DECLARATION OF
DENNIS W. CARLTON AND HAL S. SIDER

March 1, 2002

I QUALIFICATIONS

1. I, Dennis W. Carlton, am Professor of Economics at the Graduate School of
Business of The University of Chicago. I have served on the faculties of the Law School and the
Department of Economics at The University of Chicago and the Department of Economics at the
Massachusetts Institute of Technology. I specialize in the economics of industrial organization,
which is the study of individual markets and includes the study of antitrust and regulatory issues.
I am co-author of Modern Industrial Organization, a leading textbook in the field of industrial
organization, and I also have published numerous articles in academic journals and books. In
addition, I am Co-Editor of the Journal of Law and Economics, a leading journal that publishes
research applying economic analysis to industrial organization and legal matters. In addition to
my academic experience, | am a consultant to Lexecon Inc., an economics consulting firm that
specializes in the application of economic analysis to legal and regulatory issues.

2. I, Hal S. Sider, am a Senior Economist and Senior Vice-President of Lexecon Inc.
I received a B.A. in Economics from the University of Illinois in 1976 and a Ph.D. in Economics
from the University of Wisconsin (Madison) in 1980. I have been with Lexecon since 1985,
having previously worked in several government positions. I specialize in applied
microeconomic analysis and have performed a wide variety of economic and econometric studies
relating to industrial organization, antitrust and merger analysis. I have published a number of
articles in professional economics journals on a variety of economic topics and have testified as
an economic expert on matters relating to industrial organization, antitrust, labor economics and

damages. In addition, I have directed several studies of competition in telecommunications



industries and have previously testified as an expert on telecommunications matters before the
FCC and various state public utility commissions.

3. Coptes of our curriculum vita are attached as Appendix 1 to this declaration.
IL. OVERVIEW AND CONCLUSIONS

4. We have been asked by Verizon to comment on various questions raised by the
Federal Communications Commission’s (“FCC’s”) current review of regulations faced by
incumbent local exchange companies (“ILECs™) in the provision of broadband
telecommunications services. '

5. First, we have been asked to respond to the FCC’s requests for comments on the
appropriate market definition for evaluating broadband regulation. More specifically, the FCC
has asked for comments regarding whether it is appropriate to distinguish a “mass market,” for
broadband services that includes services that are predominantly purchased by residential or
small business consumers -- cable modem, asymmetric digital subscriber line (“ADSL™),
wireless and satellite services® -- and a “larger business market” that includes services purchased
by medium and large businesses, including, principally, frame relay and ATM services.” We
answer these questions from a nationwide perspective, due to the general similarity in

competitive circumstances in different areas.*

1. Review of Regulatory Requirements for Incumbent LEC Broadband Telecommunications
Services, CC Docket No. 01-337, FCC 01-360, December 20, 2001, (“FCC Broadband
Review™).

2. Today, mass market broadband services consist predominantly of Internet access, which
includes both broadband transport and ISP services. Mass market broadband services,
however, may include transport services alone.

3. Additional services could potentially be included as part of a market of broadband services
for both mass market and larger business customers. We do not address whether these
services are properly considered part of this market because the FCC has not requested
comment on this issue.

4. The FCC has recognized in analyses of other telecommunications services that the use of
national data is appropriate if competitive conditions are similar in different areas. We also
are unaware of significant areas that can be served economically by ILECs’ ADSL service



6. Second, we have been asked to respond to the FCC’s request for comments about
whether ILECs exercise market power in the appropriately defined markets. We address this by
analyzing whether the prices charged by ILECs for broadband services are sufficiently
constrained by competition from other firms that removal of regulations that ILECs now face in
providing broadband services would not be expected to result in higher prices.

7. We conclude that the “mass market” and “larger business” market definitions
discussed in the FCC’s notice are economically appropriate and are distinct from the narrowband
services market.” Broadband services sold to mass market consumers (including services
provided by cable modem, ADSL, satellite and fixed wireless) compete with each other directly
and differ in price and quality from narrowband services. Broadband services sold to larger
business customers are not substitutes in demand or supply with broadband services sold to mass
market consumers.

8. We also conclude that ILECs, individually and collectively, could not exercise
market power in either the “mass” market or “larger business” market in the absence of
regulations. Broadband services provided by ILECs account for only a modest share of
broadband services for both mass market and larger business consumers and, as a result, it is

unlikely that ILECs could exercise market power by raising price in the absence of regulation.

(...continued)
that cannot also be served economically by cable modem services. Thus, national data
provide a reasonable first approximation to competitive circumstances and ILECs’ potential
to exercise market power.

5. For the purpose of this declaration, we adopt the market terms used in the FCC Notice. Of
course, large business customers may purchase “mass market” services such as cable modem
or ADSL services. However, we are unaware of any evidence that these purchases are
substitutes for services such as ATM or frame relay. For example, a large business might

purchase cable modem services to supply high-speed Internet access for the home of an
executive.



9. . The bases for our conclusions are detailed in the remainder of the Declaration.
Section III briefly reviews the framework for evaluating market definition and market power.
Section IV analyzes the scope of the market for broadband services, and Section V analyzes
whether ILECs are sufficiently constrained by competition that the removal of current

regulations on broadband services would not result in an increase in price.

HI. FRAMEWORK FOR EXAMINING THE SCOPE OF THE MARKET FOR
BROADBAND SERVICES

10.  This section briefly reviews the economic framework for evaluating market

definition and market power. Subsequent sections use this framework to analyze the scope of

markets for broadband services and whether ILECs could exercise market power in such markets

in the absence of regulation.

11.  Markets include products that are close substitutes in demand or supply.® To put
this principle into practice the FCC has often relied upon the approach outlined in the 7992
Horizontal Merger Guidelines (“Merger Guidelines™) of the Department of Justice (*DOJ”) and
Federal Trade Commission (“FTC”) to define product markets.” The Merger Guidelines state

that a product market consists of

a product or group of products such that a hypothetical profit-maximizing firm
that was the only present and future seller of those products (‘monopolist’) likely
woulc}} impose at least a *small but significant and nontransitory” increase in
price.

6. See Dennis Carlton & Jeffrey Perloff, Modern Industrial Organization (Third Edition), 2000,

pp. 610-615 for a discussion of market definition and market power.
7. Regulatory Treatment of LEC Provision of Interexchange Services Originating in the LEC’s
Local Exchange Area and Policy and Rules Concerning the Interstate, Interexchange
Marketplace, CC Docket. No. 96-149, 96-61, FCC 97-142, Apnil 18, 1997, 95 (“LEC
Interexchange Review”).
8. 1992 Horizontal Merger Guidelines, §1.11.



12, Firms are said to have market power if they can profitably charge a price above
that which would prevail under competition.” The FCC has adopted this approach in asking in

this proceeding whether ILECs “can profitably raise and sustain prices above competitive

2510

levels.””” As the FCC notes, prices can be kept above competitive levels if a firm finds it

profitable to restrict its own output or restricts a rival’s output by, for example, limiting access to
a bottleneck facility controlled by the firm."

13.  ILEC provision of broadband services is now governed by a variety of regulations
designed in principal to protect competition.'> The need for these regulations, of course, is the
subject of this proceeding. We analyze whether ILECs could exercise market power by asking
whether they would be expected to charge higher prices in the absence of these regulations. If
removal of these regulations would not be expected to result in higher prices to consumers, then

ILECs cannot be said to have the ability to exercise market power. >

1IV.  BROADBAND SERVICES MARKETS

14.  Following the general approach described above, we find that available data
support the view that there are distinct markets for narrowband services, mass market broadband
services and broadband services for larger businesses. These services do not appear to be close

substitutes in demand or supply. We find that:

9. Carlton and Perloff, p. 610.

10. FCC Broadband Review, 28.

11. LEC Interexchange Review, 183.

12. We understand that ILEC provision of broadband services is now subject to a variety of
regulatory requirecments including the obligation to provide network elements used in these
services at regulated cost-based prices, the obligation to offer broadband services for resale at
cost-based rates, as well as requirements that prices for broadband services be tariffed at rates
that can be justified by costs.

13. In analyzing whether an individual ILEC has market power, we also effectively address
whether ILECs’ collectively have market power. Since there is only one ILEC in a given
area, the existence of other ILECs in different areas is of little or no competitive significance.
If a given customer’s ILEC does not exercise market power, then ILECs collectively would
not be expected to exercise market power with respect to that customer.



¢ Broadband services sold to mass market consumers (including those provided by
cable modem, ADSL, fixed wireless and satellite facilities) compete directly with
each other;

¢ Broadband services sold to mass market consumers are different from narrowband
(e.g., dial-up) services due to differences in price and quality;

* Broadband services sold to larger business customers, including frame relay and
ATM services, compete with each other and are in a separate market from broadband
services sold to residential and small business customers.

A, Mass Market Broadband Services Are Close Substitutes in Demand

15. Broadband services including ADSL services, cable modem services, satellite
services and fixed wireless services are sold primarily to residential and small business
consumers. These services constitute a distinet market from both narrowband services (e.g.,
dial-up Internet access) and broadband services to larger business customers (including frame
relay and ATM).

16. There is little question that cable modem, ADSL, fixed wireless and satellite
services are close substitutes in demand, primarily serving residential or small business
customers.

e Cable modem, ADSL, wircless and satellite services are almost exclusively sold to
residential or small business consumers. The FCC finds that, as of June 2001, 96
percent of high-speed cable lines, 92 percent of ADSL lines, 85 percent of fixed
wireless lines, and virtually all satellite lines served residential or small business

14
customers.

14. Inquiry Concerning the Deployment of Advanced Telecommunications Capability, Third
Report, CC Docket 98-146, FCC 02-33, February 6, 2002, 145, 50, 55, 60 (“Third
Advanced Services Report™).



¢ ADSL, cable modem, fixed wireless and satellite services all provide similar speeds
and are actively marketed against each other."” For example, the web pages of
companies providing broadband residential services typically include comparisons
against competing technologies.'® Companies also often cite these competing
technologies as competitors in their SEC filings.!”

e Consumer surveys and analysts have found that consumers do not distinguish
between the technologies.'®

e The products have similar prices. The FCC has explicitly noted this with respect to
DSL and cable modem services,'” and pricing surveys confirm this observation.”

Pricing for the various services today remains in the same range. For example,

Verizon currently prices its base DSL Internet access package at $49.95 per month,”!

15.

16.

17.

18.

19.

20.

21.

See the Broadband Fact Report submitted by Verizon for a comparison of the technologies’
access speeds.

See, for example, http://www.roadrunner.com/rdrun/ and
http:/fwww22.verizon.com/foryourhome/dsl/learnmore/NLF _DSI.VsCable.asp.

See, for example, Comcast and BellSouth’s 2000 10-Ks citing DSL and cable, respectively,
as competitors.

“Broadband: Cable or DSL? Consumers See Little Difference,” December 1, 2000,
www.cyberatlas.com. Citing a Harris Interactive poll that found “little difference between
perceptions among those planning to get either DSL or cable modem services.”; Coming
Eventually: TV on the PC; The World Waits and Waits for Mass Deployment of Broadband,
Broadcasting and Cable, Dec. 11, 2000, p.88. Discussing a Forrester survey: “There’s an
ongoing fight about who is better . . . But it comes down to this: Nobody cares. People just
want broadband.”; J.P. Morgan / McKinsey & Co., “Broadband 2001,” April 2, 2001, p.37.
(“Broadband 2001”") “But most customers don’t care about technologies. Indeed, most
customers are platform agnostic—or more precisely, platform ignorant.”

FCC, Seventh Annual Report on the Status of Competition in the Market for the Delivery of
Video Programming, CS Docket No. 00-132, January 8, 2001, 53. “[B]oth cable Internet
access providers and DSL operators offer services at around the same price...”

Broadband 2001, p.21. “For the past 12-18 months, price points for high-speed access have
largely remained between $40 and $50 per month for residential-grade service, with heavy
use of promotional offers such as free installation...” Also, Broadband Fact Report, Table 2.
http://www22.verizon.com/foryourhome/dsl/whyverizon/NLF _AffordablePricingOptions.asp




RoadRunner cable modem service is priced at roughly $44.95 per month,** and
wireless prices are around $35 to $50 per month.”> The price of satellite service is

somewhat higher, roughly $54.95 to $69.99 per month.**

B. The Market for Narrowband Services is Distinct from the Market for
Broadband Services

17.  The market for narrowband (e.g., dial-up) services is distinct from the market for

mass market broadband services.

o There are significant differences in quality of broadband and narrowband services.
Even in their most basic forms, all broadband services provide substantially greater
bandwidth than the fastest 56.6 Kbps dial-up services. > For example, Verizon’s
standard residential DSL services offer a maximum bandwidth of 768 Kbps.?® In
addition, broadband Internet services are higher in quality than dial-up services
because they are “always on” and thus require far less time than dial-up services in
establishing an Internet session.

e There is a variety of Internet content that can only be provided efficiently on
broadband services. Content such as streaming video and exchange of large data files
can only be efficiently accessed through a broadband Internet connection. Similarly,
streaming video and audio (such as Internet radio stations) are provided with higher

quality (fewer interruptions) using a broadband connection. Increased penetration of

22. http://www.roadrunner.com/rdrun/ (pricing varies by market).

23. http://www ks-usa.net/wireless.asp, http://www.lightspeednet.net/news! htm,
http://wireless.iols.com/residential . htm, http://www.redred.com/7index.html,

24. http://www.direcpc.com/aolplus/index.html, https://register.earthlink.net/cgi-
bin/wsisa.dll/broadband/satellite/pricing.html?drm=8570a91b46320871d515¢75d56e6e23,
http://www.starband.com/wheretobuy/dishsplash.htm.

25. By “dial-up” services, we mean the use of standard analog phone lines to access ISPs.

26. http://www22.verizon.com/foryourhome/dsl/whyverizon/NLF_AffordablePricingOptions.asp




broadband Internet access services is also likely to result in the creation of more
broadband-specific content.

e Narrowband and broadband prices are significantly different and do not appear to
respond to one another. Excluding the cost of telephone access, narrowband ISP
services range in price from $0 to $22 (for AOL) per month.”” However, residential
DSL, cable modem, fixed wireless and satellite services are typically $40 to $50 per
month (slightly more for satellite).

e While the existence of price differences alone does not necessarily establish that
narrowband and broadband services are in different markets, available evidence
further suggests that broadband prices are unrelated to variations in narrowband
prices. Hausman, Sidak and Singer examined subscription prices for Excite@Home
and Road Runner and found that they did not vary with narrowband access prices
(which vary across regions as the result of differences in the price of second-line
telephone services). ** This suggests that narrowband and broadband services are in
separate markets.

e Narrowband (dial-up) services and ADSL (and other mass market broadband

services) use different facilities and equipment and thus are not substitutes in supply.

27.

28

Unlike many other narrowband and broadband ISPs, AOL offers substantial proprietary
content. For example, many broadband subscribers pay $10 per month to access AOL
proprietary content, indicating that the price of Internet access is between $0 and $12 per
month. Hausman, Sidak and Singer report a range of second line prices in different states,
with a midpoint of $27 per month. Even treating the entire cost of a second phone line as
part of the “price” of narrowband access (which surely overstates the cost of narrowband
service) the implicit price of narrowband services is typically well below the price of
broadband service.

. Hausman, Jerry; Sidak, Gregory and Singer, Hal. “Residential Demand for Broadband

Telecommunications and Consumer Access to Unaffiliated Internet Content Providers,” Yale
Journal on Regulation, Winter 2001, pp.144-148. (“Residential Broadband Demand”)
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18.  The conclusion that broadband services constitute a separate product market from
narrowband services has been supported by the FCC, the Federal Trade Commission, and the

Department of Justice. For example, in its opinion in the AOL/Time Warner matter, the FTC

concluded that:

The relevant market in which to assess the effects of the proposed merger is the provision
of broadband internet transport service.”

The FCC reached the same conclusion:

We begin by addressing whether high-speed Internet access services, as distinct
from narrowband services, constitute the relevant product market in determining
the effects of the proposed merger on the public interest. We conclude that they
do.*

The Department of Justice, in analyzing the AT&T-MediaOne merger, also defined a

market for “aggregation, promotion, and distribution of broadband content and

»31

services.
C. Broadband Services for Larger Business Customers Constitute a Distinct
Market from “Mass Market” Broadband Services
19. Frame relay and ATM services for larger business customers comprise a distinct

economic market that does not include mass market broadband services or narrowband. That is,
“mass market” services and services for larger business customers are not close substitutes in
demand or supply.

20.  While the FCC has asked whether “larger business” market includes “Frame
Relay, ATM, GigE, SMDS and RLAN,” we focus on frame relay and ATM, which are the most

widely used of these services today, and conclude that they compete against each other but not

29. FTC. AOL Time Warner Complaint, Docket No. C-3989, December 14, 2000, 427.

30. FCC. AOL Time Warner Order, FCC 01-12, January 11, 2001, 569.

31. U.S. Department of Justice, AT&T Media One Competitive Impact Statement, May
25, 2000.
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against mass market broadband services. As discussed below, frame relay and ATM services

perform similar functions, have similar customers and similar prices.

32

e Frame relay services are high-speed packet switched services that provide for
transmission of variable length frames of customer data (packets) across
geographically dispersed areas. Frame relay services are primarily used to provide
connectivity between local area networks thereby creating a wide area network.
Facilities, including those supplied by ILECs or other firms, connect individual
customer locations to frame relay switches within the frame relay network. ** Frame
Relay is generally available at access speeds from 56 Kbps to 45 Mbps (T-3).**

e ATM is a data service which uses fixed-size packets (as opposed to frame relay,
which uses variable-sized packets) to provide integrated data service supporting data,
voice and video applications. Customers may be connected to the ATM switches by
various facilities including those supplied by ILECs or others. ATM is generally
available at access speeds from 1.5 Mbps (T-1) through 155.5 Mbps (OC-3).%

¢ The bulk of ATM and frame relay revenues are derived from the same range of port

speeds: T-1 through T-3. For frame relay, 48 percent of revenues in 2000 were for

32.

33.

34.

35.

Dr. Crandall and Prof. Sidak reached the same conclusion in their Declaration filed on behalf
of SBC in the SBC Petition for Non-Dominance in the Provision of Advanced Services
proceeding.

Frame Relay and ATM services may use facilities provided by the ILEC for connecting
customers to these services. The FCC 1s explicitly considering in another proceeding
whether there is a need for continued regulation of ILEC provision of traditional special
access services.

Ron Kaplan, IDC, “U.S. Packet/Cell-Based Services Market Forecast and Analysis, 2000-
2005,” March 2001, p.4. (“Packet/Cell-Based Services™)

Packet/Cell-Based Services, p.3.
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port speeds of T-1 through T-3.* For ATM, 66 percent of revenues were for port
speeds between T-1 and T-3.%7

¢ Frame relay and ATM are priced similarly for similar bandwidths. The Yankee
Group reported in 1999 that “IXCs and ILECs are pricing ATM at parity with frame
relay.™® For example, in 2000, AT&T charged an identical amount for a 1.544 Mbps
Frame Relay port as for a 1.544 Mbps ATM port.*

* ATM and frame relay services are purchased almost exclusively by larger business
(and government) customers. A 2000 survey of frame relay and ATM services
identified no residential customers.’® At the same time, as discussed above, the vast
majority of cable modem and ADSL services are purchased by residential consumers.

e Frame-relay and ATM services use different equipment and facilities than those used

in the provision of ADSL and other mass market broadband services. Thus, these
services are not supply-side substitutes. For reasons discussed earlier, narrowband
services are not part of the market for broadband services for larger business
customers since they are neither supply-side nor demand-side substitutes.

21.  This market for larger business services may include the additional broadband
services identified by the FCC, although these services today are not widely used. For example,
GigE is a relatively new technology intended to address bandwidth constraints in existing
Ethernet networks. As of 2001, it had only $67 million in revenues in all of North America as

compared to Frame Relay revenues of $6.3 billion and ATM revenues of $1.05 billion in 2000.*'

36. Packet/Cell-Based Services, p.17.

37. Packet/Cell-Based Services, p.54.

38. The Yankee Group, “ATM Service and Pricing Trends,” Data Communications Report Vol.
14, No. 16, October 1999, p.3.

39. Packet/Cell-Based Services, pp.136, 161.

40. Packet/Cell-Based Services, p.18, 56.

41. Lane Cooper and Tom Moore, “Corporate America Implementing New Gigabit Ethernet
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Similarly, SMDS is a small (and declining) service. SMDS revenues in 2000 were only $51.9

million, and many providers are phasing out their SMDS service offerings.*

V. ILECS WILL NOT EXERCISE MARKET POWER IN THE PROVISION OF
BROADBAND SERVICES FOR EITHER MASS MARKET OR LARGER
BUSINESS CONSUMERS IN THE ABSENCE OF REGULATION

22.  Available evidence indicates that ILECs do not have market power in the
provision of broadband services for either mass market or larger business customers to raise
price in the absence of regulation. That is, the price charged by ILECs for both mass market
broadband services and broadband services to larger business customers is constrained by the
presence of competition and ILECs would not be able to raise price in the absence of the

regulations ILECs now face in providing these services.

A, ILECs Do Not Have Market Power in the Provision of Mass Market
Broadband Services

23. Available evidence suggests that ILECs face competition from a variety of firms
in the provision of “mass market” services; they have relatively low market share; and possess
no “bottleneck” inputs that are required for the success of competitors.

o There are many viable competitors and technologies for providing broadband service
to mass market consumers, none of which require access to ILECs’ networks for
providing service. The FCC has recognized competition between these technologies
in prior proceedings.

The preconditions for monopoly appear absent. [...] The record does not
indicate that the consumer market is inherently a natural monopoly ... We
see the potential for the market to accommodate different technologies

such as DSL cable modems, utility fiber to the home, satellite and
terrestrial radio. The fact that different companies are using different

(...continued)
Strategies,” Communications News, August 1, 2001. Packet/Cell-Based Services, pp.1-2.
42. Packet/Cell-Based Services, p.2.
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technologies to bring broadband to residential consumers and that each
existing broadband technology has advantages and disadvantages as a
means of delivery to millions of customers opens the possibility of
intermodal competition, like that between trucks, trains and planes in
transportation. By the standards of traditional residential
telecommunications, there are, or likely will soon be, a large number of
actual participants and potential entrants in this market,*

¢ (Cable modem services are currently available to 70 percent of U.S. homes, and can
potentially cover 95 percent of homes in the United States.** The FCC has reported
estimates that virtually all cable infrastructure will be upgraded by 2003.* Today,
ADSL service is currently available to only about 45 percent of U.S. homes and is
potentially available to only 70 percent.*

e The FCC has reported that, as of June 2001, ADSL comprised only 32 percent of
residential and small business high speed lines and only 21 percent of advanced
services lines serving these customers.?” Coaxial cable, by contrast, comprised 64
percent of residential and small business high speed lines and 74 percent of advanced
services lines serving these customers.*® This disparity has continued, with cable
companies adding three times as many broadband customers in the third quarter of
2001 as DSL providers and maintaining well over a 2:1 lead in total subscribers.*

¢ In addition, satellite broadband services provide virtually ubiquitous broadband

service throughout the United States. In the past, such systems have been broadband

43,

44,
45.
46.
47.

48.

49.

Report in the Matter of Inquiry Concerning the Deployment of Advanced
Telecommunications Capability to All Americans in a Reasonable and Timely Fashion,
(“First Advanced Services Report™) January 28, 1999, 148.

Third Advanced Services Report, 946, 65.

Third Advanced Services Report, §65.

Third Advanced Services Report, §51; DSL Forum, “DSL Anywhere,” June 2001, p. 8.
High-speed indicates transmission of greater than 200 Kbps in one direction, while advanced
indicates over 200 Kbps transmission in both directions.

Industry Analysis Division, “High Speed Services for Internet Access: Subscribership as of
June 30, 2001,” February 2002, Table 3

Kinetic Strategies, Inc., “Cable Modem Market Stats & Projections,” December 21, 2001.
http://www.cabledatacomnews.com/cmic/cmic16.html
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only with respect to downstream data (from the Internet). However, this limitation
has largely disappeared. Both existing satellite broadband services, StarBand and
DirecPC, currently offer 2-way broadband service directly to and from the sateliite.”®
New entrants plan to offer services with even greater bandwidth beginning in 2002.%!
Fixed wireless providers are also offering mass-market broadband service throughout
much of the U.S. According to the FCC, fixed wireless systems of the Microwave
Multi-Point Distribution System type (“MMDS”) currently reach 55 percent of the
U.S. population and are expected to reach 90 percent by the end of 2004.%* The FCC
has reported 28 companies offering high-speed Internet access services via MMDS in
44 separate markets, and estimates that there are an additional 241 companies using
unlicensed spectrumn to provide high-speed Internet access services.”

Cable modem services do not appear to face capacity constraints. That is, if ILECs
were to attempt to raise DSL prices and lose customers as a result, cable modem
service providers and providers using other technologies could easily absorb the
defecting customers.

In sum, ILECs face competition from a variety of firms using different

technologies in providing broadband services to mass market consumers and account for a

relatively small share of this market. Under these circumstances, ILECs’ pricing of mass market

broadband services is constrained by competition and would not be expected to rise in the

absence of regulations that ILECs now face in the provision of mass market broadband services.

50. http://www.direcpc.com/index1.html and http://www.starband.com.
51. http://www.wildblue.com/ab/index.htm,

http://www .hns.com/products/advanced platforms/spaceway/inside spaceway.htm,

http://www.astrolink.com/press room/glance.asp; http://www.teledesic.com/about/about.htm

52. Third Advanced Services Report, Y61.
53. Third Advanced Services Report, §%58-59.
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ILECs Do Not Have Market Power in the Provision of Broadband Services
for Larger Business Customers

Available data indicate that the prices charged by ILECs for broadband services

(such as frame relay and ATM services) provided to large business customers are constrained by

competition from other firms and ILECs would be unable to raise price in the absence of current

regulations. [LECs face several large competitors that can readily expand output, provide a

small share of broadband services to large business customers, do not control critical inputs, and

face sophisticated customers.

The largest providers of frame relay services are the major, national interexchange
carriers (IXCs). AT&T, WorldCom and Sprint accounted for 35, 23 and 10 percent,
respectively, of all frame relay revenue in the United States in 2000, while the ILEC
with the largest share, SBC, accounted for only 4.4 percent. All ILECs together
earned only 16.9 percent. 54

For ATM services the shares are similar. AT&T earned 23.2 percent of revenues,
followed by Sprint with 21.7 percent and WorldCom with 20.9 percent. SBC earned
6.5 percent, while all ILECs together earned 18 percent.55

Frame relay and ATM services are provided over networks that are provisioned in a
variety of ways and can include facilities obtained from ILECs, such as traditional
special access lines and private lines. In addition to ILECs, access services are also
provided by frame relay and ATM providers as well as other CLECs. The use of
ILEC facilities to access frame relay or ATM networks is currently governed by
regulation. In light of these facts, ILECs possess no bottleneck inputs required for the

provision of frame relay or ATM services. We understand that the FCC is

54. Packet/Cell-Based Services, p.20.
55. Packet/Cell-Based Services, p.57.
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investigating in a separate proceeding whether there is a need for continuation of
these regulations.

* Customers are typically sophisticated multilocation businesses that are well informed
as to their alternatives and will switch to alternative carriers in the event of a
unilateral price increase. The FCC has previously argued that businesses are

sophisticated customers with elastic demand.

[B]usiness customers are to a large degree demand-elastic and will switch carriers
in order to obtain price savings and desired features. ... [T]hese customers tend
to be more informed and sophisticated purchasers of telecommunications services
than other customers and that they increasingly exercise their 'buyer power' by
soliciting competitive bids before procuring telecommunications services.*®

¢ All of the IXCs and ILECs possess significant network capacity. Frame relay or
ATM networks are constructed of interoffice transport, backbone transport, and local
loops. The capacity of each element of these networks can be readily expanded given
the widespread availability of networking equipment and transport capacity.
VII. CONCLUSIONS |
26. Narrowband services, mass market broadband services and broadband services
for larger business customers are each appropriately considered distinct economic markets.
Mass market broadband services include ADSL, cable modem, satellite and fixed wireless
services. Broadband services for larger business customers include (at least) frame relay and
ATM services.
27.  ILECs will not be able to exercise market power by raising price for these

services in the absence of regulation. ILECs account for a relatively modest share of customers

56. In the Matter of Competition in the Interstate Interexchange Marketplace, CC Docket No. 90-
132, FCC 91-251, September 16, 1991, 437.
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in both of these markets. The prices they charge are constrained by competition and would not

be expected to rise in the absence of regulations now faced by ILECs in providing these services.



We declare under penalty of perjury that the above is true and correct to the best of our
knowledge and belief.

orr (o O

Dennis Carlton

[l Soe

Hal Sider
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September 14, 1999 (Rebuttal Report with G. Bamberger), September 19, 1999 (Reply Report
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Bamberger), and December 13-14, 1999 (Testimony with G. Bamberger).
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WEST, Inc.: Before the Federal Communications Commission, CC Docket No. 99-272,
October 18, 1999 (with Hal Sider).

Prepared Direct Testimony, Deposition and Cross-Examination of Dr. Dennis W. Carlton on behalf of
Sierra Pacific Power Company in Re: United States of America Before the Federal Epergy
Regulatory Commission: Docket Nos. ER99-28-001, ER99-28-003, EL99-38-002 and ER99-
945-002, November 17, 1999 (Prepared Direct Testimony), January 10, 2000 (Deposition), and
April 26 and May 1, 2000 (Cross-Examination).

Expert Report and Deposition of Dennis W. Carlton in Re: United States of America v. Northwest
Airlines Corporation and Continental Airlines, Inc: in the United States District Court for the
Eastern District of Michigan, Southern Division, Civil Action No. 98-74611, January 27, 2000
(Expert Report) and June 7, 2000 (Deposition).

Declaration and Ex Parte Declaration of Dennis W. Carlton in Re: Joint Applications of MCI
WorldCom_ Inc., and Sprint Corporation for Consent to Transfer Control: Before the Federal
Communications Commission, CC Docket No. 99-333, February 18, 2000 (Declaration with H.
Sider), and May 10, 2000 {Ex Parte Declaration with H. Sider).

Testimony, Rebuttal Testimony and Cross-Examination of Dennis W. Carlton on behaif of
Sacramento Municipal Utility District in Re: Application of Pacific Gas and Electric Company
to Market Value Hydroelectric Generating Plants and Related Assets Pursuant to Public

Utilities Code Sections 367(b) and 851: Before the Public Utilities Commission of the State of
California, application No. 99-09-053, March 2, 2000 (Testimony), March 16, 2000 (Rebuttal
Testimony) and May 9, 2000 (Cross- Examlnatlon)

Affidavit, Deposition and Reply Affidavit of Dennis W. Carlton in Re: Gregory F. Daniel, MD., et al.,
v. American Board of Emergency Medicine, et al: In the United States District Court for the
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Verizon Communications for Authority to Transfer Control of Blanket Authorization to Provide
Domestic Interstate Telecommunications Services as a Non-Dominant Carrier. Before the
Federal Communications Commission, Washington DC, Docket No. 00-157, October 17, 2000
{(with H. Sider).
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Declaration and Reply Declaration of Dennis W. Carlton in Re:
High-Speed Access to the Internet Qver Cable and Other Facilities: Before the Federal
Communications Commission, Washington DC, Docket No. 00-195, December 1, 2000
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Arrow and G. Becker).
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521. Report in November 1989; on behalf of IDS.

Mclendon et al. v. Continental Group et. al, U.S. District Court for the District of New Jersey, Civil
Action No. 83-1340 (SA). Trial testimony in February 1989, testimony before Special Master

in February 1990; testimony before Special Master (with Sherwin Rosen) in August 1990; on
behalf of Continental Group.

Application of lliini Carrier L P.before lllinois Commerce Commission. Testimony in April 1988
regarding application to provide natural gas transportation services; on behalf of lllini Carrier.



