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Executive Summary

More than 15,000 comments thus far have been filed in this proceeding, imploring the

FCC not to slash video relay service ("VRS") rates by nearly 40 percent, as proposed by the

National Exchange Carrier Association. As these commenters make clear, such a drastic cut

would endanger the viability ofVRS, plunging Sorenson into bankruptcy and forcing many VRS

users to revert to the clunky, pre-Internet expedient ofTTYs. Any surviving VRS providers

would cease efforts to locate and serve new deaf customers for fear ofbecoming subject to the

same ruinous Tier 3 rate of$3.89 per minute that forced Sorenson into bankruptcy.

Although all deaf individuals who use American Sign Language would suffer under this

scenario, the greatest harm would fall on those who can least afford it: the tens of thousands of

deaf individuals who still lack access to VRS. These individuals are the most vulnerable

segment of the deaf population. Compared to early adopters of VRS, the unserved population is

disproportionately isolated, impoverished, lacking in education and technical savvy, and unable

to obtain or pay for broadband service. Because of these characteristics, it is becoming more

expensive for providers to locate unserved deaf individuals and make VRS available to them, as

required by the Americans with Disabilities Act. It would make no sense, and indeed would be

cruel, for the FCC to slash VRS rates to levels that would deny VRS to the very individuals who

need it most.

The public wants and needs the Commission to adopt a fair rate that will encourage

providers to make VRS more available, more functionally equivalent, and more efficient. The

Commission is obligated to take this step as a matter oflaw. It is Sorenson's fervent hope the

Commission will do so willingly, as a matter of conscience.
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I. INTRODUCTION AND SUMMARY

Public comment is the lifeblood ofFCC decision making, and rarely if ever has the public

spoken with such force, conviction, and unanimity as in this proceeding. Although afforded a

scant two weeks to submit comments, more than fifteen thousand individuals and organizations

thus far have written to urge the FCC to adopt a fair video relay service ("VRS") rate that

continues to allow providers to expand access, improve service quality, and enhance pro-

consumer efficiencies, as required by the Americans with Disabilities Act ("ADA"). These

commenters overwhelmingly oppose a rate methodology based on allowable "historical costs,"

which would penalize larger providers and their thousands of employees with a ruinous rate of

$3.89 (nearly a 40 percent cut from today's rate) and deter smaller providers from seeking to

serve more deaf individuals for fear ofbecoming subject to that rate as well. Based on this

record, the Commission must not adopt a rate based on allowable "historical costs," but must

instead adopt a fair rate that will preserve high quality VRS and align providers' incentives with

the pro-consumer goals of the ADA.



Even if the Commission, inexplicably, were bent on ignoring the public and adopting a

rate based on allowable "historical costs," it would lack authority to do so. The Commission is

bound by the incentive-based rate methodology it adopted in 2007, which expressly is not based

on historical costs, and the Commission may not circumvent that methodology in this

proceeding. This constraint applies to an interim rate no less than to a longer-term rate, and

therefore the Commission lacks authority to flash cut to any rate, for any duration, that is

founded on an approach that is at odds with the existing methodology.

Slashing the VRS rate not only would be procedurally unsound, but also would violate

the ADA. Under that statute, the Commission is obligated to set a rate that is adequate to ensure

the nationwide availability of functionally equivalent service and encourage providers to locate

and offer service to currently unserved deaf individuals. Tens of thousands of deaf individuals

who use American Sign Language ("ASL") still lack access to VRS. A disproportionate number

of these individuals are geographically and culturally isolated, do not have broadband service, or

lack technical sophistication. They are the most vulnerable segment of the deaf population. It is

more expensive for providers to locate and attract these individuals than it was to locate and

attract early adopters ofVRS. Lowering the VRS rate will force providers to diminish or cease

their efforts to locate and serve the very individuals who could most benefit from VRS - a result

that would be at odds with both the spirit and letter of the ADA.

Finally, consistent with its statutory mandate and its commitment to revisit tiers, the

Commission should adopt a single VRS rate that applies to all providers for the next rate period.

As demonstrated in the attached economic declaration of Dr. Michael Pelcovits, perpetuating

tiers - particularly as proposed in the "historical cost" alternative - would reward inefficient

providers, contrary to the efficiency mandate of the ADA; saddle contributors with needless
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payments, contrary to the FCC's duty to protect the integrity of the Fund; and discourage

competition, to the detriment of consumers. The Commission therefore should eliminate tiers for

the period after June 30,2010.

II. THE PUBLIC OVERWHELMINGLY SUPPORTS A FAIR VRS RATE, NOT A
RUINOUS ONE BASED ON "HISTORICAL COSTS"

As noted, more thanfifteen thousand consumers and other commenters thus far have

implored the Commission to adopt a VRS rate that compensates providers of the service fairly

and fully, thereby allowing them to continue to make VRS more functionally equivalent, more

technologically advanced, more available, and more efficient, as required by the ADA. 1 The

overwhelming majority of these commenters have expressed dismay at the April 30, 2010

proposal by the Consumer and Governmental Affairs Bureau ("Bureau") and the National

Exchange Carrier Association ("NECA") to base VRS rates on providers' so-called "historical

costs," which have never been used to set VRS rates and reflect only a fraction of the real costs

ofproviding VRS.2

As commenters pointed out, a decision to flash cut rates from well over $6.00 now to so-

called "historical cost" levels as low as $3.89 would either force providers to cut their costs by

making VRS less functionally equivalent, less available, and less efficient - or plunge them into

47 U.S.C. §§ 225(a)(3), (b)(l), (d)(2).

See National Exchange Carrier Association, "Interstate Telecommunications Relay
Services Fund Payment Formula and Fund Size Estimate," CG Docket No. 03-123 (April 30,
2010) ("NECA Filing"); see also FCC, "National Exchange Carrier Association Submits the
Payment Formula and Fund Size Estimate for the Interstate Telecommunications Relay Services
Fund for the July 2010 Through June 2011 Fund Year," CG Docket No. 03-123, Public Notice,
DA 10-761 (reI. April 30, 2010) ("Public Notice"). The initial comments are so voluminous that
throughout these reply comments, Sorenson is compelled to cite only a few representative
examples. To ensure a full record, however, Sorenson incorporates by reference all the
comments filed in response to the Public Notice. (Unless otherwise indicated, all comments
cited herein were filed in CG Docket No. 03-123.)
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bankruptcy.3 Sorenson in particular explained that it would be forced into bankruptcy at a Tier 3

rate of$3.89.4 If that were to happen, nearly 6,000 Sorenson employees could lose their jobs,

extracting a particularly harsh toll on deaf employees and their families (not counting employees

who have to be hearing, such as video interpreters, more than 40 percent of Sorenson's

employees are deaf). Commenters urged the FCC not to force providers to diminish service

quality or file for bankruptcy, but rather - as aptly stated by a coalition of seven consumer

groups - "to adopt VRS rates that will ensure the continued delivery ofhigh quality VRS" as

well as "high quality VRS technology, highly qualified and certified interpreters, improved speed

of answer requirements, consumer marketing and outreach, customer service and training,

technical assistance, research and development, and other activities necessary to continue

moving toward functional equivalency."s

See, e.g., Comments ofAT&T Inc. at 5-6 (May 14, 2010) (noting that, if rate reductions
are implemented, "VRS providers will simply be too cash strapped to continue innovating" and
that "[a]nybusiness that cannot recover its costs will not long survive") ("AT&T Comments");
Comments of Snap Telecommunications, Inc. at 17-18 (May 14, 2010) (noting that because
"current and proposed NECA VRS rates don't account for all recurring operating costs essential
for delivery of a quality VRS business," Snap has scaled back its business operations by severely
cutting both variable and fixed costs) ("Snap Comments").

4 Comments of Sorenson Communications, Inc. at 22-23 (May 14, 2010) ("Sorenson
Comments"). See also Letter from Regina M. Keeney, Counsel to Sorenson, to Marlene H.
Dortch, FCC Secretary, CG Dockets No. 03-123 and 10-51 (May 7,2010) (attaching letter from
Pat Nola, Sorenson President and CEO, stating that a rate of$3.89 would force Sorenson into
bankruptcy). CSDVRS claims that setting the Tier 3 rate at $3.89 would "guarantee[] that the
largest provider maintains its market dominance." Comments ofCSDVRS, LLC at 2 (May 10,
2010) ("CSDVRS Comments"). In fact, by plunging Sorenson into bankruptcy, this rate could
quickly give Sorenson a zero percent share of the VRS business - hardly a "dominant" position.

S Comments of Telecommunications for the Deaf and Hard of Hearing, Inc.; Association of
Late-Deafened Adults, Inc.; National Association of the Deaf; Deaf and Hard ofHearing
Consumer Advocacy Network; California Coalition ofAgencies Serving the Deaf and Hard of
Hearing; American Association of the Deaf-Blind; and Hearing Loss Association of America, at
6, 7-8 (May 14,2010) ("Consumer Group Comments").
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The comments thus far filed are remarkable not only for their volume and consensus, but

also for their heartfelt fervor. Most of the comments were filed by deaf ASL users, who have

come to rely on VRS as the only real-time means by which they can communicate over distance

with hearing people. Many ofthese individuals recounted touching stories ofhow VRS has

given them a degree of independence and connectedness to the hearing world that was

unimaginable only ten years ago,6 and most of them expressed their conviction that a rate of

$3.89 - or any other non-compensatory rate - would destroy VRS, forcing deafASL users, in the

words of two individuals, "to go back to [the] ancient technology" or the "Ice Age" ofTTY

devices.7 Not surprisingly, these and other deaf individuals urged the Commission to reject any

rate proposal that would destroy VRS or lead to other harmful results, such as longer hold times,

diminished availability, and layoffs ofVRS interpreters and deaf employees.8

See, e.g., Letter from I. King Jordan to Chairman Genachowski and Commissioners
Copps, McDowell, Clyburn, and Baker, FCC (May 11,2010) (explaining that "the advent of
VRS has changed my life and the lives ofmany of deaf and hard ofhearing individuals," and
that VRS has helped validate his long-standing motto that "deafpeople can do anything except
hear"). See also Comments of Jennifer Boggess (May 14,2010) (noting that "[o]n a personal
level video relay gives me equal access to the FCC services that hearing individuals take for
granted, preventing isolation and lack of independence"); Comments ofMargaret A. Hannon
(May 10,2010) (explaining that as a senior citizen, "VRS service is so important for me to keep
living independence even into myoid old age" and asking the Commission to "help me live my
life knowing it is just a phone call to Sorenson to call whomever I may need, 911 ...my
doctors ...").

7 Comments ofMatthew Jamison (May 19,2010) ("Matthew Jamison Comments");
Comments of Lori Morris, CG Docket No. 10-51 (May 11,2010). See also Comments of David
M. Yelton, Jr. (May 10, 2010) (informing the Commission that ifVRS "rates go down and VRS
companies can't stay alive due to these rate cuts then We all in the Deaf and Hard ofHearing
World will end up back to the ice age of the ITY/TDD World"); Comments of Peg Joyner (May
6,2010) (stating that cutting "the reimbursement of companies like Sorenson would put them out
ofbusiness and return the deaf community to the ice age").

8 See, e.g., Matthew Jamison Comments; Cathy Holt Comments (May 12,2010) ("Please
KEEP the rate consistent with how it is currently for all companies.... Don't take VRS away
from us."); Comments of Steven Gordon (May 10, 2010) (urging the Commission to "keep the
rate the same and ensure that Deaf across the board will continue to have equal access to
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In addition to the thousands of comments filed by deaf individuals, hundreds more have

been filed by hearing individuals,9 VRS interpreters,IO schools for the deaf, II political leaders, 12

and others. These comments also urge the FCC to adopt a fair VRS rate that encourages

continuing improvements in VRS in accord with the ADA's mandates, and not to abruptly

transition to the "historical cost" rate proposed by the Bureau or to any other ruinously low rate.

For example, Speech Communications Assistance by Telephone (a leading advocate for speech-

disabled Americans) stated that it "is worried that the VRS rates proposed by NECA are too low

See, e.g., Comments ofVickie L. Doherty (May 18, 2010) (noting as an interpreter and
the manager of a call center that the VRS rate should be sufficient to "support and develop
interpreter training programs in order to have an adequate number of qualified interpreters for
VRS and community based services"); Comments of Darlene Warren (May 11, 2010) (declaring
that "I am truly proud to be a part of remarkable advances in technology; even if it is on the
outside as an interpreter" and urging the FCC to "[u]nderstand that if the rates are cut it will be
so low that it would be the end ofVRS as we know it today.").

II See, e.g., Letter from Dr. Donald E. Rhoten, Superintendent, Western Pennsylvania
School for the Deaf, to Chairman Genachowski and Commissioners Copps, McDowell, Clyburn,
and Baker, FCC (May 20, 2010) ("As the superintendent of one of the largest deaf K-12 schools
in the nation, I cannot emphasize enough the importance ofVRS in the lives ofmy students....
I was deeply troubled to see the Commission's recent Public Notice on VRS rates and what it
would mean for advancing VRS communication for my current and future students."); Letter
from Claire Bugen, Superintendent, Texas School for the Deaf, to Chairman Genachowski and
Commissioners Copps, McDowell, Clyburn, and Baker, FCC (May 10, 2010; filed May 11,
2010); Comments of Kenneth Morseon (May 7,2010) (noting, in his capacity as the
Superintendent for the Cleary School for the Deaf, that implementation of the proposed rates
''will prove to be a setback to the tenor and spirit of the ADA").

12 See, e.g., Letter from Senator Philip L. Bartlett II, Majority Leader, Senate of Maine, to
the Federal Communications Commission (May 10, 2010).

telecommunications" and expressing concern that rate cuts would mean that "hold times would
be long" and interpreter quality would be reduced).

9 See, e.g., Comments of MarySue Owens (May 14,2010) (describing how, "[g]rowing up
as a hearing child with 4 deaf siblings I have seen firsthand the independence and autonomy that
VRS is providing" and urging the Commission to reconsider VRS rate reductions); Comments of
Karen Allen (May 14, 2010) (noting that "as a mother of a deaf daughter, the use of ... VRS ...
is the only option we have to communicate with each other DIRECTLY" and "[l]owering the
rates will seriously affect the ability of our local VRS company to run their business and will,
most likely, result in reduced personnel and services.").
10
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to allow providers to continue to provide high quality service and engage in continued outreach

efforts.,,13

This same message has been echoed by a final group of commenters, consisting of

providers ofVRS. Here, too, the record reflects a remarkable degree of consensus. Not a single

provider expressed support for the Bureau's "historical cost" proposal with a Tier 3 rate of$3.89,

and many providers strongly opposed this proposal1 4 or the use of "historical costs" under any

guise in setting VRS rates. 15 Providers also generally agreed that the incentive-based

methodology adopted in 2007 has benefited deaf individuals and promoted the goals of the

Reply to Comments of Speech Communications Assistance by Telephone at 2 (May 17,
2010) ("SCT Comments"). See also Consumer Group Comments at 7-8 (urging the Commission
to ensure that the rates established "reasonably compensate VRS providers for the pursuit of
functionally equivalent" service); Comments of PAH! VRS at 7-8 (May 13, 2010) (arguing that
"[r]eductions in compensation levels ... for all providers under the guise of a change in
compensation methodology contributes to an unstable environment that limits service
alternatives to the public, undermines innovation, and creates a disincentive for providers to
serve the public.") ("PAH! Comments").

14 See, e.g., Snap Comments at 19 ("Adopting NECA's proposed rate would have a
devastating effect on the provision ofVRS" and would place "a severe brake on [the] progress
towards functional equivalency, innovation in expanding video technology to make workplaces,
classrooms and public places more accessible, and the ability to reach out to the underserved
population to include them in relay."); id. at 7-8 (NECA's "historical cost" proposal "is not
grounded in the ADA"); CSDVRS Comments at 2 (stating that components ofNECA's
"historical cost" proposal "are flawed and detrimental to the VRS industry and ultimately a bane
to VRS consumers," and criticizing "the drastic disparity of rates with the Tier levels [of the
"historical cost" proposal] from Tier II to Tier III"); PAH! Comments at 1-2 (criticizing the large
tier differentials in the "historical cost" proposals); Sorenson Comments at 20-25.

15 See AT&T Comments at 5 (using historical costs would result in "substantially reduced
VRS rates ... [that] would not adequately compensate VRS providers for actual costs incurred in
providing the service. . . . Any business that cannot recover its costs will not long survive."); id.
("limiting reimbursement to historical costs discourages investments in and development ofnew
technologies that would reduce the functional equivalence gap for deaf and hard ofhearing
Americans"); PAH! Comments at 2, 7-8 (using historical costs would result in a "revolutionary
reduction in VRS compensation rates," and would result in ''harmful consequences"); Sorenson
Comments at 20-25.

7



ADA; 16 that much more progress is needed to achieve the goals of the ADA; 17 that the process

by which NECA derived its rate proposals is opaque and flawed; 18 that the "costs" on which

NECA grounds its proposals do not come close to reflecting the full costs incurred by

providers; 19 that having a "drastic disparity of rates within the Tier levels from Tier II to Tier III

would act as a growth deterrent to the Tier II provider',;20 and that any provider that cannot

recover its full costs "will not long survive.',21

As the foregoing summary makes clear, the record in this proceeding is voluminous and

one-sided, and based on it the Commission may not reasonably adopt a VRS rate that reflects

16 See AT&T Comments at 6 (the rate methodology adopted in 2007 has caused ''healthy
growth in VRS over the last three years, an increase in the number of competitors offering VRS,
and substantial innovation that has benefited VRS users."); Snap Comments at 4 ("the current
rate methodology has been a tremendous success story resulting in significant advances in
technology, equipment, services and features available to a growing number of relay
consumers"); Comments of Purple Communications, Inc. at 2-3 (May 14,2010) (the 2007
methodology has "resulted in significant advances within the industry, ... allowed new and
small providers to develop," and "served to promote the Americans with Disabilities Act's
mandate of narrowing the functional equivalency gap") ("Purple Comments"); Sorenson
Comments at 14-20. See also Declaration of Michael D. Pelcovits, appended hereto as
Attachment A, m17-8 (May 21,2010) (explaining that incentive-based regulation is the best
means to promote the ADA's goals, and that the experience of the last three years has proven the
superiority of this mechanism over the prior annual rate-setting practice) ("Pelcovits
Declaration").
17

Snap Comments at 10 (''the allowed costs reported to NECA do not represent the
comprehensive and necessary costs incurred by VRS providers in meeting the needs ofrelay
customers. Substantial costs expended by providers, such as video phone related costs, research
& development costs, interpreter training, interest on loans, costs of acquiring and porting ten
digit numbers, calls involving more than one video interpreter, and costs to support point to point
calling are excluded from the cost data compiled by NECA."); AT&T Comments at 5
("historical costs" result in "reduced VRS rates [that] would not adequately compensate VRS
providers for actual costs incurred in providing the service"); Sorenson Comments at 16 n.35, 27.

20 CSDVRS Comments at 2; see also Purple Comments at 4, 9-11.

21 AT&T Comments at 5; see also Sorenson Comments at 22-23.

See Snap Comments at 8 ("[g]reat numbers of deaf and hard of hearing consumers
continue to be underserved"); Sorenson Comments at 6-11.

18 See Snap Comments at 9 (''NECA engages in an opaque and non-codified process");
Sorenson Comments at 1-2,23-25.
19

8



22

providers' historical allowable costs, or that is so low as to discourage or prevent progress

toward the statutory goals of functional equivalence, nationwide access, improved technology,

and efficiency. Rather, the record requires the Commission to adopt a fair rate that will build on

the progress that was initiated under the three-year incentive-based rate plan. The public has

demanded as much, and there is nothing in the record that would allow the Commission to veto

its verdict on this matter.

III. IT WOULD BE UNLAWFUL TO ADOPT A PERMANENT OR INTERIM RATE
BASED ON "HISTORICAL COSTS"

As Sorenson explained in its comments, the Bureau's April 30, 2010 Public Notice

cannot form a lawful basis for any decision to abandon or modify the multi-year incentive-based

VRS rate methodology adopted in October 2007.22 This constraint means, inter alia, that neither

of the "historical cost" proposals under consideration (or any other "historical cost" approach)

may be adopted in this proceeding, whether on a permanent or interim basis?3

Sorenson Comments at 23-25. As courts have repeatedly found, an agency seeking to
repeal or modify a rule promulgated by means of the Administrative Procedure Act's ("APA")
notice-and-comment procedures must use those same procedures to accomplish the modification
or repeal. Am. Fed'n ofGov 't Employees v. Fed. Labor Relations Auth., 777 F.2d 751, 759
(D.C. Cir. 1985); see also Consumer Energy Council ofAm. v. FERC, 673 F.2d 425,446 (D.C.
Cir. 1982), ajJ'd & reh 'g denied sub nom. Process Gas Consumers Group v. Consumer Energy
Council, 463 U.S. 1216 & 463 U.S. 1250 (1983) ("the APA expressly contemplates that notice
and an opportunity to comment will be provided prior to agency decisions to repeal a rule");
Paralyzed Veterans ofAm. v. D.C. Arena L.P., 117 F.3d 579,586 (D.C. Cir. 1997), cert. denied
sub nom. Pollin v. Paralyzed Veterans ofAm., 523 U.S. 1003 (1998) ("Under the APA, agencies
are obliged to engage in notice and comment before formulating regulations, which applies as
well to 'repeals' or 'amendments."') (emphasis in original) (quoting 5 U.S.C. § 551(5)); Patel v.
INS, 638 F.2d 1199, 1203-05 (9th Cir. 1980) (agency abused its discretion and circumvented
rulemaking procedures ofAPA in using adjudication to modify regulatory standard for granting
immigrant visas that had been adopted in prior rulemaking proceeding); SBC Inc. v. FCC, 414
F3d 486, 498 (3d Cir. 2005) ("if an agency's present interpretation of a regulation is a
fundamental modification of a previous interpretation, the modification can only be made in
accordance with the notice and comment requirements of the APA").

23 See PAR! Comments at 6-7 (use of historical costs would "constitute an unsupported
departure in Commission practice," in violation of the APA). As Sorenson explained in its

9



47 U.S.C. § 225(d)(2).

VRS rates have never been based on "historical costs," and it is especially clear that the

incentive-based VRS rate methodology adopted in 2007 is not based on "historical costS.,,24 As

AT&T correctly points out, "in the 2007 Cost Methodology Order, the Commission considered,

and wisely rejected, the option of using historical costs to calculate VRS rates.,,25 Because a rate

based on ''historical costs" would effectively circumvent or repeal the existing methodology, the

adoption of any such rate in this proceeding would be procedurally unsound and would not

withstand judicial review. In addition to being procedurally unsound, basing rates on "historical

costs" that do not include costs such as those incurred in developing, providing, and installing

videophones is contrary to section 225(d)(2)'s command that the regulations must not

"discourage or impair the development of improved technology.,,26

comments, basing rates on historical costs is far inferior to an incentive-based methodology; for
instance, under an historical cost approach, providers have an incentive to increase their "costs,"
contrary to the ADA's efficiency mandate. Sorenson Comments at 20-21.

24 The Commission itself recently acknowledged this fact when it sought comment on
whether it had authority to use reported historical allowable costs to "recalculate" VRS rates for
2009-10, "notwithstanding the rate methodology established in the 2007 TRS Rate Methodology
Order." Telecommunications Relay Services and Speech-to-Speech Services for Individuals with
Hearing and Speech Disabilities, Public Notice and Notice ofProposed Rulemaking, 24 FCC
Rcd 6029, mr 1, 11 (2009) ("2009 PN and NPRM"); see also Telecommunications Relay Services
and Speech-to-Speech Services for Individuals with Hearing and Speech Disabilities, Report and
Order and Declaratory Ruling, 22 FCC Rcd 20140, ~~ 47-48,52 (2007) ("2007 TRS Rate
Methodology Order"). If VRS rates were already based on historical allowable costs, a
recalculation would never have been needed, much less an NPRM seeking comment on the
lawfulness ofbasing VRS rates on historical costs "notwithstanding" the 2007 TRS Rate
Methodology Order.

25 AT&T Comments at 6. Compare Telecommunications Relay Services and Speech-to-
Speech Services for Individuals with Hearing and Speech Disabilities, Further Notice of
Proposed Rulemaking, 21 FCC Rcd 8379, ~~ 28-29 (2006), with 2007 TRS Rate Methodology
Order ~ 52; see also PAH! Comments at 3-4 (''the preferred historic cost-based option, if
adopted, would represent a vast departure from Commission practice" and "disregards the
Commission's established policy").
26

10



Finally, an interim rate, no less than a long-tenn rate, is bound by the contours of the

incentive-based methodology adopted in 2007, and the Commission "cannot avoid this result by

dubbing its action 'interim'" or engaging in other "semantic somersaults.',27 The Commission

therefore has no lawful discretion to base VRS rates on "historical costs," or on some other

footing that is inconsistent with the 2007 incentive-based methodology, regardless of whether the

rate is to apply for an interim or longer period.28

IV. SLASHING THE VRS RATE WOULD HARM CONSUMERS, PARTICULARLY
VULNERABLE DEAF INDIVIDUALS WHO LACK ACCESS TO VRS

Whether labeled as interim or something else, the Commission's rate decision will set the

course for the future ofVRS and the ability of the most vulnerable deafpopulation to access

functionally equivalent communications service. For example, even an interim rate based on

allowable "historical costs" could drive Sorenson into bankruptcy, or cause it to make severe

cuts to capacity, staffing, innovation, and service levels. By destroying or crippling the provider

that provides the highest quality service to the greatest number of users in a cost-effective

manner, the FCC will pennanently lower functional equivalence, access, and efficiency on an

industry-wide basis. The future, in short, will not look bright if the Commission decides to base

the VRS rate on allowable "historical costs."

Such a decision would, by its very nature, be a backward-looking exercise that is

predicated on the assumption that prior VRS "costs" will remain static in the future. Yet the

27 Chlorine Chemistry Council v. EPA, 206 F.3d 1286, 1291 (D.C. Cir. 2000) (legal
requirement applied broadly to any agency action, and EPA could not avoid it by labeling an
action "interim").
28 In the 2007 Rate Methodology Order, ~ 53, the Commission's justification for adopting
tiered rates was that larger providers allegedly enjoyed "economies of scale." Two ofNECA's
rate proposals would have Tier 2 rates that are higher than Tier 1 rates. This kind of structure is
obviously inconsistent with the economies-of-scale rationale set forth in the 2007 Rate
Methodology Order and therefore would be ripe for reversal if adopted.
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future "cost" of VRS is not static, but is itself dependent on how providers will respond to the

incentives created by the Commission's decision regarding which "costs" are compensable (to

the extent rates are based on "costs"), the level ofVRS rates, and providers' expectations

concerning future changes in the rates.29 If the Commission were to slash rates based on

allowable "historical costs," providers (and investors in providers) will respond in a dynamic

fashion by radically altering their behavior.30

A key behavior that will change in response to a major rate cut will be providers' efforts

and ability to locate and serve currently unserved deafindividuals.31 Providers attract unserved

deaf individuals in two ways: by engaging in outreach and marketing to locate and "win" new

customers, and by improving the quality of their service to make it more attractive to potential

consumers. These activities are inherently costly, and, in fact, they are becoming more

expensive as VRS penetration increases. As Dr. Pelcovits shows, those who already have access

to VRS have various traits that predispose them to use the service. For instance, these

individuals tended to fall at the "higher end" of the scale for the following factors: technical

sophistication, fluency in ASL, availability and subscription to broadband service, education

level, and other demographic factors. 32 As a result, "[i]t was much easier and less costly to

attract these customers and familiarize them with VRS.,,33 After attracting and serving these

early adopters ofVRS, however, the cost oflocating and offering service to currently unserved

29

30
Pelcovits Declaration ~ 22.

Id.

Pelcovits Declaration ~ 31.

31 Id. ~ 23 ("the level of VRS compensation will have a direct and powerful effect on the
VRS providers' investment plans and outreach activities in the upcoming years"); Snap
Comments at 17 (noting that the current and proposed NECA VRS rates have already led to cuts
in "marketing and outreach initiatives").
32

33 Id.
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34

individuals has begun to rise: "VRS providers must spend more to attract customers that are

geographically dispersed, less attuned to technological developments and other developments in

the deaf community, and often without existing broadband service.,,34 Locating and serving the

most vulnerable population of deaf individuals, those who remain unserved even today, will be

costly. It is the mandate of the ADA, and it should be a paramount goal of the Commission, to

serve those very individuals.

The VRS rate is the tool by which the Commission will determine whether the poorest

and most isolated, the least educated, and the most vulnerable consumers gain access to VRS -

or are left behind. As confirmed by an economic model developed by Dr. Pelcovits, the intensity

of providers' customer acquisition efforts (including outreach and marketing as well as efforts to

improve service quality, equipment, and technical support) is very sensitive to the VRS rate

level. Providers will engage in customer acquisition efforts so long as they can earn revenues for

each newly acquired customer that exceed the costs of acquiring that customer. An increase in

the compensation rate, all else being equal, will create incentives for VRS providers to increase

customer acquisition efforts. Conversely, ifthe compensation rate were reduced, VRS providers

would lose the incentive to acquire new customers and may even reduce the quality of service to

existing customers.35

The model developed by Dr. Pelcovits leads to three important conclusions. First, at

current compensation rates, "VRS providers have powerful incentives to expend significant

Id. Notwithstanding the added cost of attracting new customers, the three-year incentive
based plan adopted in 2007 has given Sorenson the stable, predictable, and fair rate environment
it needed to continue to invest in programs to attract new customers. From March 1,2008 (when
the incentive-based plan took effect) through April 30, 2010, Sorenson has increased the number
of installed Sorenson videophones by almost 30,000 units, representing an increase of37 percent
in little more than two years.

35 Pelcovits Declaration W38-40.
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efforts to acquire new customers.,,36 Second, the VRS business is both dynamic and very

sensitive to the VRS rate level, and "[a]ny change in the compensation rate will lead to reaction

by the VRS providers.,,37 Third, "it is very reasonable to predict that lowering the compensation

rate will lead to a reduction in customer acquisition activities, precisely at the time that it has

become more difficult and more expensive to attract new customers to VRS.,,38

This record evidence should give pause to the Commission as it considers the appropriate

VRS rate level for the period after June 30, 2010. If the rate is set too low (below the marginal

cost of acquiring new customers), providers will be forced to cut their outreach and programs to

improve VRS and cease their efforts to locate and serve vulnerable, unserved deaf individuals.

Any Commission action that scaled back these efforts would violate the ADA's mandates for

nationwide access, functional equivalence, and technological improvement.

It is the Commission's statutory duty to "ensure" that the mandates of the ADA are

advanced,39 and therefore the Commission must ensure that the VRS rate is adequate to meet

these mandates. Stated differently, it is not enough that the FCC adopt a VRS rate that allows

providers to survive on "life support" and forces deaf individuals to settle for the status quo.

Rather, the ADA requires the Commission to adopt a rate that is adequate to encourage providers

to enhance the availability and quality of the service, even in the face of rising marginal costs.

Public policy also militates in favor of this outcome. Arguably, deaf individuals who do

not yet have access to VRS are precisely the ones who most could benefit from the service. As

noted, these individuals tend to be the most isolated from the hearing population and the least

36

37

38

39

!d. ~ 40.

Id.

!d.

47 U.S.C. § 225(b)(1), (d)(2).
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able to navigate the emerging broadband economy.40 The Commission should take care that the

rate it sets in this proceeding is adequate to serve these most vulnerable members of the deaf

population, many ofwhom have yet to realize the life-altering benefits ofVRS.

v. TIERS ARE INCOMPATIBLE WITH ECONOMIC EFFICIENCY, THE ADA,
AND THE INTERESTS OF CONSUMERS

A. There Is No Rational Justification for Tiers

In its comments, Sorenson set forth a number of reasons why the Commission should

adopt a single VRS rate for all providers for the period after June 30,2010. For instance,

Sorenson pointed out that a tiered compensation scheme for VRS cannot be squared with the

absence of such a scheme for IP Relay.41 Both businesses involve the provision of Intemet-

based relay by a number of competitors, with one larger provider handling the majority of

minutes, and both businesses are compensated under the same incentive-based methodology,

adopted in the same order, whose first rate cycle will end on June 30, 2010. If, in fact, there

were significant economies of scale justifying the imposition of tiers, those economies should be

present in both businesses. Yet the Commission chose to adopt tiers only for VRS. This

decision was questionable in 2007,42 and cannot be justified going forward. As one consumer

group stated in its comments, it "does not understand why NECA has proposed that VRS

40

41
See generally Sorenson Comments at 11-14.

Sorenson Comments at 23-24.
42 The Commission wisely committed to revisiting the number of tiers. See 2007 Rate
Methodology Order ~ 68 ("The number and size of the tiers will be reevaluated every three
years."); id. ~ 72 (reserving the right "to reassess what the tiers and rates shall be for the ensuing
three-year period); id. ~ 53 ("at least initially, there will be three compensation rate tiers")
(emphasis added); id. ~ 56 ("initially there will be three tiers") (emphasis added).
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providers should be compensated at varying rates, while providers of all other forms ofTRS are

compensated at a single common rate.,,43

In fact, as Dr. Pelcovits shows in the attached declaration, the continued use of tiers

cannot be justified on economic or policy grounds. As an initial matter, Dr. Pelcovits explains

that "there is no reason to expect that the provision ofVRS is characterized by economies of

scale over any significant range of OUtpUt.,,44 Because the great majority of a VRS provider's

costs are composed of the labor costs of interpreters (rather than the capital cost for switches and

outside plant incurred by traditional telecommunications service providers), and because

interpreters can handle only one customer at a time, ''there is no reason to believe that the

average cost ofVRS declines significantly as the volume ofbusiness increases.,,45 While it is

true that a VRS provider can realize some economies of scale from trunking or queuing

efficiencies,46 the vast majority of any such efficiencies will be achieved at a low level of

OUtpUt.47 For example, a firm providing 70,000 minutes per month ''will achieve somewhere

between 88% and 95% ofthe highest possible efficiency that can be reached for this industry,"

and a firm handling 250,000 minutes per month "will achieve somewhere between 96% and 98%

of the potential.,,48 Accordingly, at 500,000 minutes per month (which is now the breakpoint

between Tier 2 and Tier 3), a firm will have achieved virtually all possible trunking

efficiencies.49

43

44

45

46

47

48

49

SCT Comments at 2.

Pelcovits Declaration ~ 12.

Id. ~ 14.

Id. ~ 16.

Id. ~ 17.

Id.

Id. at 12, "Trunking Efficiency for VRS."
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The foregoing facts lead to three important conclusions. First, "it should not be difficult

for a [VRS] firm to grow large enough to overcome any scale diseconomies.,,50 Second, "even if

the Commission were to adopt a compensation rate structure matching the cost structure of the

industry, the difference in the rates for the tiers should be very sma11.,,51 Third, the current tier

structure - with a breakpoint of 500,000 minutes per month between Tier 2 and Tier 3 - is

shifted too far to the right.52 A more defensible breakpoint for the onset of the last tier should

occur nowhere near as high as 500,000 minutes, and probably should be set at a volume no

greater than 250,000 minutes per month.53

As these conclusions make clear, NECA's "historical cost" proposal- which sets a Tier 2

rate that is 55 percent higher than the Tier 3 rate - is poorly designed: the Tier 3 rate is far too

low compared to the Tier 2 rate, and the Tier 3 rate commences at far too high of a volume. As a

result, the "historical cost" proposal is indefensible:

This type of rate structure cannot be justified on any policy or economic
grounds. It will not advance any goal or purpose of the ADA or be
consistent with any of the traditional regulatory rate-setting practices of
the Commission. Rather, it will perpetuate an inefficient industry
structure and penalize a more efficient provider of service.54

Even if the FCC were considering a less egregious tiered proposal, it should not adopt it.

As Dr. Pelcovits explains, a tiered rate structure of any sort - no matter how well designed -

simply does not make sense for a host of reasons. As an initial matter, VRS firms experience

50

51

52

53

54

Pelcovits Declaration ~ 17.

Id.

Id.

Id.

Id. ~ 11.
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61

60

diseconomies as they grow larger. 55 These diseconomies may offset any modest advantage from

trunking efficiencies that a larger firm may have over small competitors (as noted, any such

advantage dissipates at relatively low volumes). In addition, tiers "allow small and inefficient

firms to remain in business, even though the industry would be more efficient overall with a

smaller number offirms.,,56 Moreover, tiers can give smaller firms an incentive to stay small,

allowing them to "stay in business forever and stay the same size to be eligible for the higher

compensation rate"; the inefficiencies of these firms "would be imposed on the subsidizing

ratepayer ... so long as they stayed in business.,,57 Finally, tiers "remove a [smaller] firm's

incentive to undertake the risky efforts necessary to compete against more efficient firms.,,58

Tiers, in short, "flip[] the workings of a competitive marketplace on its head and thereby

... undermine efficiency,,59 - a result that is at odds with the efficiency mandate of the ADA and

the interest of deaf individuals, who benefit from "healthy competition.,,60 The Commission

therefore should eliminate tiers for the period after June 30, 2010.

B. There Is No Rational Justification for Basing Tiers on the "Historical
Costs" of Providers Within Each Tier

NECA's "historical cost" proposal would base tiered rates on the allowable "historical

costs" of providers handling calls within each Tier. 61 As a result, if a particular provider in Tier

55 Id. ~ 18.
56 Id. ~ 19.
57 Id.
58 Id. ~ 21.
59 Id. ~20.

Consumer Group Comments at 8.

The Commission has never based tiered rates on a weighted average of the "costs" of
each provider handling minutes within each tier, as proposed under the "historical cost" and
"projected cost" proposals. Id. at 7.
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3 had much lower allowable "costs" than smaller firms operating only in Tier 1 and/or Tier 2,

then this large difference would be reflected in a Tier 3 rate that is drastically lower than the Tier

1 and Tier 2 rates. This structure, if adopted, would exacerbate the flaws inherent in any tiered

approach and should be rejected by the Commission.

As explained above, any economies of scale due to trunking efficiencies are modest and

are exhausted at a low volume of calls. There is no reason to believe that there are any other

sources of significant scale economies; to the contrary, as VRS firms get larger, at some point

they start to experience diseconomies. As a result, if a Tier 3 provider has "costs" that are much

lower than smaller firms operating only in lower tiers, there is every reason to believe that this

difference is due to superior business acumen, and not to the mere fact that it is bigger than its

rivals. It would be folly to establish a tiered rate structure that punishes firms simply for making

better business decisions. Yet that is exactly what the "historical cost" tiered proposal would do:

Tier 3 firms would receive only $3.89 per minute, while firms in Tiers 1 and 2 would receive

more than $2.00 in additional per-minute compensation. Such a huge difference can only be

viewed as an attempt to punish Sorenson (which currently handles about 98 percent ofTier 3

minutes) for having made better business decisions than its competitors. Any rate structure

skewed in this manner would be ripe for reversal.

VI. CONCLUSION

The Commission should heed the overwhelming verdict of the public in this proceeding

by adopting a fair VRS rate that encourages providers to advance the pro-consumer goals of the

ADA. As set forth in Sorenson's comments, the Commission should adopt a five-year incentive

based VRS rate plan, to commence on July 1, 2010, with a Year 1 rate of$5.95 per minute for all

providers, which will decrease by 1 percent at the start ofeach subsequent rate year. Ifthe
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Commission believes it must adopt an interim rate, it should maintain the status quo by

extending the existing rate plan so that, during the interim period, VRS rates are set at levels that

are 0.5 percent lower than the 2009-10 rates.

Respectfully submitted,

Michael D. Maddix
Director of Government and Regulatory Affairs
Sorenson Communications, Inc.
4192 South Riverboat Road
Salt Lake City, Utah 84123

May 21,2010
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Federal Communications Commission

Washington, D.C. 20554

In the Matter of )
)
)

Telecommunications Relay Service and )
Speech-to-Speech Services for )
Individuals with Hearing and Speech Disabilities )

)
Structure and Practices of the Video Relay )
Service Program )

)

CO Docket No. 03-123

CO Docket No. 10-51

DECLARATION OF DR. MICHAEL D. PELCOVITS

I. INTRODUCTION AND SUMMARY

1. My name is Michael Pelcovits. I am a principal in the consulting finn MiCRA, Inc.

My business address is 1155 Connecticut Avenue, Washington, D.C. 20036. I filed a

declaration in this proceeding on behalf of Sorenson Communications on October 30,

2006. 1

2. I am a principal with the consulting finn Microeconomics and Research Associates,

Inc. ("MiCRA"). I received my Ph.D. in Economics from the Massachusetts Institute

ofTechnology in 1976. Since serving on the economics faculty of the University of

Maryland and as a Senior Economist at the Civil Aeronautics Board, I have spent my

Declaration of Dr. Michael D. Pelcovits, attached to Comments of Sorenson
Communications, Inc., CO Docket No. 03-123 (Oct. 30,2006).
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entire career specializing in the economics of regulation and competition in the

telecommunications industry.

3. From 1979 to 1981, I was a Senior Economist at the Federal Communications

Commission, Office ofPlans and Policy. From 1981 to 1988, I was a founding

member and principal of the consulting finn Cornell, Pelcovits and Brenner. In 1988 I

joined MCI Communications Corporation and remained with the Company following

its merger with WorldCom, until 2002. I held positions of increased responsibility at

MCI, and was appointed Vice President and Chief Economist of the corporation. In

this position I was responsible for the economic analyses of policy and regulatory

matters provided and presented by the Corporation before federal, state, foreign, and

international government agencies, legislative bodies and courts.

4. I joined MiCRA in October 2002, immediately after leaving MCI, and am one of six

principals ofthe finn. MiCRA is an economic consulting firm based in Washington,

DC. The finn was founded in 1991 by a group of economists who served in senior

positions at the Antitrust Division ofthe U.S. Department of Justice. MiCRA provides

economic analysis, expert testimony, and economic research to clients in a wide range

of antitrust, regulatory, and other legal and public policy settings. Since joining

MiCRA, I have testified before several state regulatory commissions on

telecommunications policy and ratemaking issues. These testimonies have focused on

the importance of establishing the proper foundation to facilitate competition in

telecommunications markets. I have also filed several declarations before the Federal

Communications Commission on a wide range of common carrier, wireless, and

international telecommunications policy issues. I have also consulted and provided
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testimony on telecommunications, intellectual property and competition matters before

several other Courts and administrative bodies, including: Federal District Court; U.S.

Copyright Royalty Judges; and London Court of International Arbitration.

5. I have been asked to prepare a declaration addressing several of the issues raised in the

comments filed by other parties in this proceeding, including AT&T Inc.; Convo

Communications, LLC; CSDVRS, LLC; PAH! VRS; Purple Communications, Inc.;

Snap Telecommunications, Inc.; Speech Communication Assistance by Telephone,

Inc.; and a coalition of consumer groups?

6. My declaration is organized as follows. In the next section I will explain the economic

advantages ofusing price caps (incentive regulation), rather than rate-of-return-

regulation (i.e. cost-of-service regulation) for setting the compensation rate for VRS.

Next, I address proposals or options presented by NECA and the FCC's Consumer and

Governmental Affairs Bureau to use a tiered rate structure for VRS compensation.

Finally, I explain how the VRS rate set by the Commission will have a powerful effect

on the efforts made by VRS providers to disseminate VRS to increasing numbers of

deaf customers.

Comments of AT&T Inc. (May 14,2010) ("AT&T Comments"); Comments ofConvo
Communications, LLC (May 14,2010); Comments ofCSDVRS, LLC (May 10,2010);
Comments ofPAH! VRS (May 13, 2010); Comments of Purple Communications, Inc. (May 14,
2010) ("Purple Comments"); Comments of Snap Telecommunications, Inc. (May 14, 2010)
("Snap Comments"); Comments of Speech Communication Assistance by Telephone, Inc.
(May 17,2010); Comments ofTelecommunications for the Deaf and Hard of Hearing, Inc.;
Association of Late-Deafened Adults, Inc.; National Association of the Deaf; Deaf and Hard of
Hearing Consumer Advocacy Network; California Coalition of Agencies Serving the Deaf and
Hard of Hearing; American Association of the Deaf-Blind; and Hearing Loss Association of
America ("Consumer Groups") (May 14, 2010). (Unless otherwise indicated, all comments cited
herein were filed in CG Docket No. 03-123.)
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II. BENEFITS OF INCENTIVE REGULATION

7. In the Declaration that I filed on behalf of Sorenson in 2006, I explained the reasons

why incentive regulation was the best mechanism to ensure that telecommunications

relay services would be made available to persons with hearing or speech disabilities to

the fullest extent possible and in the most efficient manner, as required under Title IV

of the Americans for Disabilities Act of 1990 (ADA). Incentive regulation, with rates

set at a reasonable and non-confiscatory level, provides carriers with the incentives to

provide VRS and IP Relay Service to the deaf and hard of hearing community.

Incentive regulation will encourage VRS providers to continue to train ASL interpreters

and invest in new technology, which will increase the appeal and usability ofVRS and

IP Relay services. Incentive regulation will also minimize the administrative costs

associated with the Commission's rate setting regime, which will allow more of the

TRS funds to be used for providing services to the community.

8. The experience of the last three years under the Commission's price cap regime for

VRS has proven the superiority of this rate-setting mechanism over the prior practice of

setting rates annually on the basis of projected costs. Since 2007, VRS providers have

expended significant resources to expand service to new deaf customers, invested in

interpreter training, and developed new equipment and software, which adds value to

VRS.3 All of these activities and investments have been undertaken without any need

See, e.g., Comments of Sorenson Communications, Inc. at 17-18 (May 14, 2010)
(outlining the specific steps Sorenson took in reliance on the three-year, incentive-based plan
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for regulatory fiat or mandate, because under the price cap regime the VRS providers

have been given the right incentives. Were the Commission to reverse direction and

substitute a cost-of-service regime, it would blunt these incentives and cause a

deterioration or degradation in the quality and quantity of service provided to the deaf

community.

III. A TIERED RATE STRUCTURE IS INCOMPATIBLE WITH ECONOMIC
EFFICIENCY

9. The existing compensation plan is based on a tiered rate structure using the following

schedule:

VRS MOD per Month 2009-2010 Rates

Tier 1 <50,000 $6.7025

Tier 2 50,001 to 500,000 $6.4352

Tier 3 >500,000 $6.2372

including investment in innovations and service quality enhancements); Snap Comments at 3-6
(discussing and detailing "[t]he consensus view...that the current rate methodology has been a
tremendous success story resulting in significant advances in technology, equipment, services
and features available to a growing number ofrelay consumers"); Purple Comments at 2-3
(listing the "significant advances" which have resulted from the Commission's "efforts to foster
competition and to provide stability and predictability over the past three years"); AT&T
Comments at 4 (noting that "[i]t is no mere coincidence that the past three years have seen
significant advances within the VRS industry").
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Although not entirely clear, the FCC's reasoning behind the tiered rate schedule

appears to have been based on the assumption that "larger and more established

providers" enjoy "economies of scale.',4

10. In its current submission, NECA proposes four alternatives for setting the VRS

compensation rate; all of these include a tiered structure. One of the alternatives would

create a rate structure that dramatically increases the rate differential between small and

medium versus large VRS providers. This proposed tiered compensation rates range

from $6.0318 for Tier 2 providers to $3.8963 for Tier 3 providers. The rate for the

smallest providers (Tier 1) is below the Tier 2 rate, at $5.7754. (This feature of the rate

structure is not explicable, except as an artifact of the odd method used by NECA to

establish a recommend rate structure based on the historic costs of the existing

providers.)

11. The Tier 2 rate constitutes a 55% supplement on top of the Tier 3 rate. Looked at

from the opposite vantage point, the Tier 3 rate is a 35% rate reduction relative to the

Tier 1 rate. This type of rate structure cannot be justified on any policy or economic

grounds. It will not advance any goal or purpose of the ADA or be consistent with any

of the traditional regulatory rate-setting practices of the Commission. Rather, it will

perpetuate an inefficient industry structure and penalize a more efficient provider of

service.

Telecommunications Relay Services and Speech-to-Speech Services for Individuals with
Hearing and Speech Disabilities, Report and Order and Declaratory Ruling, 22 FCC Red 20140,
~ 53 (2007).
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12. Some parties advocate a tiered rate structure based on a presumption that the cost of

providing VRS will decline as the firm gets bigger.5 There are two flaws with this

argument. First, there is no reason to expect that the provision ofVRS is characterized

by economies of scale over any significant range of output. Second, even if contrary to

fact there were significant economies of scale in the provision of VRS, it would be

inadvisable to use a tiered compensation to encourage entry and subsidize competition

by less efficient, smaller VRS providers.

13. The textbook model of a firm's cost function depicts a "u" shaped cost curve (as shown

below). Cost per unit initially falls, then it reaches a minimum value, and finally cost

per unit increase as output continues to grow. The textbook explanations for the initial

decline in cost include:6

- If the firm operates on a larger scale, workers or other inputs can specialize in the
activities at which they are most productive.

- Scale provides flexibility, by allowing managers to organize the production
process more effectively.

- The firm may be able to acquire some production inputs at lower cost.

The eventual increase in the average cost ofproduction as output increases may be a

result of several factors, including:7

See, e.g., AT&T Comments at 3 (noting that "one provider has an overwhelmingly
dominant market share position in VRS" and "[t]hat provider's costs are generally lower than the
costs of smaller TRS providers"); Purple Comments at 5-6 (arguing that "smaller providers such
as Purple and the rest of the industry have significantly higher cost structures" than the dominant
VRS provider).

6 Robert S. Pindyck and Daniel L. Rubinfeld, Microeconomics, Sixth Edition, Prentice Hall
(2005), at 237.

7 Id.
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- Some factors of production (e.g. factory space) may be difficult to expand in the
short run.

- Managing a larger firm may become more complex as the firm grows in size.

- Advantages ofbuying in bulk may have dissipated once certain quantities are
produced.

14. The cost structure of a typical VRS firm is likely to follow this V-shaped curve. I

expect that any VRS firm can fully realize any economies of scale at very low levels of

output. Certainly, there is no basis for the assumption that VRS providers' cost

structure is similar to a typical regulated utility. VRS is not characterized by high fixed

cost or large economies of scale in production. The great majority of a VRS provider's

costs are composed of the labor cost of interpreters, rather than the capital cost for

switches and outside plant incurred by traditional telecommunications service

providers. Moreover, there is no underlying economy of scale in the production

process used by VRS providers. Interpreters can handle only one customer at a time, so

a minute ofVRS will always require a minute of interpreter work time. Therefore,

there is no reason to believe that the average cost ofVRS declines significantly as the

volume of business increases. Indeed, if the evidence shows that the largest VRS

provider operates at lower cost than the smaller firms, this is much more likely to be

due to superior business acumen than economies of scale.8

There is no need to tailor the compensation structure to prevent a firm from getting too
large. To the extent the firm starts to face diseconomies of scale as it grows very large, it would
be in its own self-interest to stop growing.

- 8 -
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15. Sorenson's method of growth over the last several years also demonstrates the limited

role of economies of scale. Sorenson has grown by adding call centers in new locations

throughout the country, rather than building up a huge centralized call center. At the

end of2003, Sorenson had only 2 call centers. By the end of 2006, Sorenson had 56

call centers, and had expanded to 108 call centers by the end of 2009. The reason for

this is the limited supply of interpreters in a geographic area, as well as a decision by

Sorenson to limit the percentage of interpreter capacity that it will employ in any area

in order to allow other needs of the deaf community to be served (e.g. interpreters for

schools and work). Sorenson's growth pattern is in marked contrast to other industries

where scale economies are present. For example, some manufacturing industries are

highly concentrated, reflecting the economies of scale in the production process. For

example, a study ofthe electric power industry of 1970 demonstrated that the average

cost ofproduction fell until output reached 33 billion kwh (although five firms had

-9-



reached points of diseconomies of scale).9 An example in the telecommunications

industry would be the economies of scale found in the transmission of data and voice

traffic on fiber optic facilities. This is responsible for the high industry concentration

rates for national and international long haul transmission. 1O There is no evidence that

the VRS industry has any of these characteristics.

16. It might be posited that a VRS provider realizes economies of scale from trunking or

queuing efficiencies. In other words, since the demand for VRS is composed of the

individual demands ofmany customers, there will be a statistical distribution of the

need for an available interpreter at any point in time. The more customers that a VRS

provider serves, the more efficiently it will be able to smooth out the stochastic nature

of the demand and the more efficiently it will be able to use its interpreters. This is a

recognized phenomenon associated with telecommunications and other production

processes where queuing might occur (e.g. highway traffic at toll booths, check-out

lines at supermarkets). The critical question, however, is whether this phenomenon

will have a large effect on the minimum efficient scale of a VRS provider.

17. In order to examine this issue, I have utilized a standard model of trunking efficiency to

measure the possible scale economies for different size VRS providers. I I The model

estimates the relative efficiency in the use of ASL interpreters by VRS providers at

9 Laurits Christensen and William H. Greene, "Economies of Scale in U.S. Electric Power
Generation," Journal ofPolitical Economy 84 (1976): 655-76.
10 Undersea cable is usually laid by a consortium of owners, due to the enormous economy
of scale in production, i.e. it is only slightly more costly to lay a cable with additional fiber
strands.
II The model of staffing needs for a call center is available at <www.erlang.com>.
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different output levels. The key inputs to the model that I used were: the percentage of

calls answered within a window of time (80% within two minutes), the set-up time

needed to establish a call (30 seconds), the targeted percentage of a duty hour that an

interpreter would be interpreting calls (50%), and the distribution of calling across the

day (run two ways with calling spread uniformly over 8 hours or 24 hours). I have run

the model at output ranging from 50,000 to 10 million minutes per month. The model

computes the number ofinterpreters needed to achieve a particular blocking level

during the busy hour. The results are shown in the chart below (and in tabular form in

Appendix 2), which depicts the relative efficiency of use (number of calls handled per

hour) ofVRS interpreters at different levels ofoutput. The results show that a firm will

achieve a high level of efficiency at a relatively low level of output. For example, a

firm providing 70,000 minutes per month will achieve somewhere between 88% and

95% of the highest possible efficiency that can be reached for this industry. By the

time a firm reaches 250,000 minutes per month, it will achieve somewhere between

96% and 98% of the potential. This has three implications. First, it should not be

difficult for a firm to grow large enough to overcome any scale diseconomies. Second,

even if the Commission were to adopt a compensation rate structure matching the cost

structure of the industry, the difference in the rates for the tiers should be very small.

Third, even if tiers are used to segment the market, the highest tier should commence at

a lower threshold, probably no more than 250,000 minutes. There is absolutely no

reason to insert an additional tier for VRS providers above 500,000 minutes a month

but below a higher threshold, e.g. 1,000,000 minutes a month.
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18. Finally, even if there is some reason to believe that VRS firms will achieve some

economies of scale, this does not mean that the largest VRS firm will have the lowest

costs. The reason for this is that firms experience diseconomies as they grow larger.

The economics literature suggests that diseconomies of scale are created by four

interrelated factors: specialization, bureaucratic insularity, incentive limits of

employment, and communication distortion. This conceptual paradigm has been tested
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empirically.12 These factors are very important in the economy and explain why many

industries are highly de-concentrated. As mentioned earlier, however, there is no

reason to be concerned that a VRS provider will grow past the point of maximum

efficiency.

19. Even ifVRS providers can reduce cost as their volume of traffic increases, a tiered

compensation rate structure should not be used. The proposed tiered rate structure

would allow small and inefficient firms to remain in business, even though the industry

would be more efficient overall with a smaller number of firms. This could happen, for

example, ifthe smaller firms in the industry have higher costs because they are badly

managed, rather than due to some inherent cost disadvantage, and the tiered rate

structure were calibrated based on those firm's costs. These firms could stay in

business forever and stay the same size to be eligible for the higher compensation rate.

Their inefficiencies would be imposed on the subsidizing ratepayer customers so long

as they stayed in business.

20. The tiered rate proposal flips the workings of a competitive marketplace on its head and

thereby would undermine efficiency. In competitive markets, efficient firms are

rewarded with increased market share and greater profits. Less efficient firms are

forced to become more efficient or leave the market. Growth and prosperity is a reward

for efficiency; efficiency is not a by-product or a reward for getting bigger.

See S. Canback, P. Samouel, D. Price, "Do Diseconomies of Scale Impact Firm Size and
Performance? A Theoretical and Empirical Overview," Journal of Managerial Economics, 2006,
Vol. 4, No.1.
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21. Finally, even if small firms must grow to achieve efficiencies, it is harmful to

"subsidize" these firms until they grow larger. This would remove a firm's incentive to

undertake the risky efforts necessary to compete against more efficient firms.

Workably competitive markets have developed in many parts of the economy, even in

industries where firms realize some scale economies. For example, overnight package

delivery services are provided in a highly competitive market by a handful of firms,

each of which was forced to grow large enough to vie with the market leader.

Competition, innovation, and efficiency would have been undermined severely in this

market if smaller firms were given a subsidy by the government, rather than being

forced to compete for customers by aggressively promoting and expanding their own

businesses.

IV. FULLY-COMPENSATORY VRS RATES ARE NEEDED TO INCREASE VRS
PENETRATION IN THE DEAF COMMUNITY

22. The Commission should proceed cautiously before making large-scale changes in the

VRS compensation rates or rate structure. The reason is that the VRS providers will

respond to changes in compensation rates by altering their efforts to provide and

promote service to the large number of unserved or underserved deaf Americans.

Furthermore, reductions in the compensation rate may cause deterioration in the quality

of service provided to VRS customers, which will harm existing VRS customers and

discourage others from adopting VRS. The Commission must look beyond a simple

rate of return formula when setting the compensation rate. Indeed, the cost of VRS is

not static, but is itself dependent upon how the VRS providers will respond to the

incentives created by the Commission's decisions on what types of "costs" are
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compensable (assuming rates are based on "costs"), the level of compensation rates,

and providers' expectations concerning future changes in the rates.

23. The VRS industry is composed ofhundreds of thousands of actual and potential

customers and numerous VRS providers (or potential entrants into this market), all of

which will be interacting in a complex, dynamic market. VRS providers will act

rationally to maximize profits over the long run. They will invest in new technology

and in efforts to promote VRS to new customers, only to the extent that these are

profitable activities. As such, it is reasonable to predict that the level ofVRS

compensation will have a direct and powerful effect on the VRS providers' investment

plans and outreach activities in the upcoming years, as well as the plans of firms

considering investing in VRS providers. The Commission must consider the impact of

the VRS rate on marketplace behavior, especially in light of the ADA's mandate that a

rapid, efficient nationwide communication service be available "to the extent possible

... to hearing-impaired and speech-impaired individuals in the United States.,,13

24. Rate setting for VRS is not a "zero-sum game" with the VRS providers on one side of

the equation and the funding public on the other side of the equation. Rather there is a

range of rates that could be considered fair to the public and fair to the VRS industry by

compensating them for providing VRS. Yet, the choice of the compensation rate within

this range will have a significant effect on how the service is provided to the deaf

community. Trying to pay for this vital service "on the cheap" or in economically

47 U.S.C. § 225(b)(l).
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inefficient or irrational ways, such as through tiers, may be possible, but far from ideal

from a public policy standpoint.

25. My goal in this section of the declaration is to present a theoretical and empirical model

to demonstrate the sensitivity of the marketing and outreach efforts ofVRS providers to

the compensation rate, and the consequent effects on the penetration rate of VRS in the

deaf community. I begin by examining how the demand for VRS will respond to

efforts by the providers to increase outreach and engage in other activities to promote

VRS and improve the quality of service in an effort to attract deaf customers that are

less familiar with new technology. Then, I turn to the supply-side of the market and

discuss how the very low entry barriers in the VRS industry compel the incumbent

providers to behave competitively, which constrains the level ofprofits that can be

earned in the industry. Next, I examine the interaction of supply and conditions in this

market and demonstrate that the compensation rate set by the FCC will have a direct

and powerful effect on the level of outreach and marketing activities of the VRS

providers. Based on this model, I then illustrate how the adoption path of VRS will

depend on the compensation rate (and rate methodology) chosen by the Commission.

A. Demand for VRS by the Deaf Community

26. In conventional markets, demand for a product or service depends to a large degree on

the price charged by suppliers. Ifprice falls, demand increases; hence the traditional

graph of a downward-sloping demand curve found in every basic economics textbook.

The VRS market is anomalous. VRS is free to the user, so it is not possible to tie the

level of demand to the price of the service. The number of VRS customers (and by
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implication the amount ofVRS usage) will depend on the characteristics of the highly

diverse customer base and the efforts made by the providers to attract new customers. 14

27. Market experience over the past several years, demonstrates that outreach and other

customer acquisition ("CA") activities have attracted new customers to the service.

Currently VRS usage is about 8,000,000 minutes per month, and there are

approximately 130,000 deafVRS users. There is also a hearing party at the other end

of every VRS call who benefits from VRS service. This represents a substantial

increase in market penetration over the past several years, yet the service has not

reached a large number of deaf Americans.

28. The increase in market penetration has not happened in a vacuum. VRS providers have

expended significant efforts and resources to attract new users, including:

- Outreach to the community at schools, fairs, and meetings

- Providing free videophones or other customer premises equipment

- Providing technical assistance with installation ofVRS

- Offering ongoing technical advice and other customer services

VRS providers attract and retain customers by providing high-quality video interpreters

and new service features, such as ASL video mail. These activities are comparable to

the marketing and customer retention efforts undertaken by firms in other competitive

industries. The difference is that these are the foci of competitive efforts by the VRS

providers, which cannot compete directly on price.

The data we have examined shows that usage per VRS subscriber has been very stable
over the last few years.
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29. It is now possible to fonnulate what the "demand curve" looks like for the VRS

industry. Demand is a function of customer acquisition activities and other quality

measures ofVRS. Using data from Sorenson and other publicly available data, we

have estimated the relationship between customer acquisition activities and the size of

the VRS user base. The econometric analysis (provided in the Appendix) creates a time

trend for the VRS user base and then estimates the specific effect of the CA activities

on the demand for VRS. The graph below shows this relationship for a single point in

time.
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30. This analysis demonstrates that customer acquisition activity is essential for increasing

the size of the VRS customer base. Further, the data point to another important

development in the market. Namely, a greater incremental effort will be needed than in

the past to increase VRS penetration further. This can be seen from the concave shape

of the curve in the graph above, which reflects a fall in the productivity of customer

acquisition activity as the market achieves greater penetration. In other words, it is

getting harder to attract new customers. When the size of the customer base was

approximately 100,000, a $100,000 increase in CA expenditures generated 1,800

additional customers. At present, with a much larger customer base, a comparable

$100,000 increase in CA expenditures generates only 900 additional customers.

31. This decline in the productivity of customer acquisition activities is likely due to a

number of factors. The deaf and hard ofhearing population consists of households with

varying degrees oftechnical sophistication, fluency with ASL, availability and

subscription to broadband service, education level, and other demographic factors. The

early adopters ofVRS were at the "higher end" ofthe scale ofthe potential customer

base. It was much easier and less costly to attract these customers and familiarize them

with VRS. As market penetration has increased, the cost of attracting new customers is

rising. VRS providers must spend more to attract customers that are geographically

dispersed, less attuned to technological developments and other developments in the

deaf community, and often without existing broadband service. This means that VRS

providers will only undertake efforts to spread VRS more widely to new deaf

customers, if the greater acquisition expenses are offset by the potential profit margin

earned on each minute of use.

- 19-



B. Supply Conditions in the VRS Industry

32. Presently there are nine VRS providers (AT&T, CAC, Hands On, Sorenson, Sprint,

Healinc, GoAmerica, SNAP, and CSDVRS) that draw directly from the Fund. In

addition, other providers in the market obtain compensation indirectly from the Fund by

using the reporting and collection services of one of the nine reporting VRS firms.

Many firms have entered the industry over the past few years and there is clear

evidence that there are no significant barriers to entry into the VRS industry. Indeed

the Commission has established a number of conditions on all VRS providers,

including number portability and unbundling of the service from customer premises

equipment. These measures limit the ability of incumbents to exclude competitors or

raise rivals' costs. Further, as explained above, there is no evidence that entry will be

impeded by the need to overcome economies of scale associated with trunking

efficiency.

33. In light of these structural characteristics, I would expect that competition among the

VRS providers will compete away any "supra-normal" profits (i.e. profits in excess of

the level needed to attract capital to the industry), as the providers spend increasing

amounts to improve quality and increase outreach and marketing activities to attract

more customers. Moreover, ifthe existing providers were not competing aggressively,

new firms would be attracted into the industry and begin to compete away the

incumbents' customers. The industry will only reach a long-run equilibrium when the

profit margin to be earned on a newly acquired customer is equal to the marginal cost
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of efforts needed to acquire that customer. 15 And although the industry will not always

be in a state oflong-run equilibrium, we can predict that the VRS providers will be

forced to react in response to changes in market conditions that cause disequilibrium.

In the VRS industry, any short-run excess profits will be rapidly dissipated by the

intense effort of incumbent and new firms to acquire new customers. This process will

bring new customers into the market, which is precisely the goal set out by the ADA.

34. The difference between the competitive dynamic in the VRS industry and other markets

is that the firms will not engage in direct price competition, which would ordinarily

drive monopoly profits to zero. All providers offer service to the users at a zero price

per minute. VRS users, in turn, do not select among providers on the basis of price.

Rather, the providers will compete for customers (and also seek to expand the market

and add new customers) by improving the quality of service across many dimensions,

including: the quality of the VRS equipment, the quality of the interpreters, low call

blocking or waiting times, and other aspects of customer service and technical help in

installing and operating VRS. These activities have benefited consumers in the past

and will continue to do so, so long as the VRS providers can earn a positive margin on

the incremental customers attracted by these endeavors.

35. I have undertaken to model competitive behavior among VRS providers in order to

demonstrate the linkage between the level of the compensation rate and the customer

acquisition activities of the firms. These customer acquisition activities (which I label

There will be a unique equilibrium level of customer acquisition activity corresponding to
a given compensation rate. Once that equilibrium is reached, the Commission can then assess
whether the efforts being made to extend service to the unserved members of the hearing
impaired community are appropriate to meet the goals of the ADA.
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as "CA") encompass: marketing, customer outreach, quality-improvements, technical

support, equipment grants. Rational economic behavior by the VRS providers will lead

them to increase their CA activities the more profitable it is to serve a new customer.

The per-customer margin, in tum, will be determined by the expected VRS minutes per

customer, the variable cost per minute, the per-customer variable costs, and the revenue

per minute (i.e. the compensation rate). This profit maximization equation is shown

below:

At each point in time, each VRS provider will maximize:

(PX-k) * D - C(a)

Where:

P is the VRS compensation rate

X is the expected VRS minutes per customer

k is the marginal cost per customer

D is the number ofVRS customers served

C(A) is the cost of the customer acquisition activities of the firm

36. We can then state the profit maximizing level ofcustomer acquisition expenses as a

function of a number of variables including the VRS compensation rate as:

At = 110 + 111*mt + 112*m? + 113*mt*t + 114*( + 115*1

Where:

Ai,t is the level of customer acquisition expenses for firm "i", period (

110 is a fixed effect for firm "i"

111 is the coefficient on per-customer margin

112 is the coefficient on the square ofper-customer margin

m is the margin
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114 and 11s are time trend coefficients

37. The resulting relationship is depicted in the graph below. 16 This graph demonstrates

the sensitivity of customer acquisition expenditures to the VRS compensation rate. At

a compensation rate of $6.25, monthly customer acquisition expenditure would be

approximately $800,000. In contrast, if the compensation rate were $5.25, monthly

customer acquisition expenditures would be approximately $650,000. This

relationship, which is derived from the empirical data and conceptual framework,

reflects the likely behavior offinns (the VRS providers) that have only a limited set of

options to respond to the change in compensation rate. The only other alternative

would be to cut the quality of service, e.g. by hiring less-capable interpreters, but this

too would affect customer retention and outreach to new customers. Furthennore, any

other cost-cutting action would potentially have long-tenn effects on the provider's

reputation, and tum out to be unprofitable in the long run in the event the compensation

rate were to be increased in the future.

It is difficult to estimate this equation using historical data, because the compensation rate
has not varied significantly in recent years. Moreover, until 2007, the VRS providers faced great
uncertainty as to whether the compensation rate would change in a year or less. Hence, we have
had to alter the specification of the equation to obtain better explanatory power from the
regression.
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C. Combining Demand and Supply for VRS

38. The interaction of supply and demand factors in the market for VRS will occur in the

following manner. Given the compensation rate set by the Commission, the VRS

providers will engage in customer acquisition activities until they have reached the

point where the marginal expenditure on customer acquisition equals the profits earned

on the marginal customer acquired. Since marginal customers are more difficult to

attract (and possibly less profitable) as the market penetration increases, we can expect

that a greater increase in the compensation rate would be needed to give VRS providers

the incentive to increase market penetration even further.

39. The graph below shows the combined effect of all the factors analyzed above. It shows

the trend in the size of the VRS customer base over the last several years, and then
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projects the trend going forward. This trend line, however, will depend on the

compensation rate set by the Commission in this proceeding, as well as the VRS

providers' expectations of future rate setting practices. The graph below illustrates how

the trend line could deviate from its present path over time if the compensation rate is

lowered or raised. A lower compensation rate will push the penetration rate lower over

time. A higher compensation rate will push the penetration rate upward over time. 17
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The intention of this exercise is not to predict the precise relationship between
compensation rates and market penetration. There are simply too many factors at work in the
market and insufficient experience to estimate these relationships with precision. Nevertheless,
the economic behavior of the VRS market can be captured and predicted by the model.
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40. The dependence of the penetration rate on the compensation rate is a result of open

entry and competition among VRS providers. At present, the VRS providers have

powerful incentives to expend significant efforts to acquire new customers. The market

has reached a short-run equilibrium. Any change in the compensation rate will lead to

reaction by the VRS providers, and it is very reasonable to predict that lowering the

compensation rate will lead to a reduction in customer acquisition activities, precisely

at the time that it has become more difficult and more expensive to attract new

customers to VRS. If the Commission is serious about increasing the spread of this

vital service, therefore, it should not cut compensation rates.

v. CONCLUSION

41. VRS providers will respond to the incentives created by the compensation rate set by

the Commission. Under the current rate and rate regime, the providers have expended

significant resources to improve the quality ofVRS and to expand VRS to new deaf

customers. Any significant change in the structure or level ofVRS compensation could

derail these activities. Lowering compensation rates would reduce the revenues

available from providing service to new customers, who are increasingly more costly to

attract to VRS due to their lack ofbroadband service and lack of familiarity with the

technology. It is inevitable that the VRS providers would respond to lower

compensation rates by scaling back their marketing efforts and reducing their efforts to

improve the quality ofVRS service. Also, it would be contrary to good rate-setting

policy to accentuate (or even perpetuate) the structure of the tiers used for VRS

compensation. There is no cost-justification for these tiers, but rather a mistaken

interpretation ofdata that conflates superior entrepreneurial skill with economies of
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scale. Competition among VRS providers does not require a subsidy to smaller

providers.
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I declare under penalty ofperjury that any assertion ofmaterial fact contained in the

foregoing Declaration is true and correct to the best ofmy knowledge and belief.

Dated: May 21,2010 ~,---.~~~
Michael D. Pelcovits
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Appendix 1: Theoretical and Empirical Models

This appendix presents the details of the analysis with respect to theory and empirics.

Section I below describes the theoretical model of fIrm behavior; Section IT presents the empirical

model, describes the data that we used to conduct the empirical analysis, and presents the results

of our regressions.

Section I: Firm and Consumer Behavior

Because there is no price competition in the market for VRS services, we hypothesize

that fIrms in this industry compete mainly through marketing, outreach, and offering high-quality

services, referred to collectively as "customer acquisition activity" (or "activity"). This customer

acquisition activity serves two main functions for consumer households: it is informative and

taste forming. Marketing is informative because it lets consumers know that the (broadly-defIned)

service is availabl an effect which is necessarily not fully appropriated by any individual fIrm

spending on marketing and outreach-and it is taste-forming because it successfully encourages

consumers to choose a particular competitor's service over the service of others.

We hypothesize the following discrete-choice model of consumer household behavior in

response to given levels of customer acquisition activity. Let ajJJ, •.• aj,T be fmnj's level of

marketing and outreach activity at time periods t = 0, ... T, where j = 1, ... n and n the number of

competitors. Let

U. ·1(a· I ,8)=g(a. ,8, e.)+E·· 1I,J, J, J,I I I,J,

be the indirect utility function of a consumer of type e;, conditional on having "noticed" the

existence of the product category, when choosing fIrmj as a service provider. We assume that

this probability of noticing in period t-through which the market grows over time-is increasing

in the total amount of marketing and outreach activity both in period t and in previous periods:



Given a distribution function for the random variable E.. , we can write the probability that this·u

consumer will choose service provider} as

Pr(j,8.) =Pr(g(a
J
. , ,8, 8;)+E; 'I =max(g(alt ,8, 8;)+E1 'I"" g(an 1,8, 8.)+En "))

I • .J. • ,J, • I .J.

*Pr (choose)

Aggregating over the set of consumers yields the demand curve faced by service provider}:

We hypothesize and later test that this aggregated demand curve will have the property that

Customer acquisition activity is productive in generating new customers, but becomes

progressively less so at higher and higher levels of activity.

Hence, each ftnn faces a demand curve for its services that is a function of its own

activity level and those of all of its competitors. We denote the VRS compensation rate that a

service provider receives for each call as p, the expected number of calls per household in time t

as x' and the marginal cost of serving an additional consumer household as k. Finn}'s profits in

period t (gross of fixed costs) can then be written as

We assume that finn} chooses its activity level ail to maximize a discounted stream ofproftts.

We can express this stream of discounted profits as

11



T

1t j (ap- .. an) =I (1- Pr1t j,1 ( aj,l' '" aj,l)' or
1=0

If fInn} chooses ail to maximize its profIts, its best-response to the activity levels of all of its

competitors is given by

The actual Nash equilibrium in customer acquisition activity levels, however, is characterized by

where 1-includes all of the parameters of the underlying demand function andm(p) is the margin,

gross of customer acquisition costs, PX - k . We expect that

da;AA,p, m(p)) = da;AA,p, m(p)) *dm(p) > O.

dp dm dp

That is, as the margin m (p) increases, the incentive for each service provider to engage in

customer acquisition activity increases. However, we also expect that there are diminishing

returns associated with increases in the VRS compensation rate:

d2a;AA,p, m(p)) < 0
dp2

In each period t, a given increase in the VRS compensation rate is progressively less and less

productive in generating additional customer acquisition activity. I

1 In fact, the second-order condition for profit-maximization guarantees that the equilibrium level of
activity will have this property.
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Section ll: Empirical Model, Data, and Results

Given the above theoretical framework, we have some direction in constructing an

empirical model. Two relationships that are ofparticular interest to us are a.) between the total

size of the VRS market and customer acquisition activity levels, and b.) between the overall total

level of customer acquisition activity and the VRS compensation rate p .

Our theoretical model predicts that the total size of the VRS market should be positively

related to the total amount of customer acquisition activity:

n

D, (a;.I"'. a:.I) =L Dj,t (a;", ... a:.I)
j=l

where
dDt (a;" ... a: I) dDJ" (a;t"" a: I) ~ dDk 1(a;I".' a: I). . = .. . +.L.., .. . >0.

da", da
J
' t k,;.j da

J
"

J. • •

Hence, we estimate the empirical relationship

We include the terms that allow the size of the market to be quadratic in the time period t to

account for the dynamic nature of the problem: because demand for the service in period t is

related to customer acquisition activity levels in previous periods, it suffices to allow current-

period market size to be a (linear or quadratic) function of our position in the time series, t. The

first and second derivatives of D, with respect to a, at time period t are given by

If A., > 0, then market size is increasing in customer acquisition activity, but at a declining rate, as

expected.
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Our model also predicts that the equilibrium level of total customer acquisition activity in

any time period t will be positively related to the margin earned on each consumer household per

period, which is itself positively related to the reimbursement rate p :

II

a; =La;,I'
j=l

8a* ~ 8aJ~1
_I=~__' >0
8p j=l 8p

Hence, we estimate the empirical relationship

where m (p) = PX - k is the margin. We allow for equilibrium level ofcustomer acquisition

activity a: to be quadratic in the margin and in the time trend variable t. The first and second

derivatives of at with respect to p at time period t are given by

When 111 + 2112m (p) +11i > 0 , then the level of total customer acquisition activity is increasing

in the VRS compensation rate, as expected. If 112 < 0 , it is increasing at a declining rate, as

expected.

The data used to estimate these empirical relationships include Sorenson's total annual

expenditures on marketing and outreach activity, annual variable costs, monthly minutes, and

monthly installed base of consumer households for the time period of January 2005 through

January 2010.2 We are then able to compute industry figures using the implied "market share" for

Sorenson and monthly industry minutes used.

2 When monthly data were not available, we smoothed the data by estimating the relationship between (the
average of) the annual variable and a time trend with quadratic term; the values used are the fitted values
from these regressions. In each case, the data were very closely fit, with reported R-squared of 0.97 or
better.
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Appendix Table 1 below shows the estimation results for the regression of total market

size, measured in number of installed devices:

Appendix Table 1:
Regression of Industry Installed Base on Log of Monthly Customer Acquisition Spending

Variable Name

Intercept ( Ao)

Log of Monthly Customer
Acquisition Activity, Tens

of Thousands $US (A l )

Time Trend ( A2 )

R Squared: 0.9691

Parameter Estimate

-72,885.00

19,699.00

1,427.97

Adjusted R Squared: 0.9681

Standard Error

28,832.00

6,656.52

201.42

t Value Pr> ItI
-2.53 0.0143

2.96 0.0045

7.09 < 0.0001

Because our estimate of A., is greater than zero and statistically significant, the data

support our hypothesis that total market size is increasing in the total of customer acquisition

spending and at a declining rate.

Appendix Table 2 shows the results of our second regression, of total customer

acquisition activity on the margin, gross of marketing and outreach costs:

Appendix Table 2:
Regression of Industry Customer Acquisition Spending on Gross Margin

Variable Name Parameter Estimate Standard Error t Value Pr> ItI

Intercept (110 ) -127,785.00 1,020,396.00 -0.13 0.9008

Margin, Gross of Customer 3,134.00 6,375.50 0.49 0.6250

Acquisition Costs (111 )

Gross Margin, Squared -6.91 9.95 -0.69 0.4905

(113 )

Gross Margin*Time Trend 36.47 23.19 1.57 0.1216

(114 )

Time Trend (11 5 ) 51,518.00 7,725.91 6.67 <0.0001

Time Trend, Squared 24.35 24.79 0.98 0.3304

(116 )

R Squared: 0.9989 Adjusted R Squared: 0.9988

Evaluated at the mean values for gross margin, average number of calls per device X ,

and the time trend variable t, the expression (111 +2112m(P) +111) X > 0, indicating that

VI



customer acquisition activity is generally increasing in the VRS compensation rate. Because our

estimate of 11, is negative, the data also suggest that the margin effect of the VRS compensation

rate on customer acquisition activity is declining in the rate.
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calls/h -I agents -I occupancy 1 a:e~~ I n;:n~~r Iefficiency I

requIred 9I I
calls/h I agents -I occupancy ,. a:e~~ 1 n;:n~~r 1efficiency I

required g

Al!pendlx 2
Trunklng Efficiency Derivation for VRS

I
~gtime I 360 s
~ptime I 30 s
answer % 80% in 120 s
hours/day - I 8
~gentoccupancy I 0.5 --

I
I 8h/day I 1 24h/day I

1min/month

10000 6.84 nla 2.28 nla
20000 13.69 3 0.49 3 6667 0.99 4.56 n/a
30000 20.53 4 0.56 5 6000 0.89 6.84 n/a
40000 27.38 5 0.59 6 6667 0.99 9.13 nla
50000 34.22 6 0.62 8 6250 0.93 11.41 3 0.41 3 16667 0.83
60000 41.06 7 0.64 9 6667 0.99 13.69 3 0.49 3 20000 1.00
70000 47.91 8 0.65 11 6364 0.95 15.97 4 0.43 4 17500 0.88
80000 54.75 8 0.74 12 6667 0.99 18.25 4 0.49 4 20000 1.00
90000 61.60 9 0.74 14 6429 0.96 20.53 4 0.56 5 18000 0.90
100000 68.44 10 0.74 15 6667 0.99 22.81 4 0.62 5 20000 1.00
150000 102.66 14 0.79 23 6522 0.97 34.22 6 0.62 8 18750 0.94
200000 136.88 18 0.82 30 6667 0.99 45.63 7 0.71 10 20000 1.00
250000 171.10 22 0.84 38 6579 0.98 57.03 9 0.69 13 19231 0.96
300000 205.32 26 0.86 45 6667 0.99 68.44 10 0.74 15 20000 1.00
350000 239.54 29 0.89 52 6731 1.00 79.85 11 0.79 18 19444 0.97
400000 273.76 33 0.90 60 6667 0.99 91.25 13 0.76 20 20000 1.00
450000 307.98 37 0.90 67 6716 1.00 102.66 14 0.79 23 19565 0.98
500000 342.20 41 0.90 75 6667 0.99 114.07 15 0.82 25 20000 1.00
550000 376.42 44 0.93 82 6707 1.00 125.47 17 0.80 28 19643 0.98
600000 410.64 48 0.93 89 6742 1.00 136.88 18 0.82 30 20000 1.00
650000 444.86 52 0.93 97 6701 1.00 148.29 19 0.85 33 19697 0.98
700000 479.08 56 0.93 104 6731 1.00 159.69 20 0.87 35 20000 1.00
750000 513.30 59 0.94 112 6696 1.00 171.10 22 0.84 38 19737 0.99
800000 547.53 63 0.94 119 6723 1.00 182.51 23 0.86 40 20000 1.00
850000 581.75 67 0.94 127 6693 1.00 193.92 24 0.88 43 19767 0.99
900000 615.97 71 0.94 134 6716 1.00 205.32 26 0.86 45 20000 1.00
950000 650.19 74 0.95 141 6738 1.00 216.73 27 0.87 47 2021~_ _.-!:Q.!--
1000000 684.41 78 0.95 149 6711 228.14 28 0.88 50 20000 1.00
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