
predictions about such behavior. For these reasons, the FCC aggregates all customers within 
a hypothetical product market facing the same competitive alternatives. 

Within the Verizon California territory, MCI provides fiber-based special access 
services in the Los Angeles-Long Beach-Santa AnaMSA, SantaBarbara-SantaMariaMSA, 
and Oxnard-Thousand Oaks-Ventura MSA. An analysis of buildings served by MCI fiber 
in Verizon's California temtory shows that as of June 30, 2005, approximately [ ] 
[Confidential] buildings were connected to MCI fiber in Verizon's in-state region.'" At 
least I ] [Confidential] of those [ ] [Confidential] buildings are "lit" by at least one 
competitor other than MCI; another [ ] [Confidential] ofthe remaining [ ][Confidential] 
buildings are located within [ ] [Confidential] of fiber deployed by competitors other 
than MCI, or are buildings where known customer demand is at two DS3 levels or greater.'" 
In addition, at least [ ] [Confidential] of the [ 1 [Confidential] buildings served by MCI in 
Verizon's California territory are located within [ 1 [Confidential] of fiber deployed 
by competitors other than MCI, or had customer demand of least two DS3 levels or 
greater.'" Confirming that competition is adequate for buildings that demand two DS3 or 
higher capacity, various other data show that an average of 19 fiber rings have been deployed 
in each of the top 50 MSAs.lM Thus, 17 fiber wholesalers ~ companies that have deployed 
fiber to serve other CLECs and ILECs - operate in the greater Los Angeles MSA, 14 do 
business in the greater San Francisco MSA, and 13 provide service in the greater San Diego 
MSA.'" 

Although the above analysis does nor reveal number of buildings to which MCI 
provides DS1 and DS3 service over non-fiber lines'08 within the Verizon territory, the 
applicants have verbally revealed to this office that fewer than [ ] [Confidential] buildings 
are served by MCI with copper lines within Verizon's territory, in addition to the [ 1 
[Confidential] cited above. 

' D313 prcscntcd by Vcrtzon m d  MCI dl September 7, 2001 meeting wtthQuycnToland, Kathleen Fwtc. and Frank 
WoIak (via contcrcnce call) 31 Ihc Officc of Ihc Anorncy ticncral. San rran~tsco. 

* I d  

N The rcvmu~s a\dilnblc from the "largc entcrprse wstomcrs" that d r m d  f i k r  at OCn or "two DS3s" of 
capaciiy lc\c.Is gencrally)urrify the invcslmcnt necessary to ovcrromc the somctimcs "quitc high" f i x 4  and sunk cos15 
ofconstructing neu fiber. IRRO, a (154 Thus. the FCC has found that "it IS gcncrall feasible for a carrier to self- 
deploy 11s own high-capaciiy loops when demand nears two DS3r ofcapacity IO a panicular loCalion." TRHV, at (177 

(;\E Fact Repiin 2iX14, ill 111-3. Append:< D 

' Is1 31 Appcndl, D 

' In cun:rajr to OCn, I)$ I level S ~ N I C C  can hr pro\ (dud over con~cntiond cuppcr Imcs f:m.vn hardware IC 

~nstallcd at the ILEC's ccntrd offcc See hnp I www supunrunk COIN 

20 



The data above lead to a number of conclusions regarding the competitive effect of 
this merger on special access services. First, the data reveals that only a very small number 
of buildings in Verizon’s California territory served by MCI are subject to any potential 
reduction in competition. Second, the majority of the MCI-lit buildings are in Verizon’s 
California service areas where other CLECs operate within close proximity; this facilitates 
the ability of other firms to replace MCI as a competitor in serving these buildings. 

Under the Merger Guidelines, potential entry is deemed sufficient “to deter or 
counteract the competitive effects of concern” where such entry “can be achieved within two 
years h m  initial planning to significant market impact.”’0p In evaluating the ability of 
competing camers to deploy fiber to buildings that MCI serves, it should be recognized that 
the competing carriers would not need to deploy new fiber rings, but only need to connect 
fiber “laterals””” that connect the rings to the buildings themselves. When fiber is deployed, 
competing carriers typically “pre-install several break-out points ... to give engineers access 
to fiber for future lateral connections” so that lateral extensions can be added later at lower 
cost.”’ [BEGIN CONFIDENTIAL] [END CONFIDENTIAL]”* [BEGIN 
CONFIDENTIAL] [END CONFIDENTIAL] 
Thus, potential entry here should be sufficient within the Merger Guidelines to counteract 
any potential anticompetitive effects ofthe merger on special access DSI and DS3 services. 

F. Internet Backbone 

Several parties challenge the integration of Verizon’s Internet access services into 
MCI’s Internet backbone without alleging specific competitive effects in markets for either 
ofthose services. We find that both ofthose markets are unconcentrated and will remain so 
after the completion of the merger. 

The Internet combines three types of participants: end users, Intemet service 
providers (ISPs), and Internet backbone providers (IBPs). “End users send and receive 
information; ISPs allow end users to access Internet backbone networks; and BPs route 
traffic between ISPs and interconnect with other IBPs.””’ 

I O 9  Guidelines $53.0, 3.2. 

I ”  A “lateral” is the “fiber-optic facility used to connect a fiber-optic ring 10 a particular customer location.” TRRO, 
P.153,n.425. 

I“ UNE Fact Repoll 2004, at 111-16 [Footnotes omitted] Fulthermore, ‘‘[tlhe laterals themselves cost considerably 
less than the initial ring, because they can be buried just a few inches deep, rather than being laid in ducts.” Id. 
[Footnote omitted]. 

See Attachment 6 ,  Special Access While Paper, submitted to the U.S. Department of Justice, dated July 29,2M)5 

I” WoddCodMCI, 7143. 
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Although they compete for ISP customers and larger business users, IBPs must also 
interconnect to offer their own end users access to other users and to websites and other 
content available through other IF3Ps.’I4 Smaller IBPs pay other lBPs under “transit” 
agreements to carry their traffic, the amount depending upon the capacity of the connection. 
Traffic exchanged under the “peering” arrangements between larger, “Tier 1” Internet 
backbones, in contrast, is settlement-free; these networks do not charge each other for 
connectivity, but intermediate transit is not provided to non-Tier 1 IBPS.”~ 

Verizon is a vertically-integrated ISP that also provides Internet backbone services. 
Its Internet backbone is used to cany traffic ofVerizon’s own end-user customers; it does not 
provide transit services to other backbone providers.’16 Verizon purchases transit service 
from Qwest and Level 3.’” MCI is a Tier 1 Internet backbone service provider, but is not 
involved in the downstream retail broadband services 

In WorldCorn/MCZ, the FCC reviewed and approved a proposed divestiture of MCI’s 
Internet backbone negotiated by the Department of Justice with the merging parties. The 
relevant market for assessing the effects of the divestiture was Internet backbone services, 
and the relevant geographic market was the United States.Il9 

We accept the FCC’s relevant market findings in this review and conclude that the 
backbone market will remain competitive following the completion of this merger. 
Employing various metrics, applicants’ expert Dr. Kende showed that the post-merger 
market for Internet backbone will be highly unconcentrated. Revenue data indicates that 
MCI has a 9.1% market share while Verizon has a 5.2% share.’*’ Measured in terms of 
traffic volume, MCI has approximately 7.4% share of Internet traffic in North America, 

‘ I4 Id. atl144. 

I ”  Id. atY145. 

‘ I 6  Response of Verizon to the Commission’s May 5,2005 Initial Information and Document Request, In  the Marrer of 
Verizon Communrcations Ine and MCI, Inc. WC Docket No. 05-75 (FCC May 26, ZOOS), Response to Specification 
8.a.5. 

‘I’ Id. 

Reply Testimony of Lee L. Selwyn on Behalf of the Office of Ratepayer Advocates, In the Molter offhe Joint 
Adication o/Verizon Communications 1°C. and MCL Inc.. A. No. 05-04-020 (PUC April 21,2005) (“Selwvn Redv 
118 

‘ I g  Id. at7146. 

Declaration of Michael Kende, anached to In  the Matrer of Verizon Cornmunicarions Inc. and MCI, Inc. WC 
Docket No. 05-75 (F.C.C. May 24,2005) (“Kende Decl.”) at Annex A. 
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while Verizon has approximately 2% share.12' Thus, post-merger the combined firm would 
account for at most only 9.5% of the total Internet traffic in North America. The combined 
Verizon-MCI would rank as the fourth largest Internet backbone in terms oftraffic volume, 
with major competitors that include SBC-AT&T, Sprint, Level 3, Qwest, SAVVIS and 
A O L . l 2 '  Furthermore, a combined Verizon-MCI together with SBC-AT&T will still have 
approximately 28% of Internet traffic, while the top seven backbones would carry about 65% 
of total Internet traffic.123 Given these numbers, the combined Verizon-MCI would not have 
the market share necessary to successfully engage in anticompetitive activities in such an 
unconcentrated Internet backbone market.124 We similarly find that the market for ISP 
services is highly unconcentrated and will remain so post-merger. 

Nonetheless, several intervenors contend that combining Verizon with MCI, a Tier 
1 peering provider, will raise prices for IF'-based services'" or induce degraded ISP access 
to the Internet backbone. 126 For example, ORAcontends that after the merger, "Verizon will 
acquire the ability to access the Internet backbone on a peer-to-peer basis, and will avoid a 
significant cost that every other retuil ISP is forced to incur [sic]."127 ORA hypothesized 
that Verizon's "considerable cost advantages" relative to its rivals-principally the cable 
companies-would allow it to engage in a predatory price squeeze that could eventually force 
competitors out of the market altogether.12' However, ORA and the other intervenors do not 
explain how such an outcome is likely when both the Internet backbone and ISP markets are 
unconcentrated with low entry Furthermore, the intervenors do not explain the 
mechanism by which many ISPs successfully competed against MCI and other vertically 

I '  Reply Dcclaration of Michael Kcnde, anachcd 10 Joint Opposition of Vcnmn Communications Inc. and MCI. Inc. 
to Priiiions to Deny and Repl) to Commmts Rclbre the FCC. In the Uarrer ofi'eruon Commnunicononr /ne and A K I .  
hw WC Docket No 05-75 (F C C May 24.2005) ("Kcndc Rcply") at Y8 

:2 Id 

!! / , I  

Dr Kcnde al," puir.rvJ m t  ihar iornpetitian for hackhone senicc, IS ntcnsifying due to a number ufdifTcrcnt I?. 

fwtorc The) include the relati\cly Iuw cusl of fiber, routers and other hnpuu required to provide backbone services, 
.~lonl: with ihe amilahilii) o f  efficient intCrwnncclion paints with other networks. These nvnds h a c  placed downward 
pressure on nansit prices and total revenues in rhc lntemel backbone market Id at VIS-29. 

'' ~,, , l 'nlo/P,c-IY~,I  T&<omm. lnc r'b'ac-llhr '7, I5 

.?r /J 

' '  Selwyn Reply 'res1 ,ar IhU 

'18 

Scr Rett'fm ind Vita, Is 7hrrr  . Y h  Thinking on i'erecol hkr .gcrs~A ('ommenr. 63 Anllmst I..J. Y 17, 919 
I 1995)(wherc buih markets arc competirivr. "a unilaterd reduction by the integrnted firm would be offser fully by out 
cxpinsions on the pan ofnoninrrgratcd input supFlicrr '' 

23 



integrated firms when the market was considerably more concentrated than it is today. 

The hypothesized motivation for the surviving firm to predatorily degrade rivals’ ISP 
service is also unclear. As explained in a slightlydifferent context, a firm that raises arival’s 
costs may improve its competitive position relative to the victim, but dilute the qualityofits 
own product in doing so (e.g., by reducing connectivity), and thereby suffer relative to the 
many other suppliers that remain.”’ As discussed above, Dr. Kende reported that post- 
merger Verizon and MCI will have a combine share of Internet traffic of at most only 9.5 
percent. 

V. POST-MERGER TRANSACTIONS BETWEEN VERIZON AND NON- 
REGULATED AFFILIATES 

In this case, the Joint Applicants propose a merger of the parent companies of 
Verizon California and the MCI subsidiaries that provide service in California. Once the 
transaction is completed, the MCI subsidiaries in California will remain subsidiaries ofMCI, 
some which maynot be subject to CPUC jurisdiction. Furthermore, the Agreement does not 
call for the merger of any assets, operations, or facilities of the MCI subsidiaries with the 
assets, operations or facilities of any Verizon entity.”’ There are two concerns related to 
such an arrangement. 

First, we are concerned that this arrangement could produce incentives for the two 
“independent” entities to engage in anticompetitive cross-subsidization between the MCI 
subsidiaries that will not be regulated by the CPUC and their CPUC-regulated parent 
company, Verizon. An example of an anticompetitive cross-subsidization that could occur 
is one in which Verizon ratepayers end up paying for purchases made by MCI at inflated 
prices. We advise that the CPUC use its regulatory mandate to scrutinize post-merger 
transactions between Verizon’s regulated and non-regulated affiliates to make sure that such 
cross-subsidizations does not occur. 

Second, we find it difficult to understand how any post-merger efficiencies can be 
realized if the facilities of the two companies remain separate and operated independently, 
rather than being combined and their capacities maximized. 
structured, the only change that would result h m  this merger is that MCI profits that once 
would have gone to MCI shareholders would now go to Verizon shareholders. 

As this transaction is presently 

VI. CONCLUSION 

BambergerlCarlton Reply Decl. at 787. 

”‘ PUC Application at 10-1 1. 
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We find that the parties do not compete in any meaningful sense in the relevant 
markets for facilities-based mass market services and that the merger will not significantly 
increase concentration levels in the competitive market for Internet backbone services. In 
addition, we find that the merger will not adversely affect competition in the special access 
services market. We are, however, concerned that the merger, as structured, may not yield 
the kind of efficiencies that Venzon and MCI touts in their Joint Application, and that there 
may be incentives for the companies to engage in post-merger transactions harmful to 
ratepayers absent CPUC scrutiny. 
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505 VAN NESS AVENUE 

BERLMA W. GEE bwg@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
LEGAL DIVISION 
ROOM so40 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

DENIEL SEAMANS u06@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
EXECUTIVE DIVISION 
ROOM 5205 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

mailto:LAdocket@cpuc.ca.gov
mailto:Quyen.ToIand@doj.ca.gov
mailto:sap@cpuc.ca.gov
mailto:bwg@cpuc.ca.gov
mailto:u06@cpuc.ca.gov


GLEN WALKER gew@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
DIVISION OF ADMINISTRATIVE LAW JUDGES 
ROOM 5 106 
505 VAN NESS AVENUE 
S A N  FRANCISCO, CA 94102-3214 

JOY MORGENSTERN 
CALIF PUBLIC UTILITIES COMMISSION 
MARKET STRUCTURE BRANCH 
AREA 3-D 
SO5 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

KARL BEMESDERFER 
CALIF PUBLIC UTILITIES COMMISSION 
EXECUTIVE DIVISION 
ROOM 5304 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

KATHERINE S MOREHOUSE 
CALIF PUBLIC UTILITIES COMMISSION 
CARRIER BRANCH 
AREA 3-E 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

MARY EVANS 
CALIF PUBLIC UTILITIES COMMISSION 
PUBLIC ADVISOR OFFICE 
AREA 2-F 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

PETER HANSON 
CALIF PUBLIC UTILITIES COMMISSION 
EXECUTIVE DIVISION 
ROOM 4104 
505 VAN NESS AVENUE 
S A N F W C I S C O ,  CA 94102-3214 

j ym@cpuc.ca.gov 

kj b@cpuc.ca.gov 

ksm@cpuc.ca.gov 

mle@cpuc.ca.gov 

pgh@cpuc.ca.gov 

mailto:gew@cpuc.ca.gov
mailto:ym@cpuc.ca.gov
mailto:b@cpuc.ca.gov
mailto:ksm@cpuc.ca.gov
mailto:mle@cpuc.ca.gov
mailto:pgh@cpuc.ca.gov


PHILIP S. WEISMEHL psw@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
DIVISION OF ADMINISTRATIVE LAW JUDGES 
ROOM 5114 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

PHYLLIS R. WHITE prw@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
MARKET STRUCTURE BRANCH 
AREA 3-D 
505 VAN NESS AVENUE 
S A N  FRANCISCO, CA 94102-3214 

SIMM LITKOUHI sim@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
TELECOMMUNICATIONS & CONSUMER 
ISSUES BRA 
ROOM 4101 
505 VAN NESS AVENUE 
SAN FRANCISCO, CA 94102-3214 

TIMOTHY J. SULLIVAN tjs@cpuc.ca.gov 
CALIF PUBLIC UTILITIES COMMISSION 
EXECUTIVE DIVISION 
ROOM 5204 
505 VAN NESS AVENLTE 
SAN FRANCISCO, CA 94102-3214 

10 

mailto:psw@cpuc.ca.gov
mailto:prw@cpuc.ca.gov
mailto:sim@cpuc.ca.gov
mailto:tjs@cpuc.ca.gov

