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In the case of USTA v. FCC (USTA 1I),! the D.C.
Circuit eviscerated the Federal Communications
Commission’s unbundling rules promulgated
pursuant to the Telecommunications Act of
1996. Despite several compelling arguments
that this decision should be appealed to the
United States Supreme Court, the Bush
Administration instructed the Solicitor General
to not seek certiorari, opting instead for having
the FCC develop “clear national rules” that will
“create regulatory stability in  the
telecommunications sector ... [and] promote
both competition and investment.2

“[Tlhe Bells are in the process of
raising their rates, and with USTA
II remaining on the books, bigger
increases lie ahead.”

The adverse impact of this decision on the
prospects for telecoms competition and the U.S.
economy (particularly residential consumers
and small businesses) is, to put it mildly, huge.
While the Bells have offered promises to the
Administration that they would freeze UNE
rates for the next six months to avoid any
“marketplace disruption”3 (read: rates will not
increase prior to the November election), as one
Wall Street Analyst noted, not only are the Bells
generally of the mind-set that UNE-P goes away
as of January 2, 2005” and that “[a]nything the
FCC does now to constrain the Bells from a
quick, clean UNE-P kill, or that places new

burdens on them by improving the hot-cut
process, will cause them to mount significant
opposition”, but also “there could be some
devilish details that cause disputes” during the
Bells” so-called voluntary moratorium.4

Indeed, Economics 101 tells us that the
inevitable result will be that a monopolist can
and will raise prices and restrict output — the
sine qua non of market power and a policy
outcome which is clearly antithetical to U.S.
consumer welfare.5 For this reason, we should
not be surprised as press from around the
country increasingly reports the obvious that the
Bells are in the process of raising their rates,®
and with USTA II remaining on the books,
bigger increases lie ahead.

Equally as important, by raising wholesale rates
for network elements, most “element
dependent” entrants won’t be able to stay in the
market. While big industrial users won’t be
affected, this forced exodus of competitive
choice is going to hit both the mass market and
enterprise market hard, and deprive them of
savings of over $10 billion a year.”

And, as firms exit the market, industry
concentration will inevitably increase - an
anathema to any self-respecting conservative.®
For example, as the WALL STREET JOURNAL just
reported, because the Bush Administration is
allowing USTA II to stay on the books:

MCI will be tempted to scale back or even
exit its consumer phone business because
costs will rise. That would make a deal
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[with a Bell]l more likely, industry
insiders say, because the local phone
companies that are MCI's most likely
buyers don’t need its consumer business
anyway, and antitrust authorities would
be more apt to approve any merger
without it.

Finally, investment in new broadband facilities
will go down, not up. Indeed, claims that
current unbundling mandates discourage
investment and competition are just not
supported by the facts. To the contrary, not only
has econometric research shown consistently
that the wunbundling obligations have increased
investment by both CLECs and ILECs,'° but no one
has produced any econometric studies (of even
marginal credibility) suggesting otherwise.!!

But wait.

According to the Bush Administration, we need
not be concerned because we are in “an era of
rapidly changing new technologies like mobile
wireless, high-speed fiber optics, and expanded
broadband  deployment” and  therefore
“negotiations are the best way to achieve a
higher degree of market-based competition
within the telecommunications industry.”12

With all due respect, such a statement is nothing
more than “techno-babble” and does not reflect
an accurate picture of the state of competition
and economic performance of the market. To
the contrary, the incentives and ability for the
incumbents to exercise their tremendous market
power remain very real, and therefore
responsible public policy must focus upon
sound analysis over rhetoric when the FCC

“[T]he incentives and ability for the
incumbents  to  exercise  their
tremendous market power remain
very real....”

drafts its new rules if telecommunications
competition is going to survive and, hopefully,
thrive. If not, high phone bills and economic
hardship lie ahead.

Nobody is arguing this is going to be an easy
task,’® but as Justice Felix Frankfurter warned
us over fifty years ago, we still cannot view
telecoms “competition” in an “abstract, sterile
way.”1* Accordingly, if we are going to take yet
another bite at the apple in an attempt to draft
sustainable rules,’®> then let's at least be
intellectually honest about the basic economics
of the business.

“Intermodal” Competition?

As noted above, many now argue that there is
little need for broad unbundling rules to
promote “intramodal” wireline competition
because there is now a wide variety of
“intermodal” competition  from  other
distribution platforms. For example, according
to Representative Fred Upton, Chairman of the
powerful Subcommittee on Telecommunications
and the Internet of the House Energy and
Commerce  Committee, the  “stovepipe
regulation perpetuated by the
Telecommunications Act of 1996 needs to be
revisited given the evolution in technology and
the marketplace that was virtually unforeseen at
the time of the Act’s creation.”16

“[T]he empirical evidence
overwhelmingly indicates that so-
called “intermodal” competition has
no effect on Bell company strategic
behavior.”

However, the fact that two different products
can do a similar task for some consumers some
of the time is irrelevant. Instead, responsible
public policy should focus on whether the use of
one “intermodal” product will restrain

PHOENIX CENTER PERSPECTIVES 04-03

PAGE2



PERSPECTIVES

adequately the exercise of the incumbent Bell
companies’ market power.?”

And guess what?

The Bells and their supporters have not
produced a shred of evidence demonstrating
that consumers view the very limited alternative
distribution technologies or “intermodal”
competition now available as close economic
substitutes for the Bells’ fixed line monopolies.
To the contrary, the empirical evidence
overwhelmingly  indicates that so-called
“intermodal” competition has no effect on Bell
company strategic behavior.’® Indeed, let’s look
at the facts:

Wireless:

Many people contend that wireless is a strong
substitute for the Bells” fixed line monopolies.?®
However, while US consumers certainly love
their cell phones, they simply do not view
mobile telephony as a close substitute for their
fixed line service. Not only has this point been
proven empirically,? but Cingular’s (a.k.a. SBC’s
and BellSouth’s) economic expert for their
proposed takeover of AT&T Wireless conceded
this very fact when he testified under oath that:

The relevant product market for the
analysis of this transaction excludes
wireline services. Although there is some
competition between wireless and
wireline service, it is not currently
sufficient to conclude that a wireless-
only product market is too small for
antitrust analysis of this transaction.
Specifically, consumer substitution from
wireless to wireline would not be
sufficient to make unprofitable a small
but significant and non-transitory price
increase by a hypothetical monopoly
supplier of mobile wireless voice
services. At the present time, wireline
service is sufficiently differentiated from
wireless service to exclude wireline from
the relevant product market.2!

Or, in layman’s terms, as SBC President Ed
Whitacre sums it up in clear Texas talk: wireless
is “not going to displace the wireline network. It’s
certainly going to be a big product, but it’s never
going to be the substitute.  Reliability is one
reason.” 22

Equally as important, you can’t have meaningful
“intermodal” fixed/mobile competition when,
in the glib words of BellSouth President Duane
Ackerman, “That's okay. We tend to own
both.”?>  Indeed, as PHOENIX CENTER POLICY
BULLETIN No. 11: Higher Prices Expected from the
Cingular/AT&ET ~ Wireless  Merger?*  clearly
demonstrated, should the FCC approve the
Cingular’'s proposed acquisition of AT&T
Wireless, then about 70% of wireless subscribers
served by national wireless carriers will in the hands
of the Bells. Thus, it strains credulity to believe
that the Bells” strategy is to have their wireline
operations  cannibalize their fixed line
monopolies. (After all, why sell a customer one
product when you can sell them two?)
Accordingly, the inquiry should not be one of
intermodal competition, but rather one of
intermodal collusion.?>

“[Tlhe Bells also have both the
incentive and ability to exercise
market power for special access
services.”

Finally, let’s also not forget that the Bells control
several key inputs that non-Bell owned mobile
carriers need to survive. The first obvious input
remains termination costs, as the Bells still
control over 80% of all access lines in the United
States. Moreover, as demonstrated in PHOENIX
CENTER POLICY PAPER NO. 18: Set It and Forget
It?  Market Power and the Consequences of
Premature Deregulation in Telecommunications
Markets,?6 the Bells also have both the incentive
and ability to exercise market power for special
access services - a crucial input in getting the
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traffic from the individual cell sites to the
backbone.

VoIP:

Believe it or not, VoIP is not the competitive
threat the Bells claim, but is instead their
ultimate “straw man.”

First and foremost, let's understand that the
public Internet was never intended for voice
traffic and, therefore, not only is VoIP over the
public Internet an incredibly inefficient use of
bandwidth, but relatively poor quality of service
is part and parcel of the product. Perhaps a
comment | found on an Internet bulletin board
sums it up the best:

“I have been using Vonage now for a
little over a year and think the service is
outstanding. I like being in control of my
phone service and not having to deal
with SBC. Only real problem I have had is I
get an echo on my side of the call, but I have
gotten used to it.”?’ (Emphasis supplied.)

Maybe it’s just me, but this so-called praise for
VoIP sounds like the analytical equivalent of “I
bought a gorgeous mansion right near the train
tracks really cheap, but I hardly hear the trains
roar by anymore.”

So what does this little anecdote tell us? Unless
you are completely fed up with the Bells’
monopolistic shenanigans as the commenter
above apparently was, given such inherent QOS
problems, most consumers are not going to be
rushing out to use VoIP when traditional service
is readily available.?

In contrast, for those companies willing to invest
in “managed” VoIP services - i.e., developing
sophisticated backbone VoIP platforms that
prevent inefficient “tunneling” and loss of
bandwidth (and, by extension, poor QOS) - the
Bells have convinced the FCC that this is still a
“telecommunications service” and therefore
they still have to pay the Bells their monopoly

rents in the form of $15 billion dollars a year in
access charges.?? In so doing, the BOCs have
effectively convinced the FCC to destroy any
incentive for firms to invest in new VolP
broadband “facilities” that can compete on a
true QOS basis with current products.

And don’t assume that the battle will end here.
Considering that (1) industry efforts to negotiate
a comprehensive solution to solve inter-carrier
compensation are currently dead in the water;
and (2) technology exists (and is in use today) to
monitor VolIP traffic over DSL and cable
broadband connections, it is incredulous to
think that somewhere, some how, these
“fighting duopolists” are going to give up an
annual revenue stream of $15 billion in
monopoly rents in the form of some sort of
access charge/subscriber line charge revenue.3

“[Cllaims that so-called
“intermodal” competition has any
contestable effect on Bell company
strategic behavior for “last mile”
access are false. To the contrary, the
Bells are now the dominant players
in the “holy trinity” of the telecoms
business - i.e., local, long distance
and wireless, yet nobody seems to
care.”

Finally, we need to rememnber that VoIP is not a
facility but only a service provided over a
broadband facility. Thus, even if we assume
arguendo that (a) people don’t care about the
QOS issue, (b) usage of VoIP over the public
Internet explodes, and (c) VoIP over the public
Internet drives every single long distance carrier
out of the market, consumers only have a choice
of two facilities-based broadband providers -
the incumbent Bell monopolist or the incumbent
cable operator. Accordingly, if policymakers
start to accept the Bells’ obfuscation of
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broadband “facilities” versus “services” as a
reason for premature de-regulation (and,
therefore, the ultimate elimination of potential
entry via unbundling), then the potential for a
cable/Bell duopoly to either raise prices and/or
restrict access for broadband access is very
real 3!

VoIP as a big threat to the Bells? I think they
protest too much.

Broadband Powerline (BPL):

The prospect of broadband over electric utility
power lines is indeed enticing and would be
extremely beneficial for consumers.32 There’s
only one hitch: while BPL trials are now
underway, its deployment is de minimis.33
Moreover, various regulatory hurdles - on both
the telco and electric utility side - remain,
further hindering widespread deployment.3
As a result, while we wish it could be here, it
isn’t, and therefore BPL has no (and is unlikely
to do so in the near term) contestable effect on
Bell company behavior. If it did, it seems the
FCC would have mentioned BPL at least once in
its June 2004 Report on High Speed Data
Access.®

Accordingly, claims that so-called “intermodal”
competition has any contestable effect on Bell
company strategic behavior for “last mile”
access are false. To the contrary, the Bells are
now the dominant players in the “holy trinity”
of the telecoms business - ie., local, long
distance and wireless, yet nobody seems to care.

Commercial Negotiations?

Some say that the Solicitor General’s decision
was the right move, because the various parties
will be forced “to face each other across a
negotiating table rather than a courtroom.”3¢
Indeed, as Verizon CEO Ivan Seidenberg
recently testified in front of the Senate
Commerce Committee, the SG’s decision allows
the industry to be “free of economic regulation
and permit[s] markets to determine prices.”?”

O, if life was only so simple.

While we all would like to see a competitive
market with an efficient equilibrium where
supply equals demand and parties can act with
Oliver Williamson’s “bounded rationality”3, we
cannot escape the fact that a single supplier
controls the “last mile” access that consumers
use to originate and terminate their telephone
calls, and that the economics of new entry are
complex and difficult to overcome.? Contrary
to the tele-utopian vision set forth by the Bells,
therefore, so long as a huge asymmetrical
bargaining power exists between the parties, it
should come as no great shock to anyone that
so-called arms’-length negotiations between
monopolists and competitors will fail.

“[Slo long as a huge asymmetrical
bargaining power exists between the
parties, it should come as no great
shock to anyone that so-called
arms’-length negotiations between

monopolists and competitors will
fail.”

An excellent case study of how the Bells
asymmetrical bargain power sabotages new
entry can be found in the FCC’s efforts to have
the various parties “engage in a period of good
faith negotiations to arrive at commercially
acceptable arrangements for the availability of
unbundled network elements”# such as
switching.

Basically, deploying your own switch is only
economically viable if all of your customers are
located in a concentrated geographic area. As
Vice President of Sage Telecom Robert W.
McCausland, recently noted in the LOS ANGELES
TIMES: “With customers spread out, Sage can’t
justify buying expensive switches and other
gear...”41 Moreover, as even the Bells concede,
switching costs are sunk, and therefore not
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easily recovered.#2 Equally as important, even if
a CLEC attempts a strategy where it simply
seeks “last mile” access and provides its own
switching capability (“UNE-L”), then the Bells
still maintain a de facto monopoly over “last
mile” access and local transport.#> For these
reasons, several economists have criticized the
viability of a business model that relies
exclusively on UNE-L.#

Yet, despite these difficult challenges, a variety
of CLECs are still willing to try to make a go out
of UNE-L and call the Bells” hand.

For example, a coalition of several of the big
facilities-based CLECs - including Allegiance,
KMC Telecom, NewSouth Communications,
NuVox Communications, XO Communications,
Inc., and Xspedius Communications — proposed
a long-term, five-year minimum, agreement,
whereby the facilities-based CLECs will agree to
pay negotiated prices for high capacity
dedicated transmission facilities in exchange for
guaranteed access to those dedicated facilities
used primarily to serve small to medium sized
business customers. Note, however, the goal is
to serve business customers, not to serve mass
market customers.#

“The incumbents are going to do
every thing in their power
(including playing in the political
arena) to protect their huge
margins, and therefore responsible
public policy must recognize that
that this is a serious game of
realpolitik with firmly ensconced
vertically and horizontally
integrated monopolists.”

Similarly, AT&T - which, with its large mass
market customer base, is more dependent on
UNE-P but nonetheless has one of the most

mature and comprehensive networks in the
country - proposed a plan under which it would
pay more for leasing the Bells” switches (UNE-P)
in exchange for the Bells agreeing to lower the
cost for using the local loop (UNE-L).4 Several
smaller CLECs such as, McLeodUSA, Talk
America and Covad (who, as relatively new
entrants, do not have extensive networks or
client bases) back AT&T’s proposal,¥” and FCC
Chairman Michael Powell said AT&T’s proposal
represented a “significant and important”
development.*

Rather than embrace these offers from CLECs
who want to move to facilities-based
competition, however, the Bells have rejected
these offers out of hand.* But why? Isn't
having CLECs deploy their own switching
equipment exactly what the Bells professed they
wanted?

Well, here’s the real kicker: Press reports
revealed that the Bells never wanted the CLECs
to deploy their own switching equipment in the
first instance. In fact, they tried to force the
CLECs to use the BOCs" embedded facilities
exclusively. Indeed, both SBC and Verizon are
requiring that CLECs use their networks for
nearly all of the CLECs’ phone traffic,
discouraging the CLECs from installing their
own equipment and preventing them from
leasing from other providers. As a result, the
press reported that many talks with these
incumbents died.5> When push comes to shove,
it seems the Bells prefer to keep CLECs’ captive
because they earn more on UNE-P than they
would on UNE-L and, therefore, according to
some Wall Street analysts, “appear firm in their
opposition to any UNE-L strategy.”>

What a bunch of anticompetitive hypocrites.
So Now What Do We Do?

Immediately  after = the  Administration
announced that it would not seek certiorari of
USTA II, FCC Chairman Michael Powell held a
press briefing where he expressed confidence
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that the demise of the agency’s wholesale rules
will not undermine competition in the industry.
According to Mr. Powell, “There is competition,
there is going to be more competition, it's going
to be better than what we had before, and I'll
even go so far as to say: this isn’t a prediction,
it's a promise.”?2 Given the preceding
discussion, however, Mr. Powell’s optimism
seems a bit overreaching (if not outright
disingenuous).

The incumbents are going to do every thing in
their power (including playing in the political
arena) to protect their huge margins, and
therefore responsible public policy must
recognize that that this is a serious game of
realpolitik with firmly ensconced vertically and
horizontally integrated monopolists. The
economics are patent for all to see, the Supreme
Court recognized this fact in each and every case
it addressed arising under the 1996 Act,>? and so
should the FCC recognize this fact when it seeks
to again write its unbundling rules.

Indeed, as the Supreme Court expressly stated
in Verizon, the core purpose of the 1996 Act was
never fundamentally about the de-regulation of
incumbents or to encourage incumbent
investments per se (although certainly an
intended eventual consequence) but, as the
Supreme Court observed, to “reorganize markets
by rendering regulated utilities” monopolies
vulnerable to interlopers” > Why? Because market
structure matters if good economic performance is
ever to be produced. >

Successful restructuring cannot be done on the
“intellectual cheap” by citing to the miracle of
technology® or eliminating the concept of
“market power” from the public lexicon,
however. Instead, while both sides to the debate
may have legitimate arguments on individual
items, great care and thought must be applied to
develop a cohesive analytical framework to
solve the problems of the day - something that
has been glaringly absent from the dialectic over
the past eight years. Let’'s hope that for this —
and, because of the severe adverse impact USTA
IT has on the CLEC sector, probably last — time
around, policymakers are intellectually honest
and finally give these complex issues the due
consideration they deserve.

“Successful restructuring cannot be
done on the “intellectual cheap” by
citing to the miracle of technology
or eliminating the concept of
“market power” from the public
lexicon...”
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