling Pacific's service, which actually leaves Pacific to make any reciprocal compensation payments.

30. The fact that specialized market niches may develop, such as service to ISPs, while not necessarily anti-competitive, in the case of ISP market the record strongly suggests that regulatory loophole in reciprocal compensation provision of the Act combined with unique ISP traffic characteristics have created exploitable conditions.

31. The payment of reciprocal compensation for the termination of ISP traffic establishes incentives to impair competition, to avoid implementing new technologies to serve customers seeking Internet access, or otherwise impair the technological development of the competitive infrastructure in California. 

32. The record shows that in states rejecting reciprocal compensation, the cost of Internet did not increase with rejection of reciprocal compensation.

33. There are no facts establishing that without reciprocal compensation there will be fewer competitive options for obtaining local exchange service, that ISPs could become more dependent on ILECs for their service.

34.  The payment of reciprocal compensation to CLECs for the termination of ISP traffic may produce significant profit for CLECs that focus on ISPs.

35. The only relevant costs for purposes of evaluating whether reciprocal compensation rates are excessive are traffic-sensitive costs incurred in the transport and switching of terminating traffic.

36. In accordance with the Act, the termination costs of the ILEC are used as a proxy of CLEC termination costs for purposes of reciprocal compensation.

37. CLECs serve ISPs using different terminating facilities than they use for terminating local traffic of other customers.

38. While the ILECs did not precisely measure of the average duration of ISP-bound calls in comparison to voice-related calls, they generally established that ISP-bound calls tend to have a longer duration than voice calls.

39. Because ISP-bound calls have a longer duration than the average of all local calls, reciprocal compensation rates overcompensate CLECs for such calls.

40. Pacific's reciprocal compensation rate separately applies the fixed call set up costs on a per call basis while Verizon's reciprocal compensation rate applies only a single blended rate on a per-minute basis.

41. There is basis to find that ISP calls necessarily experience a higher call completion rate compared with standard calls. 

42. There is basis to find that trunk-to-trunk switching is used exclusively to terminate ISP calls, and indirectly can cause cost differentials impact on traffic-sensitive termination costs subject to reciprocal compensation.

43. There is basis to find that alleged differences in line concentration in the termination of ISP traffic compared with standard traffic results in lower traffic-sensitive termination costs subject to reciprocal compensation.

44. There is basis to find that the switches utilized by the CLECs have less complete functionality than do ILEC switches, or that CLEC switches are configured differently because they rarely perform call origination functions. 

45. The one-way nature of ISP traffic and certain CLECs' focus on ISPs have led to the establishment of Points of Interconnection by CLECs close to their switches and far from the originating switch, leaving the ILEC with transporting the call long distances.  

46. Flat rate residential telephone rates of ILECs do not include charges for reciprocal compensation payments.

47. To the extent that the ILEC may not fully recover reciprocal compensation payments for ISP traffic through residential charges, ILECs currently absorb current liabilities for reciprocal compensation.

48. Even if the ISPs currently served by the CLECs were instead served by the ILECs, the ILECs would still incur costs to terminate such ISP calls on their own facilities.

49. The CLECs do not pass any of the reciprocal compensation payments to ISPs.

50. The CLECs provided no evidence that without the extra profits from reciprocal compensation their service to ISPs would not be profitable.

51. There is evidence that CLEC services provided to ISPs is priced above cost, and no contrary evidence was introduced.

52. There is no evidence that it is probable that prices to ISPs would go up without reciprocal compensation.

53. There are no facts establishing that without reciprocal compensation there will be fewer competitive options for obtaining local exchange service, or that ISPs could become more dependent on ILECs for their service.

54. The only evidence in the record shows that in states rejecting reciprocal compensation, Internet access is just as affordable as in California and did not increase with rejection of reciprocal compensation.

55. The ILEC proposed bill-and-keep approach to recover any ISP call termination costs fairly recognizes the effects of FCC’s exemption for ISPs from access charges.

56. Bill-and-keep produces results more fair than reciprocal compensation since terminating carriers (either ILEC or CLEC) would incur minimal ISP call termination costs while the originating carrier (either ILEC or CLEC) would incur the greater call origination, transport, and tandem costs.

57. The FCC has recognized that bill-and-keep may be an appropriate substitute for reciprocal compensation where originating and terminating traffic flows are roughly in balance, but ISP traffic is not local.

58. Since ISP traffic flows are not local, the use of bill-and-keep would be consistent with FCC criteria for the use of such an alternative. 

59. CLECs record all traffic they terminate by the number called.

60. The evidence shows CLECs know the identity of the ISPs they serve.

61. The evidence shows that ISPs publicize the telephone numbers they make available to their customers for dial up access.  

62. The evidence shows CLECs can attain these numbers with minimal effort.

63. The proponents of the bill-and-keep alternative have provided a practical implementation methodology by which ISP-related terminating minutes could be properly identified and excluded from the billing base subject to reciprocal compensation.

64. The use of bill-and-keep would be consistent with the underlying principle of cost causation. 

65. The proponents of the bill-and-keep alternative have provided practical implementation methodologies by which ISP-related terminating minutes could be identified and excluded from the billing base subject to reciprocal compensation. 

Conclusions of Law

1. This proceeding is not intended to revisit issues of whether ISP traffic is interstate or intrastate for state or federal jurisdictional purposes.

2. This proceeding has been bifurcated, with the first phase limited to consideration of whether the existing Commission policy calling for reciprocal compensation to apply to ISP-bound calls should continue or be replaced with an alternative approach.

3. Issues relating to the propriety of disparate rating and routing points for ISP-related calls (as well as for other categories of calls) is outside the scope of Phase 1 of this proceeding, but has been deferred to a subsequent phase of the proceeding.

4. In accordance with the authority delegated to the states under the Act, this Commission has discretion to determine whether or not ISP-bound traffic should be treated as local traffic subject to reciprocal compensation.

5. ISP-bound traffic does not meet the criteria prescribed under the Act to be treated as local traffic subject to reciprocal compensation on the same basis as for other local traffic.

6. Even though reciprocal compensation is not required for ISP traffic by law under the Act, this Commission still may prescribe that reciprocal compensation be paid for such traffic on the same basis as for other local traffic if warranted by a review of relevant facts.

7. As a preferred outcome in negotiations among carriers, the reciprocal compensation provisions applicable to interconnection agreements should not apply to the termination of calls to ISPs as they do to any other local calls in the manner prescribed under the Act.

8. There is nothing discriminatory in requiring that reciprocal compensation not apply to the ISP termination of calls since the same applies to all carriers.

9. It is not in the public interest to require the ILEC to compensate the CLEC for ISP traffic calls in conformance with the reciprocal compensation provisions of applicable interconnection agreements.

10. It is not inequitable that ILECs incur additional originating transport costs related to CLEC-served ISPs which they can not recover just as CLECs may incur costs in terminating ISP traffic and not recover such costs through reciprocal compensation.

11. Internet communications utilizing dial-up telephone connections is not composed of two discrete functions:  (1) a telecommunications service provisioned by a local exchange carrier by which the end user connects to the ISP modem through a local call, and (2) an information service which is provisioned by the ISP either through its own web site or over the Internet.

12. Because of the vast difference in the flow of traffic in one direction, reciprocal compensation for ISP traffic does not treat carriers fairly even though each carrier only pays (and is compensated for) the actual traffic flows that a carrier terminates on behalf of a separate originating carrier.

13. The ISP call-originating carrier bears extra transport and tandem costs. 

14. ISP traffic is not local.

15. Reciprocal compensation is not required under the Telecommunications Act.

16. Reciprocal compensation for ISP traffic creates inequitable results and hence is contrary to public policy.

ORDER

IT IS ORDERED that:

1. The Commission hereby adopts bill-and-keep as a preferred outcome in future interconnection agreements applicable to traffic bound to Internet Service Providers.

2. The ALJ is directed to promptly issue a ruling directing parties to file comments concerning the scope and disposition of any remaining issues that may require resolution in this rulemaking.


This order is effective today.


Dated __________________, at San Francisco, California.
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