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1. QUALIFICATIONS 

(1) My name is John W. Mayo. My business address is Georgetown University, McDonough 
School of Business, 37th and 0 Streets, N.W Washington, DC, 20057. I am Professor of 

Economics, Business and Public Policy in the McDonough School. I am also the Executive 
Director of the Center for Business and Public Policy in the Mdlonough School at 
Georgetown University. Prior to assuming my current responsibilities. I have held several 
positions in the McDonough school including Senior Associate Dean (1999-2001) and Dean 
(2002-2004). 

I hold a Ph.D. in economics from Washington University in St. Louis (1982), with a principal 
field of concentration in industdal organization, which indudes the analysis of antitrust and 
regulation. I also hold both an M.A. (Washington Universiv, 1979) and a B.A. (H-IcndriT 
College, Conway, Arkansas, 1977) in Economics. I havc taught economics, business, and 
public policy coutscs at Washington University, the University of Tenncsscc, and Virginia 
Tech. Also, I have served as Chief Economist, Democradc Staff of the US. Senate Small 
Business Committee. Both my research and teaching havc centered on the relationship of 

government and business, with particular emphasis on regulated industries. 

I have authored numerous artides and research monographs. and have written a 

comprehensive text entitled G o u m e n t  and Burinerr: The Emaomicr .f Andtrust and Reguhtion, 
(with David L. Kaserman), The Dryden Press, 1995. I have also written a number of 

specialized articles on economic issues in the telecommunications industry. These articles, 
including discussions of competition and pricingin the tclecommunicetions industry. 
appeared in academic journals such as the RAND Journalof Economkr, .%e J o m l a f  LAW and 
Eronomicr, the Journalof Indurhd Econom’u, the Journalof R8gUhtory Emnomirr, and the Yah 
Journal on Regukdbn. 

My name is Michael Pelcovits I am a Principal of the consulting fmm Microeconomic 

Consulting & Research Associates, Inc. (“MiCRA’’), which s p d z e s  in the d y s i s  of 
antitrust and regulatory economics. My busincss address is 1155 Connecticut Avenue, 

Washington, D.C. 20036. I joined MiCRA in October 2002. Pdor to this, I was Vice 
President and Chief Economist at WorldCom. In this position, and in a similar position at 

(2) 

(3) 

(4) 
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MCI ptior to its merger with WorldCom, I was responsible for directing economic analysis 
of regulatory and antitrust matters, before federal, state, foreign, and international 
government agenaes, legislative bodies, and coutts. Prior to my employment at MCI, I was a 
founding principal of the consulting firm, Cornell, Pelcovits & Brcnner. From 1979 to 1981, 
I was Senior Staff Economist in the Office of Plans and Policy, Federal Communications 
Commission. I have astilied or appeared before the Federal Communications Commission, 
many state regulatory commissions, the OfGce of Tdecommunications (Oftcl) of the UK 
government, the European Commission, the Ministry of Telecommunications of Japan, and 
the Civil Aeronautics Board. I have lectured widely at universities and published several 

articles on telecommunications regulation and international economics. I hold a B.A. from 
the University of Rochester (rummu cum hu&) and a PhD. in Economics from the 
Massachusetts Institute of Technology, where I was a National Science Foundation fellow. 

My name is Chris Frentrup. I am an Economist at the consulting firm Microeconomic 
Consulting & Research Associates, Inc. (“‘MiCRA’’), which specializes in the analysis of 
antitrust and regulatory economics. My business address is 1155 Connecticut Avenue, 
Washington, D.C. 20036. I joined MiCRA in December 2003. Prior to this, I was a Senior 
Economist at WoddGm. In th is  position, and in the same position at M U  prior to its 
merger with WotldCom, I provided economic analysis of regulatory matters before the 
Commission and state public utility commissions, including pticc cap regulation, universal 
secvic+ and local competition. Prior to my employment at MCI, I was an Economist in 
what was then the Common Carrier Bureau of the Federal Communications Commission, 
from 1987 through 1994. In that position, I served on the task force that developed and 

implemented price cap regulation for AT&T and the local exchange carriers. I hold a B.A. 
from the University of Texas and a Ph.D. in Economics from the Texas A&M University. 

My name is Seth Sacher. I am a Principal with the consulting fxm of Bates We, LLC. My 
business address is 2001 K Street, Nw, Washingtoq DC 2OOO6. I joined Bates White in 

(5) 

(6) 

2003. Prior to that I was a Principal at Charles River Associates. Before joining Charles River 
Associates, I w a s  a Staff Economist a t  the Federal Trade Commission. I have also held 

several other positions as a professional economist within government, universities, and the 
private sector. I am a specialist in applied industrial organization and antitrust and have 
extensive experience analyzing economic issues pertaining to competition, such ps market 



REDACTEMOR PUBLIC INSPECTION 

d e f ~ t i o n  and the evaluation of cntty conditions. I have worked on these issues in matters 
involving a broad spectrum of indusmcj, including the telecommunications industry I 
received a B.A. in Economics from the State University of New York at Binghamton and an 
M.A. and Ph.D. from the University of Maryland. I have published several articles in the 

areas of antitrust and applied microeconomic analysis. 

3 
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enter local exchangc It is, of course, difficult to untangle whether these failures are 
the consequence of poor business models, the bursting of the “dot-corn bubble,” a generally 
weak economy or monopoly-entrenching behavior of the RBOCs.‘ It is dear, however, that, 
given the genedy  nascent stage of competition in local exchange telecommunications 
markets d a y ,  the ultimate succcss or failure of the competitive seeds that arc present to 
“take root” critically depends at this juncture on the ability of the Commission to “get it 
right” in enabling competition.’ 

In Section V, we turn specifically to a discussion of the Commission’s approach to 
impairment and how the standards adoptcd in the TRO can be modified to account for the 
USTA I1 decision. Before turning to the technical issue of impairment, however, it is 
important to see what, exactly, is at stakc. Who are thcsc new providers? What do they do? 
How do their activities play a role in advancing telecommunications competition and 
telecommunications investment? 

To gain insight into these questions, we sought information from the c o r n p e a k  local 
exchange carriers (CLECs) on their activities in the marketplace. While the Commission has 
gathered aggregate data on line counts, etc., M sought more nuanced information that, we 
found, reveals a picture of both vitality and vulnerability. The vitality of CLECs in the 
marketplace is palpable. At the same time, the vulnerability of these carriers to adverse 
decisions to enable competition fully is also abundantly apparent. 

(12) 

(13) 

6 Sce Table 1. in,% 
7 For a more dcdcd  discussion of this issue. see Mark B u m ,  David L 

“Shakeout or Shakedown? l h c  Riw Md Fall of the CLEC Industry” in Mark&, PP%@ wd Dq&zliar o/ 
UtiLh21, Michd A. Cmu and Joseph C. Schuh, Eds., Boston, Klumr A d a n i c  hblishes, 2003. 
Indeed, as discuJ4cd infra (Sadon V), dK Sup- Corn has provided P compdhg “mcra-measage” regarding 
thc cornpention-enabling gonl of the Act. 

WdJohn W. May0 

7 
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IV. VITALITY AND VULNERABILITY OF THE 

CLECS 

(14) While aggregate dam portraying the nationwide or state-by-state footprint of new entrants 
into the telecommunications arena is useful, they fail in many ways to portray accurately the 

full vitality that new entrants are bringing to telecommunications markets. To gain a more 
complete rgranular’? perspective, we conducted a series of interviews with a number of 
CLECs that rely upon the provision of unbundled network dements to provide retail 
telecommunications service 

Interviews with twelve of the CLECs that are sponsors of chis study were conducted during 
the period from Septembcr 20 through September 28,2004! T h e  size aod scope of the 
cartien vary widely. Their 2003 revenues ranged from $10 million to $869 d o n ,  with an 
average of $226 million. One entered in 1994, two in 1995, one in 1996 and 1997, five in 
1998 and two in 1999. All offer web hosting and high-speed Internet services, 11 offer local 
and long distance voice services, nine offer dial-up Internet services, and eight offer pure 
data services. 

The results of these interviews arc quite telling. Specifically, we found these new competiton 
are introducing innovative new services into the marketplace, are driving the markct to 

reduce prices, and are increasing customer choices for services that formaly were the 

domain of a single monopoly provider. Moreover, the presence of these him is for+ the 
incumbent Bell companies to innovate and increase investments that enable impromd and 
superior customer performance. Importantly, all these benefits are bcing d r i m  by firms that 
critically rely upon a regulatory framework that fully enables the emergence of compeudon, 
including access to network elements. 

While the CLECs have brought nunemus benefits to the enterprise local exchange market, 

they are also highly vulnerable. While such vulnerability of specific new entrants- 

(15) 

(16) 

(17) 

.I 7 h e  p u d a  we hdd discussions with M: BEGIN PROPRIETARY END PROPRIETARY. 
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individudly-is to be expected, our assessment is that the entire competitive fringe is, at this 
point vulnerablc. This vulnerability places at risk virtually aU of the competitive benefits just 
identified in the event that the Commission does not fully embrace a competition-enabling 
p~licy.’~ Ln this section, we discuss both the vitality and vulnerability of the U E C s  

IV.1. Vitality of the CLECs 

(18) The “value added” to society of the CLEC competitive fringe manifests itsdf in a number 
of ways. For instance, we found CLECs have often been the first firms in a given geographic 
region to offer new services that the marketplace finds attractive. For example, one company 
indicated that it was the first telexom provider to offer local service, including f d y  featured 
class 5 local voice and 911 services as well as long-distance voice services, and high speed 
Internet conneccivity, over an Internet Protocol network” The introduction of Internet 
Protocol network archi~ecmre and softswitching in the local exchange market has permitted 
local service providers to offer to small businesses affordable state of the art services that 
were previously only a d a b l e  to big businesses. This is due to the capabilities introduced by 
use of Internet Protocol 71s existing circuit switched technology. 

Sevcral CLECs similarly indicated they were the first in thcir service areas to offer 
broadband services to their customers.’* Some indicated the incumbent local exchange 
carriers (ILKS) had essentially abandoned markets below the top tiers unrjl thdr entry.” 
The broader evidence suggests that CLECs in general have engaped in a huge push to 

deploy broadband products, particularly in lower tier markets, and this has forced the IIECs 
to respond in kind. As noted by many interviewees, by bringing such services to lower tier 

markets, the presence of the CLECs not only has directly benefited the customers receiving 

(19) 

IC) We n n p h u k  hem m important distinction; namely &at the Commission ndopt palides to prO@Xt 
cornpetidon cather hm one that pro- m y  given cornperitor or cornpenton. Students of induraid 
organization muMdy p- thc forma and condcmn du hm. 

Discussion with BEGIN PROPRIETARY END PROmMY 
Discussions wkh BEGIN PROPRIE‘IAIIY END P R O P m A R Y  
Discussions BEGIN PROPRIETARY END P R O P U T A R Y  

‘l 

” 
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these services, but generally has made such areas more competitive in retaining and amacting 
businesses and employment 

Several CLECs indicated that they were the first to offer intepted voice and data services 
over the same T1 lines.“ Thus, within a T1 line, these products will dedicate a certain 
number of channels to voice and a certain number of channels to data. Prior to their entry 
into their respective mukt areas, incumbent producers, usually only the ILEC. would not 
split theirTls in this manner. These new CLEC products allowed customers to purchase 
fewer lines. Most of the CLECs indicated that after thcy introduced such products. the 
ILECs would usually follow suit. 

One CLEC indicated that it was the first in its marketing areas to offer what can best be 
depicted as the “next generation” of the integrated products described abovet5 SpedkaUy, 
in a typical integrated loop, a certain number of channels are reservcd for voice and a certain 
number are dedicated to data. This CLEC indicated it is offering a “dynamic bandwidth 
allocation” product. Thug whereas the integrated products described above dedicate a 
certain number of channels to voice and a cenain number of channels to data, this product 
allows data services to “borrow” any unused voice bandwidth when phone lines are idle 
(with voice serviccs always given priority over data). This product has a number of 
advantages for customers. For example, for companies that sporadically use large data 
applications, it can reduce the number of lines they must purchase. 

Another CLEC indicated it offers customers unique remote data b&p and C ~ C O V ~  

services.’6 This service automatically backs up customer information through their Internet 
or VPN connections. Information is backed up at a stomge infrastructurr. located in the 
CLEC‘s collocation facility, The entire process is automated and obviates the need for staff 

to handle tapes or run backup jobs. Further, customcrs do not need to incur hardware or 
software costs to support their storage needs. 

(20) 

(21) 

(22) 

Discussion with BEGIN PROPRIETARY END PROPRETMY 
Discussians with BEGIN PROPRIETARY END PROPRIETARY 
Discussions uith BEGIN PROPRIETARY END PROPRIETARY 

Is 

l6 

10 
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(28) A number of CLECs indicated that while they themsdvcs may not be offering the lowest 
prices found in the marketplace, their presence has led to lower prices that benefit 
consumerr They indieated these are real price reductions that are not ddven simply by 
technology induced cost reductioni For example, one company believed the local ILEC- 
reduced prices on digital switched services and ISDN PRI services, including free months of 

service, were a result of its presence and that of another CLEC.” Another party observed 
thc Bell companies attempting to offer the same type of bundled services that it does, as well 
as reducing the prices of its services in response to CLEC entry into a particular This 
CLEC noted that sometimes such Bell responses do not take place und it secures significant 
(former ILEC) customers, but that in markets in which it has entered recently, the ILEC 
response was immediate. Several noted aggressive “winback” programs by the Bells that 
were in direct response to the CLEW presence. For example, when one CLEC entered the 
downstream, small and mid-sized business (SMB) market, it generally pdced 25 to 30 pexent 
below ILEC prices BellSouth responded with winback programs discounting its tariffed 
rates up to 25 percent.” 

Another CLEC indicated that rates currently available from the B d s  to business customers 

have dramatically fallen for all local exchange servjces in response to the emergence of some 
competition. For example, this CLEC reports that rates for ISDN PRI services are one-third 
of what they were when the CLEC tirst entered the market, a consideration that was at least 
partly due to the presence of CLECsu 

Yet another CLEC provided a number of examples of price reductions by Qwcst in its 

marketing area that were largely a direct response to its presence and that of other CLECS.~  
BEGIN PROPRIETARY END PROPRIETARY 

(29) 

(30) 

29 Interview with BEGIN PROPRIETARY END PROPRIE‘CARY 
Discussions with BEGIN PROPRIETARY E N D  PROPRIETARY 
Discussions with BEGING PROPRIElARY END PROPRIETARY 
Discussions with BEGIN PROPRIETARY END PROPRIETARY 
Discussion with BEGIN PROPRIETARY END PROPRIETARY 

’I 

’* 
” 
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(31) Another benefit of the CLEC industry is that of redundancy. Thus, in addition to providing 
greater choice and spurring puce and investment competition, CLECs provide redundancy 
in case of disasters. For example, 1TC”DcltaCom notcd that its data center maintained 
service throughout the recent hurricanes in Florida.Y and NEON Communications helped 
provide emergency services to lower Manhattan in the aftermath of 9/11?5 

In addition to the welfare-enhancing effects of the CLECs brought about by the 
introduction of new services, lowcr prices and increased consumer choice, there is growing 

evidence that a vibrant CLEC presence will cnhance rather than diminish investment in 

modern telecommunications infrastructure capable of suppotting advanced services. This 
evidence comes from economic theory and from empirical cconomctric studies.” 

F d y ,  it is worth noting that even the business press has increpSingiy recognized the 
impotcance of a vibrant competitive sector in telecommunications markets For example, a 
recent commentary in Bnsiness Week noted that startups in other countries that have been 
afforded access to incumbent firm ncnvorks have “waged fierce battles against giant rivals, 
driving prices down and speeds up. ‘Competition is the No. 1 (reason) why one country 
grows faster than another,’ says Sam Paltridge, the OECD’s telecom analyst.. .On this score, 
the US. has blown it.. . The country must create vigorous compedtion to drive the low 
prices and high speeds that can usher in a prosperous broadband 

(32) 

(33) 

9 “E^dclntmm OeLvers 1Wh Up T h e  Through Tropical Storms Gvmn and Fncner:’ Prrsr Rclcue, 

(vlutcd Scpccmk 29,2004). 

Vmccnt Ryan, “Early h o w  quicWy &shed,’’ T+q, Septcmbcr 24,2331. 

For 1 r v m m ~ l y  of Ihe theomical urd momcuic cvidcncc, sce e.& D k c t  Testimony ofJohn W. Mayo, 
; u b n u d  for AT&T, 10 PA PL‘C Docket No. 10030099,~1 pp. 39-51; Sec Plro See 1Lo ullu, HWeR 
I v v l o v i  m d  K&off, “ A s s a s i n g  thc E m n o m  Gplns from Tckmm bmpcddon,” NBEX Wo- Paper 
Scncs, May uM4, Ph- Center, Poky Bull& No. 4 TncTruth nboutTdecommunic~6oat InvntmcnS 
Junc 24, Mo3, ALTS, The Sue of Local Compcddon, (2003). p. 10 md Campnl, M a w -  the Economic 
Impxt of dK Telccommwicrdons A n  of 1996 TdelemmmUnicatioru Gp~d Expenditurn (1996-2001) 

September 10. m. <. 

’) 

(October 2002). 

m e n m y  Behind In B m d h d . “  &nmr Week August 27.2004. 31 “C0 
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IV.2. The vulnerability of the CLECs 

(34) In any discussion of thc vitality of the CLECs, it is critical that the Commission recognize 
that this vitality is by no means cnsurcd on a fonvard-going basis. Indeed, the success of 
these firms under a policy that has assured unbundled ncnvork dements (UNE) availability 
c a n n o t a s  a matter of logic and empirical fact-be taken to be guarantced, or even IiMy- 
in the abscnce of UNE availability.” To do so would be akin to suggesting that a patient 
taking a tenday treament regimen stop taking mcdication aftcr Gvc days simply because he 
appears healthy Indeed, any dispassionate asscSsmcnt of the CLEC industcy makes the 

vulnerability of this entire competitive fringe abundantly clear. Evidence of thc significant 
difficulties facing the CLEC competitive fringc include a variety of factors such as the high 
number of bankruptcies and cxits that have befallen thc CLEC fnnge h s ,  the difficulties 
these cntitics face in raising capital, and the current fmancial position of the CLECs, as 
revealed through thc intervicw proccss and publicly anikblc information. 

As shown in Table 1, therc have been scores of CLEC bankruptcies in reccnt y e  (35) 

Indeed, the Commission nml only d c c t  cm the rnrrhrglnec rcnction to the ICCCnt dcuriom not to pursue 
pohcies dn iped  to provide ms-market ~ w i ~ h i n g  on an unbundled basis. Spcakdy .  in the & of dwsc 
decisions, scvcnl rnlrlrcr pakipants mounccd withdnunls or significant supply rcducdom from residcndal 
locnl exchange markets (eg., M “ATELT to Stop Competing in the Residendal Local ad LoogDktvlce 
M u h t  in S e v d  statu,” P~CSS & h e ,  JUC 23,ZW). Thcse q p i y  reduedons d !ad m reduced corntuna 
choices, hi&a price, less compctitivc pressure on rhc incumbent I d  cxcbangc providers, and reductions in 
consumer welfare. 

15 
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Adelphi Business Solutions 

Advanced Radio Telecom 

American MetmComm 

Allegiance 

Ardent Communldons 

BmadRiver Communkalions 

Columbia Teiemmmunications 

ConnectSouth 

Table I: CLEC bankruptcies through August 2004” 

I%!Link IFalmoint I N O ~ P O I ~ ~  Communications I 

General Dalaaxn Onvoy 

Global Crossing OpTel 
GST Pathnet 

HarvardNet Piws CoMnunications 

IC0 Communications Prlsm Communications 

MdeodUSA ~ m ~ ~ M  
MetSbaam Slarlsc Global Cornnumicatlorn 

M m r  CommunicatDns Teliaent 
Convergent Communications 

Covad Communications 

CTC 

Ne12ooo Cornmunkations UBNetworks 

NETtei vedris 

Netwak Asset SdUWn VHtS 

Oiiital Bmadband Communlcations 

espire Communications 

ITCDeltaCom 

Jato 

Maverix.net lylpef I I 

NctwDrk Plus Williams Communicatims Group 

Ntelos Wmstar 

WaMCom 

XO Comnwnicalions 

(36) According to the Association for Local TdKommuniadoas Services (ALTS), of 18 publicly 
traded CLECs, 15 reported an annual net loss in 2002,* and at least 12 reported net losses in 

http://Maverix.net
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2003." In its ZOO0 report, ALTS reported there were more than 300 facilities-based CLECs, 

In 2004, it reported there were 59 independent facilities-based CLECS.~ 

In addition to the high rate of bankruptcies and exits, a number of other indicia indicate the 
CLEC industry is vulnerable. For example, financial market evaluations, which represent a 
summary of expectations regarding future profitability, have indicated dismal expectations 
regarding the CLECs' prospects, with market capitalizations over 95 percent bclow their 
height in late 1999. While poor stock pctformance affected the entire telccommunications 
industry, the drop for the CLECs has been pardcularly steep. Thus, as scen in the following 
graph where the capitalization of the entire CLEC industry reached 24.7 percent of the 

capitalization of FkllSouth, Verizon, and SBC in late 1999, it was barely two percent of the 
capitalization of those three firms at the end of 2003. Indeed, the worth of the industry 
relative to the RBOCs is even lower than when the Tdccommunications Act MJ first 
passed. 

(37) 

17 
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Figure 1 : CLEC market capitalhation a5 a percent of capitalization of BellSouth, Verkon, 
and SBC 

Source: ALTS and Bernsleh lnvatment Research and Managemant. 

(38) To the extent there a~ parties to this matter that haw gone bankrupt, most have 
reorganized. Nevertheless, few of the CLECs we spoke with could be categorized as being 
financially strong. Most were EBITDA positivc, although they had only become positive 
recently and many are still cash-flow negative. Thus, despite recent improvements, the 
positions of most CLECs still appears highly vulnerable to regulatory changes that will 
incrcase the cost or difficulty of obtaining access to competition-enabling platforms. A 
number of thcse f m s  have cxplidtly indicated that if they could not obtain UNEs for 
transport and loops, this would have a significant adverse impact on their business model." 
It is &o important to note that, in the case of bankruptcies, the book d u e  of assets may 
fall due to the conditions of the reorganization. Thus, the increased solmncy of many of the 
CLECs may not reflect fundarncntal improvements in future prospects. Yet another 
indication of the vulnerability of the CLEC fringe is the current regulatory uncertainty that 

" Discussion with BEGIN PROPRIETARY END PROPRIETARY 
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it faces regarding nesvork access and the negative consequences this uncertainty creates for 
raising necessary capital in financial markets” 

Funher, in the inelview process, many CLECs indicated they had dif6culties obtaining 
financing through the capital markets This was due to both thcir own precarious tinanaal 
conditions and current uncertainties regarding the viability of the CLEC industry as a whole, 
including the name of the rcgdatory environment.“ Security f h g s  also indicate that for a 
number of CLECs, debt loads are high and this limits thcir ability to obtaining financing. In 
its 2003 10K report, McLcodUSA, Inc. reported net losses every year since opemeions began 
in 1992. The company acknowledged that, “if we do not become profitable in the future, we 
could have difficulty obtaining funds to continue our operations.’* In its ux)3 10K repoc 
Choice One Communications notes, “We may not have the ability to develop strategic 
alliances, make investments, or acquire assets necessary to complement our existing 

business.”” Several other CLECs have also indicated serious questions cxist regardrng their 
ability to raisc capital in thcir SEC filings.“ Moreover, a number of venture capitalists have 
submitted affidavits in various proceedings indicating that the loss of UNEs would make it 
unlikely CLECs could amact any capital.“ 

Yet another indication of the vulnerabiliry of the CLECs is the publicly a d a b l e  
information on thcse companies’ credit ratings. These ratings represent the credit rating 
agency’s assessment of the debt-holder’s risk of receiving pkcipl l  and interest from the 
firm issuing the debt. The lower the ra- the higher the probabfity of default on interest 
payments and principal repayment, and the higher the probability of b&pQ. Out of 
nine firms identified as CLECs whose debt was rated, dght had debt that rated MOW 
“invesunent grade” @.e., junk). 

(39) 

(40) 

* 
45 

6 

9 

* 
4q 

Discussion wih BEGIN PROPRIETARY END PROPRIETARY 
Interview with BEGIN PROPRIETARY END PROPRIErARy 
McLcodUSA, Ioc. 2003 1OK Report, pagc 21. 

Choice One ux)3 10K Rcpon. pagc 19. 
FibcrNct Tclccom u)o3 10K Report; DSL Net Inc 2003 1OK R e p a  

E.g., SK the dcdvldonr of John H u t ,  Jmu N. Perry, Jr,, and Pew H.O. Unudy m Supporr of &c Reply 
Commenn of the Compctinvc Tclecommunicatiotls Association 
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AThT Cerp. BB+/NegativdB 
.. .. 

Table 2: CLEC Standard 8 Poor's Cndlt R8tings 

Plwlde unoertaln protection 
08103104 Be'ow I against h e s  hum &it defaults 

Swm: Standard h PONS websitex 

(41) In addidon to suggesting a high probability of bankruptcy. low debt ratings incense the yield 
on debt, which means the cost of debt capital for the firm is higher. Low rated debt also 

suggests that the firm is likely to face difficulties in raising new capital @.e., public debt, bank 
debt, or equity). 

The CffiC5 shown nbovc include cmpaniu idmrified ec CLECS by Standard & Poor's, d those btd h 
ALB, ThrSl.h o/bra/ChnpbSon ZOW, July 2004, pp. 19-21. Only compYlics with a publicly listed sd9 ra!ing 
after Jmwq 1,2003 'yere included. C i W s  Cnmmunicatioas was dmppcd beauuse this c a m p y  is pdmpdly 
an I L K .  We also dropped otrcr Tail, hc., kcruse chis company is pdrmay P udlity company 
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V. THE IMPAIRMENT STANDARD 

V.I. The impairment issue: the context 

(42) The technical and legal dimensions of the issue of “impairment” have certainly proven to be 
contentious to this point, and now the USTA II decision has once again dictated an 
additional detailed ceftnement.” In doing so, it is critical that the Commission not lose sight 
of the overarching fact that the Telecommunications Act imposes a fundmental change in 
the responsibilities of the Commission. In particular, the history of regulation has 
traditionally been one of p m t e d m  protection of the monopoly from competitors, and 
protection of consumers from the monopolist The fundamental change embodied in the 
Telecommunications Act of 1996 is that, rather than maintaining a policy of protecting 
consumers by preventing incumbent monopolists from exercising their monopoly power, the 
Act embraces a policy of enubkng compctition. The Act’s approach requires a more affirmative 
set of actions Lhan any regulatory paradigm employed in the past Not merely is competition 
to be permitted, or tolerated, or even accommodatedinstead, the Commission is now 
directed to seek ways to enable competition affirmatively. 

In fact, in its 2002 V%pn decision, the Supreme Court was quite dear regarding the 
Congressional intent behind the Act.” The Court noted that Congress sought “un mtinh ncty 

o b j e c t i ~ ~  of puating monop&s” and that the policy chaw was “to mqunie murcltr @ nndering 
ngrrlatcd u t i l i t i c r ’mn~&~ yulncrablr to inrcrlopm.”” Thus, in light of the Supnme Court‘s 
judgment, there can be no doubt that the Commission’s pdme directive is to cast off the 
anachronistic tendency to protect the incumbent utilities from competition and, instead, to 
undertake policies that enable competition (i.e.. the competitive process itself) to become 
effectiv~~‘ Indeed, the Court went so far as to note that “the Act appears to be an explidt 

(43) 

5‘ For P minrr, scc TRO, n15-30 and USTA II ac pp, 13-15. 

Vcriran Communiciriona, Inc. V. FCC, 535 US. 467 
Vcdron, 535 U.S. ac pp. 488489. (Emphasis addcd.) 
Thc hudnble god of promodng compctition dum+ wmpctitioo~nabling polides is &Ma fmm miJguided 
polides chat protect individual compnimn. Emnomists widely d o c x  the fornu, bumcssed by the ppssw 
of thc Tcl~ommullicnrions A q  while ccmomisn md antitrust schoLn mudncly denounce rhc l a m .  

C’vedzm’?. 
5’ 

Y 
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disavowal of the familiar public-utility mod cl...in favor of novel rate setting designed to give 
aspiring competitors every possible incentive to enter local retail telephone markets, short of 
confiscating the incumbents’ proper~y.”~~ The lesson from the Supreme Court is that as the 
Commission seeks to craft economically sound and legal standards and tests, it must do so in 
a fashion that is truly competition enabhg% 

It is also important to note that much of the competition that d t s  today has developed in 
an environment in which access to unbundled n e m r k  clements has been available It would 
be a logical mistake to point m the development of this competition predicated on the 

availability of UNEs as evidence that UNEs are no longer necessary. Likewise, it is also m e  
that the development of pockets of competition is not evidence that additional steps might 
not need to be taken to further enable cornpetition in other areas or market niches 

(44) 

V.2. The impairment issue: the specifics 

(45) The issue of impairment emanates from section 252(d)(2) of the Act that stares that “[i] 
determining what network dements should be made available ... the Commission shall 
consider at a minimum, whether-(A) access to such nenvork dements as are proprietary in 
nature is necessary; and (B) the failure to provide access to such nerwork dements would 
impair the ability of the tclecornmunications carrier seeking access m provide the setvices 
that it seeks to offer.” In its interpretation of this statutory language, the Commission has 
stated that, “A requesting carrier is impaired when lack of access to an incumbent LEC 
nenvork clement poses a barrier or barriers to entry, including operational and economic 
barriers, that are likely to make entry into a market uneconomic” (no,  7 7) 
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specific locations, including costs of intra-building ducdng and cabling. Sunk costs arc also 

substantial for collocation fadtics-including those associated with the set-up charges 

imposed by the ILECs and the costs to thc CLECs of equipping thc collocation facility. 
Non-recurring fecs imposed by the IIECs for a number of serviccs, including cross- 

connections at the collocation space, also constitute significant sunk costs for the CLECs. 

First-Mover Advantages. When a firm is ablc to gain an advantage in the markeplacc as a 

result of entering the market fmt, it is said to have a firstmover advantage. Thcrc arc a 
number of sources of first-mover advantages, such as Id~~rtising and gaining brand name 

preference, patents, sunk costs, and rights-of-way First-mover advantages often create an 
absolute cost disadvantage for new entrants, which if large enough, can be a barrier to enuy. 
First-mover advantages can also contributc to thc effects of cconomics of scale and high 
sunk costs. The 6rst-mover advantages to the ILECs in the markcts for loop and transport 
include: case of acccss to rights of way, ease of access to buildings and intra-building 
cabling, and reputation aecurcd during a petiod of monopoly incumbency. 

Absolute Cost Advantages. An incumbent has 
level of output, the incumbents’ per unit costs arc lower than for an entrant.)’ Possible 
sources of absolute cost advantages include privileged access to resources, control of a 
better technology or more effcimt means of production which cannot bc duplicated by thc 
cntrant, limitations in the availability of productive factors, the Laming curve, and a lower 
cost of capital. Absolute cost advantages, if of sufficient size, can dctcr entry or make it 
impossible for entrants to provide scrvice in an economic fashion. Onc example of an 
absolute cost advantage is the frcc (or low pnccd) access that the ILEC enjoys to its rights 

of way. 

absolute cost advantage if, for any given 

Barriers Within the Control of the Incumbent LEC. Strategic behavior by an incumbent 

can prevent entry from occurring. For cxample, under c c r e  drcumstanccs, an incumbent 
could deter entry if it invested in additional capacity today, such that it would bc Wrcly to 

lower prices when enuy occurs, crating losses for cvctyonc. Such behavior is rational ody  if 
thc incumbent expects that an entrant is likcly to bc dctcrrcd from c n q  as a result. Anothcr 

s9 This diffaa from rhc scpk economies d i x u m d  above, in chat cnch cauicr is prodlvchg DI rhc s a c  kl of 
output, while s d c  cconomics exist brut one cvder prcduca a higher volume. 
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strategic behavior is product differentiation, which refers m a firm’s attempt m distinguish its 
products from other firms’ products and gain the ability to mise the price through 
advertising, the development of a brand name and product image, vvying the product 
characteristics and quality, and selling in different locations. When faced with prospcctim 
entry, an incumbent monopolist can also deter entry by inducing its customers to sign long- 
term or high-volume contracts, with substantial penalties for breaching the contract. These 
contracts can act as a barrier to entry, if they prevent customers from switching to an 
entrant. A primary source of the barriers within the control of the ILEC is where the CLEC 
must obtain loops from the ILEC and cross-connect those loops to its own transport 
facilities. The CLECs are dependent upon the ILEC for timely and efficient provisioning of 
the loop 

The critical concept of course, in this debate, is how the Commission shall define the 
concept of “impairment.” If impairment is defined “too leniently,” then the CLECs will 

have access to ILEC facilities where they could more economidy build their own facilities; 
too harshly, and the CLECs will be unable to compete where they should be able to do so. 

In this regard, the Commission has found it necessary to refine its impairment standard 
several times in response to various criticisms offered by the courts. Even with these 
refinements that were most recently embodied in the TRO, the Commission’s impairment 
standard has stil l  be subjected to criticism from the court for being too “open-ended.” For 
example, the court stated that the Commission’s definition of impairment is ‘’vague almost 
to the point of being emptf‘ because it does not specify the required level of efficiency of 
the CLEC who is impaired. Specifidy, the Commission’s phrase “...operational and 
economic barriers, that mz Lke5 to m& n 8  in& a m& mcmnomir” raises the question in the 
court’s mind “uneconomic by whom?” That is, does the uneconomic entry standard apply to 

an efficient CLEC, or m any CLEC no matter how inefficient)!’ 

(47) 
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Additionally, in the context of a discussion of wireless carriers’ access to unbundled 

dedicated uanspoq the USTA I1 court raised what might be seen as a paradox. Specifically, 
the court recognized that given “the ILEC‘s incentive to set the tariff price as high as 

possible,” the ILECs might seek to use the offering of special access as justification for 
circumventing the unbundlvlg (and pricing) requiruncnts of the Act But the court also 
observed that, at least in the case of wireless carrien, the use of dedicated transport circuirs 
at special access (rather than UNFJ rates did not appear to be harming competition.” 
Consequently, the court found that P ‘‘blanket rule” that treats special access as irrelevant to 

be too stringent In particular, the court observed that if, as in the case of winless carriers’ 
access to dedicated special transport circuits, competition using special access is 
“ f l ~ ~ r i ~ h h g , ”  it is “hard to see any need for the Commission to impose the costs of 
mandatory unbundling.’”’ 

While the court’s actions m y  seem to create considerablc uncatainty and create a 
propensity to “go back to the drawing board,” our review indicates that rather small, but 
entirely logical refmanenrs in the concept of “impairment” can simultancously address the 
court‘s criticism of the earlier impairment standard and advance the cause of advancing the 
pro-competitivc goals of the Telecommunications Act 

Specifically, we propose a refinement to the impairment standard that eliminates the “open- 
ended” critiasm of the USTA I1 court and much more clearly focuses the standard on an 
investigation of the “structural impediments to competition” that the court highlights in its 
opinion” Additionally, the refined impairment standard removes the “special access 
paradox” that the USTA I1 court identified. It does so by drawing upon the extant body of 
language, methods, and tools fmm the competition policy (antitrust) arena. In particular, we 

proffer a specific refinement to the impairment standard that retains the key features of the 
impairment standard that the court found to be “an improvement” but also refme the 

h2 lhe corn’s focus on the bnrr m mrprhnm emanam from thc obscrvndon hnr thc purpose of the Act k “w 
rrimStc cornption.” As s e n  inti., OUT proped rcftncmmt to he impairment stnndvd adhetes cloxly to 
this inurpceendon of h e  An. 
IJSTA 11 at p. 16. 
USTA 11 u p .  24. 
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concept further by adoption of languagc parallel to that utilized in mainstream antitrust. The 
result is that the “open-ended‘ criticism is squarely put to rest and other issues raised by the 
court markedly recede. Furthermore, we show that the Tclecommunicadons Act’s 
competitor impairment concern is q u i d e n t  to competition policy’s concerns for the 
competiuve health and performance of a market. Thus, consideration of the competition 
policy-based standard reinforces the competitor impairment prinaples already devdoped by 
the Commission. 

V.3. The impairment standard 

(51) To implement the above concepts. we propose the following implirment standard: 

Requesting carriers are impaired in their ability to provide the services 
they seek to offer if the Consequence of failure to provide the requested 
network element poses a barrier or barriers to entry, Including 
operational and economic barriers, and where the effect may be 
substantially to lessen competition, or to tend to create a monopoly in the 
provision of the retail services that utilize the requested element 

(52) This standard appropriately retains from the TRO the focus on the presence and degree of 
economic and operational barriers to entry. But rather than focusing the standard on 
whether the impact of those barriers is to make entry “uneconomic” (which the court found 
“too open ended”), the impairment standard now links the presence of such barriers to their 
prospect for lessening competition Unlike the open-ended MNR of the “uneconomic 
entry“ language, the lessening of competition standard brings with it both a set of 
discerning economic tools and rich case law from the antitrust economics and law a r m .  For 

instance, the antitrust enforcement officials, and courts have been able to succ~s~fully 
determine when mergers, cxdusivc dealing or price discriminanon has crated (or not) the 

prospect of lessened competition in markets since the passage of the Clayton Act of 1914. 

Marketplace characteristics, includtng the present market suucm of the properly defined 
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relevant market, the ability of new firms to enter and expand, and the prospects for the 
unilateral exercise of market power all are well known central elemens in such an analysis6’ 

In adopting th is  standard, it is especially important to be clear on the meaning of fwo of the 
phrases in this proposed standard. First, competition may be “lessened” by either reduced 
supply from already existing CLECs in a marketM o r  by reductions in the propensity to enter 
by prospective entrants. Also, in this regard, we note that the standard does not require non- 
provision of the requested element “to substantially lessen competition” but rather requires 
that the effect of non-provision “may be substantially to lessen competition.” Thus, a clear 
and correct application of the standard does not require a demonstration that a lessening of 
competition occur, but rather that it may occur. Similarly, a correct application of the 
standard does not require that the magnitude of the impact on competition. should it occur, 
be “substantial,” but rather simply that the effect is “to lessen competition.” Second, the 
phrase “tend to create a monopoly” absolutely cannot be taken in isolation to mean that 
there is no problem with an action @ere the denid of UNEs) so long as it does not result in 
only one provider in a market. Any action, here the withholding of one or more n e m r k  
elements, the effect of which “may be substantially to lessen competition’’ is prohibited. 
Thus, where the withholding of a UNE may “tend to aeate a monopoly” in any gken 

relevant geographic market may be seen as @cimt to m t e  a finding of implirrncnt, it must 
be clear that the result of “monopoly” is not a necessary condition for the futding of 
impairment. Rather the necessary condition is simply that suftiaent economic and 
operational barriers exist such that, but for the provision of the requested element, the effect 
may be subsandally to lessen competition, Equivalently, wherever the failure to provide the 

(53) 

” The tools and mcdwds m discem &a ul activity such IS I merger, pdce dixdminrtim or erdusivc d u h g  will 
lcad to rhc prospect for hscning competition is pan of du “gomg pncdce of m d w t  cnforremmr o f f i d .  
In @, sce rhc Dcpmuent ofJusdcc homepage. hrrp://www.usdoj.gov/au/. For 1 apeak men1 
cumplc in which the Depmmcnt used sclndprd pndrmrt economic rwls m idcodfy a aimadon i0 h c h  there 
w1s Likely to be krxnq ofcomped-, M United SWS Y.  Syngcnu AG, Astrslcneu PLC, KohUjk 
coOpc~& Cosun U.A., m d  Advnnrn B.V.. h t t p : I / m  u s d o j . g o v / ~ ~ l ~ a / ~ 0 5 1 ~ / 2 0 5 ~ ~ ~ ~  

Rcducdons m rhc s&y of CLUi in a mukn may be brought about by the n n c g n c c  of, say, absolute 
cost ndnnogca, that may -pmy rhe climinndon of UNE-bwcd pmvish  of ~cwork elcments w h a r n r  
alvrnawc access to such d-na is not ivuLblc on costs tcrms akin to &me enjoyed by rhe ILEC. 
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access (and not UNE access at TELRIC rates) is available. At the same time, the court 

recognized the incentives of the ILEC “to set the tariff price as higb as possible” and that it 
is undesirable to have a standard that allows ILECs to avoid unbundling requirements by 
simply offering the element at somewhat substantially greater than T E W C  
Accordingly, the Commission must snike a balance that simultaneously reduces the 

prospects that the ILECs use their own tariffed offerings such as spead access to 

circumvent the Act’s unbundling requirements, while also reducing unnecessary unbundling 
rquirements &.,where the consequence of failure to do so does not “impede 
competition.”) The proposed impairment standard does exacdy this Specifically, by focusing 
on the impairment standard more tighdy on whether the effect of failure to provide the 
requested element “may be substantially to lessen competition, or to tend to create a 

monopoly,” the standard ensures that the ILECs cannot use their own tariff offerings (e.g., 
special access) to impede competition by denying unbundled access whcrc there may be 
deleterious competitive effects from doing so. At the same time, the same language in the 
proposed standard ensures that where the effect of failure to provide the requested dement 
does not lessen competition or tend to create a monopolyas in the case of wireless 
carriers’ access to dedicated transport-then no unnecessary unbundling is 
Importantly, as described in Section VI1 below, a variety of evidence from the TRO, state 
proceedings, publicly available sources, and CLEC interviews indicates that the same 

standard that in this case leads to the presumption that wireless carriers’ access to dedicated 
transport is unimpaired strongly suppom the conclusion that the availability of special 
access does not mitigate the impairment of wireline CLECs without access to dedicated 
loops and transport. 

68 T I C  coun rcc-a thnr PI some dcvrdan of rras ibme TELRIC. cornperiron M unp.Usd md h t  

adjudication of when such P b h o l d  has been cmsscd “might nix real dminisabk kucs” for the 
Commission USTA 11 u p  33. 
Wc assume in his  rtaurncnt, nrgucndo. USTA II  courr‘s suggesoon rhar cornpention in WirrlCJs InUkeO is 
todiy nblc to ‘‘tlouhh” even though Cvriers PIC denied UNES OTCCU and M mnde m pay special 
acms ntcs ~ O K  dcdcarcd lanspon We h w c  not conducrcd an mdcpmdcnr a~scdmcot of the uldmav mcnn 
of this usurnpdon. 
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T h e  standard is squarcly consistent with the USTA I1 court’s interpretation that the 
Telecommunications Act’s purpose is “to stimulate compctition” by focusing on “structural 
impediments to competition.” 

The standard provides a sound platform for the establishment of specific impairment 
criteria (tesa) that are sufficiently discerning to identify reasonably cases of impairment and 
non-impairment today, while simultaneously being sufficiently dynamic enough to 

accommodate the evolution of the industry structure with its consequent changes in the 
factual circumstances surrounding impairment. 
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VI. MARKET DEFINITION 
(55) AS noted by the USTA II court, “Any process of inferring impairment (or its absence) h m  

levels of deployment depends on a sensible detinition of the markets in whi& deployment 
is counted.”m We agree and, in fact, under thc revised impairment standud, the issue of 
market defddon becomes, as in the antitrust arena. central to sound policy decisions. In the 
TRO. the Commission offered a compelling case for a “route by route” specification of the 
relevant geographic market for dedicated loops and transport.” The USTA II court, while 
not finding this market detinition unlawful, did raise a couple of issues regarding the route 
by route analysis of dedicated transport. 

Specifically, the court suggested that the Commission “cannot simply ignore facilities 
deployment along similar routes when assessing impairment.” Indeed, to press its point, the 
court identified the possibility of three points A, B, and C that are d i n  the same geographic 
area and “are similarly situated with regard to ‘barriers to entry.”’ In this case, the issue the 
Court raises is whether evidence of more abundant deployment on one route-pair might 
provide evidence that, despite a lower presence of current competitors, the other mute is 
also unimpaired. As the court acknowledges, the Commission has, in fact, already pointed 
out why such bighu deployment on one route is not sufficient to make a non-impairment 
finding along other routes.” The court’s admonition, though, is that the Commission cannot 
ignore such deployment. We note, bowever, that to the extent that the correct market 
d e f ~ t i o n  is, as we believe and the Cornmission previously found, mute by route, the fact 
that these routes are different markets means that they cannot automatically be treated the 
same. Thus, the assumed hypotbetical proffered by the court that the markets are ‘‘shdsrly 
situated with regard to the bardm to entry” is not a valid assumption, because the routes 
have been determined to be in different markets, and thus may not be similarly situated with 

respect to the height of entry barriers Indeed, the absence of o b s e d  competitors on one 
of the route-pairs may well provide evidence that the two route-pairs are not similarly 

(56) 

USTA 11, p. 15 

’I TRO nrW2 
72 TROatWl. 
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(59) In the case at hand, the demand-side geographic substitutability for telecommunications 
services, such as those provided by enterprise loops and transport is extremely h. Consider 
for instance, the consequcnce of a hypothetical monopolist ovcr an enterprise loop between 
two points A and B. In this instance, the market defmition exercise requires us to ask the 
question whether, in response to a small but significant and non-&tory price increase, the 
customer would substitute telephone calling to an alternative route, say from A to another 
point C. Such substitutability is muemely unlikely. Consequently, the Commission’s 
determination of customer-by-customer and route-by-route markets for enterprise loops and 
transporL respectively, is entirely sound and highly unlikely to give rise to “error costs.” 

The second issue is whether, given some possibility, (shown here to be remote) of error in 
identifying the relevant muket, what arc the policy costs associated With any false positives 
and false negatives? This matter is straightforward. In the case at hand, because demand- 
side geographic substitutability is virmluy zero for telecommunications services, the only 
possible source of error costs would spring from a failure to account for the supply-side (Le., 
entry and entry conditions) at some stage in the analysis. In particular, a correct analysis of 
impairment must account for the supply-side either by explicitly accounting for any 
geographic supply-side substitutabilities (across different routes) in the market definition 
process or, alternatively, by accounting for supply-side-based entry conditions in the specific 
impairment test While both approaches may, theoretically, yield the same results, the critical 
factor that wiu reduce the error costs is that the Commission account for this supply-side 
substitutability at some stage. 

In the case at hand, the Commission has done so by choosing to use a conventional 
demand-side substitutability approach to the market definition process and to then to 

include supply-side (entry) conditions in the impairment test. Both the spedGcation of the 
Impairment Standard (discussed in V.3 above), which focuses on economic and operationnl 
barriers to entry and the Impairment Tcst (discussed in W Mow), which focuses on a 
presumption that with enough actual competitors in a given markct entry barriers have been 
overcome, indude a consideration of entry and barriers to enay (the supply-side). 
Consequently, as the court seeks, the error costs associated with the Commission’s 
impairment standard and test have been minimized. 

(60) 

(61) 
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(62) Beyond this assurance, yet another consideration also reveals that the cost9 associated with 
alternative approaches to market defintion are likely to be quite high. Specifically, as the 
court has recognized, the supply-side conditions associated with entry into any particular 
route/market are likely to be particularly nuanced. Consquendy, any attempt to incorporate 
such nuanced considerations at the market definition stage will prom to be particularly 
unwieldy and administradvcly inefficient. Some markets, those with limited supply-side 
substitutabilities, would be judged route-pair markets for purposes of applying the 
impairment test, while other areas with higher supply-side substitutabilities would be judged 
to be larger market areas for purpose of the impairment test. Both the Commission and the 
court must surely see the prospect of such a jumbled menagerie of geographic market sizes 
as administratively impractical. In sum, the market definition chosen by the Commission, 
which focuses on demand-side substitutability is perfectly sound, and because supply-side 
considerations are taken into account by the Commission, the mute by route and customer 
by customer geographic market dehnitionr adopted by the Commission are economically 
sound. 
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