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Pursuant to the Notice Soliciting Comments, the Consumer Federation of America
(CFA),* Consumers Union (CU)? and the New York Public Interest Research Group
(NYPIRG)? (hereafter Consumer Commenters) respectfully submit these comments dealing
with the proposed merger of Verizon and MCI. The merger parties have asked the Public
Service Commission (“PSC” or “Commission”) to disclaim jurisdiction or approved the
merger without athorough review. Consumer Commenters vigorously oppose such action
and call on the Commission to give this merger close scrutiny because it will have a
devastating impact on consumers of telecommunications servicesin New York.

The proposed mergers of dominant Bell operating companies and their largest
wireline telephone competitors (Verizon-MCl and SBC-AT& T) pending before the
Commission will have profoundly anticompetitive effects across the full range of product
and geographic markets touched by the merging parties. Consumer Commenters believe
not only should the Commission assert jurisdiction over the Verizon-M Cl merger, but if not
rejected or dramatically atered, this mergers could set the marketplace back to aworld
more akin to deregulated monopoly than competition.

The Commission has two mergers pending simultaneously that will dramatically
alter the overall competitive structure of the industry, removing the two largest non-Bell
companies from the marketplace at virtually the sametime. It simply cannot ignore the
combined impact of the mergers, which involve the four largest firmsin the industry in the
state. With the largest incumbent local exchange carriers (ILECs) who are also the largest
wireless carriers acquiring the largest competing local exchange companies (CLECSs) who

are simultaneously the largest interexchange carriers (1XCs), we are witnessing the ultimate



demise of the consumers’ hope for more and more choices and lower pricesfor local, long
distance, wireless, and the new Internet-based services entering the market.
PromoTiNG COMPETITION
TheVerizon-MCI Merger

Verizon isthe dominant local exchange carrier in its hometerritory by far. Itisalso
the number one long distance carrier and wireless service provider in most of its markets.
MCI isthe number one or two competitive local exchange carrier in most of Verizon's
service territory. Itisthe second largest unaffiliated long distance company and one of the
largest Internet backbone providers.

While MCI had reduced itsemphasisin itslocal residential business based on
unbundled network element platform (UNE-P) after the FCC decision to eliminate this
platform for competition, it still retains millions of customers throughout Verizon's service

areas.

MCI pressed it role in the enterprise Vol P market, * claiming an advanced
VolPservice.

MCI isuniquely positioned to enable the cable industry to rapidly enter the
advanced tel ephony market.

MCI has the most connected farthest-reaching I P network in the world based
on number of company owned POPs,

MCI has one of the largest local footprints outside of the ILECs.

MCI isone of the nation’s largest long distance providers.

MCI iswidely recognized in Vol P services.®

While it was emphasizing business market services, it MCI had

entered into a multi-year, multi-million dollar agreement with Time Warner
Cable to provide consumers with next-generation voice-over-1P (Vol P)
communications services utilizing MCI’s global voice and data network.

Asaresult of the services provided by MCI under the terms of the



agreement, Time Warner Cable will be ableto deploy itsresidential Internet

protocol (“1P”) voice service, Digital Phone, nationwide. In addition to

providing local points of interconnection to terminate | P voice traffic to the

public switched tel ephone network, MCI will al'so deliver enhanced 9-1-1

service, local number portability aswell as manage network integration and

electronic bonding of both companies’ order entry systems.®

MCI played akey “maverick” rolein theindustry for decades. Not only did it break
open the long distance monopoly for residential customers, but it also pioneered local
competition in New York and elsewhere. Because of MCI’s competitive leadership,
incumbents and competitors are able to offer a uniform package across alarge number of
markets. MCI initiated the process with its “ Neighborhood” program and other companies
have followed suit. The ILECs have been forced to match the offers and the resulting
consumer savings are totaling huge sums.

Because the state of competition is so important to the policy analysis, CFA
developed a multifaceted approach to analyzing local competition including three
characteristics — intensity, extensiveness and balance (see Exhibit 1). The intensity of
competition is defined as the percentage of residential customers who have switched local
carriers. Two factors are used in determining the extensiveness of competition. Thefirstis
determining the percentage of zip codesin which there are no CLECs. Thisindicatesthe
lack of geographic spread of competition. On the other side, the percentage of zip codes
with six or more CLECs indicates the availability of competition. The Department of
Justice defines a market with 6 or more equal-sized competitors as moderately

concentrated.

Thethird factor is balance. Balanceis calculated as the ratio of residential to



EXHIBIT 1: COMPETITION IN THE LOCAL TELEPHONE MARKET

STATE INTENSITY EXTENSIVENESS BALANCE
CLEC RES NO CLECS 6 OR CLECS RES RATIO
MKT SHARE IN ZIP CODE IN ZIP CODE CLEC%/ILEC%
% RANK % RANK % RANK  RATIO RANK

New York 23.6 1 5.0 7 526 2 0.93 7

Rhode Island 21.2 2 2.8 5 0.0 34 0.97 6

Michigan 20.6 3 8.8 10 396 8 0.99 5

Illinois 19.2 4 32.6 27 22.8 13 1.04 2

Nebraska 16.7 5 66.9 38 0.0 38 0.93 8

Kansas 14.6 6 58.6 36 0.9 33 0.82 12
lowa 14.3 7 36.3 30 0.0 35 1.10 1

Massachusetts 134 8 1.0 1 415 6 0.77 13
Colorado 13.3 9 26.4 20 19.2 20 0.84 9

Utah 13.1 10 32.3 26 109 25 0.83 10
Virginia 13.0 11 21.9 17 21.7 15 1.00 4

District of Columbia 12.6 12 11.1 12 444 4 0.76 14
Texas 12.4 13 17.9 15 473 3 0.70 23
Georgia 11.6 14 23.5 19 415 7 0.74 16
New Hampshire 114 15 3.2 6 1.4 32 0.74 17
Minnesota 11.1 16 33.7 28 8.8 26 0.59 32
Pennsylvania 10.7 17 19.5 16 289 11 0.61 30
Wisconsin 10.0 18 355 29 35 29 0.72 20
Arizona 8.9 19 27.5 22 289 12 0.71 22
New Jersey 8.6 20 1.5 3 417 5 0.83 11
California 8.3 21 10.1 11 373 9 0.72 21
Florida 7.7 22 6.7 8 609 1 0.58 33
Oklahoma 6.9 23 56.9 35 8.3 28 0.61 31
Arkansas 6.9 24 61.1 37 0.0 37 0.64 28
Ohio 6.9 25 30.0 25 19.3 18 0.73 18
Missouri 6.8 26 48.8 34 11.0 24 0.67 25
Washington 6.2 27 29.8 24 21.8 14 0.58 34
Oregon 5.9 28 17.4 13 2.1 30 0.67 26
Louisiana 57 29 26.8 21 209 17 0.75 15
Maryland 5.6 30 1.6 4 31.7 10 0.73 19
Mississippi 5.6 31 8.0 9 1.6 31 1.01 3

Indiana 5.4 32 39.8 32 0.0 36 0.70 24
Alabama 5.0 33 36.9 31 8.4 27 0.63 29
Connecticut 49 34 1.1 2 21.0 16 0.49 35
Nevada 3.7 35 22.4 18 11.2 23 0.32 37
South Carolina 3.2 36 29.0 23 175 21 0.45 36
Tennessee 3.1 37 42.2 33 16.3 22 0.31 38
Kentucky 2.9 38 79.1 39 0.0 39 0.67 27
North Carolina 2.2 39 17.7 14 19.2 19 0.27 39

SOURCE: Industry Analysis Division, Local Telephone Competition: Status as of December 31, 2002
(Federal Communications Commission, June 2003)



business customers for the competitors compared to the ratio for the incumbents. If the
CLECs are disproportionately attracting business customers, that would be amajor concern
for residential competition. Although business customers were theinitial targets, as UNE
prices have come down, balance hasimproved.

New York serves as agood example of what happens when local markets are
genuinely opened to competition. Consumersin the Empire State have switched
companiesin droves (2.7 million local and over 1.5 million long distance) since the start of
true competition. Companies have engaged in “tit-for-tat” competition, matching each
other’s price and service offers. Asaresult, pricesfor both local and long distance service
have dropped substantially (approximately 20 percent for those who shop).” Innovative
new products, like flat rate service in markets where it had not previously been offered
immediately materialized. Later, competition around large “bundles’ of services
developed.

Overall, New York presents agood standard by which to judge the quality of
competition. The New York marketplace ranks high on all three characteristics that taken
together help determine the competitive nature of the market. CFA supported the early
New York model for opening competition because it was consumer-friendly and CFA
hoped that it would serve as the basis for other state models® Thisis the competition that
isthreatened by the merger.

Over the years since the passage of the Telecommunications Act of 1996, MCI and
AT& T have pursued various approaches to delivering telecommunications products to

consumers, including fixed and mobile wireless, cable, resale, UNE-P and facilities based



entry. They arethe largest current and potential competitors to the Bell operating
companies. The foreclosure of the UNE-P approach is recent and the entire CLEC industry
is developing alternative models. The elimination of the largest competitors will be a
severe blow to the competitive fabric of the telecommunications industry.

The Commission must also evaluate the Verizon-MCl merger in the context of the
possibility that AT& T will become a much less vigorous competitor in New York as aresult
of itsacquisition by SBC, because of the well-documented tendency of the Bell Operating
Companiesto defend their home service areas as fortress regions and avoid head-to-head
competition whenever possible.

The SBC-AT& T Merger

SBC isthe dominant local exchange carrier in its home territory by far. It isalso the
number one long distance carrier and wireless service provider in most of its markets.
AT&T isthe number one or two competitive local exchange carrier in most of SBC ‘s
serviceterritory. Itisthelargest unaffiliated long distance company.

Applicants claim the proposed merger will not and cannot hurt mass market
competition. To support this far reaching assertion, applicants cite AT& T’ s decision, prior
to the merger, to unilaterally cease any efforts to market services actively to the mass
market, and thus, absent the merger, AT& T would not be in head to head competition with
SBC in the mass market.

Thereisno dispute that the FCC’s recent Triennial Review Order, fully supported
by SBC, drove AT& T, MCI and other CLECs from serving the residential mass market

through the UNE-P platform, but they were migrating to other technol ogies.



While AT& T had declared itsintention to phase out its local business based on
unbundled network element platform UNE-P) after the FCC decision to eliminate this
avenue to competition, it still retains millions of customers throughout SBC'’s service areas.
It had also declared itsintention to continue to compete in the market relying on voice over
Internet protocol (VolP). Because of the FCC’'sdecision to raise UNE-P prices, AT& T had
raised its prices, but it switched to Vol P, which is alower cost technology that would have
alleviated those price pressures. In other words, AT& T had set out on a strategy to remain a
viable competitor, a strategy that is cut short by thismerger. Verizon listsAT&T asa
competitor for local residential serviceinits application.®

Infact, AT&T has hardly withdrawn itself from competing for residential mass
market customers. In the face of steep increasesin UNE prices, AT& T turned to the Vol P
market as amore profitable method of reaching mass market customers.’® AT& T became
an aggressive player in the Vol P market, aiming to become the nation’s * premier provider”
of competitive Vol P calling plans. AT& T set agoal of winning 1 million business and
residentia Vol P customers by the end of 2005, according to company officials. > Within a
few months of the initial roll out of its Vol P offering, and shortly after the FCC's TRO
decision, the company engaged in aggressive price cutting of its“ CallVantage” plan.:?
AT&T continues to sell local phone service, including Vol P over its website, https.//

www.callvantage.att.com. Proprietary evidenceintroduced by consumer intervenersin the

Californiamerger approval proceeding supportsAT& T’ s strong presence in the Vol P
market.

Eliminating AT& T CallVantage as a competitive threat may have been afactor in



SBC'sacquisition of AT&T. WhileAT& T, AOL and others compete in the Vol P market,
SBC is struggling to introduce a consumer market Vol P offering.> Buying up an
established Vol P competitor makes sense for SBC. Speaking at the American Enterprise
Institute last month, AT& T Chairman and CEO David Dorman noted that “AT&T'’s
residential Voice over Internet Protocol (VolP) service, AT& T Call Vantage, would remain
an important component of the combined AT& T-SBC consumer bundle.”®

For New York, the problem of the SBC-AT&T is not the merger of competitors,
since SBC has simply not tried very hard to compete out of region (see Exhibit 2). The
problem isthe change in incentives that will drive AT& T's behavior. Indeed, the fact that
SBC has not been an aggressive out-of-region is the problem. One can only expect that
AT&T will becomeinfected with SBC’'s competitive timidity. The AT& T assetswill be
used to reinforce the in-region market power of SBC that compete out of region.
THE END oF COMPETITION IN LocAL MARKETS

The wave of proposed mergersin the telecommunicationsindustry — SBC
attempting to gobble up AT& T, and Verizon trying to swallow MCI — mark the ultimate
demise of the eraduring which consumers were led to expect more and more choices and
lower pricesfor local, long distance, wireless, and the new Internet-based services
exploding on the market. The Commission cannot bury its head in the sand and ignore the
fundamental impact of these simultaneous mergers on the industry.

The simultaneity of the proposed mergersisreinforced by the similarity of the
arguments and flawsin the applications. In their statements and filings, the merging parties

fantasize about intermodal competition and present nationwide data that purports to show



EXHIBIT 2: THE PERSISTENT PATTERN OF AVOIDING HEAD-TO-HEAD
COMPETITION BY THE REGIONAL BELL OPERATING COMPANIES
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that telecommunications markets are not highly competitive. This approach to market
anaysisissimply wrong. Telecommunications markets are still essentially local markets.
In order to provide telecommunications services, one must have alast mile technology to
distribute the service to the consumer and a middle mile medium to aggregate traffic and
deliver it to large national and international communications and Internet networks. These
last- and middle-mile facilities are the bottlenecks through which all telecommunications
must flow.

These are the bottlenecks that the incumbent local exchange carriers (ILECs) like
Verizon and SBC leveraged to maintain their market power over customers. These arethe
bottlenecks that competitive local exchange carriers (CLECs), AT& T and MCI foremost
among them, were trying to break down. When the analysis moves from this macro-level
to take amore granular view of real product and geographic markets, the impact of the
merger becomes even uglier from the consumer point of view.

The finding that local markets were open to competition in Section 271
proceedings, which allowed the Bell operating companiesto re-enter the in-region long
distance business, was based upon the availability of unbundled network element platforms
(UNE-P). UNE-P accounted for the vast majority of residential consumers who had
switched to competitors. With the removal of UNE-P and the refusal of Bell operating
companies to provide accessto the local network in amanner that makes electronic
aggregation of loopsin central offices available, the Commission should conclude that
local markets are no longer open to competition.

These two proposed mergers represent a double dose of anticompetitive chutzpah
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that spells disaster for consumers.

e Within their regional market, first the Bells made life so miserable for
competitors that they go into bankruptcy or throw up the handsin
despair. Then the Bells say they should be allowed to buy up their
largest local competitors, because they really aren’t very good current or
potential competitors.

e When competing head-to-head with other companies outside their
region, the Bells flip the argument around, with the same unfortunate
result for consumers. In order to secure approval of their previous
mergers, which eliminated potential out of region competitors, the Bells
promised to compete out of their home regions markets, but they did not
try very hard and have not done very well. So the Bells say, since we
cannot be considered really good competitors now or in the future, we
should be alowed to buy up the companies we were supposed to
compete with.

The failure of competition becomes an excuse for the further re-consolidation and
re-integration of the market, which eliminates the vestiges of competition and makes new
entry into the market more difficult.

THE CURRENT STATE OF COMPETITION

The basic dynamics of acompetitive marketplaceisclear in theory. When
companies vigorously compete against one another, they have incentivesto beat the
competition through lower prices and are driven to make the investments necessary to
improve quality or develop new services. The market forces firmsto invest and price
aggressively, for fear of falling behind. Vigorous competition ensuresthat we all pay fair
prices for the goods and services we enjoy. Unfortunately, the telecommunications

marketplace is anything but competitive.

Rather than competing with one another for each customer, the telecom giants got
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bigger by merging with one another, resulting in less and less competition. Asthese large
companies acquired alarger and larger footprint, it became harder and harder for new
entrantsto gain atoehold in the market. Today, the result is a concentrated market that is
far from the economic vision of vigorous competition. And the proposed SBC-AT& T and
Verizon-MCIl mergers, if approved, will be the final nailsin the coffin of the local
competition experiment the Congress launched with the passage of the 1996 Telecom Act.
Wireline Services

L ocal Competing local exchange carriers or CLECs were supposed to bring
competition to the marketplace after passage of the 1996 Act. But SBC and Verizon
litigated, stymied, and strangled local voice competition until it has amost completely
withered. Asaresult, the CLECs that were supposed to offer so much competition to the
dominating Bells are dying in droves.!” Born asloca monopolies, the Bell companies have
remained anti-competitive to the core. Once the 1996 Act was signed into law, the Bell
companies immediately set out to bulk up their local monopolies into regional monopolies
through mergers and acquisitions. In the end, they never competed in one another’s regions
as envisioned by Congress, and they never fulfilled the promises they made during their
pervious mergers. Thiswill only get worse if these mergers are approved.

Longdistance. SBC and Verizon have run abrutal bait-and-switch game with long
distance service. After having been allowed to re-enter the long-distance market because
policymakers determined local markets were open — afinding that was overwhelmingly
based on the availability of UNE-Ps —they launched a vigorous campaign to eliminate the

availability of UNE-Ps. SBC and Verizon’s gambit was a success and, as expected, the
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competition is drying up.
Voiceover Internet Protocol/Broadband.

SBC and Verizon often point to new technologies, such asVoice over Internet
Protocol (VolP) asthe source of the supposedly great level of competition, but these are
actually quite limited. Given that 70 percent of households don’t have broadband service
and, therefore, cannot take advantage of Vol P calling,*® Vol Pis not yet an effective
competitor to the traditional wired phone service. And Vol P has other problems. Vol P does
not havereliable 911 service. It does not work when the power goes out. Even worse,
SBC, isblocking access from Vol P providers to enhanced 911 networks.

Making matters worse, SBC and Verizon (as well as Bell South) also use an anti-
competitive bundling tactic to ensure that Vol P can never effectively compete with their
basic local voice services. Neither Verizon nor SBC will sell aconsumer DSL on a stand-
alone basis, what is known as “naked” DSL. Both force consumersto buy their voice
servicein order to get aDSL line. So a consumer who wants to buy Vol P from a
competitor hasto pay for local service twice.

In March 2005, the New York Times reported on the problems of bundling DSL with
local wireline phone service, citing numerous examples of DSL customers..., who rely on
wireless phones for normal calling, never using the wireline phone that he pays $360 a year
to keep connected. Heis not alone—there are thousands more who, like him, “have to pay
for aservice I’m never using.”*® Tacking on local phone serviceto aDSL hill raisesthe
monthly price from $20-$40 (which are often only for alimited trial period and for those

willing to sign aone-year contract) to $50-80 (See Exhibit 3). This practice mirrors cable,
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EXHIBIT 3: LOWEST PRICED ALTERNATIVESFOR TELEPHONE
SERVICE
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which sells broadband for $40-60, so long as you purchase its television service bringing
your total to $80-100 every month. Both telephone companies and cable operators force
consumers to buy bundles of services—to pay twice — if they want to purchase Vol P service
from a competitor.

Wireless

Two critical factors limit the ability of wireless servicesto effectively compete with
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traditional services. First, even with abig bucket of minutes, wireless costs about ten cents
aminute for the typical pattern of use of local calls—five times as much, on a per-minute
basis, aslocal flat-rate dialtone, which isthe staple of local service. Wirelessisalso less
reliable than wireline and has limited access to the 911 system. Second, Cingular and
Verizon Wireless, the nation’s two largest cell phone companies, are owned by two large
Bells— SBC (with BellSouth) and Verizon, respectively — and, therefore, have little
incentive to compete with their own wireline affiliates. Through mergers and acquisitions,
aswell astheir brand name prominence, SBC and Verizon are each the leading wireless
supplier within their respective local market.?
Community Broadband I nternet Providers

Communities not well-served by telephone companies and cable operators should
be able to deploy their own digital infrastructure. Many communities have only asingle
broadband provider or acable or telephone company duopoly. Inthese communities, rates
remain high and service remains poor. Asthe market becomes more concentrated, the
threat of municipal entry becomes necessary to promote competitive services such as voice
or video over the Internet. A new study released by CFA, CU, and other public-interest
groups shows that community Internet providers, or even the threat of municipal entry,
could provide the competition necessary to keep rates |ow and quality of service high.%

For example, community Internet providers are charging lower prices than Bell
DSL service providers are charging: $16 in Chaksa, Minnesota, $20 in Rio Rancho, New
Mexico, Moorhead, Minnesota and Lompoc, California, and an estimated $15in

Philadelphia. And if aconsumer wantsit, they can pay an additiona $25 for unlimited
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local and long distance Vol P service—a significant monthly savings. 1n other words,
today’s market conditions could have evolved to aworld where broadband and unlimited
local and long-distance calling are avail able nationwide for aslittle as $40 amonth. The
SBC and Verizon, offerings cost about twice that, and mergers plus wrong-minded
regulatory policies are amost certain to make this lower-cost, more competitive market
disappear before it ever gets a chance to take hold and spread.

But SBC and Verizon do not merely oppose these networks. They actively fight
community efforts by misleading consumers and policymakers about the network’s
economic operation and effects. When they fail, they movetheir efforts to state legislatures
to block towns, cities and counties from deploying broadband networks—work the
companies should be doing more of themselves.

The more competitors they gobble up and the bigger these companies get, the less
incentive they have to devote resources to competing in the marketplace for consumers, and
the greater the incentive they have to prevent other entities from competing with them.

And even when acommunity provides Internet service, it doesn’t mean that private
investment from companies like SBC and Verizon dries up. A recent economic study
shows that these municipal broadband networks don’t crowd out private investment and
competition,?? while another new study analyzes a community with municipally-operated
broadband, which has had significantly faster economic growth compared to matched

communities.?
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THESE MERGERS M AKE THE TELECOMMUNICATIONS M ARKET WORSE
Horizontal Consolidation

The Verizon/MCI and SBC/AT& T mergers will have a deep impact in important
telecommunications sectors like the local and long-distance residential and business
markets. Today, pre-merger, SBC and Verizon have about an 80 percent residential market
share of local telephone servicein their regions,? and that number will increase as a result
of the latest acquisitions and the decision of the Federal Communications Commission to
eliminate unbundled network element platforms (UNE-P), which allowed AT& T and M CiI
to competein local markets. By buying up their largest competitors and eliminating the
last vestige of competition, the market shares of these two behemothsin their regions will
likely exceed 90 percent in the residential sector.

Although the merging companies have failed to voluntarily provide meaningful
information on product and geographic markets, state commissions have begun the process
investigating the impact of the SBC/AT& T merger and the severe problems it will cause are
becoming clear.®® Asthe Commission well knows, merger analysis starts by evaluating
industry structure with a measure of concentration know as the HHI (Hirschman,
Herfindahl Index). A market with an HHI of more than 1,000 is considered concentrated
and any merger that raises the HHI by more than 100 pointsin such a market is suspect. A
market with an HHI above 1800 is considered highly concentrated and any merger that
raises concentration more than 50 pointsis suspect. By these standards, the merger’s anti-
competitive impact will be extremely large.

A dominant firm with alocal telephone service market share of 80 percent would
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ensure an HHI of 6400. Butin California, the concentration ratio for residential customers
today, before the merger, isjust over 6900 (see Exhibit 4). The SBC/AT& T merger will
increase the concentration in the Californiaresidential market to 90 percent, creating an
HHI of 8100. Attachment A presents the protest filed in California by Consumers Union
and other consumer representatives, including members of CFA. The concerns expressed
in that filing about the impact of the SBC-AT& T merger on California markets, where SBC
is the dominant incumbent, apply to the Verizon-MCl merger in New York, where Verizon
is the dominant incumbent.

The two corporations each already has about a 40 percent market sharein the
residential long-distance market within their regions, but if this merger is approved, this
will increase substantially to an estimated 70 percent.® In fact, if these mergers go through,
the telecommuni cations market will ook alot like the old days of “MaBell” before AT& T
was broken up. SBC and Verizon will have about a 90 percent market share in residential
local wireline,?” 70 percent in long distance,?® and 40-50 percent in wireless.?® They will
have the incentive and opportunity to squeeze out competitors that need access to the local
or interstate “long-haul” networks.*

And if VolPis acompetitive threat, these mergers will add to the problems outlined
above, and remove the two largest potential Vol P competitors from the market where they
are needed most — in the home service territories of the two largest Bells. AT& T will no
longer exist to compete against SBC'swireline businessin SBC's service territory. The
same holds for MCI, which will no longer compete against Verizon’s wireline business in

Verizon's serviceterritory.
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The big business service market appears to be only barely more competitive than
residential, when measured by lines, and again these mergers would exacerbate the already-
significant problemsin this market segment. On average, these two companies have about
a 75 percent market share for medium and large business customers.®! These two proposed

mergers, if allowed to go through, will increase the in-region market share substantialy to

EXHIBIT 4:
IMPACT OF THE SBC-AT&T MERGER ON CALIFORNIA LOCAL
MARKETSCOMPARED TO DOJ/FTC MERGER GUIDELINES
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the 80 percent range, since AT& T and MCI are such large playersin the market and
because of the geographic pattern of competition.®> These regional fortresses would also
anchor their dominance over national corporate accounts.

Exhibit 4 contains datafrom New York, which is aggregated and somewhat dated,
but it supports the conclusion that geographic market analysis will show that local markets
to be much more highly concentrated than national data would and indicates that the
merger will have alarge negative impact. Acrossresidential and business markets, the HHI
for December 2002 was about 5500. A Verizon-MCl merger would increase the HHI by
over 700 points.®

More recent data made availablein Californiareinforces these conclusions. The
HHI in the large business segment isjust under 4900. A dominant firm with a market share
of 70 percent would cause the HHI to be at least 4900. The merger would raisethe HHI in
the Californialarge business market to over 5800.

Given thisincreasingly consolidated market for wired services, and especially
considering the demise of competitorsto the Bells— CLECs—it iscritical for policymakers
to consider the geographic distribution of the SBC and Verizon markets when analyzing
these two mergers. MCI had its most intense competitive presence in Verizon's service
territory; the Verizon-MCI merger will eliminate Verizon’s most vigorous in-region
competitor.®* The situation with SBC-AT& T issimilar. AT& T hasalarge presencein
SBC’s serviceterritory. If these mergers go through, policymakerswill effectively be
allowing SBC and Verizon to buy market power that eliminates their strongest in-region

competitors.
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Vertical I ntegration

These mergers aso pose severe problems because they would allow the companies
to control many of the critical inputsinto the market, making it that much more difficult for
competitors to obtain accessto such inputs. Specifically, AT& T and MCI are large
providers of Internet and interstate transport (backbone). Asindependent companies, their
interest isin maximizing traffic. SBC and Verizon are large purchasers of Internet and
interstate backbone services. Asunaffiliated buyers, they make up alarge portion of the
market. From a competition standpoint, it isimportant to keep SBC and Verizon, which
need the Internet and interstate backbone services as inputs, separate from AT& T and MCI,
which provide this critical input. Otherwise, SBC's and Verizon's competitors will have
difficulty gaining thisinput and are more likely to go out of business.®

The result of these proposed mergers— called “upstream vertical integration” in the
parlance of economics—would therefore likely have a dramatic impact on the market for
Internet and interstate backbone traffic. SBC and Verizon would have an incentive to abuse
their control over those assets to diminish competition for their retail businesses, rather
than maximize the revenue flowing over those assets.

Asavertically integrated entity, both of the resulting behemoth companies would
have an incentive to maximize profits by using their leverage in the form of aprice
squeeze. Unfortunately, the opportunity to run aclassic price squeeze will be readily
availablein the form of excessive access charges. The regiona Bell companies have been
overcharging for access, particularly specia accessthat was prematurely deregulated by the

FCC. AT&T and MCI were the leading critics of the access charge system. Should these

21



mergers go through, those who profit from those overcharges will have swallowed those
who sought lower access charges that drive down prices for consumers. These mergers
should not be allowed to proceed until access charges are reformed.

This prediction is no paranoid delusion, but the logical extension of SBC and
Verizon's current activities. In Court cases like Brand X, regulatory proceedings such as
the wireline proceeding, and petitions to the FCC, SBC and Verizon both support the
elimination of the obligation to interconnect and carry traffic on just, reasonable, and
nondiscriminatory rates terms and conditions. They are buying the assets that provide
critical inputs for their competitors, but at the same time they are seeking the right to
discriminate against those competitors. These mergers would undoubtedly exacerbate the
price-inflating, anti-competitive dangers that already exist in today’s market.

If these mergers are not blocked or substantially atered by the Antitrust Division of
the Department of Justice and the FCC, these regional Bells will become regional
Behemoth Bells that swallowed up their original parent company (AT&T) and itsmain
competitor (MCI), leaving consumers almost no better off than they were before the old
Bell monopoly was originally demolished.

The magnitude of the two pending mergersis indisputable even at the national level
(see Exhibits 5aand 5b). The number 1 (Verizon) and number 4 (MCI) companiesin terms
of total industry revenue are proposing to merge into a segment leader with one-third of the
total industry revenue. The number 2 (SBC) and number 3 (AT&T) firmsin the industry
are proposing to merge to form a company that would have one-quarter of the total

revenue. Thesetwo industry leaders would account for over half of all revenue. The third
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EXHIBIT 5: TOTAL TELECOMMUNICATIONSREVENUE MARKET STRUCTURE

EXHIBIT 3 (a): PRE-MERGER TOTAL REVENUESREVEAL A MODERATELY CONCENTRATED
MARKET WITH TWO LARGE LOCAL COMPANIES, SBC AND VERIZON AND TWO LARGE
LONG DISTANCE COMPANIES,AT&T ANDMCI,WHICH ARE ALSO THE LARGEST LOCAL

==

CINGULAR

EXHIBIT 5 (b): POST MERGER (SBC-AT& T, VERIZON-MCI) TOTAL REVENUESARE HIGHLY
CONCENTRATED AND THE INDUSTRY ISDOMINATED BY TWO LARGE PLAYERS

EXHIBIT 5(c): AQWEST-MCI MERGER CAUSESA MUCH SMALLER INCREASE IN
CONCENTRATION AND LEAVESA THIRD LARGE PLAYER IN THE MARKET

CINGULAR

FEDERAL COMMUNICATIONS COMMISSION, STATISTICS OF COMMUNICATIONS COMMON
CARRIERS, 2003-2004, TABLES 1.1 AND 1.2.
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largest company (Bell South) would be less than a quarter the size of the industry leader. It
also has a substantial joint venture with the number two firm.

Even measured at the level of national revenue in telecommunications, each of the
mergersindividually violates the merger guidelines. They take an already concentrated
market and dramatically increase the market concentration. The Verizon-MCl merger
increases the concentration by 500 points. The SBC-AT& T merger increases concentration
by 30 percent. Taken together the mergers drive the industry well past the highly
concentrated threshold.

Although Section 310 precludes a comparative analysisin merger review, implicitly
and explicitly the question frequently arises as to what would happen if the mergers are not
approved. Indeed, this question came up explicitly during a hearing before the House
Commerce committee. Inthe case of MCI, thereisaready answer. It would likely be
acquired by a second suitor, who has offered a higher acquisition price per share. Itis
appropriate to ask, therefore, what the impact of that merger would be. Exhibit 6¢ shows
the results graphically. It isquite apparent that the competitive impact of a Qwest-MCl
merger would be much less severe. The Qwest-MCl merger increases the concentration by
only one-sixth as much as the Verizon-M Cl merger, less than 100 points. It also produces a
much more balanced industry structure, with three large firms. Measured by the routine
Merger Guidelines, even if it was approved after an SBC-AT& T merger, it would not
violate the threshold for closer scrutiny at the national level. Thereis aso less competitive
overlap of assets at the local level ¥

The evidence is overwhelmingly clear. The Commission should examine this
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merger and just say no or impose substantial conditionsto reverse the severe
anticompetitive harms they will impose. Specifying such conditions must await the
provision of data on a product and geographic basis so that the nature of the harm to

competition and the steps necessary to repair it can be analyzed in detail.
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Respectfully submitted,
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