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BACK IN THE HEADLINES: FCC FINALLY TAKES ACTION
ON UNIVERSAL SERVICE AND ACCESS REFORM

After what seems an eternity, the Federal Communications Commission (FCC) recently burst out of its transitory hiatus,
with Chairman Michael Powell taking charge, issuing orders and seeking comment on a variety of issues affecting local
exchange carriers (LECs), interexchange carriers (IXCs), as well as most telecommunications providers in general.
Several of the proceedings have the potential to revolutionize the manner in which carriers receive revenues and
end-user customers pay for telecom services.

In this issue of News & Commentary, JS| summarizes the recent developments and analyzes the impact of these issues
on both incumbent and competitive LECs. One preliminary observation JSI would make is that all carriers need to
become conversant on these FCC actions because they will affect revenues not only in the federal arena, but at the state
and local level as well. JSI expects that state regulatory commissions will examine the impact of these decisions within
their respective jurisdictions and respond with changes to state and local revenue mechanisms as a result of the FCC's
movement.

FCC Adopts RTF Framework For Rural Carrier Universal Service Reform

On May 10, the FCC adopted changes to the federal universal service mechanism for rural carriers based on the
framework proposed by the Rural Task Force (RTF). In previous newsletters (News & Commentary, Nos. 0008 and
0007), JSI provided extensive analysis of the RTF proposal. While the FCC had yet to release the order adopting the
RTF framework prior to press time for this newsletter, some portions of the actions have been announced. The FCC has
re-based the caps and adopted an index cap for high-cost loop support and corporate operations expenses. As a result,
rural LECs currently receiving high-cost loop support will, most likely, see an increase in high-cost loop support
payments. The FCC appears to have modified the safety net proposal, and it has adopted the safety valve proposal
proposed by the RTF. In more dramatic fashion, the FCC at this time declined to adopt the RTF provision requiring a
freeze of high-cost loop support when a competitive eligible telecommunications carrier enters a rural study area. The
FCC intends to ask for comments about any unintended consequences that such a freeze might cause.

Perhaps the most pressing decision for incumbent LECs is how to disaggregate federal universal service support
(including high-cost loop support, local switching support, and long-term support). At the present time, JSI does not know
whether the FCC has granted carriers more than the proposed nine months to submit a disaggregation plan to state
commissions. Regardless of whether carriers have nine months or a year, it is imperative that incumbent LECs begin to
develop their plans for disaggregation. As JSI noted in its 2001 management seminars, we are reviewing several
methods to determine levels of disaggregation for individual clients. Further information on disaggregation will be
available shortly after the FCC releases its order. Once the FCC order adopting the RTF framework is released, JSI will
include a detailed summary in a subsequent News and Commentary.

NOTE: The FCC did not issue its decision on the MAG Plan. Chairman Powell stated that the Commission recognizes
the critical importance of access reform for rural LECs and indicated his intent to address access reform for rural carriers
expeditiously. JSI will provide analysis of any FCC actions on the MAG Plan and related proposals for access reform.

FCC ISSUES ORDERS AND NPRM ON INTERCARRIER COMPENSATION
In what has been described as the FCC's access reform hat trick, the Commission on April 27 released three documents
related to intercarrier compensation. The first order deals with the problem of intercarrier compensation for dial-up ISP
traffic; the second addresses CLEC access rates, and the third seeks comments on a proposed rule unifying all
intercarrier compensation under a bill-and-keep regime.

Rules on Dial-Up ISP Traffic

The Order on Remand and Report and Order, (FCC 01-131) [ISP Order], is the FCC's latest attempt to clarify the proper



intercarrier compensation for traffic delivered to Internet service providers (ISPs). In the ISP Order, the FCC reaffirmed
that dial-up ISP traffic is interstate in nature and, thus, not subject to reciprocal compensation. In reaching this
conclusion, however, the FCC used an entirely different analysis, relying on the so-called "carve-out clause" of Section
251 of the Communications Act of 1934, as amended (Act).

As readers of News and Commentary will recall, the FCC in its 1999 Declaratory Ruling found that ISP-bound traffic was
not local because it did not "originate and terminate within the local area." The FCC found that such traffic was
jurisdictionally mixed and largely interstate, and for that reason the reciprocal compensation obligations of Section
251(b)(5) of the Act did not apply. The FCC also concluded that, while not required, nothing in its rules prohibited state
commissions from determining that reciprocal compensation for ISP traffic was appropriate in their arbitration of
interconnection agreements in the absence of FCC compensation rules.

Subsequent to the release of the Declaratory Ruling, the U.S. Court of Appeals in Washington D.C. issued an order
vacating some of its provisions. The Court remanded the matter back to the FCC for further explanation of why
ISP-bound traffic was interstate, and why the FCC's jurisdictional conclusions were on point when addressing the topic
of reciprocal compensation.

In the ISP Order, the FCC abandoned its jurisdictionally mixed position and developed a new legal analysis for dial-up
ISP traffic. Based on this new analysis, the FCC concluded that dial-up ISP traffic is not subject to reciprocal
compensation. The Commission based its conclusion on the view that Section 251(g) "carves out" certain types of
access services from the reciprocal compensation provisions of 251(b)(5), including information access. The FCC found
that ISP-bound traffic is "information access," and, thus, falls within the family of "enhanced service provider" (ESP)
service. Instead of a reciprocal compensation obligation, ESP traffic is subject to Section 201 of the Act.

The FCC concluded that bill and keep is the ultimate solution for this traffic. This decision is rooted in the premise
established in its Unified Intercarrier Compensation Notice of Proposed Rulemaking (U/IC NPRM), discussed below. To
reach its ultimate solution, the FCC recognized that it needed to establish a phase-down approach over several years.
This interim, phase-down solution allows for compensation for ISP-bound traffic to gradually decline. To this end, the
FCC sought to limit, if not end, the opportunity for regulatory arbitrage; i.e., "gaming the system," while avoiding a
flash-cut approach to a bill-and-keep regime. The interim solution includes imposing caps on the per-minute price and
minute volumes of dial-up ISP traffic eligible for compensation.

The interim solution seeks to phase down reciprocal compensation payments to CLECs serving ISPs, pending the
adoption of the new intercarrier compensation regime outlined in the UIC NPRM:

1. Rate Caps for Dial-up ISP Traffic. The FCC imposed the following rate caps for LECs: For the first six months from the
effective date of the ISP Order, the maximum rate per minute of use (MOU) will be $0.0015; for months 7-24, the rate cap
will be $0.0010; and, for the next 12 months (months 25-36), the rate cap will be $0.0007.

2. Volume Caps on Minutes of Use. The FCC imposed a volume cap on the eligible minutes of use subject to
compensation. For 2001, the maximum minutes allowable for compensation between two carriers is 1Q-2001 MOUs
annualized + 10 percent. For 2002, the volume cap is 2001 Cap + 10 percent. For 2003, the volume cap will remain the
same as the cap for 2002. MOUs beyond these caps will be exchanged on a bill-and-keep basis.

Similar to every FCC order, the devil is in the details. From JSI's perspective, the ISP Order is at times short on details
and at times contradictory. For instance, the FCC adopted a "pick and choose" prohibition that, it appears to JSI, includes
the most controversial and contradictory clauses within the entire Order. In this "equal mandate" clause, the FCC
required that the rate caps for ISP-bound traffic apply only if an incumbent LEC offers to "exchange all traffic subject to
Section 251(b)(5) reciprocal compensation at the same rate." Furthermore, the FCC stated that if an "ILEC wishes to
continue to exchange dial-up ISP traffic on a bill-and-keep basis in a state that has ordered bill-and-keep [for all traffic
agreements], it must offer to exchange all Section 251(b)(5) traffic on a bill-and-keep basis."

In order to avoid costly efforts to identify dial-up ISP traffic, the FCC adopted a rebuttable presumption that assumes
traffic exceeding a 3-to-1 terminating-to-originating ratio is dial-up ISP traffic. The FCC will permit carriers to challenge
this rebuttable presumption by showing either that traffic exceeding a 3-to-1 ratio is not dial-up ISP traffic or that traffic
below a 3-to-1 ratio is dial-up ISP traffic. State commissions are empowered to make a determination on a case-by-case
basis. It is unclear at present how to develop the 3-to-1 ratio test because while it appears to be governed by an
intercarrier traffic exchange agreement, traffic measurement is typically done at the exchange level. It is JSI's
understanding that there is no billing and measurement system currently available that captures traffic from multiple
exchanges to determine what should or should not be billed. The bottom line is even the 3-to-1 ratio test will require
costly efforts to measure and bill these minutes.

This interim solution applies only when carriers are exchanging traffic pursuant to interconnection agreements in force
prior to the adoption of the /ISP Order. In new agreements, or when an existing carrier expands into a market it has not



previously served, the FCC has required that traffic be exchanged on a bill-and-keep basis. It is unclear to JSI whether a
new market is a geographical area or simply a new product within an existing geographical area.

With this order, state commissions no longer have authority to address reciprocal compensation for dial-up ISP traffic.
Moreover, carriers may no longer exercise the "pick and choose" rules with respect to dial-up ISP traffic. JSI believes that
because of the "equal mandate" clause, adjustments will need to be made to CMRS traffic exchange agreements.
Carriers should require that all Section 251(b)(5) traffic agreements with CMRS providers should have: 1) the 3-to-1 ratio
test; and, 2) the rebuttable presumption that all CMRS traffic is voice traffic.

There is a strong likelihood, JSI believes, that the ISP Order will be subject to reconsideration. The Order, for instance,
diminishes the authority of state commissions since the FCC has assumed dominion over all packetized
communications. With the "equal mandate" clause, the FCC has reached into state-approved agreements for voice
CLEC-to-LEC traffic by making compensation for these calls subject to the ISP caps. JSI notes that these issues, among
others, could well be the seeds for reconsideration and possible court action against the FCC.

In its Declaratory Ruling, the FCC explicitly stated that for separations purposes, dial-up ISP traffic should be treated as
local. It is JSI's belief that since the /ISP Order does not specifically state otherwise, dial-up ISP minutes for separations
purposes should be assigned to the interstate jurisdiction, under the new theory put forth by the FCC. JSI believes that
the National Exchange Carrier Association will need to provide guidance on this crucial issue related to cost recovery.

Rules for CLEC Interstate Access Rates

The second intercarrier compensation order released by the FCC addresses interstate access rates for CLECs. The
Seventh Report and Order and Further Notice of Proposed Rulemaking, (FCC 01-146) [CLEC Order], establishes a
phase-down plan for CLEC access rates. The plan ultimately requires CLECs to tariff their interstate access rates at
levels no greater than the ILEC rates. The industry is well aware of the dispute between CLECs and interexchange
carriers (IXCs) over access charges, and the spat has been simmering at the FCC in the form of multiple complaints from
both sides. In its CLEC Order, the FCC sought to resolve the various disputes and established a "bright line" test that, in
turn, creates a safe harbor where CLECs can seek refuge. The bright line test holds that when a CLEC's interstate
access rates are at or below an established benchmark, the FCC will deem its rates to be just and reasonable and not
subject to Section 208 complaints. If a CLEC chooses not to set its access rates at or below the benchmark, its rates are
automatically detariffed and subject to negotiation with IXCs. During any negotiations, the benchmark rates shall apply.

A second noteworthy item stemming from the CLEC Order is the duty of IXCs to provide service to all customers of a
CLEC whose access rates are below the benchmark rate, if the IXC also provides service to other LECs in the same
geographic area.

In reaching its decision, the FCC considered IXC complaints that some CLECs are charging excessive access rates. On
the other hand, the FCC also had to respond to CLEC complaints that IXCs are not paying their access bills and
threatening to block traffic to their customers. To bring the disputes to an end, the FCC invoked its Section 201 authority
to ensure that CLEC rates are just and reasonable by giving CLECs a safe harbor.

The FCC established a three-year transition plan to phase down the benchmark rate until it reaches the rate charged by
the ILEC. In the first year, the benchmark rate is 2.5 cents per minute of use; in the second year, the rate is 1.8 cents per
minute of use; and in the third year, the rate is 1.2 cents per minute of use. After the three years, the benchmark rate is
the ILEC rate. These rates are composite access rates that include common line, local switching, and transport
elements. CLECs are free to design their tariffs, but the Order requires that their composite access rate must be at or
below the benchmark to receive safe-harbor protection.

As stated, the maximum rate that a CLEC may charge under tariff is the benchmark rate or the ILEC rate, whichever is
higher. One twist to this standard is that the maximum tariff rate is the ILEC rate, or the lower of the benchmark rate or the
lowest tariff rate the CLEC has offered in the six months prior to the issuance of the CLEC Order. The FCC further
restricted the application of the benchmark rate to metropolitan statistical areas (MSAs) where the CLEC was serving
end-user customers on the effective date of the rules. In MSAs where the CLEC begins to serve end users after this date,
the maximum tariff rate will be the ILEC rate.

The CLEC Order deals only with charges that CLECs make to IXCs. The FCC abstained entirely from regulating the
charges that CLECs charge their end-user customers, stating that CLECs remain free to recover from end users any
greater costs that they incur in providing either originating or terminating access services.

Turning its attention to rural CLECs, the FCC provided a rural exemption for CLECs competing with a non-rural ILEC in
cases when no portion of the CLEC's service area falls within an incorporated place of 50,000 inhabitants or more, or an
urbanized area as defined by the Census Bureau. In these rural areas, the CLEC may tariff access rates equivalent to
those of NECA carriers, using the highest rates in the switching and transport rate bands. In instances when the ILEC is



subject to the FCC's CALLS provisions, CLECs are excluded from charging NECA common line rates.

JSI calls clients' attention to several critical issues emanating from the CLEC Order. First is the FCC's view of common
line costs. The reason for the rural exemption from the benchmark rate is because of high loop costs. Yet, CLECs
competing in areas served by LECs subject to the CALLS order are unable to recover common line costs using the
NECA rate standard. This prohibition to recover common line costs is in harmony with the ISP Order and the UIC NPRM
in which the FCC implies that common line costs are end-user costs to be paid by customers. Without adequate
protections, this policy could have devastating consequences for incumbent rural carriers which, since divestiture, have
continued to receive significant amounts of common line access revenues.

On another front, a CLEC beginning operations in non-rural areas after the published date of the CLEC Order will not be
able to use the benchmark scheme. In this case, the CLEC will be required to charge no more than the ILEC's rates. Any
desire to set rates higher than the ILEC would be subject to negotiation with the IXCs.

Finally, since the FCC's action requires IXCs to provide service to all CLECs if they are providing service to LEC
customers in the area, JSI is concerned that IXCs could respond by discontinuing service entirely in an exchange area,
rather than pay high rural access rates. The FCC did not address this very real issue affecting rural parts of the nation.

Comments Sought on a Unified Intercarrier Compensation Regime

The final leg of the FCC's access reform hat trick sets in motion a fundamental reexamination of all currently regulated
forms of intercarrier compensation. The FCC intends to test the concept of a unified regime for the flows of payments
among telecommunications networks under current systems of regulation.

The FCC wants to learn whether a unified intercarrier compensation mechanism, bill-and-keep, would satisfy all the
different ways that carriers are currently compensated for interconnection. This unified theory includes intercarrier
compensation for all types of carriers and all types of traffic exchanged. One motivation for a unified theory is that current
differences have led to regulatory arbitrage; i.e., "abuse," and network inefficiencies. The FCC raised more than a
hundred issues for review, ranging from the appropriate goals for intercarrier compensation rules, to bill-and-keep
arrangements, to any "fixes" for the existing compensation regime.

In the UIC NPRM, the FCC asked key questions related to the costs of termination and transport. On an especially
important issue, the FCC asked about the responsibilities of originating carriers to transport traffic to the terminating end
office of the second carrier. The response to this single question will have major implications for both LECs and IXCs.
JSI plans to address this critical question, and others, in its response to the U/IC NPRM. Comments are due 90 days from
the publication of the Notice in the Federal Register. Clients who would like to comment on these issues individually
should contact JSI if they require assistance in filing comments.

It is not an exaggeration to conclude that the UIC NPRM has the potential to revolutionize all forms of intercarrier
compensation, including - but not limited to - interstate and intrastate access. Thus, JSI will continue to monitor and
report on the development of intercarrier compensation and its impact on rural carriers and rural end users.

With the recent resumption of such momentous regulatory activity, the need returns for JSI clients to focus attention on
the FCC and their state commissions. If you have questions about the FCC's universal service and access reform
actions, or would like to discuss their potential impact on your company, please contact Manny Staurulakis
(mstaurulakis@jsitel.com) in JSI's Maryland headquarters, at 301-459-7590, or Douglas Meredith
(dmeredith@jsitel.com), in our Utah office, at 801-294-4576.

APPEALS COURT DENIES INCLUSION OF UNIVERSAL
SERVICE CONTRIBUTIONS WITHIN ACCESS RATES

In response to complaints that the FCC has inappropriately permitted rural carriers to include their universal service
contributions in their access rates, the U.S. Court of Appeals, Fifth Circuit, reaffirmed its prior decision that all universal
service contributions are required to be explicit (Case No. 00-60044, May 3, 2001). Left unclear in the Court's decision is
whether or not universal service contributions need to be explicit to the end-user customer or to the interexchange
carrier.

JSI plans to address this issue with the FCC and the National Exchange Carrier Association to determine how to provide
LECs with an adequate recovery mechanism for federal universal service contributions, both past and future.

FCC REMOVES COMPUTER Il BUNDLING RESTRICTIONS;
ALLOWS DIVERSE SERVICES PACKAGING



On March 30, the FCC released a Report & Order removing the bundling restrictions adopted in its Computer Il
proceeding. With this Order, common carriers are allowed to offer consumers bundled packages of telecommunication
services, enhanced services, and customer premises equipment (CPE) at a single, discounted price. The FCC held that
eliminating the restrictions promotes three goals, because it will: 1) benefit consumers by enabling them to take
advantage of innovative and attractive packages of services and equipment; 2) foster increased competition in the
markets for CPE, enhanced, and telecommunications services; and (3) allow the FCC to repeal regulatory requirements
that no longer make sense in light of current technological, market, and legal conditions.

The FCC argued that the public interests of bundling - i.e., offering a package of goods and services at a discounted rate
- will encourage consumers to subscribe to new advanced and specialized services. At the same time, bundles will
benefit service providers by lowering their transaction costs, providing savings that can be passed on to consumers.

Removal of the bundling rules will provide JSI clients and other providers the necessary flexibility to market services and
CPE in a less restricted manner. In addition, such companies will be able to avoid transactional costs associated with
separately offering and billing consumers for the components of a service package. In fact, it is expected that any
economic impact will be a positive one. The Order clarifies that small interexchange carriers, small incumbent LECs, and
small non-incumbent LECs may offer packages of enhanced services and telecommunications services at a single
price, provided they continue to comply with existing requirements to offer competitive enhanced service providers
(ESPs) access to the underlying transmission service component on non-discriminatory terms.

JSI clients who would like more information about the FCC's action, or would like to discuss a strategic approach to
service bundling, should call Paul McMurray (pmcmurray@jsitel.com), at JSI's MD headquarters, 301-459-7590.
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