
A new technology called  Voice over Internet
Protocol (VoIP), or Internet telephony, promises
an evolutionary leap beyond the standard
telephone service we have been accustomed to,
as well as a host of benefits for consumers. The
new technology transmits voice signals the same
way email is sent, using the Internet’s data-transfer
protocols to break conversations into digital
packets that can be sent on lower-cost, more
efficient “packet-switched” networks. That
innovation makes many other innovations
possible, from eliminating the distinction
between local and long distance calls, to easily
maintaining several telephone numbers in a
single account, to sorting and storing voice
messages on your computer.   Internet telephony
requires consumers to have broadband Internet
connections, which would be an added bonus
for the information economy as a whole. Since
Internet telephone service may hold great appeal
for consumers, it could become a “killer
application” that spurs more rapid adoption of
broadband Internet service in U.S. households,
which will in turn help spur efficiency gains
throughout the economy.1

Perhaps the most important bonus, however,
is the fact that Internet telephony opens

telephone service up to competition as never
before. Just as consumers can choose from
scores of email service providers, they can also
choose from a growing field of Internet
telephone service providers. Yet, because
Internet telephony performs the same basic
function for consumers as traditional telephone
service (though, with advanced new features), it
is being tangled up in a complicated telecom
regulatory system—which was originally
designed for the era of local phone monopolies,
when a single company controlled the wire
tethered to your house.

State public utility commissions have been
taking steps to impose price controls, rules for
market entry and exit, and taxes on Internet
telephony on the theory that the old telecom
regulations should naturally apply to a new
generation of telephone services. This makes no
sense, both for the obvious reason that there
are not likely to be monopolies in the Internet
telephony business, and because it needlessly
creates a balkanized patchwork of state
regulations when cohesive federal oversight of
the new industry would be far more appropriate.

Internet telephony requires a new regulatory
framework—a streamlined set of federal
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guidelines geared to the more competitive
telephony marketplace enabled by VoIP.
Government should not regulate prices or set
market entry rules for Internet telephony as it
did in the era of local telephone monopolies.
But it will still need to guarantee consumer
protections and ensure the necessary access for
law enforcement to monitor telephone
conversations in criminal and homeland security
investigations. In the near term, government will
also need to manage the transition to an all-VoIP
broadband world by addressing legacy issues
such as universal service and access charges.

The Federal Communications Commission
(FCC) recently took an important first step
toward establishing the right regulatory model
when it asserted preemptive federal control of
VoIP services, ruling that the Minnesota Public

Utilities commission could not impose state
regulations applicable to traditional telephone
service providers on Vonage, a VoIP services
company.2 But now, Congress and the FCC must
take further steps to reform our outmoded
telecommunications regulatory system for a new
era of technological competition. Specifically,
they should:

! Develop a new system for classifying
advanced telecommunications services so
they can be appropriately regulated
according to the functions they offer
consumers;

! Preempt state powers to exercise traditional
utility-like regulations over VoIP, as the FCC
did in its recent Vonage decision;
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! Ensure regulatory parity among Internet
telephony providers that use the North
American numbering plan (the system that
assigns and manages telephone numbers)
and that act as substitutes for traditional
telephones;

! Monitor carefully any violations of neutrality
on the Internet so that service providers do
not discriminate against particular types of
content, applications, or services;

! Exempt Internet telephony services from
regulations dealing with market entry, price,
rate of return, reporting obligations, service
quality, and terms of service;

! Reform universal service significantly, which
includes eliminating the legislative
requirement that rates in high-cost areas be
comparable to rates in other areas and taking
other steps to lower the costs of universal
service payments;

! Require Internet telephony services to pay
into the Universal Service fund (USF), but
require that those contributions support the
expansion of broadband telecommunica-
tions networks, not maintain the PSTN;

! Reform the dysfunctional access charge
system, whereby phone companies pay
other phone companies to access their local
networks;

! Include VoIP and broadband services in the
Internet Tax Moratorium, including a mora-
torium from federal telecommunications
excise taxes;

! Provide the industry with a reasonable
period of time to develop an adequate
Internet-based emergency response system
(known as an “E9-1-1 system”) before
requiring compliance;

! Require Internet telephony service
providers to inform customers when their
services have significant limitations
compared to traditional telephone services
(such as power and E9-1-1 limitations); and

! Require that Internet telephony services be
accessible to law enforcement, but do not
subject VoIP applications to requirements of
the Communications Assistance for Law
Enforcement Act of 1994 (CALEA), which
governs law enforcement’s access to the
circuit-switched telephone system.

What is VoIP?

The structure of the wireline telephone
network has not fundamentally changed since
Alexander Graham Bell invented the telephone
130 years ago. Calls travel along dedicated phone
lines and are switched in various places to
maintain an electronic circuit leading from the
phone where the call is made to the phone with
the number being called—hence the phrase
“circuit-switched network.” While digital
technologies have increased the functionality of
the phone system, any intelligence in the system
is largely engineered into the circuit switches of
the telephone company’s central office.

Contrast that to the broadband Internet
world. Consumers use a computer to type an
email that is then separated into digital packets
(groups of ones and zeros) that are transported
via a broadband “pipe” onto high-speed
backbone networks. The packets are then
reassembled at the destination account, which
can be configured for access from any Internet-
connected computer anywhere in the world.
Packet-switched networks carry many data
packets at once, allowing them to accommodate
significantly more traffic more efficiently than
circuit-switched networks. This means that
VoIP services cost less than traditional circuit-
switched telephony, both for facilities-based
competitors (companies that own physical
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networks) and non-facilities-based competitors.
Moreover, the output is in digital packets, so
intelligent software in the consumer’s computer
or in the consumer’s Internet service provider
(ISP) can allow the management of calls in a host
of creative ways.

As broadband networks have become more
ubiquitous, and computers and software more
powerful, companies have begun to provide a
wide range of Internet voice applications. Some
instant message systems allow voice messages.
Online gaming applications allow gamers in
different locations to talk to one another as they
play. New, free peer-to-peer software systems,
such as Skype, allow users to engage in voice
communication with each other as long as they
both have the Skype software on their
computer.3 Pulver’s Free World Dialup service
is similar.  And other applications, such as Apple
Computer’s iSight, let users with small video
cameras mounted above their computer screens
make full-motion video conference calls. While
these applications allow voice to be transmitted
via the Internet, they differ from Internet
telephony in that VoIP is a substitute for
traditional telephone service, as it employs
telephone numbers that allow users to call or
be called by any phone number in the world.4

Internet telephony works by either using an
Internet-enabled telephone or a packetizer
device connected to a regular phone. Both
convert voice signals into digital bits that are
sent through a broadband modem through a
packet-switched network to another phone.5

When the first VoIP applications for PCs
emerged in late 1996, the quality was poor.  As
computer processing and network speeds have
increased, however quality has improved
significantly—to the point where in many cases
it can successfully compete with voice-grade
circuit-switched service. As a result, start-up
companies, such as Vonage and Net2phone, have
jumped into the market. Within the last year,
AT&T,  Verizon, and other telecommunications
companies have rolled out their own consumer

VoIP offerings.   A typical package lets users make
unlimited local and long-distance calls within the
United States for $25 to $30 per month.

VoIP is not only cheaper than traditional
telephony, it also offers consumers a variety of
innovative features—including, Web access to
real-time information on their usage and phone
call records; the ability to keep the same phone
number when a consumer moves; multiple
phone numbers on a single account; auto-dial
phone book and voice dialing; automatic or
customized voice forwarding; email alerts for
new voicemail messages; access to voicemail
messages from the Web and the ability to
forward voicemails as email attachments;  “locate
me” services that forward calls to a group of
phone numbers, either sequentially or all at once;
easy conference calling; and do-not-disturb
capabilities based on particular time slots or
even particular people. (For example, parents
could access an online program to turn off the
phone in their teenager’s room every night at
10:00 p.m., or they could prevent the family
phone from ringing after midnight except if the
call is from their aging parents.) Notwithstanding
these advantages, currently some VoIP services
have several drawbacks. Since VoIP runs
through broadband lines, early-generation
Internet telephony services may not work in
power outages, may not provide location-specific
9-1-1 access, and may have slightly lower voice
quality—issues that VoIP service providers are
working to overcome.

The lower cost and increased functionality
of VoIP technology has spurred its growth,
particularly among more expensive overseas
traffic.6 In some Asian countries where there are
higher rates of broadband penetration, VoIP is
growing rapidly. For example, Yahoo! Japan,
which has more than 2 million customers, is
packaging VoIP along with its traditional content
portal and broadband service. In Europe, VoIP is
used to some degree by almost one-fifth of all
companies.7 Domestically, a growing share of
companies have moved to VoIP. In-Stat/MDR, a
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market research firm, predicts that the
proportion of U.S. businesses using VoIP will rise
from the current level of 2 percent to more than
19 percent by 2007.8 McKinsey Consulting
estimates that at current trends in the adoption
of both broadband and VoIP, 10 percent to 20
percent of residential users in Japan, the United
Kingdom, and the United States may switch from
traditional telephony to VoIP by 2010.9

Policy Issues

To realize the great potential of VoIP, it will
be critical for policymakers and regulators to
create the right regulatory and tax framework.
Given that telecommunications remains one of
the most regulated and taxed sectors of the
economy, there are a host of public policy issues
surrounding VoIP.

Regulatory Classification

Perhaps the most basic issue is determining
how VoIP should be classified for regulatory
purposes. Some argue that VoIP should be
classified like email, which is in the lightly
regulated Title I Information Services group
(services that ride on top of a telecom service).
Others argue that Internet telephony is
functionally similar to standard telephony, so
it should be classified the same way—in the
more heavily regulated Title II group of
telecommunications services (the basic
transmission facilities used for traditional phone
service).10 Still others argue that it is time for a
new classification system.

It is important to distinguish between two
different kinds of  VoIP services: those that use
telephone numbers assigned through the North
American Numbering Plan, and those that do
not.  The latter services, such as instant voice or
video messaging, gaming, and peer-to-peer
systems, are much more like email than phones.
They use Internet protocols and connect people
using similar computer equipment, not

telephones. Thus these types are not
substitutes for standard telephones.  The robust
competition in applications like email allow
them to be classified in the Title I designation.
The Progressive Policy Institute (PPI) believes
that VoIP services that do not rely on the North
American Numbering Plan should be designated
Title I and therefore not subject to Title II
regulations—including law enforcement access,
universal service payments, price regulation, FCC
approval for acquiring or building new lines,
unbundling of lines, and network access fees.  This
was the thinking behind the FCC’s early 2004
ruling that, since Pulver’s software-based VoIP
service does not rely on telephone numbers, it
should be a Title I information service.11

Determining the appropriate regulatory
designation for VoIP services that are full-fledged
substitutes for wireline circuit-switched phones
is not straightforward.  These Internet telephony
services are not exactly like regular phone
service, but neither do they fully resemble email.
Even so, a number of state public utility
commissions have classified or tried to classify
VoIP providers as telecommunications providers,
in part because their laws provide them with
very little flexibility. For example, if a company
offers voice services in California, it automatically
triggers a multitude of requirements, because
state laws do not differentiate between VoIP and
traditional telephone service.  At the federal
level, there are proposals for how VoIP should
be classified, which include designating Internet
telephony as either Title I, fully regulated Title II,
lightly regulated Title II (with the FCC using
discretion to selectively apply much of the usual
regulation), and development of a completely
new title.

In determining the appropriate regulatory
framework for Internet telephony, it is important
not to shoehorn new applications into old
categories.  The best way to approach VoIP is
from a pragmatic perspective, carefully
examining which regulatory requirements make
sense and which do not.  Assigning Internet
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telephony to Title I does not give the FCC the
authority to deal with issues such as universal
service, while assigning it to Title II risks imposing
unneeded legacy regulations.12 One approach
has been offered by Reps. Rick Boucher (D-Va.)
and Cliff Sterns (R-Fla.) in their Advanced Internet
Communications Services Act of 2004 (H.R.
4757), which would create a new title for comm-
unications services like VoIP and assign it some
regulatory responsibilities while limiting
others.13  While this legislation may be too
broad, possibly leading to FCC regulatory
authority in applications like instant messaging
and gaming, it is on the right track in creating a
unique category for Internet telephony.

Regulatory Parity

Another overarching issue is the question
of whether different kinds of voice services
should be regulated the same way. Regulatory
parity is an important principle (although one
that is almost always invoked in the service of a
particular economic interest), but it should not

automatically trump
other principles, such
as promotion of
innovation.

Some argue that
particular kinds of
VoIP providers—
such as new, small, or
rural providers—
should be regulated
more lightly than
larger incumbent
ones. However, given

the importance of allowing the market to
determine the best VoIP offerings, all Internet
telephony providers—including facilities-based
and non-facilities-based firms—should be subject
to the same minimal regulatory requirements.

The issue of regulatory parity between
providers of VoIP and circuit-switched services
is not as clear-cut as the issue of regulatory parity

based on size or location of companies.
Proponents of regulatory parity argue that
regulating VoIP more lightly could artificially put
PSTN at a competitive disadvantage.  Yet, there
may be compelling reasons to favor new
technologies, as they often have significant
positive spillover effects that benefit society.  In
this case, robust adoption of VoIP could be a killer
application that drives adoption of broadband
Internet services, which in turn would lead to
productivity gains and broader economic
growth. Moreover, it is not as if regulatory parity
is the norm today. In fact, telecommunications
regulation is more frequently characterized by
regulatory disparities.14 For example, residential
circuit-switched telephone systems benefit from
a host of universal service subsidies, while the
wireless and broadband/VoIP networks
generally do not.  As a result, there are
compelling reasons not to subject VoIP services
to the same tax and regulatory requirements
faced by the circuit-switched network.

Net Neutrality

The promise of a competitive telephony
marketplace is contingent on competitors being
able to offer VoIP services to customers using
broadband connections provided by other
carriers. In theory, this should not be a problem,
since broadband networks are open—
consumers can run any legal Web application
and hook up any device to the Web (such as a
video game console or Internet phone). If these
broadband networks stay open, the marketplace
should enable a significant number of VoIP
providers, creating competition and plenty of
choices for consumers. Some have argued,
however, that broadband service providers have
an incentive to structure their networks to
either exclude or disadvantage some
applications, or to ensure that their own
applications are given preference. But there is
no evidence that facilities-based broadband
providers are structuring their networks to put

“Congress and the FCC
should continue to

signal that net
neutrality is a critical
public policy concern

that will prompt strict
action if violated.”
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competitors’ applications at a disadvantage.15 In
fact, a coalition that includes some facilities-
based broadband providers has signed onto a
set of principles to keep their networks open
and to allow consumers to run any legal
application, access any content, run any device,
and be informed of any limitations.16 Some
conservatives argue that broadband providers
should be able to do virtually anything they want
with their networks since they own them.
However, PPI strongly disagrees; we believe that
network providers should keep their networks
open and neutral as a matter of public interest.

Congress and the FCC should continue to
stress net neutrality as a critical public policy
concern that will prompt strict action if violated.

Net neutrality refers to the principle of
broadband providers not discriminating against
packets that travel over their networks.17 Some
broadband providers, however, have indicated
that, in order to ensure a higher quality of service
for their proprietary VoIP offerings, they may
contract with Internet backbone providers to
give higher priority to their customers’ VoIP
packets—essentially creating a virtual private
network.  Their email traffic, as well as
competitors’  VoIP offerings, would continue to
travel on the public Internet at whatever speeds
are available. While companies should not be
precluded from paying more to ensure a higher
quality of service for their own  VoIP services, it
will be important for regulators to monitor the
effects this practice will have on competition.
The effects may, in fact be minimal or non-
existent with  VoIP that requires modest amounts
of bandwidth. If Internet-based video telephony
becomes widespread, the ability to provide a
dedicated private network for certain streams
of data has the potential to be an unfair
competitive advantage.

Economic Regulations

When wireline phone service was limited
to one provider (usually a Regional Bell

Operating Company), economic regulations
were needed. Without them, monopoly
providers could raise prices and engage in anti-
competitive behavior. Given net neutrality,
however, there is every reason to believe that a
vibrant and competitive market will emerge for
Internet telephony services.

In a competitive marketplace, the
traditional justification for regulations
dealing with market entry, price, rate of
return, reporting obligations, service
quality, and terms of service makes little
sense. Competition and the desire to gain more
consumers will keep prices low and service
quality high. But, even in a competitive
marketplace, consumers will still need
protection from deception, fraud, and
other unfair practices.

Regulators will, however, have to carefully
monitor the VoIP marketplace during the
transition from traditional telephone service.  At
some point in the future, most consumers will
have likely switched to  VoIP, but some will stick
with what they have. In order to cut the costs of
maintaining both a broadband network and a
public-switched network, incumbent local
exchange carriers (ILECS) may require
customers to switch to VoIP phones, then run
VoIP traffic completely through packet-switched
networks, without charging customers for
broadband.   These customers would experience
very little change in service even though they
are using a VoIP phone. If they do not have a
computer, however, customers will not be able
to buy VoIP service online, giving them fewer
choices. If VoIP prices are unregulated, it is
possible that ILECs could raise prices for phone
service to this class of customers. If this happens,
regulators may want to step in and end this
practice.

Universal Service

Perhaps the most contentious and high-
stakes policy issue related to Internet telephony
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is that of universal service. Universal service
consists of the traditional system of cross-
subsidies that collectively makes up the
nation’s commitment to provide access to
telephone service for all Americans. The
funding system supports three main types of
users: 1) telecommunications providers in

locations that are
costly to serve (such
as lightly populated
rural areas); 2)
schools, libraries, and
rural health centers;
and 3) low-income
persons. Universal
service has been
funded by a mixture
of implicit subsidies
(for example, long-
distance access
charges that are
higher than their

actual cost to providers) and explicit subsidies
(universal service charges on local phone bills).
Currently, at the federal level, approximately
$6.5 billion per year is paid directly into a USF,
and an unknown amount of support is buried in
access charges. States provide another $1.9
billion annually in direct funds for universal
telephone service.

Most economists agree that implicit
subsidies lead to considerable market
distortions.  Even without the emergence of  VoIP,
the current universal system is not sustainable
since a large share of universal service is
supported by long-distance telephone access
charges paid to local carriers, particularly in high-
cost rural areas. As long-distance wireline calls
are displaced by a combination of email, instant
messaging, cellular phones, and increasingly VoIP,
the volume of circuit-switched long-distance calls
and the universal service taxes it generates will
decline even more. As a result, unless
policymakers undertake fundamental universal
service reform, any effort to apply universal

service obligations to  VoIP services will burden
this new service with extremely high costs.

Payments from the Universal Service
Fund to Telecom Providers

The increased pressure on the USF is due
to the significant rise of universal service
expenditures during the last decade—and these
expenditures are expected to continue to grow.
This is not surprising, given that there is little
accountability in the system and few incentives
for high-cost carriers to take meaningful steps
to lower rates. (For example, these companies
could merge or provide lower-cost services, such
as wireless, to customers in high-cost areas.)
Meaningful universal service reform should
therefore focus on reducing federal costs, and
policymakers should take the following three
steps.

1. Allow prices in high-cost areas to be higher than
prices in lower-cost areas.

The 1996 Telecommunications Act affirmed
the principle that telecom prices in high-cost
rural areas should be roughly equivalent to prices
in lower-cost urban areas.18  Yet, in no other
sector of our economy do we expect urban and
rural prices to be equivalent. For example,
housing (clearly a critical commodity) is 70
percent more expensive in the suburbs of large
metropolitan areas than in rural areas, and yet
we do not have a national universal housing
access program that increases rural residents’
property taxes to lower suburban residents’
property taxes. Some will argue that high urban
rates benefit urban residents because they can
call rural telephone users. But the marginal
benefits of being able to call a few more people
do not necessarily make up for the costs involved.
Besides, if this were true, the FCC could impose
a tax directly on calls to rural numbers. We
should recognize that modest increases in rural
telephone bills phased in over a number of years

“Unless policymakers
undertake

fundamental universal
service reform, any

effort to apply
universal service

obligations to VoIP will
burden this new

service with extremely
high costs.”
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is acceptable public policy.  That would go a long
way in reducing the pressure on the USF.

Reducing universal service payments,
particularly through significant reduction of
access charges, would result in higher rural rates
if offsetting revenues were not created. But rates
in many high-cost rural areas could increase
considerably, while remaining quite affordable
for most consumers. For those low-income
households where price increases are a burden,
federal low-income support programs (such as
Lifeline and Link-up) could be expanded so that
no one will lose phone service due to these
reforms.

2. Congress and the FCC should take steps to
reduce unnecessary universal service payments.

There are several steps the federal govern-
ment could take to limit universal service
payments without leading to higher prices for
primary telephone service. First, they could make
clear that second lines do not qualify for support.
Universal service is designed to provide basic
affordable telecom services to rural residents,
and second lines go beyond basic service.19

Second, the FCC could limit payments to
multiple providers in the same geographic area,
designating as eligible only a single carrier of
last resort, required to serve everyone. Such
designations could be made through a reverse
auction with the lowest bidder gaining the right
to receive the subsidies. In the quest for
ubiquitous competition, the federal-state board
overseeing the USF has made competitive
communications carriers eligible for universal
service subsidies, even though incumbent
providers are also serving these same high-cost
customers. As a result, payments to these
competitive providers have increased from
around $250 million to $500 million in the last
year, in part because competitors are increasingly
classified as qualified providers.

Third, the FCC could cap the fund at current
levels and move away from a guaranteed rate of

return for rural carriers, which would give them
an incentive to cut costs, merge with other
carriers, and raise retail rates.  There is no reason
why the fund should support extremely small
rural carriers with much higher operating costs
than if they merged with other carriers.

Fourth, given that  VoIP is cheaper than
circuit-switched telephony, the FCC could
require that schools and libraries qualifying for
the E-rate telecommunications subsidy use  VoIP
services.

Finally, Congress and the FCC could
structure the universal service program so states
assume more of the burden. If a state wants to
lower costs for its rural residents, it is only fair
that its urban customers bear some of that
burden. States could either spend general fund
monies or institute a subscriber line charge
higher than the national rate.

3. Any universal service payments made by VoIP
services should support the build-out of
broadband telecommunications, not the PSTN.

As discussed below, there are several
reasons why VoIP services should be required
to pay into the USF. However, using these
revenues to support the 20th century circuit-
switched network will only delay that transition
to a robust, packet-switched broadband network
for the 21st century.  As former FCC
Commissioner Reed Hundt stated, the current
debate about VoIP and subsidies is as if
“government responded to Henry Ford’s new
invention of the automobile by discouraging the
construction of roads and, instead, taxing cars in
order to subsidize canals and railroads.”20

However, given that the costs of VoIP services,
not including broadband, do not differ by
geography (while the costs of broadband services
do), and given that VoIP services are likely to be
extremely affordable (especially for fixed-calling
service packages), there appears to be little
reason to subsidize VoIP services, even for low-
income households.21 To the extent that
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affordability is an issue, regulators could extend
programs such as Lifeline and Link-up to VoIP
users.

While VoIP is likely to be very affordable,
the cost of the underlying broadband service can
be more expensive and may vary by location.
Yet, universal broadband service has important
economic benefits for the nation—including
fostering rural development, among other things.
As a result, VoIP universal service revenues
should be used to support the deployment of
broadband telecommunications, particularly
higher-speed broadband, to high-cost areas.
Regulators could decide how to allocate these
funds on the basis of a reverse auction. Broadband
providers would bid on serving customers in
high-cost areas with the lowest price-per-
customer bids qualifying to receive universal
service subsidies.

Contributions to the Universal
Service Fund

As consumers choose a variety of telecom
services beyond regular circuit-switched
telephony, there is considerable debate about
whether VoIP should be subject to universal
service obligations.

We believe that, for the foreseeable
future, VoIP service providers using the
North American Numbering Plan to
assign phone numbers should contribute
to the USF—at least until most
households subscribers to VoIP.

The issue of timing and managing the
transition to a fully packet-switched network is
one that should be taken into consideration.
Once most Americans have switched to VoIP,
these services will be considered simply
additional Internet applications, like email.  At
that point, VoIP service providers should not be
required to contribute to universal service.   At
that time, though, it may be appropriate for
broadband firms to pay into the USF, provided
that the revenues are used to support the

deployment of high-speed networks and not
PSTN. While some argue that broadband
services should pay into the fund today,22 given
that approximately 20 percent of the population
has broadband, subjecting it to universal service
obligations would increase the cost of
broadband and reduce its growth rate.

While VoIP services that use the North
American Numbering Plan should pay into the
USF, it is less clear how they should contribute.
The contribution could be based either on
phone numbers (a fixed charge per phone
number) or as a tax on the monthly bill. Each
has its advantages and disadvantages.  While a
per-number approach is easy to administer, it
could reduce the functionality inherent in VoIP—
for instance, the ability to maintain multiple
numbers on the same account. One solution
would be to assess a lower USF on second
numbers.  A per-number approach might also
allow some companies to avoid their fair share
of taxes if they use one number with multiple
extensions.  The FCC could account for this by
imposing some share of the standardized USF
fee on each extension.  The advantage of the
monthly bill tax is that it is more progressive—
higher-income households consume more
telecom services—and it does not discriminate
against households with multiple phone
numbers. But a major disadvantage is that it could
be difficult to administer, as determining the cost
of VoIP services that come bundled with other
features could be quite complex.

Access Charge Reform

A key aspect of the universal service debate
concerns charges paid by long-distance carriers
(including wireless carriers) to access local
PSTNs. Regulators have kept local telephone
rates low by authorizing a higher-than-cost
access fee that long-distance carriers must pay
to connect calls to local networks, including
significantly higher costs to connect to many
rural networks.23 As wireline long-distance calls
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decline and as universal service costs increase,
the system is coming under increasing cost
pressure. In addition, because access charges
differ according to type of company, size of
company, and geography of the call—and often
bear little or no relation to the underlying cost
born by the carrier being compensated—this
system of implicit charges not only distorts
markets, but makes it difficult to track exactly
how much is spent on universal service.  This is
why the 1996 Telecom Act gave the FCC the
ability to fund universal service directly and
explicitly through a federal USF.  While the FCC
has taken some steps in this direction, it has not
implemented comprehensive reform, in part
because of opposition from particular players in
the industry, especially politically powerful rural
carriers.24

There is agreement among most players that
federal and state access charges should be
reduced and made uniform, and, to the extent
justified, that the revenue losses should be made
up by adding universal service charges to
customers’ monthly telephone bills. The devil,
though, is in the details.25

We believe that the FCC should
expeditiously lower interstate and
intrastate access charges and require
that all calls (wireless, VoIP, and long
distance) be charged the same lower rate.
To make up some of the revenue loss, the
FCC should increase the per-line
subscriber line charge.  To limit the effect
on low-income households, this increased
charge should be waived for these
households.

In the interim, there is still the question of
whether VoIP calls should be subject to the
current dysfunctional access charge regime. In
order to understand this, it is important to note
that there are several ways a VoIP call can be
made. First, calls can originate and terminate on
VoIP phones, without being routed over the local
circuit-switched telephone network. Such calls
should be treated like an email and not incur

access fees. Second, calls can originate and
terminate on the circuit-switched network, but
run over the IP backbone, without adding
additional information and functionality. Such
calls, according to a recent FCC ruling, are
considered telecommunications services and
subject to access charges. Finally, calls can
originate on a VoIP phone, travel through an IP
backbone, and be delivered by a local telephone
company over the PSTN.  The FCC is currently
reviewing whether this kind of call should
trigger access charges.

One challenge in treating different types of
calls differently is that there is currently no way
to distinguish calls that come from a VoIP
provider versus those from a PSTN provider.
While it is technically possible for VoIP
providers to label their calls, it is not clear
whether the effort is worth the expense.

The national interest demands accelerating
the transition to a fully packet-switched network
that is better suited to our 21st century needs
than the old public-switched network. But, with
so many incumbent service providers and
upstart players on the field, there is no clear
agreement on that principle. Some argue that
making the new VoIP service participate in a
broken funding system makes little sense, and
that exempting VoIP providers would not only
increase pressures for access charge reform, but
also spur adoption of  VoIP that keeps prices
low. Others counter that exempting  VoIP
services would be unfair, because it would
“artificially decrease demand” on the PSTN.26

Still other proponents argue that forcing  VoIP
providers to pay gives them an incentive to
encourage more customers to switch to VoIP
so they can avoid access charges altogether.

PPI believes the ideal solution would be for
the FCC to take quick action to dramatically
reduce access charges. Failing this, if VoIP
providers can develop a system to indicate the
call as IP-originated, the FCC could require that
VoIP callers pay access charges, at a significantly
lower rate more closely aligned to true costs.
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Taxation

Telecommunications is one of the most
heavily taxed consumer items; only alcohol and
tobacco have higher taxes.  As we move into a
world where most consumers will use VoIP to
make telephone calls, there is a fierce debate
about whether states and the federal government
should apply the tax regime of the circuit-
switched world to VoIP.   In 1998, Congress passed
the Internet Tax Moratorium, which covers
Internet access charges.27 But as Congress
debated the reauthorization of the act in 2004,
there was considerable disagreement about
extending the moratorium to VoIP and
broadband.

Opponents of applying the moratorium to
online services argue that it is unfair to tax
certain types of telecommunications services,
like the telephone line. That argument is
somewhat of a red herring, since these
distinctions are made all the time—for example,
states exempt most services from sales taxes.
Similarly, the choice of what to tax should be
based on sound public policy reasons, not just
the fairness argument.

Opponents also argue that the Internet
and broadband are merely consumer services,
no more important than such services as cable
television, telephone service, or energy, all of
which are taxed. However, this represents a
fundamental misreading of the Internet.
Internet users do engage in “consumption”
activities when they read websites or play
games. But, what many have not appreciated
is that the Internet turns users into what
futurist Alvin Toffler termed “prosumers”—
consumers who are part of the production
system. For example, when consumers buy an
airline ticket or pay a bill online, they
substitute for a travel agents or bank clerks.
When they buy music online, they substitute
for CD manufacturers. These self-service
prosumers, who use Internet access and
broadband services as equipment to be

productive, are a key part of the productivity
boom in the digital economy.

Tax policy favors investment by businesses
because governments want to stimulate capital
investment.  At the very least, tax policy should
not penalize productive investments made by
prosumers.28 To the extent that VoIP is a killer
application that will drive the deployment and
adoption of high-speed broadband, it is an
application that policy should support, not
discourage. As a result, VoIP and broadband
should be included in the Internet tax
moratorium, including a freeze on the federal
telecommunications excise tax on VoIP services.
The moratorium should be temporary, however,
because at some point—when most telephony
is on the Internet and most Americans have
broadband—it may make sense to tax
broadband services and use a portion of the
revenues to fund a universal service program to
help low-income Americans afford broadband.

Other Social Obligations

Telecommunications is a regulated industry,
and thus is required to meet a number of social
obligations, including offering 9-1-1 emergency
services, providing access for the hearing
disabled, and giving law enforcement proper and
authorized access to telephone traffic.

9-1-1 Emergency Service

Currently, 9-1-1 services automatically
identify the originating addresses of phone calls.
However, with  VoIP, consumers can move their
telephone and phone number to any location,
as long as they have a broadband connection
and the hardware to make VoIP calls.  As a result,
when  VoIP users call 9-1-1, responders may not
automatically get the correct location
information.

The telecommunications industry is working
on this challenge.29 The FCC should provide the
industry with a reasonable period of time to
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develop an adequate 9-1-1 system before
requiring compliance. Until then, providers
should be required to inform consumers if their
VoIP services do not offer 9-1-1 service
comparable to their traditional service.

Power

Since VoIP services rely on power to the
phone, modem, computer, and even the
neighborhood network (in the case of cable), a
loss of power will temporarily disable the
service. Many consumers may not be fully aware
of this limitation, just as many do not recognize
that the local phone remains powered, in many
cases, if there is a power outage.  The FCC should
require VoIP providers to inform customers of
this limitation.  The industry is working on long-
term solutions to these power issues, such as
providing battery-powered backups. Many
residential  VoIP services also provide “follow
me” or forwarding services that enable
consumers to remotely forward their calls to a
wireless phone or other device, which can be
beneficial in times of a power outage or phone
line disconnection.

Law Enforcement Access to
Networks

In the 1990s, as telecom networks were
converted from analog to digital, the law
enforcement community worried that they
would have difficulty legally accessing
telecommunications traffic.  As a result, Congress
passed the Communications Assistance for Law
Enforcement Act (CALEA) requiring Title II
telecommunications providers—not Title I
providers—to structure their networks for law
enforcement access. As we move into a VoIP
world, law enforcement is once again concerned
that they have access to traffic necessary in
criminal investigations or national security
situations. Recently, the FBI proposed that  VoIP
providers be required to comply with CALEA.

Opponents of applying CALEA to VoIP argue
that, while VoIP providers are complying with
all legitimate law enforcement requests, a
requirement to comply with CALEA’s design
mandates would place an unwieldy burden on
technological innovation.  They also point out
the original congressional intention was not to
exclude Internet-based services in CALEA. Even
in a post-Sept. 11, IP-enabled world, PPI believes
that law enforcement should have access to all
electronic communications traffic, including Title
I. The issue is how to meet these demands
without stifling innovation. In August 2004, the
FCC announced a proposed rule that would
address law enforcement access to VoIP services.
Virtually all providers of Internet telephony have
already committed to opening their networks
to law enforcement. The nature of Internet
architecture is not the same as the circuit-
switched telecommunications architecture;
therefore, VoIP providers may not be able to
provide exactly the same functionality to law
enforcement as they would under Title II
services currently covered by CALEA.  There
may be other benefits from VoIP though, including
making it easier for law enforcement to gain legal
access to voice traffic.30 As a result, while Internet
telephony providers should provide law
enforcement with a decoded bit stream and/or
list of dialed numbers, they should not be
required to comply with the terms of CALEA
that were designed specifically for the circuit-
switched network.

Addressing other VoIP services, such as
Pulver and Skype, or even voice instant
messaging, is more problematic. For example,
given the fact that Skype is not based in the
United States, it is unclear whether the federal
government would have jurisdiction over
them. Given that consumers will soon be able
to access hundreds, if not thousands, of voice
applications—including instant messaging,
gaming, and email—expecting everyone to
comply with CALEA requirements would place
a significant burden on the technology industry
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and hamper innovation.  This is one reason why
the FCC ruled that Pulver’s Free World Dialup
is an information service, not subject to telecom
rules or CALEA.31 The best way for law
enforcement to track this traffic is at the ISP level,
and law enforcement will need additional
resources to develop the technological means
and skills to monitor Internet traffic more
effectively.

Federal-State Roles

As with almost all issues involving e-
commerce and the Internet, the appropriate
locus of regulation is at the federal level, not
the state. With services that are inherently
interstate (and even international), where
service providers in one state sell a service
to customers in all 51 jurisdictions, a
patchwork of 51 regulations makes little
sense—whether the regulations cover VoIP
or other telecom issues such as Spam, privacy,
or Spyware. But this is particularly true with
respect to  VoIP,  because interstate calls are
likely to be routed through multiple states and
consumers can take their phone numbers and

service with them as they move from state to
state. Even so, several states, including
California, Minnesota, and New York, have
attempted to assert jurisdiction over VoIP and
others are expected to follow.32 On November
9, 2004, the FCC correctly ruled that Vonage, a
leading Internet telephony company, is not
subject to state utility regulations, but instead is
subject to federal rules, since VoIP services are
interstate in nature. The decision applies to all
VoIP providers.

Conclusion

If the late 1990s were characterized by
irrational (or at least premature) exuberance
for the innovative promise of the IT revolution,
the last few years have been characterized by
the opposite trend: an irrational pessimism
about the long-term benefits of IT, and the
Internet in particular.   As public attitudes settle
on a more realistic middle ground and new
innovations spur growth, one driver of
continued progress will be VoIP.   It is critical
that our legal, regulatory, and tax systems not
hinder that transition.
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