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The purpose of this letter is report an ex-parte oral contact
between the undersigned counsel, representing the American Public
Communications Council ("APCC") and a Commission staff member. On
June 24, 1992, the undersigned counsel met ,with Ms. Charla Rath,
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ISSOU au.a". !'O
UJlBOIIDLIIIG or L.c PUBLIC PADRO..S

A number of issues and concerns have been raised as a result

of the petition for declaratory ruling filed by the Public

Telephone Council ("PTC") regarding "unbundling" of Bell Operating

Company ("SOC") provided pay telephones. l The PTC petition seeks

a declaratory ruling that BOC pay telephones are customer premises

equipment ("CPE") under the regulatory policies of the Federal

COJllJDunications Co_ission, and therefore must be unbundled from the

associated local exchange service and removed from the local

exchange rate base. While the PTC petition focuses primarily on

the payphones operated by the BOCs, the proposed unbundling

requirement logically would apply, and should apply, to all local

exchange carriers ("LECs"). The pUrPOse of this memorandum is to

(' address some of the issues that have arisen regarding the effect

that granting PTC's petition would have on the pay telephone

industry, state regulatory authority, and on consumers of telephone

service.

The issues raised are important, but fortunately, there are

precedents for addressing them. Very similar issues were raised

and successfully addressed by the Federal Communications Commission

and stat. public utilities commissions (PUCs) following the

original Computer 112 ruling that "unbundled" and detariffed other

I In the Matter of the Public Telephone Council, Petition
for Declaratory Ruling thAt Bell OR.rating Company Pay Telephones
are CUstomer Premise. Equipment for Regulatory Purposes, filed
JUly 18, 1988.

2 Second Computer Inquiry. Final Decision, 77 FCC 2d 384,
on reconsideration, 84 FCC 2d 50 (1980), further reconsideration,
88 FCC 2d 512 (1981), ,ff'd sub nom. Computer and Communications
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carrier-provided CPE. Therefore, in addres.ing the unbundling of

pay telephones, the Commission will not be writing on a blank

slate. By successfully addressinq .imilar issues in implementing

Computer II, the co_ission has shown that there are proven methods

for dealing with the concerns raised.

I. MClGIOUID

The basis for PTC's petition is that in today's environment

there is no legitimate basis for continuing to treat carrier

provided payphones as a special category of equipment that is

exempt from the Commission'S Computer II rules. In an earlier

rUling, Tonka TOOlS,' the Commission ruled that carrier-provided

pay telephones were not "CPE" for pUrPOses of Computer II, because

the equipment was not severable from the underlying transmission

Co' capacity. As a result of the growth of competition in the payphone

market, the basis for whatever validity the Tonka Tools decision

may have had has been undermined. with the growth of payphone

competition, there is now a wide range of competitive alternatives

available for installation of payphone equipment to 'serve payphone

users. The justification for excluding pay telephones from

regulatory classification as CPE is no longer applicable.

2

Industry Ass'n y, FCC, 693 F. 2d 198 (D.C. Cir. 1982), cert.
denied, 461 U.S. 938 (1983).,

Petition for Declaratory Ruling of Tonka Tools. Inc.
and Southern Merchandise Corp., 58 RR 2d 903 (1985).
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Por end uaar., key benefit. of payphone co.petition have been

increased availability of payphone. and a greater variety of

innovative .ervice. offered to the public. Competition also helps

to ensure that payphone equipment i. conveniently placed and more

efficiently maintained. With co.petition, end users have more

'efficient payphone service available in more convenient locations.

By bundlinq pay telephone equipment with the underlying

transmission service, however, the LEC. are currently able to

provide themselves with much more favorable rates than they provide

to COCOTs for identical transmission service. This gives the LECs

an unfair competitive advantage over the COCOTs and deprives the

consumer of the full range of competitive choices. Bundling also

distorts aarket forces by ~reventing a correct allocation of costs

between competitive and monopoly offerinqs.

Unbundlinq of LEC pay telephone equipment fro. the underlying

transmi.sion service is an essential step toward ending the

discriminatory practices that prevent full and fair competition and

toward ensuring the proper allocation of costs.

In effect, forcing LECs to remove payphone. from their rate

base would· tend to level the competitive "playing field." The LECs

would be directed to treat their payphone operations as separate

business units for accounting purposes and would be subject to the

FCC rules for cost allocations between regulated and unregulated

activities. The LEC's payphone operations would be required to pay

the same tariffed charq.s for installation, basic dial tone, usage,

directory assistance, and other such services as those paid by

3
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co~tinq paypbone operators. Clearly, the public interest will

be served by ensuring that the profitability of payphone provider.

depends on their ability to efficiently manage their own cost., and

not on their being exempted -- by virtue of affiliation with the

LEe froll the interconnection and transmission charges imposed

on cOllpetitor••

While the changes in the payphone marketplace clearly support

a decision declaring that all pay telephones are CPE for regulatory

purposes, a number ot concerns have been raised as to the effect

that such a ruling would have on state regulation of the payphone

industry a. well as the payphone industry itself. Among those

concern. are: (1) whether state regulators would lose their power

to regulate payphone service; (2) the effect that such a

declaration would have on the availability of so-called "pUblic

service" paypbone.; (3) the actual method of removing payphones

troll the rate base; and finally (4) the possible loss of an

interstate "contribution" to local service costs.

Each of the.e concerns has been raised before in the context

of the FCC'S Co.puter II-decision that required detariffing and

"Unbundling" of virtually all other residential and commercial CPE.

In its apI_entation of that decision, the co_ission devised

solutions to those problems which are applicable in either the same

or adapted fora to today'. problem of unbundling payphones.

4
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II. wWI 0' QllVlDLIII 011 IBD _OLAIIQ' or 'ADIQD BUI.

So•• concern has been expressed reqardinq the effect that

unbundlinq of pay telephones would have on state regulatory

authority. Specifically, state puc. have raised the concern that

a declaration by the Commission that pay telephones are CPE would

'cause state requlators to lose their regulatory control over rates

paid by end users for intrastate payphone service. A related

concern is that unbundlinq pay telephones could affect the state's

authority to regulate conditions of payphone service, including

emergency calls, directory assistance, return of payment, complaint

resolution, and payphone maintenance.

Grantinq the PTC Petition will not deprive the state PUCs of

regulatory authority over the rates or conditions for intrastate

payphone service. Identical issues of state regulatory auth~rity

over the resale of services on a customer's premises were raised

and resolved in a .eries of FCC decisions in the years following

the Computer II rulinq.

For example, independently provided payphones ("IPPs," also

known as "customer owned, coin operated telephones," or "COCOTS")

are treated as CPE for requlatory purposes. payphone owners cannot

be prohibited fro. interconnecting payphones to the network, and

the payphone equipment is not SUbject to rate regulation. However,

the Commission has recognized that intrastate telephone service

provided at the payphone II SUbject to state regulation as the

5
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resale of intrastate co..on carrier .ervice.· By requiring LEC

provided payphone. to be unbundled fro. local exchange service, the

Commission would be placing those payphones in the same regulatory

status as IPPs. The provision of the payphone itself would not be

subject to regulation, but the provi.ion of service to end users

at the payphone would be subject to state regulation as the resale

of telephone service, to the same extent that the service provided

at IPPs is regulated today.

Additional precedents for the authority of states to regulate

resold services that use CPE result from decisions on shared tenant

services, and on hotels and motels following the Commission's

Computer II decision. The result in each case was that, even

though the equipment was classified as CPE, state regulatory

( authority over the resold local services was upheld.

In the FCC's shared tenant services ("STS") proceedings,

concern. were raised by state regulators that the commission's

rulings regarding CPE interconnection rights would result in the

preemption of the state's authority to restrict or prevent the

resale of local services by an STS system. While the Commission

did rule that CPE users had the right to interconnect the CPE used

to provide STS services with the underlying network services, the

Commission explicitly refused to extend those rights to permit the

(

• Universal Payphone Corporation, 58 RR 2d 76 (1985). In
this case, the comaission declined to preempt a determination by
the Minnesota Public Service commission (MPSC) that an entity
offering purely local or intrastate service on a resale basis is
a utility and as such is SUbject to state requlation of intrastate
rates and rate structures.

6



CPB uaer to re.ell local service in contravention of state

requlation. 1

Similarly, in the matter of re.ale of services by hotels and

motels, a declaratory ruling was sought that state requlators could

not prohibit hotel or motel operators fro. collecting a surcharge

'on all intrastate telephone calls made fro. their facilities.

Again, the Comaission recognized the state'. regulatory authority

to establish intrastate telephone charge. and to requlate the

resale of intrastate services by hotels or motels.'

These decisions establish that if LEC payphones are declared

(

to be CPE and are unbundled from local exchange service, state

requlators would retain authority to requlate intrastate service

provided at such payphones. Thus, state regulators would continue

to have the power to set maximum rates for local payphone calls.

It would remain within a state's discretion to decide whether or

not payphone operators could charge end users for directory

assistance calls. In addition, state requlators would continue to

be able to control rates for intrastate long. distance and

associated operator service at payphones. other terms and

conditions of payphone service, such as adequate maintenance and

repair, the provision of directories, etc., would remain subject

7

5 International Business Maebines corporation, Memorandum
Opinion and Order, File No. EMF 85-45, FCC 86-25, released
January 27, 1986; Policies Governing the Provision of Shared
TeleCommunication. Service, 65 RR 2d 956 (1988).,

Intrastate Telephone Surcharge. by the Lodging
Industry, Memorandum Qpinion and Order, Comaon Carrier Bureau,
Mimeo No. 5077, released June 12, 1985.
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to state regulation, just as IPPs are subject to such regulation

today.

state regulators also would retain the authority to approve

the rates paid by payphone operators for intrastate service and

connections. Payphone owners could be charged regular business

'line rates or a special rate applicable only to payphones.

Additional charges could continue to be set for special payphone

services, such aa line screening or call blocking. state PUCs

could maintain these rates at levels sufficient to generate

whatever level of contribution or subsidy is considered

appropriate. The critical difference would be that LEC payphones

as well as IPPs would be sUbject to all the rates and conditions

established for service to payphones.

All of these areas of regulation would remain subject to the

authority of the state PUCs.

III. 'OILIC 'PYIC. DUIOP_

The issue of so-called "public service"pa~hones, Le.,

payphones in unprofitable locations which would not be provided

payphone service in the absence of pUblic utility regulation, has

been raisad as an area of concern if payphone equipment is declared

to be CPE for regulatory purposes. The universe of these "public

service" payphones is not as great as some may believe. In- fact,

the traditional m.ans of providing service to unprofitable

locations is for premises owners to subscribe to "semi-public"

payphone service whereby the premises owner is charged for the

8



payphone service. With "s_i-public"paypbone .ervice, the

premi.es owner's willingne•• to pay for the service ensures that

the LEC does not lose money by .erving the location. Thu.,

payphone. connected to "semi-public" .ervice should not be

clas.ified as "public service" payphones. In any event, s..i-

.public .ervice or the equivalent can continue with or without

unbundling of pay telephone service.

In addition to "semi-public" service, there are other

mechanism. whereby payphones are provided and will continue to be

provided to "unprofitable" low-volume locations. Given the

(

(

bargaining power available to premises owner., such as municipal

and county government., that own numerous payphone locationa,

market forces are now ensuring and will in the future ensure that

many locations which aight be unprofitable standing alone will be

combined in a package that is hiqhly attractive to competitive

bidding.'

In any event, there are various methods that can be employed

to ensure that "pUblic service" payphones continue to be provided

in unprofitable locations. The issue of preserving the availability

of "pUblic service" payphones is very similar to issues that have

been succe••fully addr••••d under the Computer II CPE requlatory

scheme.

7 For example, in the context of competitive bidding for
municipal and county contracts, in order to be selected as the
provider of payphone. to high-volume locationa on government
property, providers are ordinarily required to serve low volume
locations as part of the overall service placed for bid.

9
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Following the Ca-ai••ion'. Coaput.r II ruling, the National

Association of Regulatory utility Comais.ioners raised concerns

that, a. a r ••ult of the deregulation of CPE, the telephone company

and other CPE suppliers would find it unprofitable to provide CPE

outlets in isolated rural areas, and subscriber. living in those

. areas would no longer have ace••• to a supplier of CPE.· The

co_ission ruled that for a two-y.ar period following the decision,

states could require telephone coapani.. to provide telephone

services to customers requesting them. The Commission reasoned

that in this way, consumers in isolated areas would be temporarily

protected from los. of service pending the accumulation of actual

experience under deregulation. In fact, during the two-year period

the stat•• ' authority did not have to be exercised.

In the context of pay telephone service, even more options

are available to protect "public service" payphon.s. For example,

the state co_issions could require imposition of a special rate

element surcharge on all payphone lines and use funding from the

surcharge to provide the subsidies required by payphone operators

to offer service at unprofitable pUblic service locations. Another

option would involve the allocation of pUblic service payphone.

among all payphone providers based upon a defined formula such as

the total nuaber of non-public service payphones which each company

provides in the given service area. As in the case of the Computer

• National Association of Regulatory utility
Commissioners, 53 RR 2d 1609 (1983).

10



(

(

n decision, the unbundling of paypbones can and should leave these

options available in the event they are needed.

However, it should be pointed out that as proved to be the

case in Computer II, actual experience ..y demonstrate that the

number of currently served location. that would be unprofitable to

'!ierve on an unbundled basis ia extremely amall. Aa discussed

above, there are various mechaniama, inclUding "semi-pUblic" type

service and packaging of multi-location contracts, Whereby premises

owners customarily ensure service to low-volume locations.

In summary, it is clear that derequlation will not jeopardize

"pUblic service" payphones. There are various methods that can be

employed to ensure that service is provided to those low-volume

locations that cannot be served through existing market mechanisms.

IV. IIKQYlllq 'OlLIe ,aRIOU' nOM DI lA'll IASI

Another concern that has been raised has to do with the actual

method for removing payphonea froll the LEC rate base without

causing adverse effects on the general body of ratepayers. In

order to remove LEC payphQne equipment froll the rate base for

underlying network services, LECs would be directed to shift all

their public payphone operations into "unregulated" payphone

operation accounts. Those accounts would be assigned the costs of

the payphone equipment and the salaries of all full-time sales

staff, administrators, and repair workers, allong others. The costs

of facilities, employees and other resources which service the

11
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payphone unit a. well a. other unit. could be allocated a. provided

in the co..i ••ion'. joint cost rule••

A. Ensuring Fair Valuation of Transferred Assets

One issue which arises fro. the shift of LEC payphone

operations into unregulated accounts i. the valuation ot the

·payphone assets which are transferred fro. the rate base to the

payphone unit accounts. The transfer of these assets must be done

in a way that ensures that regulated ratepayers are adequately

compensated tor the value of assets removed from regulated service.

This s..e issue was addressed and resolved in the mid-1980's when

LECs were required to detarift their other CPE. While the possible

undervaluation of LEC payphones would clearly be a concern, there

are viable mechanisms to prevent such undervaluation.'

B. Impact at Unbundling on "contribution"

A related issue has to do with the impact that payphone

unbundling would have on any "contribution" to fixed telephone

company costs qenerated by the inclusion of payphones in aLEC's

rate base.

The concern which has been raised is based on similar issues

raised in the computer II decision. At that time, it was believed

that regulated rate. for CPE that were approved at the state level

~ Transfer .echanisms were developed by the Commission in
the Coaputer II decision. The Commission developed guidelines
for the transfer of assets which required embedded CPE to be
transferred at net book value. ~ Petariffinq of cpE (Second
Computer Inquiry), 95 FCC 2d 1276 (1983).

12
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generally vere suffici.nt to recover the entire co.t of CPE.

Accordinqly, the portion of LEC.' int.rstat.....ttle••nt... revenues

that resulted fro. the assicpment of a larqe perc.ntaqe of CPE

invest.ent to the interstate jurisdiction10 was considered to be a

"contribution" to the fix.d non-CPE co.t. of the local n.twork. l1

Therefore, it was fear.d that the .udden r ..oval of CPE fro. the

rate bas. would have a serious adverse impact on local s.rvice rate

level••

To address this problem, the Commission adopted a "phase-out"

approach in the CQmputer II proceedinq.12 After December 31, 1982,

no new CPE could be added to the requlated aCCQunts. HQwever, LECs

were p.rJlitted to cQntinue tQ reCQver an "enhanced" interstate

contribution fQr the CPE that already existed on their books as Qf

( December 31, 1982 (at net book value), as w.ll as the assQciated

average annual expens.s. The LECs were peraitted to write off the

10 Traditionally, a significant percentaq. ot LEC.' nQn
traffic sen.itive (NTS) costs were as.igned to the int.r.tate
jurisdiction and were r.covered frQm usaq.-sen.itive long
distance rat.s. However, the proportion of LEC.' NTS costs
recovered fro. interstate long-distanc. rates has diminished
significantly .ince the FCC instituted "subscriber lin. charges"
(BLes) to coll.ct the bulk of interstate NTB costs. The
interstate NTS costs of LEC, public payphon.s and payphone lines,
hQwever, are .till required tQ be a.signed to the carrier CQmmQn
line.(CCL) charqe wbich is paid by lQnq distance carriers. 47 CFR
S 69.501(d). Thus, the interstate NTS costs attributed tQ LEC
payphones are still ultimately recovered fro. interstate lQng
distance rates.

11

12

Amendment of Part 67, 89 FCC 2d 1 (1982).

Computer II ReconsideratiQn, 84 FCC 2d 50 (1980).
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so-called "eabedded" CPB over a tive-year period, 13 thereby

permittinC) the LECs and PUCs to adjust qradual1y to the 10s8 of any

CPE "contribution" to recovery ot local network costs. 1'

A "phase-out" mechani.. ot some kind is one possible

alternative tor addressinq similar probl... it they are tound to

exist with r.spect to payphones. However, it is unlikely that such

a mechanism will be needed. First, paypbones are a much smaller

part ot the local exchanqe rate ba.e than CPE was at the time of

Computer II. For these reasons, the removal of payphones from the

rate base is very unlikely to have a significant impact on local

rate levels. Second, the best information available to APCC

indicates that, far from recoverinq all their costs, LEC payphone

operations qeneral1y do not even recover their interstate costs.e It that is the case, then the removal of payphones fro. the rate

base would not deprive ratepayers of an interstate "contribution"

and would not have any adverse affect on local exchanqe rates.

Finally, to the extent that it is deemed necessary to ensure a

contribution tro. payphone service to the local rate base, that

(

13 Amendment of Part 67, ReCOmmended Decision and Order,
FCC 81-566, 46 Ped.Req. 63345 (Dec.J1, 1981), adopted by the FCC
in Decision and Order, 89 FCC2d 1 (1982).

l' The use of a fixed five-year write-ott period was
chosen by the CODaission to eliminate any incentive that the LECs
might have to delay the sale or transfer of CPE. Given that the
LEC was permitted a tixed write-off, irrespective of whether the
LEC actually retained possession of the CPE, the LEC would have
no incentive to hold onto the CPE. In fact, the Joint Board,
appointed by the FCC to adopt transition mechanis.s, modified its
recommendation to permit LECs to freeze their CPE "base amount"
before December 31, 1982, and thus beqin disposinq ot CPE sooner.
Amendment of Part 67, Decision and Order, 90 FCC 2d 52 (1982).
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contribution can be extracted directly fro. payphone providers,

whether LEe affiliated or not, by adjustment of the intrastate

rates charged for connection of payphones to the network.

v. CONCLOSIOR

A number of regulatory issues and concerns have been raised

regarding the proposed unbundling of payphone equipment from the

underlying transmission service provided by the LECs. However,

the same or analogous issues were raised in computer II and other

past proceedings regarding CPE, and were successfully addressed by

the Commission in every case. The Commission can draw on its past

experience in these proceedings to ensure that the unbundling of

payphones is implemented in a way that protects state regulatory

authority, enhances competition and benefits the end user.
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