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delayed or lower quality and less innovative equipment would be developed for them. In either
case, the ability of Sprint to act as a competitive constraint on the behavior of AT&T and
Verizon would be reduced. This makes it less likely that any AT&T cost-reductions would be

passed on to consumers.

113.  The collective market share of the carriers other than Verizon and AT&T would
fall by almost one-third as a result of the merger, from 36% before the merger down to 24% after
the merger. Absent the merger, there would be demand by these carriers for innovative handsets
and other new equipment to compete with AT&T’s offerings. 1% After the merger, that demand
would be reduced as T-Mobile used AT&T equipment and infrastructure. Without T-Mobile as
a purchaser, the manufacturers of these new models may lose critical mass and, therefore, may

be less likely to offer innovative products that Sprint and others can use to compete with AT&T.
D. Impact on Network Effects and Innovation Competition

114. The wireless market is subject to very significant economies of scale in
production. Provision of wireless service involves high capital costs and low marginal costs.
Sprint and T-Mobile today already are competitively disadvantaged by these economies of scale.

These disadvantages are particularly significant for dynamic competition and innovation.

115. AT&T and Verizon today account for a disproportionate share of wireless profits,
partly as a result of the scale economies. Although Verizon and AT&T together serve about

64% of overall wireless subscribers, they account for about 79% of operating proﬁts.]m These

1% Adib Decl. 9 16-17.

7 i ¥ %
e Based on data compiled from wireless carrier annual reports, 10-Ks, and press releases.
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higher profits provide earnings with which to invest in network infrastructure, handset exclusives,

and other investments, thus limiting the need to obtain funds from the external capital market.

116.  The ability to finance internally reduces a firm’s effective cost of investment. As
discussed in the economic literature, imperfectly informed lenders concerned about borrowers’
adverse selection and adverse incentives (moral hazard) have the incentive to limit their
willingness to finance investment with debt finance, either by increasing the cost of such loans or
denying credit.'® This leads firms to utilize more internal funds to finance new capital
investment. If a firm is forced to rely too heavily on outside funds, the result is more limited
borrowing capacity and/or higher costs of borrowed funds. The firm also may be forced to hold

more cash to deal with potential delays in financing.

117. These financing constraints can be significant. For example, Moody’s credit
rating for Sprint is Ba3 versus an A2 rating for AT&T and an A3 rating for Verizon.'” Sprint’s
ratio of EBITDA to its interest expense (4.0) is much lower than those of AT&T (13.0) and
Verizon (12.3), indicating greater default risk.''” As a result, AT&T and Verizon have much

lower interest rates on their intermediate debt, 3.8% and 3.9%, respectively, versus 6.2% for

ok See, e.g., Joseph E. Stiglitz and Andrew Weiss, “Credit Rationing in Markets with

Imperfect Information,” 71 AMERICAN ECONOMIC REVIEW 393 (1981); see also Stewart C.

Myers and N. Majluf, “Corporate Financing And Investment Decisions When Firms Have
Information That Investors Do Not Have,” 13 JOURNAL OF FINANCIAL EcoNOMICS 187 (1984).

In his Declaration, Sprint Treasurer Gregory D. Block notes that “Sprint is far more constrained
than AT&T and Verizon in its ability to use internal funds because of its lower relative cash-flow
generation. Since AT&T and Verizon generate a disproportionately greater amount of internal
funds than Sprint, Sprint has to rely more on external financing for capital expenditures and
innovation investments.” Declaration of Gregory D. Block, Attachment [ 9 3-4 (“Block Decl.”).

L Block Decl. § 4.
110 1d
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thus increase the already disproportionate ability of the two ILECs to invest in exclusive handset

contracts and spectrum.'"’

119.  This dynamic process has always placed pressure on Sprint to maintain the pace
of innovation and new capital investment at a rate that enables them to match or exceed AT&T’s
and Verizon’s investment in new technologies that offer innovative wireless features and
functions. Sprint has compensated for these disadvantages by maintaining a culture of
innovation. Sprint’s innovations include having the first all-digital voice network, the first
nationwide 3G network, the first 4G network from a national carrier, and the first unlimited 4G

plan, even as it has relied on more expensive external financing.

120.  The impact of the financing dynamic has been very striking. The EBITDA for
AT&T and Verizon was 79% of industry EBITDA in 2010, versus 52% in 2005. AT&T and
Verizon’s combined spending on capital expenditures and spectrum since 2008 were

$42.8 billion vs. $14.5 billion for Sprint and T-Mobile.''®

121.  This analysis should not be interpreted to suggest that the wireless market is a
natural duopoly, or even a natural monopoly. To the contrary, the primary vehicle for the growth

of Verizon and AT&T, both in wireless and wireline, has been mergers. The current AT&T is a

. This cycle is described in greater detail in the Block Declaration. Block notes in

particular that “[a] lower market share would likely lead to decreased revenues and a decline in
our internal funds for investment. This would increase Sprint’s reliance on external capital
sources. A greater reliance on external funding would increase Sprint’s borrowing costs, expose
it to deeper market volatility, and reduce its ability to finance capital expenditures and
innovations to maintain its national network.” /d.

"1 US Wireless 411, UBS Investment Research at 36, 41 (Mar. 30, 2011); see also US
Wireless 411, UBS Investment Research at 49 (Nov. 30, 2006). Cited only for purposes of this
factual statement. Sprint disclaims and does not endorse or adopt said report, including any
statements, opinions or analysis therein.
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result of numerous asset consolidations. It consists of the wireless assets of Comcast Cellular
(1999), Ameritech (1999), the old AT&T Wireless entity (2004), the Cingular assets (2006),
Dobson Communications (2007), Edge (2008), and Centennial (2009).”? Verizon Wireless is
composed of assets from Bell Atlantic, combined with NYNEX (1995), Vodafone (2000),

GTE (2000), and ALLTEL (2009).''®

122.  AT&T’s acquisition of T-Mobile would exacerbate the financing asymmetries
and the resulting network effects. The share of wireless industry operating profits accounted for
by AT&T and Verizon would rise from 79% to 88%.""" When this effect is added to the impact
of the higher costs and other disadvantages that the acquisition likely would impose on Sprint
and the regional fringe carriers, the merger could tip today’s market from one in which Verizon
and AT&T are constrained to some extent by two smaller national competitors to one where an
ILEC duopoly is substantially less constrained by one — now marginalized — national competitor.

That outcome is likely to lead to reduced innovation as well as higher prices.

H The dates for the various mergers that created the current AT&T can be found under

M&A/Private Placements in CapitallQ. Until 2005, Cingular was a joint venture between
BellSouth and SBC. SBC acquired BellSouth in 2005. SBC changed its name to AT&T after
acquiring the original AT&T in 2005.

L Investor Relations, Company Info, Company Profile, Corporate History, The History of

Verizon Communications, Verizon, available at. <http://www22.verizon.com/investor/
corporatehistory.htm> (last visited May 29, 2011). Of course, several of these acquisitions also
substantially expanded the local exchange footprint of AT&T and Verizon. Thus, the current
AT&T grew by merger to include the local exchange assets of the one-time stand-alone LECs
BellSouth, SBC, Ameritech, the old AT&T, and Centennial. Verizon’s local exchange footprint
grew by merger to include the local exchange assets of NYNEX, Bell Atlantic, and GTE in
particular. Thus, these mergers provided by AT&T and Verizon with a broader scope to use
special access and channel termination rates that now allow them to disadvantage their wireless
rivals.

e These figures are based on data compiled from wireless carrier annual reports, 10-Ks, and

press releases.
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exchange access to their switched wireline networks. "2 Sprint and the fringe carriers also lack
scale economies and face higher financing costs. Moreover, the merger would have various
exclusionary effects on these carriers regarding roaming and backhaul costs, bidding for handsets,
and purchasing infrastructure equipment and technology for new spectrum. The result of these
exclusionary effects would be to entrench and expand the ILECs’ current advantages. As a result,

Sprint would be less likely to constrain AT&T’s post-merger price increases.
C. Insufficient Competitive Constraints from the Regional Fringe Competitors

134.  The regional competitors also would be unlikely to constrain the post-merger
price increases by AT&T for postpaid retail service and corporate and governmental accounts,'*
Each has limited coverage and higher costs. MetroPCS and Leap focus on a significantly
differentiated prepaid product rather than the postpaid service that is the focus of AT&T and
T-Mobile."** Sprint does not take account of the pricing of the regional carriers in setting its own
prices. '*> We also understand that the regional carriers rarely participate in the
corporate/governmental account market. The merger also would lead to further cost increases

and reduced access to new technologies for these carriers.

135.  According to AT&T, the fringe firms are a major constraint on its behavior.

AT&T claims that “other providers already fill — or could easily move to fill — the competitive

i Wireline access charges are regulated, but they still place Sprint and the other carriers at a

cost disadvantage. Sprint has estimated that these fees far exceed the ILECs’ costs. AT&T and
Verizon subscribers roam less and these carriers pay much of their own special access and
wireline access costs to themselves. See Schieber Decl. 9 5, 10, 13.

3 Carney Decl. 99 8-11.
led MetroPCS 2010 10-K at 6. Leap Wireless 2010 10-K at 2.
143 Souder Decl. § 6.
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role T-Mobile USA occupies today.”'*® AT&T’s claims substantially overstate the competitive
significance of MetroPCS, Leap, and other carriers. MetroPCS and Leap have historically
offered only prepaid service and would face significant impediments to offering postpaid service.
For example, entry would require development of systems for performing credit checks.
Moreover, these carriers would need to obtain access to the wide range of smartphones that

postpaid subscribers demand, access that they do not have currently.

136. The fringe collectively is very small. At the end of 2010, MetroPCS, US Cellular,
and Leap together had only about 60% of the number of subscribers served by T-Mobile.'*” The
regional firms also have licenses that cover a substantially smaller percentage of the U.S.
population than the four national carriers and some have built facilities that cover far smaller
percentages of the populations that they are licensed to serve. For example, T-Mobile has
licenses that cover a population of 289 million, which is well over twice the licensed population
of 124 million covered by MetroPCS, the regional carrier with the next largest coverage.
Moreover, the network of MetroPCS covers only 105 million subscribers.'*® One implication of
this is that the regional carriers are far more dependent on roaming than are the national carriers.
Indeed, in his earlier Declaration for Verizon, Professor Carlton also suggested that carriers with

less extensive geographic networks face market disadvantages.'*’ The regional carriers also lack

o Application at 70.

4y See Table 2.

i US Wireless 411, UBS Investment Research at 11-12 (Mar. 30, 2011). Cited only for
purposes of this factual statement. Sprint disclaims and does not endorse or adopt said report,
including any statements, opinions or analysis therein.
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valuable national brand names." Finally the fringe lacks a track record of repositioning that
would provide assurance that they would become effective competitive constraints after the

merger in the postpaid and corporate and governmental account markets. "'

137.  MetroPCS has recently begun to offer prepaid 4G service with smartphones.
However, MetroPCS offers Long Term Evolution (“LTE”) coverage in only 14 cities.'*
MetroPCS noted in its latest annual report that it may not be able to increase its 4G offerings
beyond those 14 markets.'”® Further, because of its limited spectrum, MetroPCS’s LTE service
offers speeds comparable to 3G service rather than true 4G service."** In addition, MetroPCS
lacks nationwide coverage, which is desired by customers, and so must rely heavily on roaming
relationships. Outside of its home area, its package of features is severely degraded.'”® Finally,

its handsets are expensive and inferior to those of T-Mobile."®

149" Carlton ALLTEL Decl. 35 (“...firms with more extensive geographic networks have

achieved more rapid growth than regional firms, presumably a reflection of their ability to better
realize efficiencies and to provide higher quality services”).

== See Declaration of Dennis W. Carlton and Hal S. Sider, attached to Joint Applications of

MCI WorldCom, Inc., and Sprint Corporation for Consent to Transfer Control, CC Docket
99-333, 910 (Feb. 18, 2000) (discussing the importance of brand names).

g Guidelines at 28.

e See MetroPCS Coverage Map, available at: <http://www.metropcs.com/coverage/> (last

visited May 19, 2011).
153 MetroPCS 2010 10-K at 37.

138 Mike Dano, MetroPCS to skip 3G with LTE rollout?, FIERCEWIRELESS (Aug. 3, 2010),
available at: <http://www fiercewireless.com/story/metropcs-skip-3g-lte-rollout/2010-08-03>.

vad In its “Extended Home Areas,” web surfing and email only are “available in some areas.”

Coverage, Coverage Map, MetroPCS, available at: <http://www.metropcs.com/coverage/> (last
visited May 12, 2011). In significant geographic areas, only “TravelTalk™ services are available
at an additional roaming charge of $0.19 per minute. MetroPCS also offers 30-minute
TravelTalk roaming bundles for an additional $5 per month, but these allow only 30 minutes of
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from 1.6% to 1.9% during the same period. Of course, it is easier for carriers to achieve
double-digit growth when their initial market shares are so low. Moreover, US Cellular’s market

share actually fell from 2.4% to 2.1%.

140. At the same time, AT&T argues that despite T-Mobile’s larger market share,
AT&T does not “focus” on T-Mobile. According to AT&T, this is because T-Mobile mainly
competes on price and does not have a “strong differentiating network claim,” and because
T-Mobile does not win customers “away from AT&T on a net basis.”'®" However, the fact that
T-Mobile is not highly differentiated and its wins from AT&T do not exceed its losses to AT&T
fails to show that T-Mobile is a more distant competitor of AT&T than the fringe carriers. Nor
does a lack of wins on net basis show that the diversion ratio between AT&T and T-Mobile is

low.
D. Insufficient Competitive Constraints from Verizon

141. Italso is unlikely that competition from Verizon would prevent the exercise of
market power by AT&T. Verizon would lack the incentive to constrain AT&T, and vice versa.
As discussed in more detail in the section on coordinated effects, Verizon and AT&T are
similarly situated wireless competitors, relative to Sprint and T-Mobile. Both firms have
common interests. First, they both have very high market shares. They also have high prices
and high margins that they would like to protect. Second, as ILECs, they lack the incentive to
encourage consumers to “cut the cord.” Third, they are dependent on one another for backhaul

outside of their home regions, a mutual threat that can facilitate coordination. Thus, it likely

181" Id. 9 27 (emphasis supplied).
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1. Diversion Ratios

153.  Professor Carlton provides no empirical evidence to support his implicit claim
that the diversion ratios between AT&T and T-Mobile are low.'”* For example, AT&T does not
provide AT&T/T-Mobile win/loss data from surveys, porting data, or other quantitative
indicators of diversion.'”” In the absence of these data, we have estimated proportional diversion
ratios based on the all-wireless market shares. Under the assumption that total subscribership is
not affected by the change in the price of one carrier, and thus that all the customers lost by the
merging firm when they increase price would be recaptured by other carriers, the proportional
diversion ratios are 34.6% from T-Mobile to AT&T and 16.3% from AT&T to T-Mobile.'”® If
we were to assume instead that some percentage of the subscribers lost by the merging firm
when it raises price would cease purchasing wireless service altogether, rather than substitute to
(and be recaptured by) another carrier, the diversion ratios would be reduced by that percentage.
In this initial analysis, we estimate the GUPPIs for a range of recapture rates: 100%, 80%, and

60%. The resulting proportional diversion ratios are summarized in Table 7.

174 Carlton Decl. § 145 (“[CJoncems about unilateral effects are greatest when the merging

firms produce products that are close substitutes. However, the differences in subscriber
characteristics . . . indicate that AT&T and T-Mobile USA are not especially close

substitutes . . ..").

i We expect that AT&T has such information. [begin highly confidential information|
* [end highly confidential information] In his work for
Verizon on the ALLTEL acquisition, Professor Carton engaged in diversion analysis based on
porting data. Carlton ALLTEL Decl. 443, Table 1.

176 Using the market shares of 30.7% for AT&T and 11.3% for T-Mobile, the T-Mobile
diversion ratio to AT&T would be DR = 30.7/(100-11.3) = 34.6%. The AT&T diversion ratio to
T-Mobile would be DR = 11.3/(100-30.7) = 16.3%.
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