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1. Cellular Exchange Service Markets are Not Competitive Today.

These cellular systems have substantial market power. The FCC has so concluded on

four separate occasions in the last three years,20 and the General Accounting Office has

reached the same conc1usion.21 The Department's extensive investigations into the cellular

industry likewise indicate that cellular duopolists have substantial market power: "the ability

to raise prices or restrict output." Triennial Review, 900 F.2d at 296.

The basic structural problem with cellular markets is well known -- the fact that they

are and have been duopolies with (at least until very recently) absolute barriers to entry.

While the FCC's decision to issue two cellular licenses -- rather than only one -- was

motivated by a desire to stimulate competition, Cellular Communications, 89 F.C.C.2d 58, 61

(1982), two-fIrm markets are not particularly competitive.22 The noncompetitiveness of two-

20 FCC Equal Access NPRM. , 36; Notice of Proposed Rulemaking and Tentative Decision, In the
Matter of Amendment of the Commission's Rules to Establish New Personal Communications Services,
7 F.C.C. Red 5676, 5702 (1992) ("PCS NPRM'); Report and Order, In the Matter of Bundling of
Cellular Customer Premises Equipment and Cellular Service. 7 F.C.C. Red 4028, 4029 (1992); see
also Second Report and Order. In the Matter of Amendment of the Commission's Rules to Establish
New Personal Communications Services. 8 F.C.C. Red. 7700, 7744 (1993) ("FCC PCS Order"). The
FCC's recent decisions -- particularly its 1993 PCS Order -- were entered after and despite the cellular
industry's intensive (but unpersuasive) efforts to argue that the cellular duopoly is competitive. See
Reply Comments of the Department of Justice. In re Personal Communications Services. at 17-22
(EC.C. Jan. 19, 1993) (citing and rebutting arguments).

21 Report to Han. Harry Reid, U.S. Senate, Concerns About Competition in the Cellular
Telephone Service Industry, pp. 2-4 (Gen. Acctg. Ofc. 1992).

22 Economic theory generally predicts that prices will be higher and output less in markets with
fewer rather than more competitors. or in markets that are more highly concentrated, absent mitigating
factors. See, e.g., Scherer & Ross at 277-78; 4 Areeda & Turner, , 910b at 55 ("there is general
agreement that beyond some point the smaller the number of firms and the larger the share of the
market dominated by one or a relatively few firms, the greater the likelihood of substantial departures
from competitive performance, particularly with regard to price"); Stigler, "A Theory of Oligopoly, 72
J. Political Econ. 44-61 (1964). Studies indicate that markets dominated by duopolies are particularly
troublesome. "Large mmet shares for the two leading finns seem most decisive for industry price
cost margins. with a depressing effect from a sufficiently large third share." Kwoka, "The Effect of
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finn markets is exacerbated here by the overlapping alliances of the cellular carriers, so that

fIrms that "compete" with each other in one market are partners in another.23

The BOCs' internal documents, written at the same time that they were telling the

Department that cellular is "robustly competitive," demonstrate that in the BOCs' view cellular

is comfonably noncompetitive. Southwestern, which argues that "wireless markets today are

vigorously competitive" (SWB Mem. II), observed in 1991 -- the year it and the other BOCs

rued for this waiver -- that there was an "absence of significant price competition" in cellular,

and that the market is "highly attractive" for that reason. [218486] Southwestern further

observed:

The FCC predicted sufficient levels of rivalry from a duopoly. In actuality, the two
players in each market have been able to avoid serious competition in this rapid
growth environment. [218492]

In the current environment, characterized by rapid growth and limited rivalry, relative
position is less relevant than in mature, competitive industries. ... In the future, as
new competitors enter the market and subscriber growth eventually levels off,
positioning will become increasingly imponant [218517]

More recently, Southwestern observed that "new industry entrants will not be effective

competition before 1996" (emphasis in original). Southwestern assessed that threat of new

entrants as "medium," and the bargaining power of buyers as "low" -- recognizing that the

Market Share Distribution on Industry Performance," 61 Rev. Econ. & Statistics 101, 108 (1979).
Many studies have found a statistically significant positive correlation between price and market
concentration. See Schmalensee ,"Inter-Industry Studies of Structure and Performance," in 2 R.
SchmaJensee & R. Willig, Handbook of Indus. Org. 987-88 (1989) (collecting studies); L. Weiss,
Concentration and Price 268 (1989) ("overwhelming support" for concentration-price hypothesis).

23 For example, AitI'ouch (the former PacTel cellular properties) is a partner with McCaw in
operating a cellular system in San Francisco. and competes against a MccawlBelJSouth system in Los
Angeles. BellSouth, McCaw's partner in Los Angeles, is Mccaw's rival in Miami. Southwestern Bell
partners with McCaw in operating the "Cellular One" marketing organization, but competes against
McCaw in Dallas, S1. Louis and Kansas City.
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"threat of substitute products or services [is] low" and that "extensive time periods for

regulatory detenninations, license awards and infrastructure construction will occur prior to

the emergence of effective competitors." [SWB 203264-65]

Other BOCs have made similar observations about cellular markets:

The duopoly structure is a continuation of the status quo. . .. Under this scenario,
competitive intensity is greatly reduced. This enables direct cellular competitors to
improve margins . . .. In fact, the most significant element of this structure is the
probability that profit margins for all competitors would tend to increase under
prolonged restricted competition. (AMOO385-86, Ameritech, July 1990)

Cellular industry--unusually attractive structural characteristics--govemment-mandated
duopoly providing very high barriers to entry--essentially unregulated with regard to
rates and rate of return . . . overall competitive rivalry is low to moderate . . . to date
little competition on service pricing. (PTOOOO8-12, PacTel, Sept. 1, 1987)

The burgeoning demand for cellular service when coupled with the duopolistic market
structure mandated by the FCC has led most investment analysts to conclude that the
cellular industry will be even more profitable than cable TV, to which comparisons are
constantly made. . .. While BAMS believes that providing quality cellular service
requires considerably more investment in the infrastructure of the business . . . than
does cable, it must be acknowledged that the investment community has been
generally correct in forecasts of thriving cellular revenues. It is also important to note
that increased market penetration in the absence of downward price pressures will buy
alot of infrastructure. (106707, Bell Atlantic 1989)

In June 1992, six months after filing this waiver application asserting that cellular was

"robustly competitive," US West observed: "Current duopoly structure and market growth

limits competitive intensity." [USW 875]

Cellular carriers often have the ability to raise prices for cellular service, particularly

,
by raising prices in a manner that is less visible to the customer. A review by Southwestern

Bell of its cellular markets demonstrates the phenomenon:

Chicago has made a number of changes to improve subscriber revenue. These
include: November 1987--changed prime hours from 8 am to 8 pm to 7 am to 9 pm;
March 1990 began charging for 'ring time'; ... December 1990 increased foreign
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roamer rates from 50¢/min to $2/day and 75¢/min; May 1991 increased basic monthly
access charge to $19.95. This impacts about 40% of the base. For the future, with
rates in general being so low, it is our intent to continue to increase rates. .,. We
are also evaluating charging customers for the Telco interconnection fees associated
with their usage. [203139]

Over the past few years, Boston has initiated several key rate changes to improve
subscriber revenue per customer. The changes include the following: July 1989
roamer surcharge introduced; April 1990 changed the billing increment from the 6~

second rounding to full minute; July 1990 introduced a free of peak plan with a
premium monthly access charge; June 1991 increased foreign roamer rates 32%; June
1991 raised monthly access charge $2... , [A]t this writing, while we are
implementing a rate increase in June 1991, Nynex has filed a tariff which would lower
rates and price their plans below ours across the board. Their actions seem illogical
and appear to contradict the steps needed to offset declining customer usage. ... As
for the future, SBMS believes there are other opportunities to increase rates in Boston,
somewhat dependent on our competitor.... With monthly access charges relatively
low, SBMS will continue efforts to move this fIxed charge upward. [203140-41]

The WashingtonIBaltimore property historically has had the highest subscriber revenue
per customer of all the SBMS properties.... WashingtonlBaltirnore was one of the
last SBMS properties to fall below the $lOO/month average subscriber revenue....
Plan F, a plan designed to add new customers quickly ... resulted in a large addition
of customers, [but] it was priced so inexpensively ... that it drove the
WashingtonlBaltimore average downward. Plan F has been subsequently dropped.
Despite the obvious failure of Plan F, Washington/Baltimore has introduced a number
of changes to improve subscriber revenue per customer ... : Changed the billing
increment to full minute rounding; increased roaming rates; ... changed peak hours
... ; increased access charges on low end plans. Washington/Baltimore's future
changes will focus on gradually increasing rates. This will be accomplished mostly
through higher access charges and possibly increased per minute rates." [203141-42]

Dallas subscriber revenue per customer has always been good for a large market.
Over the last couple of years, the Dallas property has been the SBMS leader in
implementing changes to improve subscriber revenue. Subscriber revenue per
customer has declined 13.8% since 1988 while peak minute usage per customer has
dropped 24%. Major factors contributing to this performance are as follows: Changed
from 30 second to full minute billing increments; raised access charges on economy
and basic plans; introduced 'free off-peak' which initially resulted in higher peak
usage. Once established, eliminated the offering from low-end plans; increased
foreign roamer rates. . .. Dallas has also increased activation fees, voice mail rates,
and other miscellaneous charges. ... Dallas is also reviewing charging customers the
interconnection fees charged by the Telco associated with customer usage. In Dallas,
this could be as much as 2¢/min, which would be a significant boost to subscriber

17

EXHIBIT I



revenue. [203143-44]

[In l]ate 1989 [in Oklahoma City,J ... roaming rates were increased. In early 1990
billing increments were changed to full minute rounding. [203146]

Similar to the other SBMS markets, the West Texas properties have been gradually
increasing rates by changing the billing increment, raising access charges and
increasing roamer rates. Additional increases in rates will be gradual as in the past so
as not to create a competitive disadvantage. Further upward movement of the access
charges is the most likely course with the de-emphasis of the economy plans close
behind. [203146-47]

Examination of pricing data shows a similar ability to raise prices.24 A look at

BellSouth's pricing practices in Florida, a state in which BellSouth claims to be at a

competitive disadvantage against its A block competitor, McCaw,2S is most revealing. Over

the 1990-1993 time period in Miami, the state's largest market, BellSouth's average per

minute revenues for cellular service rose 21 percent, while its market share of service

revenues rose from 48 percent in 1990 to 50 percent in 1993, despite McCaw's larger share

of minutes of use. For the years 1991-1993, BellSouth's per minute revenues were two

percent, nine percent, and 15 percent higher than McCaw's, respectively (in 1990, BellSouth

was one percent lower). In Jacksonville, over the same 1990-1993 period, BellSouth's per

minute revenues rose more than 30 percent, while McCaw's per minute revenues varied from

24 The simplest way to examine cellular service prices is to divide service revenues by minutes of
use. This calculation pennits an observation undistoned by pricing plans and the like, and often is
used by the cellular carriers themselves to measure their perfonnance. The pricing information in this
memorandum is based on comparing service revenue and minutes of use, based on data provided to
the Department by the BOCs and McCaw in connection with our investigations, and is submitted as
Exh.7.

2S See, e.g., BellSouth Corporation's Opposition To AT&T's Motion for a Waiver of Section I(D)
of the Decree Insofar as it Bars the Proposed AT&T-McCaw Merger, pp. 18-22 (June 28, 1994)
(claiming that BellSouth is at a competitive disadvantage due to McCaw's "City of Florida" plan that
allows its subscribers to have service throughout McCaw's service areas within the entire state at a
single "local" price).
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16 to 25 percent less over the same period. Despite this disparity, BellSouth retained the

greater share of both service revenue (1990's 66 percent share has not surprisingly dropped to

1993's still impressive 55 percent share) and minutes of use.

Nonetheless BellSouth claims that it is at a competitive disadvantage to McCaw by

reason of the Decree restrictions. (BellSouth Mem. 28, 33,41) The Decree does not appear

to be preventing BellSouth from charging higher prices than does its rival.

2. Given the BOCs' Market Power in Cellular Service, Eliminating Equal

Access Will Reduce Competition in Cellular Long Distance.

Today these cellular systems provide equal access, as the Court has required of BOC

cellular systems since 1983. A contrary "development would have been entirely inconsistent

with the tenns and purposes of the decree, and the Court would not have authorized it."

Mobile Services Decision, 578 F. Supp. at 647. As a result, their subscribers can choose their

long distance carrier and have the benefit of whatever competition is present in the long

distance market.

Cellular systems "can prevent their customers from reaching the interexchange carriers

of their choice by programming their switches to send all long distance [calls] to one

carrier."26 Therefore, the operators of those cellular systems could reduce competition for

long distance service by denying access to competing carriers and requiring cellular

subscribers to obtain long distance at prices not set by competition between those competing

carriers, subject to whatever constraint exists through competition in the cellular market. As

26 Mandl Aft. , 6, submitted with AT&T's Motion for a Waiver of section I(D) of the Decree
insofar as it Bars the Proposed AT&T-McCaw Merger (May 31, 1994). Accord, BOC Mem. 9-10.
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v. Western Electric Co., Inc., Civil Action No. 82·0192, and serves the Exhibit Volume

on all parties on the service list.
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United States District Judge
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Washington, D,C. 20001
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FCC MAIL ROOM

Re: United States v. Western Electric Co.. Inc.

Dear Judge Greene:

The Department of Justice filed its "~femorandumof the United States in
Response to the Bell Companies' ~10tions for Generic Vv·ireless \\·aivers" today.
The supporting materials relied upon by the Department include several internal
documents obtained from the Bell Operating Companies. In order to prevent
disclosure of confidential business information. the exhibit volume has been
provided only to the Court. We will provide the exhibit volume immediately to any
party that has participated in this waiver proceeding and that signs the enclosed
non-disclosure agreement. The Department plans to file the exhibit volume and
make it available to the public on August 1, 1994. We are requesting that any
party that objects to disclosure of a particular document do so by July 27, 1994 so
that, if we consider it warranted, any confidential documents will be filed under
seal.

We expect that the above procedures will prevent harmful disclosure of
confidential materials.

Re~llY,

/(~(I
Richard Liebeskind
Assistant Chief
Communications & Finance Section

Copy to all counsel
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FUTURE COMPETITIVE ENVIRONMENT ("'0 "D'S AND BEYOND)

Sued on the envsronmental trends descr1bed in previous sections. there are three basic
ways in which industry structure may evolve In the mid '90's. They are: a continued
duopoly structure: a multJ.c:ompeutor structure: and a multi-compel tor structure 111
which eGIIlpetltM lIltenstty develops rapidly. Each of these potential environments
wm be de8crtbed usmc the Porter framework.

Dllall.........
1be duopoly structure is a continuation of the status-quo. Recent valuations of cellular
properties among tndusUy analysts are most likely based on an assumption that
today's cellular duopoly market structure w1.l1 continue lndef1n1te)y.

Duopoly Structure 1995

New Entrant.

New entrants are not a Slgnrf,ca-:
Influence on competItIve IntenSity
SInce regulatory barriers and entrenCr'\ec
cellular camers prevent them from acrlley·
ing much in the way of market penetratIon

Supp"e,. II---t"~

New led'lnologtes do not
threaten the entrenched
positions of FNe-P'Oviders
10 they .,. IDle 10 ••11 de·
vetopment of spread-spectrum
technology t

, CUllomer. I
Customers have less influence 0:";

competitive intensity since
"ematives are limited.
Breakthrough products. features
or pricing structures are less
likely.

Subltltut.. I
Substitutes remain niche'
focused.

CONFIDENTIAL
Sub/eel lD r.~ICDOns on flrsl page
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Under this lCenarlo competitive intensity 15 greatly reduced. This enables dtrect
cellular competitors to tmprove margins. trading flexibility for improved operating
eIldency. In fact, the most significant element of this stnJcture 15 the probability that
profit margins for all competitors would tend to increase under prolonged restrtcted
compeUtion.

"nle duopoly vtew suMainS IUCb arowth through the mId·'90's. But It should tend 1u level
out a UttJe 800Der than 2tthere were muluple competitor'S teeldng to buy market share.
nus VieW repraents the current WIsdom among many InVeStment analysts and, untO
recently, it was the preva1l1ng View of the Amerttech management team.
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Profitability:

The burgeoning demand for cellular service ~hen coupled with the duopolistic market
structure,mandated ~y the FCC has led mo~t 1nvestment analysts to conclude that the
cellular industry W1~1 be even more ~rof1table ,than cable TV, to which comparisons are
constantly made. ThiS has been the 1mpetus fOl the spate of acquisitions occuring
during the past two years.

While BAMS believes that providing quality cellular service requires considerably more
investment in the infrastructure of the business, (e.g., network capital customer
service, collections, and billing) than does c~ble, it must be aCknowleg~d that the
investment com~unity h~s been generally corre~t in forecasts of thriving cellular
revenues. It 1S also !mportant to no~e that Incre~~ed,markQt penetration in the
absence of downward prIce pressures w1l1 buy a lot of Infrastructure. On the other
hand, for reasons tha~ wi~l be,discussed in det.\il later in this plan, BAMS believes
the investment communlty 1S uSlng a false anology to conclude that the average
cellular service company should generate 60% cash flow m~rqins in the future. To keep
things in perspective, a 40\ cas~ fl?w margin in such,'l rapid!y growin9 business is
quite extraordInary and already Impl1es tremendOIJS prJce/earnlngs multIples.

During 1987 several carriers reached operational break-even and some have begun to
realize substantial profitability. Of the leading cellular carriers, BAMS and Lin
Broadcasting ap~ear to be the most profitable curren~ly, in terms of both size and
quality of earnIngs, due partlY to the tact that theIr m,lrkets are among the largest
and most demographically attractive and have been on-line for several years. Other
companies, such as pac~el, ,Mccaw, and Southwestern,'Jell are larger and may have m?re
absolute profit potent1al 1n the long-run, but thelr results thus have been negatively
impacted by acquisitions and start-up costs. T~ere,are two smaller nonwireline
companies, Metro Mobile CTS and Cellular Commu~lcat~ons, In~. (CCI)~ who,have
attractive regional clusters capable of prodUCIng hIgh qualIty earnings In the future.

Because of differences in the ~apital structures ofthese,com~a~ies, it is.easy to
draw spurious financial comparIsons. One measure at profitabillty, operating income
as a percent of revenues is fairly indicative of tinanci~l performance and has been
pUblicly disclosed by several companies., The table 011 th~ next pag~ presents a
comparison of operat1ng results those maJor cellular !;CrVICe companIes whose results
have been made pUblicly available .
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·,, lEU. AT\.AIfT1C MOilLE
,m • 1.1 STlilATEQle PLAN

WS VI.'on:
""$ wtM be OW bUt Ilf'CMCMr of .....~

WOt'ICMIcM. we WIIf deliwt N t'lIl1*I CMMIY
,nfonnalon • prOOUdS and~ I) meet
CYS__,.... We WlU be '" C8I!'lIt at Chotc:e
of CUIIanW'I,n cur 1l'\IrQ.. we WII be
reeogn&Zed • IN matktK IMOIr 0'( customers.
:nc:lLAIry IeIlderS and 1tl. comm~.. we seNe

~ Cueto",., Requ'r.menta:
eo.w....
QUIIIly of earn.,..."IanIIIiM
L.vge~ requlNS a h9'''''' of ..... and
~ -..ppott. br~ prOdUCt Ine. and pnce
discoun.
M~ II) landline far~ on ". move
AtfordablliIV anaCO~ far personal use
User fnendly equipment & seMeet (easy to use)

industry Outlook:
-:9n customer gfOw:n rates l71faJ9n ana ot
:e~: consumer mat'lCet will be • l(ey source of
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INDUSTRY OVERVIEW

CELLULAR INDUSTRY

Unusually Attractive Structural Characteristics

Government-mandated duopoly providing very high barriers to entry
Essentially unregulated with regard to rates and rate of return
Technology likely to provide decreasing marginal costs (capital and operating)
Very low threat of substitute services
Low bargaining power by both suppliers and customers
Distribution channels need to be managed and diversified to assure exclusivity
and minimize the power of Agents and Dealers
Overall competitive rivalry is low to moderate

PAGING INDUSTRY

Reasonably Attractive Structural Characteristics

Technology likely to provide decreasing marginClI costs over time
Barriers to entry are low to moderate
Low bargaining power by suppliers
Moderate but increasing bargaining power by customers
Limited threat of substitute services
Some opportunity to differentiate on system performance and
responsiveness to customer needs
Overall competition rivalry is moderate
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