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Washington, D.C.
July 25, 1996

Mr. William F. Caton

Acting Secretary

Federal Communications Commission
1919 M Street N.W., Room 222
Washington, D.C. 20554

Re: CC DOCKET 96-98
Dear Mr. Caton:

The Commission Staff hereby submits for the record in this proceeding, CC DOCKET 96-98,
a letter from Robert F. Roche, CTIA, to William F. Caton, Acting Secretary, Federal
Communications Commission, dated December 8, 1995, including the attached paper, Gerald
W. Brock, Incremental Cost of Local Usage (March 1995)(Brock Paper No. 3), which is in
the record of CC DOCKET No. 94-54. The letter from Robert F. Roche and attached Brock
Paper No. 3 are hereby incorporated into CC Docket 96-98.
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Washington, D.C. 20554
RE:  Ex Parte Contact - CC Docket No, 94-54
Dear Mr. Caton:
Attached are letters from Randall S. Coleman, Vice President Regulatory Policy

and Law, which were sent to the following Commission personnel at 12.30 P.M. on
December 8th, 1995.

Ms. Michele C. Farquhar Ms. Regina Keeney
Mr. James Casserly Mr. Todd Silbergeld
Ms. Lisa Smith Ms. Lauren Belvin
Mr. John Nakahata Mr. Richard Welch
Mr. James Coltharp Ms. Jackie Chorney

Mr. James Schlichting

Pursuant to Section 1.1206 of the Commission’s Rules, an original and one copy
of these letter and their attachments are being filed with your office. If you have any
questions concerning this submission, please contact the undersigned.

Sincerely,

Robert F. Roche
Attachments
(K3 |
M
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Randall S. Coleman
Vice Presi
Re: Ex Parte Presentation nmfng'mc

Dear Jim:

CC Docket No. 94-54

| have attached information, all of which has already been placed in the
record of the referenced proceeding, which addresses the issue of whether a "bill
and keep” arrangement between local exchange carriers (LECs) and Commercial
Mobile Radioc Services (CMRS) providers could be construed to be a regulatory
taking of local exchange carrier property. For your convenience, | have flagged the
portions of the attached information that address that issue specifically.

Essentially, these materials show that:

A “bill and keep” policy, which is equivalent to mutual compensation with a
zero price for compensation, is economically efficient if either of two
conditions are met: (1) traffic is approximately balanced in each direction,
or (2) the actual costs are very low so that there is very little difference
between a cost based rate and a zero rate. This second condition is met
in the case of LEC-CMRS interconnection , given that the LEC
incremental cost of terminating traffic of a competitor has been estimated
to be approximately 0.2 cents/minute. See Gerald W. Brock, “Incremental
Cost of Local Usage,” March 16, 1995, at 2.

In considering whether a “bill and keep” arrangement constitutes a taking
for Fifth Amendment purposes, courts can be expected to look at three
factors: (1) the economic impact of the regulation, (2) interference with
investment-backed expectations, and (3) the character of the
governmental action. The first factor generally requires that the property
be rendered worthless. The second factor cannot be sustained by a mere
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loss of anticipated profits. The third factor refers to a physical invasion of
property. Thus, consideration of these three factors in the case of a “bill
and keep' arrangement between LECs and CMRS providers does not
lead to a conclusion that a taking would occur. See Cox Enterprises. Inc.
Responses to LEC Argument Against “Bill and Keep," at 3.

+ “Bill and keep is not a system of interconnection for free. Bill and keep is
compensatory. There is a reciprocal exchange of traffic in which each
company receives something of value.” Washington Utilities and
Transportation Commission, et al V. U S WEST Communications. Inc..
Docket Nos. UT-941464 UT-941465, UT-950146 and UT-950265, at 35.

¢ “[B]ill and keep is more consistent with the structure of cost occurrence
than are the access charges that the incumbents [LECs] propose. The
reason that iocal exchange services are flat rated is that most of the cost
of local service is not sensitive with traffic volume but is related to access
to the public switched network. The principal cost of terminating calls
relates to the provision of the line to the subscriber's premise. The cost.of
this line is largely insensitive to the volume of and duration of calling.
Even end-office switching costs have a large non-traffic sensitive
component. [t is simply wrong to suggest that the bill and keep procedure
means that calls are being terminated ‘for free.” The termination function
is paid for, not by the originating company, but by the end-use customer in
his flat monthly charge. This charge covers all access to and from the
public switched network. Under bill and keep, a company is fully
compensated for most call terminations by its own customer.” /d. at 35-
36.

e “That bili and keep is a fair compensation method is evident from the fact
that it is the dominant current practice between adjacent LECs around the
country . . for terminating local (EAS) [Extended Area Service] traffic
between adjacent exchanges. Where there is no gain to be achieved
from anticompetitive or inefficient behavior, companies have elected bill
and keep because of its inherent simplicity and efficiencies. As Dr. Zepp
stated: ‘This intercompany compensation method has beenused . . . to
establish intercompany compensation between local co-carriers who are
neighbors. It is just as appropriate for local co-carriers who are
competitors.” /d. at 36.

It must be noted also that a bill and keep system between LECs and CMRS
providers is in place today, however, in one direction only. CMRS providers pay to
have their traffic terminated by LECs, but LECs do not compensate CMRS providers
for their termination of LEC-orignated traffic. So far | am not aware of any parties
claiming that todav's arrangement is confiscatory.



IMCREXENTAL COST OF LOCAL USAGR

Serald W. 3rock
March L6, 1L39%
Prepared for Cox Enterprises

Susmsary

A reasonable estiaats of the avermge incremental cost
of local usage (and therefors the cost of tarminating
traffic received from a competitor) using digital tschnology
is 0.2 canta per ninuta. That estimate is based on studies
done by or supported by talephone companies. The cost is
deternined by peak period capacity and tharefore the true
cost is considerably higher than the 0.2 camts per ainute

aversge during the psak periocd and is sero during the non-
peak period.

I. Introdustioa

In a separste peper prepared for Comcast, I have argued
that the thecretically correct interconnection charge (s
cost based msutual compensation. HNowever, oSt cCan have many
different ssenings and in a requlatory contaxt, cost based
requirenents can lesd to interminable regulatory proceedings
and disputes. DPelicy makers have consequently frequently
sought structursl methods of selving probleams that do not'
require detailed oversight of coet rules.
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without oversight of actual rates, Sut as snown.in the

Csmcast paper that apprsach is inadequate 20 limit =he
exercise of monopoly pover. An alternative approach =hat
dispenses witlh direct control of cost is the pelicy of
"sender keep all® or "bill .and keep® in which each party |
agrees to tarainate traffic for the other wvithout payaent
for terminating service. That is equivalent to mutual
compensation with a zero price for compensation. It vill be
economically efficient if githar of twe conditions are set:
(1) Traffic is approximately balanced in each direction:;
(2) The actual costs are very low so that there is little
difference between a cost based rate and a zerc rate.

gxisting publicly available studies suggest that the
incresental cost of local usage (and therefore the cost of
cerainating traffic trenla competitor) is on aversge
approximately 0.2 cents/minute. The actual cost is ,
considerably higher during the peak period and zero during
the off peak pericd. Thus it would not be efficient or
desirable to charge at 0.3 cents/minute on & usage basis.
However, the very low uv.rlgn'nulb‘r compared to the price
currently charged by local exchange companies suggests that
far greatsr distertions are likely from mutual cosmpensation
vithout control of rates than fros sender Xkeep ;11

approaches.



There are WO dasic tetincds Ior estimating cost
(1) 0ﬁainocrinq studies <f tNe Jorvard looking cost =a
sUpplY 3 particular service:
12) econometric (statistical) studies of the relaticnship
Setween coserved cost and cbserved outputs.
8oth engineering and econcmetric studies provide useful
information on cost. The engineering study allows one %o
focus on best practice technology and computs the
increnmental cost of adding capacity to provide a particular
function. Econometric studies provide a reality check by
using observed output and coet data rather than projections
of expected cost. HNowever, econometric studies may produce
less precise estimates of the incremental coet of a
particular service than engineering studies because they are
ssasuring the correlation between variations in the total
cost of different telephone companies and variations in the
quantities of plrtichlnx services provided by those
companies. The cost data include costs for different
embedded technologies used by the companies and are not
precise encugh to provide detalled estimates of the
increnental cests of particular services with particular
types of techneology.

IZ. Bwinesering Sstimate

The 206t compfehensive public engineering study of
incressntal cost was done by the Incremental Cost Task Force
vith members from GTE, Pacific Bell, the Califernia Public



S Ueilities Ziamission, and e RAND Isrporation. s The. Tasx
rorce fad access %o data Icr telephone companies in
Califsornia and perfcrued a detailed engineering cost sTudy
fsr variocus ocutput aeasures of local telephone services.
Indiviival ccmponents were priced based on 1988 prices and
COosts were computed for switch investment, switch
zaintenance, intercffice transpore, and call atteapt costs.
All costs wvere computed for calls during the busiest hour of
the year bDecause the investaent and associated expenses are
related entirely to capacity cost. The Task Force computed
the following usage costs for each hundred call seconds
(CCS) during the busiest hour of the year for “average® and
"larger urban® exchanges:

switch investaent §$ 35.00 -~ $§ 10.00 per year

switch saintenance .30 - .50 per year
interoffice calling .50 - .60 per year
Total $ 6.00 - $ 11.00 per year

in addition, the task force computed a coet of § .30 %0 §$.90 .
per year for eech call attempt during the busiest hour of
the year and estimated approximately 1.13 busy hour attesmpts
per busy heour CCS.3

1 N. Ritshell,
, (Santa Nenica, CA: The Rand
Corporatien, 1990); reprinted in ¥William Pollard, ed.,

(Columbus, Ohio: !hiicaal Regulatory Research
Institute, 1991) (MRRI 91-6¢).

2 Ibid., p. 249, 230.



“c'c are 8786 Tours rer year and sne rat.3 :: ne feax
usage rntn TO the average usage -3te .3 approximately j.°
That izplies that one busy hour CTS s approximately equal
To 2922 CCS per year (8766/)). BSecause one CCS is equal ©o
1.67 ainutes, COSts per busy hour CCS can be converted into
AVerage costs per ainute by dividing by 4880 (2922 wotal
year CCS times 1.67 minutes/CCs). Thus the $6.00 - $11.00
COSt per year per CCS during the buliait hour of the year
translates into $.0012 ~ $.0023 per minute. The busy hour
attempt cost adds $.373 - $ 1.125 per busy hour CCS (1.28%
busy hour attempts per buy hour CCS and $.30 to $.90 annual
Cost per busy hour attempt), raising the total cest,
including busy hour attempts, to $6.37% - $12.12%, and the
per sinute coet to $.0013 - $.0038. Taking the aiddle of
the estismated range gives a coet of $.0019 per minute, or
approxisately 0.2 cents/minuts.

Because the coet is detserained by the the peak
capacity, the actual cost per minute is much digher at the
peak and is zero at the off-peak. If, for example, one
assumes that an equal size peak occurs for one heur in each
business day (260 hours per year of peak usage and 8306
hocurs of nem-peak usage), then the average cost per sinute
would be 2.1 cemts for the 8.9 percent of the traffic that
occurs during the 360 peak hours each year and the average

loua R. mx. ,
c&:' The Rand Cornnuen, 1994), p. s.

\sa, (Santa Menica,




zcst Fer 31nute would be zerd I3 e 31.1 percent :f :ne
:ra:fic?' that occurs during tnhe 33506 non-peak hours.

A variety of cther engineering studies have been done
for specific requlatory purposes and submitted %o variocus
state regulatory commissions. For example, New England
Telephone prepared an engineering study for the
Massachusetts PUC that found an incremental cost of 0.2
cents per ainute for local usage served by slectronic
switches, the same as the Incremental Cost Task Porce
conclusion using California daca.*

III. Seoncmetric Sstisate

Many econcmetric cost studies of telecommunication have
been done, but the procedures used in sost of thea do not
allov an estisate of the incremental cost of local servics.
one good econometric cost study that does provide an
estimate of the marginal cost of local exchange service is
the one performed in 1989 by Louis Perl and Jonathan falk of
NERA, using data from 39 companies (24 Bell and 13 non-Sell)
over the years 1984-1987. They developed a statisticsal
relationship between the total coet of the individual
companies and the asccess lines, local usage, and toll usage
provided by the companies.

rour different models were used for the statistical
estimation. IR two of the models, the data for each company

in lewis J. Perl and Jonathan Falk, "The Use

Reported
ot Soenemetric Analysis in Bstisating Narginal Cost,® in
Pollard. Marginal Coat Techaigues, ap. 2iS.




4as averaged cver e I3ur year pericd o eliminate =te
effectd of ainor year =9 year fluctuations and ts provide a

pure Cross section estizate. In the other two aodels,
obsc:vltions vere used for each cOmRpany in each of the four
Yyears creating a sixture of time series and cross section
observations. In two of the models, calls were used as the
unit of usage seasurement and in the other two calls zinutes
were used as the unit of usage measuresent.

The estimated marginal cosets for local ainutes ranged
from 0.2 cents per ainute to 1.3 cents per ainute. The
costs per call developed in the models using number of calls
as the usage unit vere divided by the average dolding time
to produce estimates of cost per ainute comparable to the
those from the models using number of ainutes as the usage
unit. The lowest estimate came from the msdel vith only
cross section ocbservations averaged over the four yvears.
The highest estisate came from the model using all
observations in a pooled cross section and tims series and
using calls as the unit of usege msasurement. All four
sodels had good statistical properties. Although there are
various advantages and dissdvantages of eech of the four
nodels, nens of the four can be identified as either the
clearly cerrect approech or an approach to be discarded.

The statistical fora used by Perl and PFalk generates
sarginal cost numbers approxisstely equal to average cost
numbers. Thus it should De expected that their estisates
vill be semewhat higher than the engineering estimates of



sargital or .ncresental cost. Furtheraore, zhe eng.reer.ng

estinatas generated by She Incremental Cost Task Force vers

developed based on digital switching technology while the
Perl and PFalk estimatae for local ainutes served by
electronic switches vas based on the embedded technoloqgy in-
1984-87 which wvas primarily analog. It is likely that the
incremental costs of usage capacity for analog switching are
higher than the incresental costs of usage capacity for
digital switching.

IV. Conclusion

A Teasonable estimate of the average incresental coet
of terminating traffic using digital switches is 0.2 cents
per sinuts. That estimate is supported Dy the engineering
studies done with data for California and for Nassachusetts
and by one of the econcmetric sodels developed by Perl and
Falk. Other rsascnable econosetric sodels using embedded
cost data produce somevhat higher cost estimates. The cost
is detarained by peak period capecity and therefore the true
cost is considerably higher than 0.2 cents/ainute aversge
. 4during the peak pariod and is zero during the non-peak
peried.



