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Before the
Federal Communications Commission

Washington, D.C. 20554

In the Matter of

Verizon Communications, Inc. and
MCI, Inc. Applications for
Approval of Transfer of Control

)
)
)
)
)

WC Docket No. 05-75

RESPONSE OF EARTHLINK, INC.

In its Petition to Deny filed on May 9, 2005, EarthLink, Inc. (EarthLink) stated

that its primary concern with the proposed merger is its effect on the availability of

transmission services that all Internet-based service providers require in order to serve

their customers. l Specifically, EarthLink argued that the proposed merger ofVerizon and

MCI represents a level of vertical integration that far surpasses anything that has been

seen since the advent of the commercial Internet, and last experienced before the break-

up ofAT&T. Because MCI is rich in Internet backbone assets, and Verizon is rich in

last-mile assets, the combined company post-merger would be both a wholesale provider

of transmission services at every level of the transmission network and also a retail

competitor in the market for Internet access service and other IP-based services? As

such, the merged company would possess an incentive and ability to discriminate against

independent ISPs and other Internet-based service providers beyond anything that the

Commission has seen in past mergers.

I EarthLink Pet. To Deny at 4.

2Id. at 2-4.
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REDACTED - FOR PUBLIC INSPECTION

Pursuant to the Commission's request, the Applicants have submitted new

information that is relevant to some of EarthLink's concerns. In light of the fact that the

Applicants have raised new arguments based on information that was not available at the

time of EarthLink's initial filing, we take this opportunity to respond to these new

arguments. Although the Applicants have attempted to address concerns over the

proposed merger's horizontal effect in the Internet backbone market, given the unique

level of vertical integration involved in this merger, the Applicants' analysis remains

incomplete in three vital areas.

First, using the Applicants' own description of the services that the combined

company will offer, EarthLink suggested that the Commission use an "end-to-end

Internet connectivity" product market to analyze the competitive effects of the merger.3

Not only have the Applicants failed to address this suggestion, but they still have not

addressed the vertical effects of this merger. Second, the Applicants' analysis with

regard to the combined company's incentive and ability to discriminate against Internet

backbone providers ("IBPs") and unaffiliated ISPs continues to rely on unsupported

pronouncements that there will be no harm to competition. EarthLink addresses several

of these shortcomings in turn. Finally, EarthLink argued that the regulatory regime

applicable to broadband transmission services has a direct impact on the Commission's

competitive analysis of the proposed merger, and must therefore be addressed.4 The

Applicants have failed to do so.

3Id. at 9.

4 I d. at 11.
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For these reasons, addressed in greater detail below, the Applicants still have not

met their burden of showing that the proposed merger is in the public interest, and the

Application must therefore be denied.

I. The Applicants Continue to Ignore the Vertical Integration Concerns
With the Proposed Merger.

In their Joint Opposition to the Petitions to Deny ("Joint Opposition"), like their

initial Application, the Applicants have divided their market analyses into traditional

product segments, including mass market, large enterprise, and Internet backbone

services.s However, at the same time, the Applicants continue to urge that the proposed

merger will create "a strong full-service provider capable of delivering integrated, end-to-

end services on a facilities basis nationwide.,,6 If that is the product that the Applicants

intend to create with this proposed merger, then that is what the Commission must

analyze. In light of this, the Applicants have failed to identify an appropriate product

market and to analyze the impact of the merger on that market.

In its Petition to Deny, EarthLink suggested that the Commission analyze the

merger using a product market of "end-to-end Internet connectivity." Such an analysis

serves two purposes. First, it recognizes the reality that-as the Applicants themselves

assert-the merged company will operate a single, integrated network from the end

user's premises all the way to the termination facility that connects the user with his or

her destination on the Internet. The "end-to-end Internet connectivity" product market is

not a hypothetical market created for the purpose of analyzing this merger, but instead is

based on the actual product that the Applicants intend to provide after the merger. The

5 Joint Opp. at p. 3-8.

61d. at 9.
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Applicants' own description of the effects of the merger supports this assertion. The

current product markets analyzed by the Applicants do not reflect commercial reality and

must be rejected.

Second, unlike the Commission's review of past mergers in which the competitive

concern was focused entirely on horizontal concentration of Internet backbone market

power, this transaction also presents vertical integration issues that threaten a

qualitatively different type of competitive harm than did past mergers. Specifically,

Verizon's control over the facilities that serve the majority ofvoice and Internet access

customers, coupled with its proposed acquisition of MCI' s substantial Internet backbone

assets, would provide the merged company the ability to impose anticompetitive

conditions on other backbone providers. Imposition of those conditions, by raising the

cost of doing business of the customers of those IBPs, would in tum reduce competition

in end user markets for all Internet dependent services, including Internet access services

and Voice over Internet protocol (VoIP).

No major IBP today controls large numbers ofInternet end users. The data

submitted in response to the Commission's request for additional information supports

that this is the case with MCe Because IBPs do not control substantial last-mile

facilities, they do not have any real incentive to discriminate in providing backbone

transmission services. However, Verizon is the second largest DSL provider in the

country behind SBC, and provides the facilities used to connect virtually all dial-up

7 See Response ofMCI, Inc. to the Commission's May 5, 2005 Information and Document Request at
MCI]CC_8_0000159 ([REDACTED]).
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Internet users in its territory.s Once Verizon adds MCl's very large Internet backbone

market share to its own substantial last-mile facilities, the combined company will have

both the ability and the incentive to use its comprehensive control over the network to

diminish the ability of other companies to compete in the retail Internet access market

and in other product markets that require Internet-based transmission. Indeed, within

Verizon territory the combined company would be the only player in the market for "end-

to-end Internet connectivity." The use of the "end-to-end Internet connectivity" product

market allows the Commission to address this unique competitive concern in its analysis.

While EarthLink strongly supports the use of an "end-to-end Internet

connectivity" product market, whatever product market definitions are used to assess the

competitive impact of this merger, they must be properly identified and analyzed, and the

competitive effects-both horizontal and vertical-must be evaluated. As the Eighth

Circuit held in FTC v. Freeman Hospital, "[w]ithout a well-determined relevant market,

an examination of a transaction's competitive effects is without context or meaning. A

relevant market consists of two separate components: a product market and a geographic

market.,,9 The Applicants' continued failure to identify proper product markets renders

their Application facially inadequate.

8 See Leichtman Research Group, Another Record Quarter For High-Speed Internet, available at
http://www.leichtmanresearch.comlpress/051005release.html. (reI. May 10,2005) (reporting Verizon had
3,944,000 DSL subscribers as of the end ofQl 2005).

9 FTC v. Freeman Hasp., 69 F.3d 260, 268 (8th Cir. 1995). The Commission has also held that "[i]n
evaluating the potential competitive effects of a transaction, it is necessary to first define the product and
geographic markets." See also In the Matter ofGeneral Motors and Hughes Electronics Corp., 19 F.C.C.
Red. 473, 499, at ~ 50 (2004).
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II. The Applicants' Arguments Regarding the Merged Company's Incentive
and Ability to Discriminate Are Without Merit.

In its Petition to Deny, EarthLink raised two specific concerns regarding the post-

merger potential for the combined company to discriminate against Internet backbone

providers as well as independent ISPs. First, based on projected traffic imbalance,

EarthLink expressed concern that the combined firm would choose to peer only with the

merged SBCIAT&T entity and possibly Sprint, forcing other current settlement-free

peers, like Level 3, to pay for transit. Because EarthLink currently buys transmission on

a transit basis from Level 3, one could expect Level3's costs to increase, which in tum

would raise EarthLink's costs of operation. 10 More directly, EarthLink currently peers

with both SBC and Verizon. Thus, EarthLink's second concern is that, if the proposed

mergers go through, it is entirely likely that the merged entities will cease to peer with

EarthLink, thus increasing EarthLink's costs with respect to the traffic that it currently

exchanges with these providers on a settlement-free basis. II The result of this increase

will ultimately mean higher costs for EarthLink customers. As discussed above, this

expectation is more than reasonable considering the incentive and ability that these

merged firms will have to discriminate against independent ISPs in the end user market

for Internet-based services.

In their Joint Opposition, the Applicants offer a long list of superficial arguments

attempting to address these and other competitive concerns regarding Internet-related

services. We focus on the five most relevant to EarthLink's concerns stated above. First,

the Applicants suggest that the Internet backbone market share of VerizonIMCI, or even

10 EarthLink Pet. To Deny at 7-8.

II Id. at 8.
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the combined market share ofVerizon/MCI and SBC/AT&T, would be too small for any

real competitive concern. 12 Second, the Applicants argue that degradation of service is

not a possibility because a backbone that refuses to connect with a smaller backbone

causes both backbones' quality to suffer. 13 Third, the Applicants assert that if the

combined company were to raise transit prices or degrade service after the merger, end

users will switch to either cable or an alternative technology.14 Fourth, the Applicants

suggest that cable companies have both the incentive and ability to counteract any

discrimination by Verizon/MCI, or any "mega-peer" strategy by Verizon/MCI and

SBC/AT&T. 15 Finally, the Applicants argue that the combined company has business

incentives to utilize its wholesale customers and that discrimination against independent

ISPs is not a concern because Verizon has publicly endorsed the "Net Freedom"

principles proposed by former Chairman Powell. 16 Each of these arguments is without

merit.

A. The Applicants' Argument That the Merged Company Would Lack
Market Power Ignores the Vertical Effects of the Merger.

The Applicants first argue that the Internet backbone market share of the

combined company-whether measured by traffic, revenue, or connections-will be too

small to give rise to any plausible competitive concern. I? To support this argument, the

reply declaration ofMichael Kende cites several revenue and traffic statistics in an

12 Joint Opp. at 70.

13 See Carlton Reply Dec. at ~ 87.

14 See, e.g., Joint Opp. at 70.

15 See Carlton Reply Dec. at ~ 85.

16 See Joint Opp. at 85.

17 Id at 70.
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attempt to show that the combined Verizon/MCI will not have market power in the

Internet backbone market sufficient to discriminate against other IBPs or their

customers. IS

This argument is a good example of the consequences that result from the

Applicants' failure to address the vertical concerns of the merger. As stated above,

unlike the Worldcom/MClmerger, this transaction does not involve only a horizontal

aggregation of market power in the Internet backbone market, although that is a serious

concern, which has been addressed by the New York Attorney General and others,

including Verizon's own expert. 19 Instead, this transaction also presents a serious issue

ofmarket power through the creation of a vertically integrated end-to-end company.

Should this merger be consummated, the merged company would be the only provider of

end-to-end Internet connectivity in Verizon territory. In light ofthis, there is no question

that the combined company will therefore have both the ability and the incentive to use

its comprehensive control over the entire network to discriminate against other

companies in the retail market for Internet-based services. The mechanism by which the

vertical integration of last-mile facilities with Internet backbone facilities to create a new

end-to-end product will lead to a reduction in competition at both the wholesale and retail

levels is discussed in more detail in the section that follows.

18 Kende Reply Dec. at ~~ 5-10.

19 See Comments of the New York Attorney General at 13-23; Comments ofBT Americas Inc. at 22-29.
See also Michael Kende, OPP Working Paper No. 32, "The Digital Handshake: Connecting Internet
Backbones," at 22-24 (Sept. 2000) ("A dominant backbone also could abuse market power by refusing to
interconnect with smaller backbones. In the context of the Internet, if a dominant backbone refused to
interconnect with a smaller one, the customers of the smaller backbone would have an incentive to switch
to the larger network....").
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B. The Harm Caused By Degradation of Service Would Be Much Less to
the Merged Firm Than to Competing Networks.

In Dennis Carlton's reply declaration, he suggests that there is no concern that the

merged company will discriminate against other Internet backbone providers because "a

backbone which degrades or refuses to connect with another, smaller backbone causes

both backbones' quality to suffer relative to all of their other rivals.,,2o In other words,

Carlton suggests that, should the Applicants degrade service vis-a.-vis another backbone

or backbones after the merger, the merged company would be hurt as much as the

networks with which the merged company refused to exchange traffic because such

degradation would leave "black holes" in the Internet for the Applicants' own customers

who are seeking to reach points on the Internet through other carriers' networks.

This defense ignores a very fundamental fact about the vertical integration

involved in this proceeding. As discussed above, MCI (like AT&T) controls a relatively

small percentage of retail end user customers compared to Verizon. As such, MCI today

has no real incentive or ability to discriminate against other IBPs. Verizon, however,

controls the vast majority of end user analog lines in Verizon territory and a substantial

number of end user broadband lines throughout Verizon territory.21 Verizon's control of

end users - coupled with its acquisition ofMCl's substantial Internet backbone assets-

means that the merged company would have the power to demand that the other

backbone providers submit to such terms as the merged entity may require and/or that the

merged company would deny interconnection altogether to another IBP. This is so

20 Carlton Reply Dec. at ~ 87.

21 See Response ofVerizon to the Commission's May 5, 2005 Initial Information and Document Request at
Table 8.A.I (Consumer Lines Connected to Verizon's Internet Backbone) (hereinafter "Verizon Response
to the FCC").
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because the harm caused in terms of "black holes," or users that cannot be reached as a

result of transmission degradation, will be relatively much smaller for the merged

companies than for those using competing networks.

VolP provides a good example of why this is so. VolP, which requires a

broadband Internet connection, can be used to call anyone with a standard telephone line

or a VolP-enabled broadband connection. Because Verizon controls in excess of 80% of

the telephone lines in its territory22 (representing the vast majority of voice telephony

customers), a merged Verizon/MCI has the ability to threaten each IBP that carries VolP

traffic with disconnection or degradation if that company does not pay to exchange traffic

with the Verizon/MCI network. That the threat is credible is demonstrated by playing out

a potential disconnection scenario based on current participants in the VolP market.

According to Verizon's response to the Commission's request for additional

information, Cablevision provides VolP service "exclusively within Verizon's region and

currently serves more than 364,000 VolP subscribers.,,23 Assume that Cablevision uses

IBP "Z." As of June 2004, Verizon had 46 million voice customers.24 IfVerizon/MCI

disconnected "Z," then Verizon/MCI's voice customers would not be able to talk to

Cablevision's 364,000 voice customers. Looking at the other end of the equation,

Cablevision's customers would be denied access to 46 million Verizon customers.

Certainly Verizon/MCI's customers are inconvenienced, but the suggestion that

Verizon/MCI suffers as much harm as Cablevision is simply implausible. Moreover, in

22 See Selected Form 477 Data as of June 30, 2004, Total Lines and Channels Provided to End Users (reI.
Jan. 18,2005) (hereinafter "477 Data").

23 Joint Opp. at Ill.

24 See 477 Data, Total Lines and Channels Provided to End Users.
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light of the fact that Cablevision offers its voice service exclusively within Verizon's

region, once Cablevision's customers find out their VolP service is essentially useless,

their choice of services would essentially be limited to either VoIP provided by

Verizon/MCI or traditional switched service provided by Verizon/MCI. Thus, while

there is arguably some minor "harm" to Verizon/MCI in the short term, there is no

question that the long-term harm is far greater to Cablevision than to Verizon/MCI in this

scenario. Indeed, in the long term, the merged company clearly benefits by either

collecting additional transit fees or putting a voice competitor out of business (and taking

over that competitor's customers). The outcome does not change if one assumes that the

merged entity were to disconnect or degrade all IBPs (except perhaps SBC/AT&T, which

also has a disproportionately high share of end users in its core region), because Verizon

has many times the number ofvoice customers than all VolP providers combined.

the potential for the merged companies to use their leverage in the local

exchange market to discriminate against other companies that require Internet backbone

transmission to provide competing VolP services is not a new concern. Even absent the

mergers, the cable industry has previously warned the Commission that network access is

essential to its ability to compete with the BOCs in the voice market. Cox

Communications, Inc., for example, told the Commission in its IP-Enabled Services

docket that "lack of interconnection would result in the complete inability of a voice over

IP service provider to deliver calls from subscribers of the incumbent carrier and other

providers.,,25 The danger is simply multiplied by the mergers, which would provide the

merged companies a dangerous level of network control at two points rather than one.

2S Comments of Cox Communications, Inc., WC Docket No. 02-36 at 12 (May 28,2004).
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It is no answer to the VolP scenario discussed above to argue that the merged

company would not threaten or implement degradation of traffic received from other

Internet backbones out of a concern that its Internet access service would be

disproportionately harmed. Although it is true on a nationwide basis that cable has

something over 50% of the broadband Internet access market (with DSL holding the vast

majority of the remaining broadband subscribers), the relative number of broadband

customers served by the merged company is not the critical fact for purposes of

evaluating the merged company's ability and incentive to degrade backbone transmission

service after the merger. The reason that broadband-to-broadband is not the proper

comparison is that the Internet does not function on the basis that broadband customers

can only communicate with other broadband customers. Instead, all Internet users can

communicate with virtually all other Internet users. The distinction between broadband

and narrowband may determine the speed with which users can exchange large amounts

of data, but the distinction has no bearing on how many people a given user can reach

over the Internet.

Unlike cable companies, which essentially have only one method of transmission

to deliver Internet access services to their customers, the BOCs have multiple methods of

transmission, including dial-up Internet access, and the vast majority of local loop

facilities used by dial-up Internet customers are owned by the BOCs. Both Verizon and

SBC, for example, have over 45 million end user lines,26 meaning that each of those two

companies by itself has the capacity to provide Internet connectivity to more consumers

than all of the cable companies combined currently serve. Nor is it a question of

26 See 477 Data, Total Lines and Channels Provided to End Users and Total Lines to Unaffiliated Carriers
(The FCC reports that Verizon had 47,062,622 total lines and SBC has 45,630,173 total lines as of June 30,
2004).
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theoretical capacity. Today, the number of Internet users served by a combination of

BOC-provisioned DSL and BOC-provisioned dial-up facilities substantially exceeds the

number of cable modem service subscribers.27

Applying these facts to an Internet access scenario parallel to the VoIP scenario

described above, ifVerizon/MCI disconnected IBP "Z" (or all IBPs except SBC/AT&T),

then both Verizon/MCI and Cablevision would likely suffer some amount of harm to

their Internet access services. However, the harm to Cablevision would be more acute

than the harm to the merged company. This is so because, while Cablevision's customers

would not be able to reach any Verizon/MCI broadband or dial-up Internet subscriber,

Verizon/MCI's customers would still be able to communicate with other Verizon/MCI-

provisioned end users and with SBC/AT&T-provisioned end users (the latter because the

roughly equal relative pain associated with degradation of traffic from the SBC/AT&T

backbone would presumably deter degradation as between the merged companies'

backbones). Moreover, of course, Verizon/MCI would have the network capacity to

accommodate as new customers those customers that were no longer satisfied with being

able to reach less than half of the people using the Internet in the U.S. Within Verizon

territory, if customers were faced with a choice between an Internet access service that

did not allow them to communicate with more than 50% of Internet users on the one

hand, and a choice of DSL or dial-up access that reached all internet users on the other

hand, it is likely most customers would choose the latter. There is nothing in the record

27 According to recent data, broadband Internet connections represent 51% ofthe total Internet connections
in the U.S. See NielsonlNetRatings, "U.S. Broadband Connections Reach Critical Mass, Crossing 50
Percent Mark" (Aug. 18,2004). Recent FCC data indicates cable represents 56.4% of those total
broadband connections. See FCC High-Speed Services for Internet Access: Status as of December 31,
2004 at Chart 2 (reI. July 7,2005). Accordingly, cable only represents 29% ofthe total Internet
connections in the U.S. Alternatively, because the BOCs control the facilities that serve the majority of
total analog connections provided to end users, and DSL represents 40.4% ofthe broadband connections,
the BOCs control roughly 70% of all Internet connections in this country. Id.
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to suggest that the merged company would avoid threatening (in order to charge transit

where today it peers) or actually taking such action as long as it was profitable in the long

term. When one considers that this sort of anti-competitive action with respect to

backbone traffic would protect the merged company from competition with respect to

both Internet access services and voice services, the burden is on the Applicants to negate

the possibility for such action by economic facts, not platitudes about future good

behavior. Of the latter there are many in the r~cord; ofthe former there is none. For

these reasons, any argument that post-merger degradation of service would not occur

because of unacceptable relative harm between the merged company and smaller IBPs

must be rejected.

Even if one were to assume that SBC/AT&T and or Verizon/MCI would not take

this sort of aggressive approach of causing serious short-term disruption of the Internet in

order to increase long-term market share, there is nonetheless a great deal of anti-

competitive behavior in which Applicants could potentially engage short of such a bold

move. Such behavior includes, but is not limited to, delaying the transmission of Internet

traffic and/or degrading the service quality ofVoIP service.28 Considering how much

harm would result to a competitor's business, as well as how little the Commission would

be able to prevent or discipline this type of behavior, these forms of anti-competitive

conduct arguably are as dangerous as the aggressive approach described above.

28 The Commission should not ignore recent history when considering whether one or both ofthe merged
companies would engage in any of the above forms of anti-competitive conduct. The cable companies'
treatment of their own affiliated ISPs a few years ago resulted in the bankruptcy and liquidation of Excite
@Home and High Speed Access Corp, nearly turning offInternet access for miIlions of customers. The
cable companies' track record in this regard argues strongly against any expectation that either of the
merged companies would refrain from engaging in short-term anticompetitive conduct in order to
maximize long-term profitability.
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C. There is No Evidence on the Record that End Users in Verizon Territory
Have Competitive Choices of Broadband Providers.

Throughout their Joint Opposition, the Applicants assert that one of the main

reasons why the threat of raised transit prices or targeted degradation is not a concern is

that such discrimination against Internet-based service or content providers would result

in a loss of the combined firm's own broadband customers to a competing platform.29

Specifically, the Applicants argue that because cable modem service is the market leader

for broadband services,30 and new technologies like wireless and satellite offer even more

alternatives,31 any form of content or application discrimination would drive end users to

one of several alternative broadband providers. In addition to the explanation in the

section above as to why discrimination is both plausible and likely, the Applicants have

provided absolutely no evidence regarding the availability of competitive choices in

Verizon territory, and for this reason the Commission must reject this unsupported

argument.

In response to the Commission's request for additional information, neither

Verizon nor MCI provide any information regarding the availability of alternative

broadband providers in Verizon territory. Verizon continues to offer no more than vague

assertions that, on a "national scale ... competitive alternatives are ubiquitously available,

and are being used by a large and increasing number of consumers to satisfy their

communications needs.,,32 However, the availability of competitive alternatives on a

29 Joint Opp. at 70,78,81,83.

30Id. at 82-83.

31Id. at 83.

32 See Verizon Response to FCC at p. 104.
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national level has no relevance whatsoever to whether consumers in Verizon territory

have these choices. The state of California, one in which Verizon provides service, offers

a good example of why this is so. In a study by the California Public Utilities

Commission, "[f]orty-five percent of California's population with broadband access

(including vast majority of San Francisco, San Jose, Long Beach, Oakland, and Stockton)

can only get DSL service and cannot get cable modem service," and "[o]nly 30% of the

state's population live in communities where both DSL and cable modem services are

available.33

Furthennore, as part of Verizon's additional document submission, a report

prepared by Morgan Stanley regarding the broadband market share of providers in

Verizon territory states that [REDACTED].34 Returning to the California example

above, the Morgan Stanley report states that, with respect to broadband alternatives

varying from state to state, [REDACTED].35 With respect to broadband alternatives in

Verizon territory, Verizon merely states "most consumers throughout Verizon's region

can obtain broadband service from a cable operator,,,36 yet provides no specific data to

support this statement. Unless and until the Applicants provide specific data regarding

cable/DSL overlap within each local market in Verizon territory, and that data clearly

reflects that customers within Verizon territory do in fact have competitive choices, the

Commission must reject the Applicants' conclusory arguments that end users can simply

33 Reply Comments of the State of California and the California Public Utilities Commission, CC Docket
No. 01-337 at 17 (filed Apr. 22, 2002).

34 Verizon Response to the FCC at Exhibit 14.B.l ([REDACTED]).

35Id.

36 Verizon Response to FCC at 105.
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switch to cable modem service if the merged company provides inferior service or

prevents DSL customers from using the ISP of their choice. Wholesale DSL customers,

of course, have no cable alternatives because cable companies, with the Commission's
.'

blessing, have refused to sell cable broadband transmission to independent ISPs.

With respect to the issue of the availability ofalternative technologies,

notwithstanding the fact that the Applicants have not submitted any data regarding the

availability of these alternatives in Verizon territory, the Morgan Stanley report directly

contradicts the Applicants' broad suggestion that such alternatives are in fact widely

available. In the report, addressing the availability of alternative technologies within

Verizon territory, Morgan Stanley states [REDACTED].37 This conclusion is well

supported by the Commission's own data, which shows that as ofDecember 2004,

satellite and wireless technologies accounted for only 1.5% of all high-speed lines in the

u.S.38 The Applicants' broad assertions regarding alternative broadband technologies (at

least at any reasonable price) are simply wrong, and those assertions cannot provide any

basis for approval of the Applications.

D. The Applicants' Argument that Cable Companies Have the Ability to Foil
Any Mega-Peer Strategy Suffers From a Number of Shortcomings.

In Dennis Carlton's reply declaration, he suggests that cable companies have

sufficiently larger customer bases than would the combined companies ofVerizon/MCI

and SBCIAT&T, and therefore could "foil" any "mega-peer" strategy between the two

companies to de-peer current peering partners.39 Carlton's support for this argument is

37 Id. at Exhibit 14.B.1.

38 FCC High-Speed Services Report at Chart 2 (reI. July 7, 2005).

39 Carlton Reply Dec. at ~ 85.
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Professor Schwartz's second declaration in the SBC/AT&T proceeding.4o In Dr.

Schwartz's second declaration, he states that because cable operators are Internet

backbone purchasers and would collectively serve a considerably larger share of the

Internet end-user base than would a combined SBC/AT&T, they have both the ability and

the incentive to maintain competition among backbones.41 The theory behind this

argument is that, should the merged firm seek to de-peer or raise prices for backbone

services, any cable company could shift its Internet-bound traffic to another large IBP to

create a rival with a customer base comparable to the merged companies. As EarthLink

stated in response to the Applicants in the SBC/AT&T proceeding,42 there are several

problems with this argument.

First, as is discussed in detail in section II.B. above, it is simply not true that cable

controls more Internet end user connections than the BOCs. Cable does in the aggregate

have more broadband subscribers than there are DSL subscribers, but Verizon and SBC

control more total end user connections than do all of the cable companies combined.

Second, Dr. Schwartz's argument assumes that it is economically practicable for

the cable company in question to switch IBPs, or that it is technically able to switch IBPs

at all. Dr. Schwartz's argument does not consider either the costs incurred by switching

providers or the technical compatibility ofthe networks involved. Third, as Dr. Schwartz

himself suggests, this argument also assumes that anyone cable company would be

willing to bear the costs and competitive challenges of changing providers and risk

4°Id.

41 Schwartz Sec. Dec. at ~ 14.

42 See EarthLink Response to SBC/AT&T, WC Docket No. 05-65 at 9 (filed June 24, 2005).
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having other competitors not do the same.43 Furthermore, if cable companies initiated

some collective action to avoid this problem, such conduct could potentially constitute a

group boycott in violation of the antitrust laws. There is simply no evidence in the

record that demonstrates that these serious hurdles would be overcome so as to allow the

posited "cable correction" to actually take place.

Fourth, economic theory holds that the rational purchaser of backbone services,

assuming all other factors were equal, would choose the lowest priced provider of

connectivity that meets its technical requirements. This being the case, it is reasonable to

suggest that any given cable company's first choice was the provider that meets these

criteria. Dr. Schwartz's argument therefore is based on the assumption that market

participants will make an economically irrational choice (i.e., that they will move their

traffic to a network other than their first choice) in order to preserve the competitive

balance in the market. There is no basis to assume any cable company would make such

a choice, but if the Internet backbone market depends on cable companies "buying high"

for backbone services in order to maintain competition, then the market being described

has already failed. A truly competitive market would not require one of its participants to

act in such a manner in order for the market to stay competitive. Just as this argument is

without merit in the SBC/AT&T proceeding, the same is true here.

Finally, the "cable correction" defense assumes that there is a non-degraded

network to which cable could switch its traffic. As the analysis in section II.B. indicates,

there is nothing to prevent Verizon/MCI and SBC/AT&T from degrading traffic

originating from all backbone networks other then their own and one another's.

43 See Schwartz Sec. Dec. at ~ 15.
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E. Verizon's Endorsement of the "Net Freedoms" Principles Does Not
Address the Discrimination Concerns Raised by EarthLink and Others.

Finally, in response to several opponents' arguments that the merger will result in

discrimination against unaffiliated ISPs, the Applicants argue that they will continue to

have "strong business incentives" to provide transmission to unaffiliated providers.44 In

support of this argument, the Applicants highlight Verizon's public endorsement of

former Chairman Powell's "Net Freedoms" principles as well as the High Tech

Broadband Coalition's connectivity principles.45 These principles, according to the

Applicants, recognize that "consumers generally should have the freedom to access

content of their choice, run their applications of choice, attach devices of their choice to

the connection in their homes, and receive meaningful information regarding service

plans.,,46 There are several reasons why the Applicants' reliance on this argument is

without merit.

First, Verizon's endorsement of the "Net Freedoms" principles is simply a red

herring meant to distract the Commission from the real issue. As they are described

above, the "Net Freedoms" principles address the treatment of content once it is already

being transmitted over the network. They say absolutely nothing about whether an

unaffiliated service provider will be allowed access to the network in the first place.

Further, they say nothing about what terms and conditions would apply to such access.

As EarthLink has stated throughout this proceeding, its primary concern with the

proposed merger is its effect on the availability of transmission services that it and other

44 Joint Opp. at 84.

451d. at 85.

46 1d.

20



REDACTED - FOR PUBLIC INSPECTION

Internet-based service providers require in order to serve their customers. Verizon's

endorsement of principles relating to the treatment of content in no way ameliorates this

concern.

Second, the "Net Freedoms" principles are no more than broad expressions of

ideas. As the Applicants themselves assert, they are merely "guiding principles" to

which "all industry participants should voluntarily submit.,,47 As such, these principles

have no legal force. They do not address the question of who has a statutory right under

the Communications Act or a merger condition to request and receive access to

transmission services on reasonable and nondiscriminatory terms. Moreover, there are no

enforcement mechanisms for these principles. Even assuming arguendo that Verizon has

endorsed these principles in the past, what prevents the merged company from

abandoning these principles after the merger? And, if the merged company did abandon

these principles, what would the consequences be? Of course, the answer is that there

would be nothing to prevent the merged company from abandoning these principles, and

if it did, there would be no legal consequences.

Finally, if in fact the Applicants support the nondiscriminatory treatment of

unaffiliated ISPs and other content providers, then why has Verizon pressed the

Commission so hard to relieve it from all Title II common carrier requirements that

would ensure such nondiscrimination?48 Similarly, if-as they suggest-the Applicants

do not intend to discriminate against unaffiliated ISPs, but instead intend to make

transmission services available on reasonable and nondiscriminatory terms, then the

47 Id. at 86.

48 See Petition ofVerizon Telephone Companies For Forbearance Under 47 U.S.C. §160(c) From Title II
and Computer Inquiry Rules With Respect To Their Broadband Services, WC Docket 04-440 (filed Dec.
20,2004).
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Applicants should have no objection to a merger condition requiring just that. In their

Joint Opposition, however, the Applicants ask the Commission to reject "network

neutrality" conditions to the merger, suggesting that such "heavy-handed regulations" are

unnecessary.49 A requirement that would ensure reasonabless and nondiscrimination

would not be "heavy-handed," but in fact would represent no more than what is required

under sections 201 and 202 of the Communications Act. For all these reasons, Verizon's

endorsement of the "Net Freedoms" principles amounts to no more than unsupported

rhetoric by the Applicants, and the Commission must therefore reject this argument.

III. The Applicants Have Not Addressed the Regulatory Regime Applicable
to the Services That Will be Offered by the Merged Company.

In its Petition to Deny, EarthLink urged the Commission to clearly address the

regulatory regime that it intends to apply to the services affected by this transaction, as

well as the SBC/AT&T transaction. The Applicants continue to assert that this merger,

like the SBC/AT&T merger, will create "a strong full-service provider capable of

delivering integrated, end-to-end services on a facilities basis nationwide. ,,50 In their

Joint Opposition, the Applicants reiterate many of the same supposed competitive and

public interest benefits which will result from the creation of this new integrated IP

network,51 but they do not discuss the regulatory lens with which the Commission should

view these new services. As EarthLink argued, the extent to which the mergers may be

permissible under traditional antitrust analysis is directly affected by the regulatory

regime applicable to the transmission services of the merged companies. Because the

49 Joint Opp. at 85-86.

sOld. at 9.

51 See id. at 8-13.
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combined companies ofVerizon/MCI and SBC/AT&T would be both wholesale

providers of transmission services as well as competitors in the retail Internet-based and

VoIP services markets, the extent to which the transmission services of the merged

companies will be governed by the obligations in sections 201 and 202 of the

Communications Act will have a direct impact on the competitive analysis of these

proposed mergers.

As EarthLink stated above, its primary concern with the proposed merger is its

effect on the availability of transmission services. In light of this, if the transmission

services that the Applicants sell directly or indirectly to the public are

"telecommunications services" as defined by the Communications Act, then those

services are subject to the requirements of sections 201 and 202 of the Communications

Act, which require that such services be sold upon request on reasonable and

nondiscriminatory terms and conditions.52 These protections, assuming the Commission

was willing to enforce them, would to a substantial degree address EarthLink's main

concern with the proposed merger.

If, on the other hand, the Commission were to decide that the transmission

services offered by the merged entity were not "telecommunications services" subject to

title II of the Act, then the serious anti-competitive impacts of creating two vertically

integrated super-carriers possessing the only end-to-end broadband networks in the nation

could only be avoided through a merger-specific requirement with an appropriate

enforcement mechanism that ensures that end-to-end transmission will remain available

upon request subject to reasonableness and nondiscrimination requirements. Absent such

,
52 47 U.S.C. §§ 201 and 202.
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conditions, there would be nothing to prevent the merged companies from using their

end-to-end market power to deny competitors access to essential transmission services.

Although the Supreme Court recently upheld the Commission's discretionary

classification of cable modem service as an "information service" in Brand X; the Court

specifically "express[ed] no view on how the Commission should, or lawfully may,

classify DSL service."s3 Thus, the Commission's classification of the transmission

services that would be provided by both of the merged entities remains a key question,

and one that must be addressed before the Commission may properly analyze the

competitive effects of these mergers.

Conclusion

There are numerous unanswered questions in the information provided by the

Applicants. The Applicants still have not addressed the vertical integration concerns with

this merger. There remains considerable concern that the proposed merger would give

the merged firm both the incentive and the ability to leverage its market dominance in

last mile facilities into the Internet backbone market and to de-peer current peering

partners and force them to pay for transit. Most fundamentally, the Applicants'

submission of new information still does not address the fact that once Verizon adds

MCl's very large Internet backbone market share to its own substantial last mile

facilities, the combined company will have both the ability and the incentive to use its

comprehensive control over the network to diminish the ability of other companies to

compete in the retail Internet-based services market. Unless and until the Applicants

53 NCTA v. Brand X Internet Services, 125 S.Ct. 2688 (2005), slip op. at 31.

24



REDACTED - FOR PUBLIC INSPECTION

sufficiently address these concerns, the Commission has no choice but to deny the

Application.
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