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Reciprocal Comp For Interngtulgrgfﬁc--Gravy Train Running Out Of Track

(Part V of imernet Regularion Preview Seriey)
Summary: In a classic case of what you sece is not nacessarily
what you get, lovestors should not expnct the carvent
reciproce] campensstion erreagement for Internet traffic to
continue moch past the end of the year, Given thar thig jssue
is probably the single preatest oppertunity for arbitrage in the
whole sector, ever 4,000 percemt ln some instances, TPG
¢avtions investors that this exeraordinsry arbitrage “pravy
train” will 1N gut of mack—probably thls yeay, It is simply
not sustainable long-term,

Moreover, investors should not be julled lowo a false sense of
security that 19 consecutive state public wtility eemmission
have ruled (in addition to a recent Federal Cowt in Texas) that
Internet service provider (ISF) tmaffic passed throwgh a
eampetitive local exchange carrier (CLEC) is classified as a
local call, In the coming momths, TPG expects the FCC to
trump thesn state decidons by clarifying that Internet traffic
is_indesd Imterwintn, effectively reasserting ita federal
jurisdiction over data or Internet  tramgport, (Reciprocal
compensation is g regulatory arrangement whery local telecom
providers pay each other for “the cast” of temmating the calls
they ariginate, [ mest eaves, reciprocal compersation traffic iy
two-way and thws largely offiering. However, simce
Imernet/data poffic ix che-way. theve iv Bule "reciproeal”
about this arremgement. R it fust a regulatory compensation
windfall for CLECy/ISPs.) )

A Biy Deal for Investors: This tesiprocel compensation
arbitrape is & signifienut part of the existing “dats growsh
engine” of wany CLEC sud ISP bwsiness mudels,
Cansequently, investors need to be aware that s some {nstancos,
short<termn projectad rescity may be artificially “juiced op,”
potentinlly providiog 29 {Husion of faster-than-real long-
term growth, The fiip side of this problem is that resiprocal
compensation {s 3 signifieynt and growing lisbility, primarily
for tbe Haby Bells, It is growing at such a repid ree that it
conld be & significant threst to carnings ropghty in 1999, if not
fixed by the FCC by then. -

Wy the FOC WUl Fix It: First, reciprocs] compensation for
one-way Intemmet maffic iy arpusbly the single greateat
arbitrage oppartunity and Yemce market distartion iu the
telecom scator today. TRG flagged this imporrant jssus in owr
April 6 "Intermat Regulation Preview" Lulletin 29 akin to a
broken bank ATM machine that only allows withdrawels and

tsked o deposits. No other place in the sector can eompanias
reap as much 23 a 4,000 pooemt arbitrage for minims), value-
added seyvice. No competitive market, legal or {Jickt, can
generate such gargantuan arbitrage. Only regulatory distortions

cmn generate this size arbitrage over an axtendod period of time. ...

Second, this arbitrage opportuntty is grewtly contributiog to ap
artificiol misalignment of the market structuve of this nzwly
emerging  competitive  voice/dats  miche.  Reciprocal
compensation s driving mamy alliances, margers and
acquisidons for purely regulatory and ot ecomomic or
tompettve remsons. Thus, in some instances, ag ISP s
currently an msset to a CLEC, but could become a serlous
liabitity without the arbitrage of reciproval compensation.
Third, #t disconrages ococomically sound facilitiesshased
locs! investment and inhibits the development of 2n efficicnt
competitiva market . It has the perverse effsct of turning
customers from assets into (flabilities, Why would eny
competitor want {0 win a customer if that customer would cont
them mote in reciprocal compensatian tenminating minutas than
they could eam in revenne from that customer?

What to Expect From the FCC;  hnvenors need to appreciaze
thet {t is not that hard for the FCC to fix this in the coming
months. ALTS, the association representing the CLECS, has an
active petition (datad Fune 20, 1997) requeming that the PCC
jssye 8 clarificetion that the twaffic in question is loca] and not
interstete. ALTS arpues In iis petition that “this clarification is
clearly in the Commizsian's (FCC) exclusive jurisdiction.” For
FCC legal mmhority, ALTS cites & 1920 Computer I FCC-
decislon which was s tpheld in the DC Cours of
Appeals in 1982 and egzin in 1984, Now thiat the grstes have
ruled the CLBCY wxy, the asyocixtion likely regrets having
requested this clarification from the PCC.

Why would the FCC befisye such Internet czlls are not local,
bt interstate? The PCC hes exempted this taffc fom
jnterstate access charpes for over & dacade. Why would an
exemption from jgterstate acoess charges be needed f the FCC
thought it was a Joeal call? Moreover #a the FCC's April 10-....
repart to Congress, (poragreph 106) the FCC said rthat ISPs “are
not entitled to veciprocal jon far terminating local
telegammanicatioos waffie.” However, the FCC explicitly did
not comment on whether CLECs that serve ISPe ave entitled to
reciprocal campensation for teminting Intemet traffic,  Thay
said that lasus was now before the FCC, ¥ ¥4 ¢
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