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geographically and by category of subscriber—to another. Making these distinctions requires

recourse to market definitions that are familiar to the Commission.

35. On the demand side, medium and large business customers are clearly in a market
distinct from smaller customers: they demand different kinds of service, only very imperfectly
or not at all substitutable one for the other. Looking to the supply side: CLECs have until now

2. and this behavior

targeted metropolitan—and, at the other extreme, avoided rural—areas
would be unlikely to be altered by changes in the relative prices of the dimensions ordinarily
used to define markets. Manifestly, while the loops may well be categorized as essential in the

latter customer and geographic markets, they are not in the former. The UNE Fact Report and

the PNR Report have provided detailed assessments of the activities of CLECs nationally and

 Timothy J. Tardiff and I recently developed substantially the same market definition in our analyses of high
capacity competition in Phoenix and Seattle. Kahn and Tardiff, “Economic Evaluation of High Capacity
Competition in Phoenix,” prepared for filing with the Federal Communications Commission on behalf of US
WEST Communications, Petition of US WEST Communications for Forbearance from Regulation as a
Dominant Carrier in the Phoenix, Arizona MSA, August 14, 1998 and “Economic Evaluation of High Capacity
Competition in Seattle,” prepared for filing with the Federal Communications Commission on behalf of US
WEST Communications, Petition of US WEST Communications for Forbearance from Regulation as a
Dominant Carrier in the Seattle, Washington MSA, December 22, 1998: The fact that the relevant product
market is narrower than...all-local-exchange-services...is richly illustrated by the fact that competition
has...concentrated on the business market—and in particular, service to large businesses in concentrated
metropolitan....As AT&T clearly proclaimed upon completion of its recent acquisition of Teleport
Communications, which greatly strengthened its potential market position in the offer of exchange access:

‘Completion of this merger accelerates our entry into the $21 billion business local service
market because we’re reducing our dependence on the Bell Companies for direct connections to
businesses,’ said AT&T Chairman C. Michael Armstrong.... We’re giving customers simplicity,
convenience and choice. It’s one-stop shopping for local and long-distance service, just for
starters,” he said.

AT&T Completes TCG Merger; TCG Now Core of AT&T Local Services Network Unit, AT&T News Release,
July 23, 1998.

The Release went on to describe how the TCG acquisition facilitates its offer of Digital Link service, an
arrangement that employs high capacity links to business customers. Manifestly AT&T views business services
as separate from residential. Similarly, MCI WorldCom recently announced a marketing initiative that targets
offerings to business customers combining local, long-distance, voice, and data services. MCI WorldCom Sets
Major Marketing Plan for Business Clients, WALL ST. J., Sept. 29, 1998, at C13.
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descriptions of the presence of their facilities in selected metropolitan areas, both of which

facilitate economic analyses of these several markets.?

36. With regard to the subscriber loops required to serve medium to large businesses in

metropolitan areas, the facts are:

e At least five facilities-based CLECs are present in each of the top 30 metropolitan

statistical areas (MSAs),”” and at least one in all but one of the top 150 MSAs.

e CLECs are already serving large numbers of business customers in these areas and
their sales have been growing at a rapid rate. CLEC facilities already serve 15
percent of all commercial buildings in the United States and considerably more

volume is within their reach.?®

e CLECs are already very successful in capturing market share with their own
facilities in these targeted areas. The UNE Fact Report presents alternative
estimates of CLEC-provided local loops that imply market shares of between 8 and

18 percent in targeted geographic areas.”

%6 The UNE Fact Report provides geographic detail for Los Angeles, San Diego, San Jose, New York, Syracuse,
Binghamton, New Brunswick, NJ, Philadelphia and Northern New Jersey and PNR and associates described
CLEC facilities in GTE territories in Los Angeles, Dallas, Tampa, Lexington, KY, Missouri and South Carolina.

7 PNR & Associates report that there are 17 facilities-based CLECs in Los Angeles.

%% For example, PNR reports that a majority of buildings with high concentrations of businesses are within 1,000
feet of CLEC facilities in Dallas, Tampa and Lexington, Kentucky. Further, our studies of the Phoenix and
Seattle high capacity markets suggest that it is economic for CLECs to reach out for business 1,000 feet or more
beyond their existing facilities.

* The UNE Fact Report goes on to observe that these shares compare favorably with the 5 percent share
competitors of AT&T had attained three and one-half years after the Execunet decision. Moreover, market
shares based on the number of lines tend to understate CLEC inroads, because the competitors tend to serve
lines that generate above-average revenues.
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37. These facts support the conclusion that in metropolitan areas, unbundled ILEC
subscriber loops are not necessary inputs for CLECs and should therefore not be subject to

mandatory unbundling.

38. While I cannot conclude at this time that subscriber loops are similarly not essential
in producing local exchange service in other markets, facilities-based competition is
progressing there as well. For example, the UNE Fact Report shows that a growing number of
cable television companies have begun to upgrade their networks to offer telephone service (as
part of a package with video, voice, and high-speed Internet access) and residential customers
are now receiving telephone service from them. The most dramatic of these developments has
of course been AT&T’s investment of over $90 billion to acquire the largest and fourth largest
cable television companies, TCI and MediaOne, accompanied by AT&T’s announcement of its
intention to serve residential customers by completely bypassing ILEC facilities.

AT&T is on its way to bypassing the local telephone loop and reaching

customers directly over cable-television lines thanks to our merger agreement

with TCI and our joint venture with Time-Warner. These agreements will

eventually give us access to more than 40% of all American homes.*

To be sure, the promise or statement of intention is not the same thing as fulfilled reality; on the

other hand, the $90 billion is very real indeed.

39. Other technologies for providing facilities-based subscriber access to residential
customers are emerging as well. For example, as the UNE Fact Report describes, AT&T,
among the leading providers of PCS service, is now marketing its wireless service as a

complete substitute for first and second wire phone lines.
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40. I do not suggest these developments demonstrate that loops should be deemed non-
essential for the competitive provision of local exchange service to residential customers at this
time. What they do demonstrate is that even for residential markets, ILEC subscriber loops
may well prove to be non-essential. In the event that Mr. Armstrong’s bold expectations,
which appear to have been endorsed by the market performance of AT&T stock, materialize,
that will indeed be the case; and at that point, those ILEC facilities should no longer be subject

to mandatory unbundling.

E. Directory Assistance and Operator Services
41. There are a number of companies that currently provide directory assistance and
other operator services to major wireline and wireless telecommunications companies.31

Indeed, in some cases, I understand, ILEC affiliates are themselves already purchasing these

services from suppliers other than the ILEC itself.

42. For example, Volt reports that its Excell service provides directory and operator
services to established and emerging network providers, including three of the six largest long
distance companies.>? InfoNXX provides operator and directory services to, among others, the

seven million wireless customers of Bell Atlantic, U S West, and AirTouch.*® Similarly, Metro

30 C. Michael Armstrong, Local Phone Companies Rip Off Consumers, WALL ST. J., Mar. 1, 1999, at A22
(editorial by AT&T chairman).

3! The NECI Report lists 10 providers of directory assistance and operators services and provides detailed
descriptions on their offerings. The UNE Fact Report provides an independent (and overlapping) list that
includes ten CLEC and five third-party providers. It also lists several Internet Web sites that provide directory
services.

2 Making Excellence in Directory Assistance a Custom, at http://www.volt.com, released August 12, 1996,
obtained August 1, 1997.

3 National Alliance Jointly Purchases Specialized Directory Assistance Services from InfoNXX, at http://ba.com,
released June 25, 1996, obtained August 4, 1997.
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One Telecommunications offers directory and operator services to a variety of providers,
including local, long distance, wireless, and competitive access providers.>* Finally, Teltrust

provides directory and operator services to Cox Communications.>

F. Network Unbundling for Advanced Services®®
43.In par. 35, the FCC sought comment on whether network elements that provide

advanced services should be subject to mandatory unbundling.

44.1 have already propounded the proposition that mandatory sharing of essential
facilities should as a general rule be limited to situations in which the monopoly enjoyed by the
ILEC is essentially a carryover from its past as a franchised utility company. When, in
contrast, the facilities or inputs in question are new and are expected to be provided, not under
a system of cost-plus rate base/rate of return regulation, but at the risk of investors, the potential
losses in dynamic efficiency in deploying new technologies and bringing new services to the
market will typically outweigh any benefits in cost savings from mandatory sharing.’” There
would be close to unanimous agreement among economists with the principle that the most

creative form of competition, and the one most productive of benefits to consumers, is the

3* Metro One web page, www.metrol.com, obtained August 4, 1997.

35 Teltrust to Provide Telecommunications Services to Cox Communications, at http://www.teleservices.com,
released July 9, 1997, obtained April 7, 1998.

3 The following several paragraphs are adapted from Kahn, Tardiff and Dennis Weisman, The
Telecommunications Act at Three Years: An Economic Evaluation of Its Implementation by the Federal
Communications Commission, INFORMATION ECONOMICS AND POLICY 1999, forthcoming.

*7 There have been serious estimates that the present asymmetrical restrictions on the incentives of RBOCs to offer
new services have cost society billions of dollars annually in lost consumer benefits. See, for example, J.A.
Hausman and T.J. Tardiff, Benefits and Costs of Vertical Integration of Basic and Enhanced
Telecommunications Services, prepared for filing with the Federal Communications Commission, Computer 111
Further Remand Proceedings, CC Docket No. 95-20, on behalf of Bell Atlantic, Bell South, NYNEX, Pacific
Bell, Southwestern Bell, and U S West, April 6, 1995.




-32-

process of innovation, the risk-taking investment in the new technologies—new methods of
producing preexisting goods and services and the offering of new goods and services, thitherto

unavailable.

45. As the renowned economist, Joseph A. Schumpeter, pointed out a half century ago,
the “perennial gale of creative destruction” that lies at the heart of the capitalist economic
process consists, at its essence, in a continuous process of creation and competitive erosion of
monopoly, in which (as our patent laws likewise recognize) the prospect of exclusive
enjoyment of the full fruits of successful innovation constitutes the essential incentive for
innovators and imitators alike. Transient market dominance is an essential part of that dynamic

process, which it is the purpose of the Act to release from regulatory constraints.

46. The more innovative the investments contemplated, the greater the uncertainties,
both technological and commercial, the greater the risks, the more important is the prospect of
the investor’s exclusive enjoyment of the fruits of the ventures that turn out successfully. This
proposition and the way in which the FCC’s sharing rules conflict with it are most incisively
spelled out by Justice Breyer, in the concurring portion of his separate opinion:

[A] sharing requirement may diminish the original owner’s incentive to keep up
or to improve the property by depriving the owner of the fruits of the value-
creating investment, research, or labor....Nor can one guarantee that firms will
undertake the investment necessary to produce complex technological
innovations, knowing that any competitive advantage deriving from those
innovations will be dissipated by the sharing requirement.....Increased sharing
by itself does not automatically mean increased competition. It is in the
unshared, not in the shared, portions of the enterprise that meaningful
competition would likely emerge. Rules that force firms to share every resource
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or element of a business would create, not competition, but pervasive regulation,
for the regulators, not the marketplace, would set the relevant terms.*®

47. Such is the case with high speed transmission services, which allow for rapid

transmittal of data and high speed connections to the Internet.

48. So far as the obligation to share future facilities, created as a result of large and
risky investments, are concerned, the issues were poignantly posed by the plans of AT&T, to
which I have already alluded, for a multi-billion dollar upgrading of the cable of TCI, which it
has just acquired, in order to provide local, Internet and advanced video services; by the
mounting pressures on the FCC by competitors and public agencies to condition its approval of
the merger on AT&T’s giving competitors access to those facilities—presumably at FCC-
determined rates—and by the equally costly and risky plans of the incumbent telephone
companies to compete in these same markets by providing digitalization of subscriber access
lines. AT&T strenuously resisted the proposals to impose such a condition upon it*® and the
FCC rejected them, presumably in the belief they would be incompatible with Schumpeterian
competition and with Congress’s deregulation of the cable companies in recognition of the
need for encouraging their costly investment in upgrading their telecommunications
capabilities. AT&T’s economic experts have articulated the dangers of improper regulation of

advanced services:

8 AT&T Corp. v. lowa Utilities Board, 119 S. Ct. 721, 752 (1999) (Breyer, J. concurring in relevant part). See
also, Robert W. Crandall, The Telecom Act’s Phone-y Deregulation WALL ST. J., Jan. 27, 1999. (“Why should
these firms invest in new, often risky technology for delivering advanced, high-speed services if they are to be
required to offer any such new facilities to their rivals at cost”—moreover, “not the Company’s actual cost,” but
“at prices that reflect most efficient technology?”)

% See Bryan Gruley, Must AT&T Give Internet Rivals Access To TCI’s Network? WALL ST. J., Jan. 15, 1999, at
Al.
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It would be against the public interest to subject the parties’ last mile broadband
data transport facilities to any form of regulation at this time....There are many
competitors, including the ILECs, that are actively developing broadband
transport services...The xXDSL services that are currently being deployed by the
incumbent LECs alone constitute a significant and attractive commercial
alternative to the internet cable services that TCI and others offer...The] demand
to unbundle broadband transport will engender intrusive regulation of an
emerging new service that requires massive entrepreneurial investments and
whose marketplace success is far from assured...Forced unbundling with its
attendant regulatory uncertainty would likely slow down the investment in the
development of broadband last mile investment. Investing under the shadow of
uncertain regulatory rules in an innovative service exacerbates the already
substantial risks associated with that investment.*’

49. By a parity of reasoning, the ILECs argue persuasively for a similar freedom from
the obligation to share—and particularly at prices reflecting the FCC’s most-efficient firm
standard—and for rejecting also the FCC’s proffered condition of giving them that freedom if
only they will offer the service through fully-separated subsidiaries—which would force them

to sacrifice presumably substantial economies of scale or scope.

50. Consider the anomaly of expecting the incumbent local telephone companies to
incur these huge costs in competition with giants such as AT&T/TCI. Should their new
services lose that competition, they would have to absorb those costs: none of them could be
recovered in the FCC-dictated charges for their network elements, because an ideally-efficient
firm never fails! Should the new service succeed, the incumbent provider would be required to
make it available to would-be entrants on a wholesale basis at prices based on the efficient-firm

cost standard, giving them a free ride on its development and marketing efforts. Who would

“* Declaration of Professors Janusz A. Ordover and Robert W. Willig, attached to AT&T’s and TCI’s Joint Reply
to Comments and Joint Opposition to petitions to Deny or to Impose Conditions, In the Matter of Joint
Application of AT&T Corp. and Tele-Communications, Inc. for Transfer of Control to AT&T of Licenses and
Authorizations Held by TCI and its Affiliates or Subsidiaries, CS Docket No. 98-178, November 13, 1998.
Ordover and Willig make no effort to reconcile their compelling argument here that government restrictions can
stifle innovation incentives with their previous advocacy of TELRIC pricing for access to ILEC networks.
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undertake costly and risky innovations in the face of such a prospect of grossly asymmetrical

treatment of successes and failures?*!

51. Not only economic theory, but market developments support the proposition that
regulatory intervention is unnecessary and counterproductive for advanced telecommunications
services. The UNE Fact Report surveys the development of competition for advanced
broadband services—a story which has also been widely covered in the business and trade

press.*? The facts of the matter are:

e There are several technologies other than the ILEC networks for bringing advanced
services to customers. These include (1) cable television networks, e.g., cable
modems, (2) wireless broadband services, (3) satellite, and (4) electric utility

facilities

e The ILEC’s xDSL technology lags behind cable modems in bringing high speed
access to residential consumers and is expected to remain behind, as indicated in

Table 1.

“'It is not only in their effect on the incentives of the ILECs to undertake costly and risky investment in
modernizing their networks that the FCC’s sharing and network element pricing are likely to prove so harmful.
They could also severely impair the ability of the incumbents to finance such ventures, by sharply reducing their
internal cash flow: retained earnings are frequently the preferable means of financing such large-scale
investment projects. See Kenneth A. Froot, David S. Scharfstein and Jeremy C. Stein, 4 Framework for Risk
Management, HARVARD BUSINESS REVIEW, November-December, 1994, pp. 91-102. Steven Fazzari, R. Glenn
Hubbard and Bruce Petersen report that retained earnings constitute more than 70 percent of the source of funds
for corporate investment (p. 147, Table 1) and that on average firms reduce their capital expenditures by more
than 36 cents for each $1 reduction in cash flow (p. 167, Table 4). (Financing Constraints and Corporate
Investment, BROOKINGS PAPERS ON ECONOMIC ACTIVITY, No. 1, 1988, pp. 141-195.)

2 For example, the front page of the April 28, 1999 New York Times describes high speed services for residential
customers, pointing out that cable modems have a head start over the DSL services provided over ILEC
networks.
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e The ILECs are not even ahead with respect to broadband services using xDSL
technology. According to the UNE Fact Report, CLECs such as Covad have been

faster to market than they.

In these circumstances, the imposition of unique handicaps on the ILECs would, quite simply,

be anticompetitive.
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Table 1: Alternative Residential Broadband Forecasts.

A. Source: Forrester

1998 2002
Volume Share Volume Share
(million) (million)
Cable Modems 0.7 97% 13.6 86%
XDSL 0.025 3% 2.2 14%
Total 0.725 100% 15.8 100%
B. Source: IDC
1998 2002
Volume Share Volume Share
(million) (million)
Cable Modems 0.63 97% 8.15 66%
XDSL 0.021 3% 423 34%
Total 0.651 100% 12.38 100%
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