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I.
INTRODUCTION

The National Association of Telecommunications Officers and Advisors (NATOA), Michigan Coalition to Protect Public Rights of Way from Telecommunications Encroachments (PROTEC), Texas Coalition of Cities on Franchised Utilities Issues (TCCFUI), Montgomery County, Maryland, Fairfax County, Virginia and the City of St. Louis, Missouri, by undersigned counsel, hereby reply to the comments filed in the above-captioned proceeding.  NATOA is a professional association made up of individuals and organizations responsible for (or advising those responsible for) telecommunications policies and services in local governments throughout the country.  NATOA’s mission is to support and serve the telecommunications interests and needs of local governments.  PROTEC is a coalition of Michigan cities concerned about cable franchising and public right-of-way issues.  TCCFUI is a coalition of 101 cities concerned about consumer effects of regulation of utilities.  Montgomery County, Maryland, Fairfax County, Virginia and the City of St. Louis, Missouri are local governments which issue cable television franchises and collect franchise fees.  They may be affected by the outcome of this proceeding.

II.
The Issue Before the Commission Is Limited.

The limited issue before the Federal Communications Commission (the “Commission”) is whether cable operators are authorized to pass-through to basic-tier subscribers the franchise fee expenses associated with non-subscriber revenues.  The Commission should not diverge from this focus.  Comments opposed to Pasadena's Petition (the “Cable Industry Parties”) attempt to broaden this proceeding.  But the issue before the Commission is narrow and quite specific.  In Pasadena the cable operator is passing through to basic-tier subscribers its entire franchise fee expense, including the expense associated with revenues not generated by cable subscribers.  Much of the franchise fee paid by the cable operator (Charter) to Pasadena, while “related to cable services,” has no relationship to basic cable services.  Charter’s allocation of 100% of its franchise fee expense to just one of several sources of cable service revenue streams is illegal under federal law, violates the Commission’s rules and is contrary to the fundamental policy governing the proper allocation of passed-through expenses.

III.
THE COMMISSION SHOULD IGNORE CABLE INDUSTRY EFFORTS TO BROADEN THIS PROCEEDING.
The Cable Industry Parties attempt in various ways to interject ancillary attacks on issues that have either already been settled or that are not presented by the Pasadena Petition.  Three are worth mentioning.  

One is the Cable Industry Parties’ persistent reference to franchise fees as “taxes.”  This ignores the Fifth Circuit Court of Appeals holding that a franchise fee is not a tax, but an expense of doing business that is “essentially a form of rent.”  City of Dallas v. Federal Communications Commission, 118 F.3d 393, 397-398 (1997).  Like any expense of doing business, Generally Accepted Accounting Principles ("GAAP") require that it be proportionately allocated among the various sources of revenues Charter is realizing.
  Cable rate regulations indicate that operators can pass-through to subscribers the portion of the franchise fee expense associated with revenues from the sale of services.  The allocation principle reflected in the cable rule is itself consistent with other Commission allocation approaches.

A second is the Cable Industry Parties' attempt to claim that non-subscriber revenues derived in connection with the provision of cable services, e.g., advertisements and home shopping commissions, are outside the definition of “gross revenues.”   (Charter Comment, 16-17.)  The argument is wrong on the law.  Under Section 622 of the Communications Act of 1934 (“Act”), all “gross revenues derived . . . from the operation of the cable system to provide cable services” are subject to a franchise fee.  

Prior to 1996, the Cable Act permitted franchising authorities to levy a franchise fee on "all revenues" "derived from the operation of the cable system."  47 U.S.C. § 542(b).  There is no question that all revenues were reached under the provision as originally adopted.  See e.g., Dallas at 396-397 (dismissing the notion that gross revenue "does not include advertising revenues or any other income derived from the cable system").  In 1996, Section 622 was amended slightly, to include "all revenues" "derived from the operation of the cable system to provide cable services."  This change, however, was meant to narrow the definition of gross revenues in only one respect, namely, by making it "clear that the franchise fee provision is not intended to reach revenues that a cable operator derives for providing new telecommunications services over its system."  H.Rep. No. 104-458, 104th Cong. 2d Sess. at 180 (1996).  However, the scope of the fee, as it relates to each operator's cable system was not changed as a result of this amendment.  The House Committee Report, which included the proposed change to the franchise fee provision, stated that "this section does not restrict the right of franchising authorities to collect franchise fees on revenues from cable services and cable-related services, such as, but not limited to revenue from . . . advertising over video channels, compensation received from video programmers and other sources related to the provision of cable services."  H.Rep. No. 104-204, 104th Cong. 1st Sess. at 93 (1995).

A third effort of the Cable Industry Parties attempts to muddle the Pasadena Petition by repeated reference to an advisory letter by the Cable Services Bureau Chief, Meredith J. Jones, released September 18, 1997.
  The portion of the letter relied heavily by the Cable Industry Parties states that “the Commission’s regulation and policies permit a cable television operator to pass through to subscribers all franchise fees which are attributable to both regulated and unregulated services.”
  They contend that this statement supports their position that all franchise fee expense arising from whatever revenue source can be passed-through to basic-tier subscribers.  They are mistaken.  Under such a reading, the letter would conflict with the Commission's rules requiring "reasonable and proper allocation" of franchise fees to basic-tier subscribers.  Indeed, the letter cited to the Commission's Fourth Order on Reconsideration, 9 FCC Rcd. 5795, 5796 (1994), stating that “the franchising authority or the Commission . . . may order a prospective rate reduction and refunds . . . in the event the [cable] operator has increased its basic service rates by more than the increase in franchise fees properly allocable to the basic tier.”
  The point of the letter missed by the Cable Industry Parties is that operators can recover from "subscribers" all franchise fee expenses associated with revenues from regulated and non-regulated subscriber services.  The letter, however, does not address the distinction between regulated and non-regulated subscribers.  In other words, the letter simply cannot be read to address the issues now raised in the Pasadena petition.  The issue after all, is not whether operators can recover franchise fee expenses associated with advertisement revenues.  The issue is who can be required to pay that expense.  Advertisers can (and actually may) be paying the expense in advertising rates; and should do so.  There is no justification for allowing the expense to be charged to subscribers.

IV.
CABLE OPERATORS CANNOT Pass-Through To basic-tier Subscribers Franchise Fee expenses caused by Non-Subscriber Revenue.

A.
Federal Law and the Commission’s Rules Prohibit Cable Operators from Passing-Through to Basic-Tier Subscribers the Franchise Fee Expense Associated with Revenues Derived from Charges to Third Parties, Such as Advertisers.

Under federal law and the Commission’s rules, cable operators cannot pass-through to basic-tier subscribers franchise fees related to non-subscriber revenues because those fees have no nexus to the basic-tier service provided.  Section 623(b)(2)(v) of the Act directed the Commission to prescribe rates for basic-tier service taking into account “the reasonably and properly allocable portion of any amount assessed as a franchise fee, tax, or charge of any kind imposed by a State or local authority on the transactions between cable operators and cable subscribers or any other fee, tax, or assessment of general applicability imposed by a governmental entity applied against cable operators or cable subscribers.” 
  It would, therefore, be a violation of the Act’s directive if cable operators are authorized to pass-through to basic-tier subscribers franchise fee expenses associated with revenues derived from charges to third parties, because the plain directive of the Act is to permit subscribers to be charged expenses associated with the revenues they generate.

The fundamental policy of reasonable and proper allocation of franchise fees is basic common sense.  It is also correct law, despite the Cable Industry Parties’ insistence to the contrary.  The Commission’s rules on rates for basic-tier service and rates for equipment for basic-tier service evidence the Commission’s consistent application of this fundamental rate regulation policy to basic-tier service.  

Section 76.933 of the rules allows a cable operator to increase its rates for basic service to reflect the imposition of, or increase in, franchise fees.  It provides that “[t]he increased rate attributable to Commission regulatory fees or franchise fees shall be subject to subsequent review and refund if the franchising authority determines that the increase in basic tier rates exceeds the increase in regulatory fees or in franchise fees allocable to the basic tier.”
  The concept of allocation requires that expenses be matched to the revenue source.  As reviewed above, the September 18, 1997, advisory letter from the Cable Services Bureau also emphasizes that cable operators cannot increase basic service rates by more than the increase in franchise fees properly allocable to the basic tier.

The Commission’s rule on equipment rates embraces the same policy.  Under 

§ 76.923(c)(2), the “[c]osts of customer equipment used by basic-only subscribers may not be aggregated with the costs of equipment used by non-basic-only subscribers.”
  Both Commission rules address and satisfy the statutory directive and fundamental policy that prohibits the allocation to basic-tier subscribers the costs or franchise fee expenses that are not directly related to the service or equipment provided to that class of subscribers.  Thus, cable operators cannot allocate, or pass-through, to basic-tier subscribers the expense of franchise fees associated with revenues derived from advertising, or other charges to third parties.

The Cable Industry Parties argue that cable operators must be authorized to pass-through certain franchise fees because those fees are imposed on the cable operator.  This misstates the nature of the issue.  As we noted at the outset, the operators remain free to charge franchise fee expenses to advertisers.  Only franchise fee expenses that are associated with basic services should be allowed as pass-throughs on basic rates.  But other franchise fees not associated with basic cable rates cannot reasonably be allocated to basic-tier subscribers.
  

Nor can the Cable Industry Parties argue that they are guaranteed the right to recover from basic-tier subscribers all of their expenses related to any cable service from only basic cable subscribers.  There is no federal guarantee that the cable operator will recover its full costs of doing business.  Rate regulation is designed to put a ceiling on monopoly pricing power.  It is not intended to provide a guaranteed floor of revenues below which the cable operator cannot charge.

B.
Charter is Attempting Either to Double-Recover Their Expenses or to Cross-Subsidize Their Competitive, Unregulated Services.

Charter’s effort to pass through non-subscriber expenses to basic-tier subscribers is especially egregious as the Commission attempts to expand video service competition to cable operators.  If Charter is permitted to pass-through to basic-tier subscribers expenses properly attributable to the sale of advertising, it will be cross-subsidizing Charter's provision of its unregulated service.  Also, permitting the pass-through of franchise fee “rent” expenses associated with competitive cable services would unfairly disadvantage competitors to cable operators.  In the absence of cross-subsidy, there will be double recovery since the operator will recover advertising expenses from advertisers in addition to recovering the expenses from subscribers.  The only way the Commission can prevent such a result is to require a dollar-for-dollar reduction in basic rate charges for advertising revenues.  Any other result over-allocates franchise fee rental expenses to one side of the cable operator’s accounting ledger, while transferring revenues to the opposite side.

V.
Itemization Schemes Designed To represent anything beyond a 5% franchise fee are misstatements and tantamount to deception.

A.
Local Franchising Authorities Do Not Impose Franchise Fees Beyond 5%.


Local Franchising Authorities (LFAs) do not, and by statute cannot, impose franchise fees beyond 5% of the cable operator’s gross revenues derived from the operation of the cable system to provide cable services.
  There is no misunderstanding this point.  The Cable Industry Parties spin the reading of the Dallas decision to propose that the holding there has increased the franchise fee beyond the 5% limit under 47 U.S.C. 542(b).  This is not true.  The Dallas decision stated a simple holding -- all revenues derived from the operation of the cable system in providing cable service are included in “gross revenue” subject to the calculation of reasonable rent for the use of public rights-of-way.  The Court explained that the Commission cannot limit the “normal, ordinary, and common meaning” of the term “gross revenue” by allowing cable operators to deduct the amount of franchise fees.  Contrary to the Cable Industry Parties’ assertions, the percentage of franchise fees that the LFAs are imposing has not changed.  It is a misstatement and a deceptive practice for cable operators to represent otherwise on subscriber bills.  

B.
Federal Law and the Commission’s Rules Do Not Allow Itemization of Franchise Fees Associated with Non-Subscriber Revenues.

Federal law and the Commission’s rules state what cable operators can itemize.  Section 622(c) of the Act provides:

Each cable operator may identify, consistent with the regulations prescribed by the FCC pursuant to section 623, as a separate line item on each regular bill of each subscriber, each of the following:


(1)
The amount of the total bill assessed as a franchise fee and the identity of the franchising authority to which the fee is paid.


(2)
The amount of the total bill assessed to satisfy any requirements imposed on the cable operator by the franchise agreement to support public, educational, or governmental channels or the use of such channels.


(3)
The amount of any other fee, tax, assessment, or charge of any kind imposed by any governmental authority on the transaction between the operator and the subscriber.
47 U.S.C. § 542(c) (emphases added).
  The Commission’s rule on bill itemization is nearly identical.  The only difference is that the Commission stresses the point in subsection (3) that “[i]n order for a governmental fee or assessment to be separately identified under this paragraph, it must be directly imposed by a governmental body on a transaction between a subscriber and an operator.”
  Local government “rent” charges in the form of franchise fees on advertisements and shopping commissions are not fees associated with “the transaction between the cable operator and the [basic-tier] subscriber” and, therefore, cannot be itemized on subscriber bills.  

The Cable Industry Parties speak about the policy of political accountability and the subscribers’ right to understand the imposition of franchise fees.  However, those claims are disingenuous at best, because Charter proposes a bill that would lead subscribers to believe there is a percentage fee levied on the total amount of the subscriber bill that misstates the fee that is being imposed by local governments.  Charter would be on sounder ground if it revealed that “we have chosen to pass-through part of our advertising sales expenses to you, the subscriber," but honesty is not Charter’s goal.  Cable operators can itemize fees “directly imposed by a governmental body on a transaction between a subscriber and an operator.”  Anything beyond that is illegal and a violation of the Commission’s rules.

The inherent difficulty for the subscriber in detecting the deceptive practice of cable operators is that gross revenues are listed on the cable operator’s accounting books and do not appear on the subscriber’s bill.  Charter proposes to take advantage of this reality to confuse and mislead the subscribers.  Take, for example, a subscriber who receives a $30.00 cable bill.  A non-deceptive bill might look like this, with each service charge including the allocable portion of the franchise fee expense:

Basic service =
$10.00

Expand basic =
$18.00

Converter Box =
$ 2.00


$30.00

*$1.50 of this bill is attributable to franchise fees levied by local governments.  

This statement would reflect the point the Commission has recognized, namely, that the franchise fee expense is part of the rate.  The cable industry, however, pretends there is a “service charge” separate and distinct from the franchise fee -- almost as if the fee were for a separate service:

Basic service =
$9.50

Expand basic =
$17.10

Converter Box =
$ 1.90

Service Charge
$28.50

Franchise Fee
$1.50


$30.00

This approach makes the fee appear to be 5.25% of the “service charge” when in fact there is no such fee:  the fee is 5% of gross revenues. 

In Pasadena, this deception goes farther.  The cable operator there is passing-through to subscribers the franchise fees expenses associated with revenues such as advertisements and home shopping commissions.  Aside from the fact that this is an illegal pass-through, subscribers are being deceived into believing that they are paying a 5.75% franchise fee when no such fee is being levied.  

Indeed, it is unclear how or why Charter came to the conclusion that every month, without fail, no matter what the number of subscribers or services are taken, advertising and home shopping revenues would always precisely equal 5.75% of “service charges.”

Non-subscriber revenues have no obvious proportionate relation to the services purchased by individual subscribers.  Yet Charter’s approach is intended to suggest that such a relationship does exist.

Obviously, the franchise fee expenses associated with non-subscriber revenues that the cable operator is obligated to pay fluctuates with the amount of non-subscriber revenue generated.  The cable operator does not explain how these fees, then, can be “reasonably and properly allocated” to individual subscribers when the calculation of these franchise fees has no relation to the individual subscriber. 

VI.
Conclusion


The limited issue before the Commission is whether cable operators are authorized to pass-through to basic-tier subscribers the expense of franchise fees paid on non-subscriber revenues.  Federal law directs the Commission to regulate basic cable rates in a manner that is reasonable and based on “proper allocation,” or proportionate division, of any fees, taxes or charges to the transactions between the cable operator and the subscriber.  The Commission’s rules on pass-throughs were designed to follow this directive.  This fundamental policy of fair allocation is also plain in other Commission rules regulating basic service subscriber rates.  It is, therefore, unlawful for cable operators to pass-through franchise fees unrelated to the basic-tier services provided.  In addition, the itemization schemes employed by cable operators are deceiving subscribers as to the franchise fee percentage being assessed by local franchising authorities.  Cable operators are assessed a maximum of 5% of their gross revenues.  Any representation of a figure beyond that is unlawful and constitutes a deceptive practice. 
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� This point is also emphasized by another Bureau advisory letter, released November 12, 1999. There, the Bureau emphasized the importance of GAAP for cost-of-service regulation and “interim cost accounting rules . . . [to allow costs] incurred in the provision of regulated cable service as an operating expense.”  Letter from Adonis Hoffman, Deputy Chief, Cable Services Bureau to Intermedia Partner of Kentucky, L.P., DA 99-2523 (rel. Nov. 12, 1999).


� Letter from Meredith J. Jones, Chief, FCC Cable Services Bureau to Thomas R. Nathan, Comcast Cable Communications, Inc., 13 FCC Rcd. 9254 (rel. Sept. 18, 1997). The letter was on "delegated authority” and was issued without the normal Commission proceeding for a change in its rate regulation rules.  As such, it must be narrowly interpreted on the specific facts it  addressed.


� Letter from Meredith J. Jones, Chief, supra at 5.  


� Id (emphasis added).


� 47 U.S.C. 543 (emphasis added).


� 47 CFR § 76.933(5) (emphasis added).


� Letter from Meredith J. Jones, supra at p. 5.  


� 47 CFR § 76.923(c)(2)


� See, e.g., Letter from Adonis Hoffman, Deputy Chief, Cable Services Bureau to Intermedia Partner of Kentucky, L.P., DA 99-2523 at 12-13 (rel. Nov. 12, 1999) (discussing what portion of taxes imposed can actually be passed-through).


� 47 U.S.C. 542(b).


� Pub. L. No. 102-385, 106 Stat. 1460 (1992), The Cable Television Consumer Protection and Competition Act of 1992 (“1992 Cable Act”).  47 U.S.C. § 542(c) prior thereto read:


A cable operator may pass through to subscribers the amount of any increase in a franchise fee, unless the franchising authority demonstrates that the rate structure specified in the franchise reflects all costs of franchise fees and so notifies the cable operator in writing.


� 47 CFR § 76.985(a).


� Suppose a Day 1 subscriber takes only basic service at $10.00, and on Day 2 the subscriber purchases 2 non-advertising supported movie services at $10.00 each.  Under Charter’s approach, the amount collected from that person to cover franchise fee expenses associated with advertisement revenues would treble, even though the company experienced no increase in advertising revenues.
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