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Reciprocal Comp For IntemfeiWtOffio-Gravy Train Rmming Out Of Track 
(Fa r t V a f In temet Regvlarton I>cv1ew Series) 

Summary: In a clAsslc COM of wtat you see Si not oficessarily 
what you get, iovcfton thonld not expect tb« cetrent 
reciprocal eompenntiop smnfemcnt for Internet traffic to 
caadwic moeh past the end of the year. GiveQ that this issue 
is probably die single greatest opportunity for arbitrage lA tha 
wbole sector, ever 4.000 percoit In some Instaawsr TPG 
eaotions invtstors that this exnraordiaary arbttnge ^grsTT 
train'* \*ni naa act ef trscSt-probsJily this year. It is simply 
not suatoinaMe long^enn. 

Moreover, hivoston should not be lulled tmo a false sense of 
»«o«»4ty that 19 conMeuthre stHte public •aoHty eoiotuissiotB 
have mled (in a d ^ o p to a t^cent TedoBl Ccnjrt in Texas) that 
Internet scmc« pravider (ISP) tmffic iiossed Ottm^ a 
cofflpfltlThrQ local exchange carrier (CLEC) is e]as8i:Qed as a 
tocal cap. In tiM coning months, TPG eipects the FCC ttt 
trttntp ttaoM itate ̂ ecideu hf chirifriiy Aat internet tmiSc 
U indtrf httCTiri»tB. efitoethrriy feaaMit'ng it» teOtnl 
jnrtsdktidii flfver data or Intamet ,tniupoii, fjiteiprtteal 
ccmpfnsattcn is a rtgulaory atrangemait ythm heal telteom 
provkJtra pcty tach o ^ f a r "tht eosi" afteminattjtg the cedk 
rh^ arigfrwxe. h m6St eases, reciprocal emnpmsatton traffic » 
t\¥&-way ard tha largely o^Mtlng. Uomver, mo* 
Lrttmtl/data Xre^ u aiv-my. There it Uttle "redpraeal" 
about this arrmgemem It iajust a regulatoty eompemotian 
wtad/aUforCLECa/JSPi.) 

A Big Ditt! fifr bi-mlon} Ihls redpiQeel compensation 
axbitragB is a sigidfie^Bt part of the exntiiig "data growA 
enf^c" of many CLEC w i ISP bisbien modeM, 
Caosequait^, ioveaton need to be aware tbat ia aome (ostanocs, 
sbort'tenii projected resolts va^ be arttflciaRy *iiueed np," 
potentially pmidiog n tltqsion of fktter*thaii-rail Ions' 
tenn growth. The ffip side of Ihis problem is Aat reetprocal 
compensation fs a signlfleiMt and gnmine liabOtty, prim«rilf 
for tbe Buby Bdls. tt is growing at sueh a rapid m thit it 
conld be a significant ihreat to eammgs lonshly In 1999» if not 
fixed hy the FCC by then. 

Why the FCC WIBflxJt: First, reciprooel compensatioQ for 
Qoe-way Intemet trafSo is arguably ihe shtgie ercateat 
arbitrage opportunity and henoe. niarint diatmtioa In the 
telec«n 9ot»ar tttday. TPG flagged liiis intponant issue b onr 
April 6 "finterngt Regulation /Vevfew" buUwin u aJdn to & 
btY)ken bank ATM maddne tbat only allows wi4idrawals and 

ttkee no deposits. No other place in the s<etQT can eompaoies 
resp as much as a 4̂ 000 percent aibibage for tninimal, value-
added service. No cwnpetitive maricet, legal or illicit, can 
getierate such gargantuan athitrage. Only regulatory distortions 
can genmtolKs size arbitfage over an extended period of time. 

Second, this n rb in^ opportunity is'greitly contrtbatiog to an 
ttrtiftdal misaPgnneai of the market strDCtnre of thl5 newly 
emerging cmnpethtve voioe/dida niche. Reciproc^ 
compenfiation is driving suuiy allfancos, mergers ann 
ecctoisidonA t s purely legaiatoiy sod not economic or 
compedgve teasons. Thus, in some instances, an ISP is 
cunently an asset to a CLEC» but eonld become a serious 
liability without HK arbitrage of redprocal compensation. 
Third, h disconrttgei ocooonJeaDy sound fadlitieMheied 
local investment and inhibits the development of an eSicient 
eompetitivtt aiarkeL . K bas to pervterse efftct of tuniing 
customers from assets imo Itstnlities. Why would any 
eompedtor warn to win a customer if Aat customer wodd eo t̂ 
them mote in leeipraeal compensaikin tamioacing minutns man 
they could earn m revenne fimo diat customer? 

^ m to Esqitet From Ae FCQ Inveitors need to appreciate 
dfft tt is not that hard for (he FCC to & thia in the coming 
moirihs. ALTS, the agodation tepresoiting the CLECs, haa BO 
acdre petidon (<)3ta4 June 20, 1997) requecnng dutt die PCC 
issue a clarifie^Jon that the traffic hi question is local and not 
interstate. ALTSaiguesbiiispethionthat"Aisclarificadonts 
clearly in die Commission's (FCC) exclusive jurisdicrion." For 
PCC legal audiotity, ALTS oitea « IWO Computer II FCC 
decision whidi was snbseqtienily upheld in Qw DC Court ef 
Appeals in 1982 and egain ia 19(4. Now Aat the states hsvc 
Tuied the CLBCs' way, Ae association likely i^rets having 
tequested dds darificntian fiom dM PCC. 

Why would the FCC believe such bnemet colls are not local, 
bixt interstate? The FCC has exempted Ak insSBt: from 
interstate access charEBs fbr over a decade. Why would an 
exemption ftominteratatc access diatges be needed tf the FCC 
Aouriit a was a loeal call? Moreoverrin the FGG's Apiil ItJ-
report to Congress, (paragraph 106) the FCC said Aat ISPs "arc 
not eotided to ledprocal compensation fbr terminating local 
tdecommonicaiioaa traffic" However, Ae FCC explicitly did 
not comment on whether CLECs Aat serve ISPs are entitled to 
recipttical compeosatioa fin- teimaMting Internet trafflc. Tiioy 
said Aat Issue was now before t i* FCC. • • * • • 
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