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Executive Summary

The National Association of Regulatory Commissioners (NARUC) passed a resolution in
2007 commissioning a study of special access. This report was prepared by NRRI undetrr contra
with NARUC. It summarizes data collected in 2007 and 2008, uhdsupervision of
NARUC, from both buyers and sellers of special access.

This report addresses whetheECs have market power over wholessjecial access
servicesn some or all areasnd, ifthey dq whether that market powbarms customers or
competition. The report also addresses whdthere  FE@ré€nregulatorypolicies are
effective at protecting consumers asubtaining a competitive market. Finally, the report
addressehe FCCOs knowl edge of stpheeF€CCmightimpravedams mar K
collectiorsto support more effective regulatory policies

ASpeci al noaswitckedpsirt-to-pogt telecommunications service provided
over the public switched netwolly incumbent local exchangarciers (ILECs)it is often called
Apri vadre fAdedewcea Sgedabaccess is a growing businesslucingrapidly
increasing revenuemn whichlLECs increasinglyrely to offset declines iswitched services
revenues Special access is also important to wholesale bageamajor costcomponent of
their own retail telecommunications services.

Overall, the evidence does not support a sirfigfleambsupo or fithumbsdowrno
judgment on market power for special eaxenarkets. We found that certain markets are more
competitive than others and that the level of competition varies by location, circuit capadity,
service componenas well aover time. We do conclude that ILECs still have strong market
power in mat geographic areas, particularly for channel terminations antl &8vices. The
main exception is relatively compact downtown ar@dschgenerate the largest volume of
special access business.

Our conclusions rely on the high continuing market cotre¢ion offormerly
monopolisticmarkes. Concentrations angarticularlyhighfor channel terminationg@he special
access equivalent of the local log)d for DS1 servica. Our conclusions also rely on
earnings. Een after adjustment for separasgoroblemsRBOC earning on special accesse
well above the 11.25% rate most recently set by the. HGGhe case of AT&T and Qwest,
earnings are about three timeatttate

We also found some evidence &ffective competition Frequent bidding byarge
customers, with multiple bid responses, @oaitive indicator of increased competition, at least
within the market sectors devoted to enterprise and wholesale customers.

We alsoevaluatednarket power irspecial access using the theory of contestabl
markets, but it produced mixed resultsandline competitors can possibly (and in some areas
alreadyhave) become a competitive force thetransportcomponenbetween major



communication nodes. Landline competitors are unlikely ever to be a stopgttive force
in channel termination markets outside of hagnsity downtown areas.

Cable television and fixed wireless have low entry and exit costs where their networks
are currently established, and each can provide substitutable dedicated sermesy
customers.Overall,thesecompetitors are still acting on the fringes of special access markets,
but they have larger roles in some locations and their market shares appear to be grbeseg.
newer technologies may be poised to become majompetitors and are increasingly
constraining ILEC behavior; but they have not yet grown beyond fringe competitors in most
markets.

Our analysis of pricing trends (nominal dollars) gaednclusiveresults. Seller data
suggested stable or rising pricdBuyer data suggested that prices had declined between 2006
and 2007.

Customers who purchased under discount plans received large discounts from rack rates,
ranging from 33% for D& channel terminations to 68% for E3channel terminations. This
disparitybetween average rack rates and average discount rates raises a question about whether
the relatively few customers who buy at rack rates are paying supracompetitive prices.

High rack rates also may increase seller leverage to add terms and conditisnsuntd
plans. We found som& thepenalties for ovepurchasing and undgurchasingircuitsto be
surprisingly large. We also found a pattern of terms in some discount plans that may allow
ILECs unreasonably to cement their market power by limitingebs from shifting circuits to
competitors who may have better products, lower prices, or both. We also found cases in which
di scount contracts for pricing flexibility ar
of UNEs, a right guaranteed some carriers under the 1996 Act.

We found almost no evidencethiev al i dity of the FCC&6s currert
access competition with the presence of collocation in ILEC central offices. Market
concentration for channel terminatiamsnainshigh inall areas regardless of pricing flexibility.
This suggests that mar ket s ar.elrherr6Q coloaatioi or mi n g
proxy consistently overestimates tt@mpetitivenessf the DS1 and DS3 channel termination
markets.

Custamerspurchasing under discount contraate paying slightly tgher prices for
channel terminations in Phase Il areas, rmadket forcesn these areaare not reducing rates.
As a resul t, usmgcolléca&iGnbastivitya®d proryyor corfgtition provides a
weak foundation fodecisions to grant pricing flexibility for channel terminations.

We make several recommendations for FCC action:

1 Improve data collection by regularly collecting special access market concentration and
pricing data. fie FCC should also evaluates possiblebenefits of routinelgollecting
locationdataregarding the facilities of competitive providers.



1 Improve current methods for determining where competition is effective. The FCC
should measure the presence of-RSTN technologies that do not rely on collocation in
ILEC central offices, recognize that competition can decrease as well as increase over
time, recognize that circuit capacity is an important variable in competition, differentiate
between markets for chael terminations and markets for interoffice transport, and
adopt a finer geographic scale than the MSA for measuring the competitiveness of
special access markets.

1 Open a proceeding, following contested case procedures, tdhespecial access rates
of AT&T, Qwest, and Verizon. This proceeding should addtéssrelationship between
rack rates and discount ra@swell whether some penalties in discount contracts are
excessive and whether some terms and conditions may be unreasonably impairing
compettion. As an interim measure, we recommend that the FCC consider
reestablishing price caps for EBSand DS3 channel terminations sold by these three
carriers.

1 Consider removingise qualifications that prevent wireless carriers from making UNE
purchases.

Finally, weoffer a recommendation regarding intrastate special acvéssuggest that
states consider reducing the rates of intrastate special access so that it is priced no higher than
comparable interstate services. Such action likely would incteasslume of intrastate
special access sales. Jurisdiction over a larger share of the market would in turn give ILECs
more intrastate revenue, which in turn might reduce pressure on other intrastate rates. It would
also give the states more opportunidyaddress directly some of the issues raised above, such as
the relationship between rack and discount rates and whether particular terms and conditions of
sale are just and reasonable.
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l. Background i Special access and this study
A. The Project

In February of 2007the National Association of Regulatory Utility Commissioners
(NARUC) passed a resolution direrg its Committee on Telecommunicationgogether withthe
Subcommittee on Federal Regulatiomiexamine the competitive issues involving special
access in selected marketé

The resolutiorstatedthatthe substantial majority of special access services are provided
by the regional Bell Operating Companieshich, after recent mergers and consolidations,
consist of two large vertically and horizontally integrated companies with national reach and one
company with a regional footprint the westernstates. The resolubn summarized FCC
policiesapplicable to special accasgesandnoted that the FCC had recently issued a notice to
refresh the record in its ongoing special access proceebfints conclusion, the resolution
assertedhatNARUC has

a longstanding iterest in ensuring that sufficient competition exists in local
exchange markets so that markeased rates can apply to wholesale services such
as special access, and where competition is judged not to be sufficient, regulatory
policies should be adoptelt prevent dominant carriers with excessive market
power from operating in a manner that harms competition

Thespecial access projed®rpjec) began work soon thereaftender the direction of the
Subcommittee ofrederal RegulationEarly on Project €aders decided that their primary
concern wageographiar eas with fAPhase I 1 pricing flexib
which the FC(has declaredompetitive, incumbent carriers may raise special access prices
above the level set tpreviously stablishedorice cap mechanisnisThe Projecswiftly
decidedthat it wouldnot examine competitive access to particular buggjan area examined in
a previous report from the General Accounting offibecausehe Project woulde forced to
rely on he samalisputeddata ashe GAO and because more resources would be needed than
were available.

B. NRRIrole

In April 2008, he National Regulatory Research Institute (NRRjjeed tassist the
Project. NRRI agreed tmonduct an analysis of the existidgta focusing on wheth@rcumbent
local exchange carrieriLECs) have market power over wholesale peimpoint services in

! Pricing flexibility is explained below in section I11.B.2.
2 The GAO report discussion appears below in section VI.B.
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some or all areas and, if so, whether ILECs are using that market panenetse prices above
competitive levels, particularin areas subject to maximum (Phasd&0C regulatory
flexibility.

NRRI also agreed to submit this repmrtaddress wholesale special access isSukthe
data suppoedconclusions of regulatory significance, NRitbmised taassess the extent of
wholesale pointo-point competition in major urban areas of the Ui&using uporwhether
ILECs have market power anflso, whether thegre using that power to increase prices above
competitive levels.Otherwise NRRI promised tonake recommendatiomegarding how state
commissions or the FCC might improve their data collection to support more effective regulatory
policies.

NRRI subcontracted with Dr. Robert Loube, who actively participated in data analysis
and in writing the reportNRRI reviewed raterialsfiled at the FCCincluding voluminous
confidential filings filed by the RBOCs and several other partWgh authorization from the
NARUC ProjectmanagersNRRI conducted aeconddata collection in 2008

C. The issues

This studyaddresseseverhquestions about whesale pointto-point special access
marketsin large metropolitan aread he first area of inquiry ithe geographic scope of each
market Are thesemarketscompetitiveé? If somemarketsarecompetitive and some are not,
which are vhich? Are the markets alwaysompetitive, oonly under some circumstancebd
ILECs have market power over wholesale pd@mpoint services in some or all areas?

Where markets are not competitive, geeondarea of inquiryis whether sellers are
usingtheir market power to increase prices above competitive |guafscularly in areas where
the FCC has grantddECs maximumpricing flexibility .

If markets are not competitivehe thirdarea of inquiryconcernghekinds ofregulation
thatcaneffectively ensurethat rates and terms of service are,jusasonableand
nondiscriminatory Are existing regulatory structures adequagiuld there behanges to the
forms of regulation?

If the available data are inadequate to answer the preceding gsigbdimal question
is whether and howtate commissions or the F@@ghtimprove data collecticsito support
more effective regulatory policies

% Special access circuitseaalso sold at retail to end users. This report does not fully
address the retail market.

* The 2008 data request is described below in section VIII.B.
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[I.  Special access and its market
A. What is special access?

ASpeci alisageredcdesnsd@scribimpint-to-point communicationsircuits that
are carriedverthe public switched telephone netwoi&pecial access circuits continuously
connect two or more points, and for that reason they are sorsetintrea | | ed fAdedi cat ed
The FCC has ucseesds ot hteo tdeersnt riiiabce various Kkinds o
transport services provided by one carrier to another. The digtifeature of special access
circuits is that they are not switched. They provide no dial tone, and they cannot respond t
dialed telephone numbeér.

a

Special access circuits are connected t
ros

of fice. o At the wire center, the cust ome
network, or passed to another wire ceniéa customer connects two sites by special access,
some carriempoimnalol steravti cfet, waas di stinguished f
connects three or more points.

0
0

Special access hagen aroundor decades.Olderformsused analog technologyor
example, rast @rriers still offer dedicatedoice circuits thatcarrythe usual frequency range for
speech of 300 to 3,000 cycles per second. Some carriers provide even older forms of service
suchasit el egraph grade c i BOchitsipersedomtt apabl e of carr

Today, nostspecial access circgitonvey data in digital formatin the U.S. most
digital circuits usé h €-cafiie®0 st a Mabtpeoplehave heardoi 71 @ r 1 Birkes
which carry data at a rate of 8% megabits per senid (mbps) A DS-1 canbe usedor a single
data streaporitcanbeic hannel i zed o DB Z4usiigud ¢ gendent
Amul t i pWhexmufiigexeol, each D& circuit can cary a single voice conversation in
digital format. Customeralsofrequentlybuyi I3 0 o0 3 0fi @S A Du3icircaitcarries
45 mbps which isequal to 28 DSl or 672DS-0 circuits

Light fiberscan carry much moreformation than wiresand they have distinct set of
iOopt i c aNetwerk (OCHor@C standard$ The smallest Ofcircuit, a0 A-8)XC

>The FCCbs separations rules use fispecial
See47 C.F.R.88 36.154, 36.377(a)(4). Separations rules sometimes also refer to switched
services as nNewed/Chk.ReB8B6.126Ed(2).i c e s,

® E.g. AT&T Tariff No. 2 § 7.1.1.

"AOCO® lines typically rely on ASONETO® or f#i!
standards.



caries 155 mbps about the samasthreeDS-3 circuits OCncircuitscanhavevery large
capacites For examplefi O-@ 9 Zicuitsused for Internet backbonearry the equivalent of
129,024 voice channels

Speial access services are highly reliable, particularly when theyhgrsacally located
onselthealing fiber rings.In addition,special accessan bemore secure thasome forms of
competing services that rely shared physicaletworks. Finallybecaise it is a stable
technologyspecial access can be used to connect virtually any two points in the country, even in
different regionserved by different telecommunications providers.

Special access servicetypically billed monthlyat fixed ratesrecardless of usage
Customersordinarily pay extra for longr circuits. By contrast, witchedretail service®ftenare
billed on a pemminuteof-usage basis.

Not all special accesservicegaise regulatory issues of equal importancais project
focuses primarily onDS-1 and DS3 services. Thesgervices are mosbommonlypurchased
produce the mosevenuefor sellers andgeneratehe greatest controversy

B. Special accesserminology
Special access circuit components hdigtinctn a me s . A rimd maartneln ot or
Al ocal di st risithe specialaccess elemenntigat connects the customer to the local

telephone company officeA channel terminatian as essentidb special access service as a

A | o o essentiate switched servicesWhile every switchedustomer needs at least daep,

most special access customers need two channel terminations, one at each end of the dedicated
circuit.

If two channel terminations serve nearby poiatiglephone company will connect each
tothecompay 6 s neatelroffice.tf the customer wants to communicatéh a more
distant locationthe second channel termination will be served from a different central office. In
that casethe customer must | s o dedicated tfanspar{transportloetween the twaentral
offices Tr ansport i s of t end €harndl terchinatiandtransportareni | ea g e
portrayed schematically in Figure 1.

® The capacity of an OQ92 circuit is 9,953 mbps.

® E.g, FCC,Special Access Rates for Price Cap Local Exchangei€ariVC Docket
No. 0525, Order and Notice of Proposed Rulemaking, 20 FCC RCD 1994, | 8; AT&T
Ameritech Tariff No. 2 § 7.1.2.



ILEC
Central
Office

: Legend:
Channel termination.cseaseesaaaas.

Dedicated Transporte —m — = —

Central
Office

Figure 1. Channel Terminations and Dedicated Transport

Channel terminationtypically are sold undex single monthlyate regardless ahe
distancebetween the customer and the central offibedicated transpoaordinarily has a twe
partmonthlyrate that includes@a f i xhargebor the circuitand avariable ofi mi | eage 6 ¢ ha!
proportional to thelistance between the ILEC central offi¢@sSpecial accesseflers also
collectmany kinds of additional chargescludingcharges fomultiplexing @ mu xes o) , char
for setting up and conditioning circuits, and chargesigherreliability.

C. Specialaccess customers

End users purchaseamy special access circuitSpecial access circuits sold to retalil
customers often aringhet980k &ndID0sBpeaial avcassrevitslwera e s . 0
used primarily by large corporate and governmentocners as a way to reduce toll aadj
costs. These retail customéos their interexchange carrignsought special access to
interconnect the customero6s voi ceThecusteamer wi t h
would install a private braihcexchange (PBX) switch in their offices to concentrate voice calls.

The customer would then pass the concentrated voice traffic over a special access circuit to a
competitive tolloral ocal exchange <carr i dnordthereptbeitficc of pr e
would travel to a termination point on the public switched network.

YSometi mes the mileage charge is called fc
mi |l eage fibandsodo in which mileage is first gro

1 Some special access revenue was generated by older services, suchgmseice
circuitsand WATS lines.



Today, special access circuits also serve as links in large gpoepalse data networks.
A manufacturing company today might use a special access circuit to interconnect theecompu
networks at two of its plants, and it might use another special access circuit to connect computers
in its home office to its Internet Service Providérbank may use special access circuits to
support an automated teller machine network. In sosesthese advanced services, which are
datac?gtric, are provided over leaskage networks that were installed years ago for voice
traffic.

Most special access circuits are sold to other telecommunications candesise used to
move large volumes ofice or data traffic Verizon, for example, derivesrer 90% ofits
special access revenue from carrier custorffietsn communi cations jargon,
form of fAexchange access, 0 a servica that per
exchange network

Competitive local exchange carriers (CLECS) often use special access as upstream
components in wid@rea networks that carry both voice and data. Clilgalsally offer fiber
based services tbeir retailcustomers. If a customegquires service in multiple locations,
however, the CLEC usually must purchase special access circuits from the incumberitheEC.
alternative,bi | di ng f aci | i t,caaebe ptotubitiely expessive everrifthe s i t e
customeris willing to makea longterm commitmento repay the cost.

Wireless carrierslso purchase a large volumespiecial accesservices One way to
understand cel |l phone networks is as a | andl.
mi | e 0 c o p peenreplaceadhy a tim@ayg radm. Seen in that light, wireless carriers
need a wireline network almost as extensive as a CLEC. Most wireless carriers have purchased
their own backbone transport facilities, but independent wireless companies cannotygeneral
justify the expense of building dedicated facilities to every one of their cell towestgead,
wireless carriers purchase fAbackhaul o speci al
ILECs. Wireless carriers buy hundreds of thousands of spact@ss backhaul circuits, mostly
from incumbent LECs. Typically, a single cell site requires one or twd Ir&s although
increasindy sophisticated services require greatapacity

12 SeeFCC comments ohdHoc Coalition- Selwyn at ii.

“Verizon submission fAList of Key Data Poin

“I'n that sense, faccess paymentso are whol

carrier to anot her drlo Beedd C.E.R. £%69.2(l, 69.2bb)(2) at t er 6 s
(hfhaccess serviceo defined as services and fac
any interstate or foreign telecommunication and to exclude any part of a line, trunk, or switch

that is not owne or leased by a telephone company).
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Wireless carriers also buy special access for other purposes.ofiéreyeed special
access circuits to interconnect with ILECs or other wireless carriers. In some densely populated
areas, wireless carriers also purchase special access circuits for their 911 traffic.

Data networks alscely heavily onspecial accessrcuits Internet service providers
(ISPs) traditionally suppotheirfi d iu g b&rvice through a modem bank capable of handling
many customer calls concurrently. After consolidatimgtraffic, the ISP themisesa special
access circuit taeliver itto an Internet backbor@nnection point For similar reasons, some
rural local exchange companies purchase special access circuits to transport data between their
DSL customers and an Internet backbone access point.

D. The growing special accesmarket

Chartl showghe special accesshare ototal revenues fothe thredargest Bell carriers
(RBOCs)from 1996 through 200%.

30.0%

25.0%

20.0%

15.0%

10.0%

5.0% —

0.0% |,‘[_II.

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

|3 AT&T O Verizon @ Quest |

Chart1. RBOCinterstate special access revenue as percent of total revenue
AT&T, Qwestand Verizon

Chart 2 showshe dollar valie ofwholesale revenues for the same pefadall large
ILECs reporting to ARMISdivided between special access and switched attess.

5 We understand thabme carriers are reporting DSL reves as special access
revenue. DSL, while a digital service, is not a paiapoint service and has different security
and reliability features.

% End userwitched access revenues have been excluded to eliminate retail sales. A
small but undetermined portion of special access revenues shown here are from retail sales.
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25.00
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10.00 A I I
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- T T T T T T T
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||:| Switched access (not end user) B Special access |

Chart 2. RBOCinterstate revenuesom switched and special access (not -arser)i
Large reporting ILECs

Thecharts demonstrate the rapid growth of interstate special abo#iss) dollar value
and as a share of theL E @éaklandline businessBy 2007,special access revenigr large
ILECs amounted tanore than $16 billionpr 22% d thelargec o mp a total eegedues Over
the twelve-yearperiodfrom 1996 through 20Qthe average annual growth rate was 16.4
percent. As shown in Chart 1,;raongthe thredargeRBOCs Qwestcurrentlydraws the greatest
proportion ofits totalrevernues fromspecial access.

Special accesgrowth has several causes. Thest importants thecontinuingrapid
growth ofdata networkswhich generate both retail and wholesd&mand The wireless
industry is also buying more special acceSsery yeawirelesscarriersadd new cell towers
and serve millions of new customerBhey alscareacquiring morespecial accessapacity to
serve existing sited’

Chart 2alsooffers asecond lessorhatspecial access now the dominantLEC service
to wholesde customers As the dart illustrates, interstaiatercarrier revenues have risen
slightly during thetwelve-yearperiod from about $15 billion to about $19 billiorBut this
relatively stable totahidesfundamentally shifting componentsn 1996 three of every four
dollars ofintercarrier revenueamefrom switched access. By 2007etpositiondhadreversed
andspecial access generated 85%eplortedntercarrierrevenues.

17 As wireless carriers offer advanced dat&nted services, they sometimes support
multiple protocolsat a single site One vendor estimated that by 2010, a cell site that offers
multi-generation services could require the equivalent of 19 x&es. Fiber Tower
presentation on April 1, 2008 to CTIA Wireless Show, slide 30, available at:
http://www.fibertower.com/corp/downloads/CTIA%20Deck%200408.ppt
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E. Advanced dataservices

Special access can be a platform for more advhservices. Th@STNversion of these
services are often callfdA T Ma nd # Fr aomm thByettea gntail using BBand DS
3 circuits as componentdlany nonPSTNvendors selstill other kinds otomplexdata
serviceghatalsousethese same spml accessomponents.

AEt hernet o technology originally \oatgalsdevel ofp
has proven useful for wide area netwotksi Gi g EtHerined services are offered by all the
major ILECs, and they ailiacreasinglyreplacing traditionalDS-1 and DS3 services.Cable
televisionprovidersalsouse aspecializedrersion of Ethernet technologyinally, some
wireless carriers are considering converting their backhaul networks freinf@gvorks to
Ethernetbased circuits

The Ethernet protocol has been adaptegptacalfibers. Major ILECs and other companies
today oggropticakfiber based Ethernet systems for customers who need very high capacity
systems.

[ll.  Federal regulation of special access
A. The contamination rule, domnance of nterstate services

As explainedabove, pecial access circuitsanbe used t@arry multiple voice callsfrom
a ¢ o mp a n ytilepublR BwtchédmetworkA special access circyitherefore cancarry
both intrastate and interstate telecomiunations. Neverthelesssince 1983he FCC has
classifiedspecial accessrcuitsjurisdictionally using a special rule that treats each cierslit
beingsolelyinterstate osolelyintrastate.If intrastate, the service is tariffed (if at all) with the
state commission, the rate is subject to review and approval (if at all) solely by the state
commission, and the carrier records all reveinomn the circuitas intrastate. For interstate
circuits, the service is tariffed (if at all) at the FCC, the riatsubject to review and approval (if
at all) solely by the FCC, and the carrier records all revenue from the circuit as interstate

The jurisdictionof eachspecial access circug determinedy anFCCrule often called
theso-calledii c 0 nt a mi ed &Jhderahis rule,uflD% or moreof thetraffic on aspecial

BYAATM0 means Asynchronous Transfer Mode, a
It does not refer to banky machines known as Automatic Teller Machines.

19 Some carriers are even making internal conversions of their own networks to use
Ethernet as the native underlying transport technology.

For example, AEMAN® fSerrwi deO,P Tanatromlgani c al E 1
area network.



accesgircuit is interstate, the circuit isonsidered contaminated with interstate tratiiedthe
circuit is classified ad00% interstate. Converselytie circuit hasinterstate usagof less than
10%, that usage is treated @& minimisand thecircuit is 100%intrastate’

In practice the choice of jurisdictioris left to the customeé? Whena customefirst
ordessthe circuit the ILEC sales representatiasks the customerto dedarethe intended use
The cust o meontils thedjwisdiction obtime circuaind the tariff from which it is
purchased

Many customersiecide tgpurchasespecial accessom thejurisdictionoffering the
lower price and they declara level ofinterstate usageecessary to comply with the FCC
classification rule.

Under this systenthe great majority of special access services are sold in the interstate
jurisdiction. AT&T, Verizon and Qwest each report at least 89% of their special access
revenuesasattributable tathe interstate jurisdictiof?

i @Gmmon faciltie® ar e used for both i pdpeandst at e and
switchesare common facilitiesand their costs are allocated to the two jurisdictions by
separations factofeund n FCC rules For example, 75% of the cost of@mmonloop is
assigned tohe statejurisdiction® By contrast, since special access circuits are either wholly
interstate or whollyntrastate, the cost of each circuit is entirely assigned to one juigsumr
the other. The process of allocating this cokhiswnasi d i r e c t & sAs disgusseceim t . ©
more detail bel ow, the direct assignment proc
factors and categoriés.

2L FCC,MTS and WATS Market Structure, Amendment of Part 36 of the Commission's
Rules and Establishment of a Joint BaatC Docket Nos. 732 and 86286, Decision and
Order, FCC 89224,4 FCC Rcd 560 (1989)seed47 C.F.R. § 3@.54(a) (private lines and
WATS lines treated as subcategory 1.1 if less than 10% interstate traffic, and otherwise treated
as subcategory 1.2).

%2 |nterconnection agreements may require the purchase of intrastate special access
because the circuit is useaexchange local traffic.

“Source: ARMI S, authorsdé calculations.
4 47 C.F.R. § 36.154(c).

%> 47 C.F.R. § 36.154(a), (b).

26 Seesection IX.D below.
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B. Regulation ofinterstate special accessy the FCC
1. Price caps

The FCC has an obligation to ensure that rates charged by telecommunications carriers
are just and reasonable, and that they are nondiscrimirfat@gfore 1991the FCC used rate
of-return principles tdimit each care r 6 s Thisntetbagiwasoftencriticized forremoving
carrierincentives to reduce costs and improve produgtiv

In1991,the FCCadopted a newegulatoryregimé or | ar ge carriers, ¢
Thenew systeniocused on limitinghe priceghatILECs could chargeather thartheir
earnings’® It allowedcarriersto change rates for individual serviaeshin limits set by
formulas.

a)

To limit crosssubsidiesamong serviceghe FCC groupeee r vi ces i nt o fAbask
Aser vi c eod cakerkiog Bubcategsrigs.Today there are five basketsommon line
traffic sendtive, trunking, special accesand interexchangg. The FCC6s rul es t hen
revenues available within each basket or category and gave carriers limited autrautjiysto
rates within baskets or categori@&sEach basket 6s revenue target wse
by aprice cap index (PCkhatindicates the maximum level that LE@say charge for services
in each basket' For many yearshe PClwas adjustedinrually by a measure of inflation minus
a "productivity factor," or "Xfactor.'®?

27 47 U.S.C. § 201(b).

8 The new system was applied onlylaege incumbent firmsthereby creating &h
distinction, often mentioned t-afdayur bet waeni éa

29 47 C.F.R. § 61.42(d). The FCC has included in the special access basket some point
toopoint services, such as DSL, oaSeabTEsTelepkones wi t c h
Operating Cos. GTOC Tariff No. 1, GTOC Transmittal No. 1188-CC Rcd 22466, 1 43
(1998) (ADSL service offering was interstate); 47 C.F.R. 8§ 69.5(c) (Wide Area Telephone
Service (WATS) lines treated as special access).

¥Seed7 C.F.R. A 69.114 (charges for all spec
produce total annual revenue equal to the projected annual revenue requirement for the Special
Access elAEL® Onldr, beloyat 1296869, para. 16 nl5.

31 See47 C.F.R. § 6.45.

32 A second component of price cap regulation consisted of limits on the degree to which
individual service prices could be moved. Within the special access basket, individual services
could be moved up or down wandslorspecidl pccesscallowg b an
annual 5% increasesSee47 C.F.R. § 61.47(e).
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The FCC revised therice cap system in 2001 wh&radopteda modified version of the
ACALLSO pl a*hUnélesthat decisicnprisescap rates for special access dedling
3% in 2000 and 6.% each year in 2001, 200@nd 2003.Since2004,the productivity reduction
has been fully offset by the inflation increasghe result is that the price cap limits on special
access nominal rates have been frozen since 208#though he FCC originally intended the
CALLS order to remain in place for only five yeattse FCChas not made arfyrther
systenatic changes

2. Regulatory relief and pricing flexibility

In 1999, the FCQevisedits price caprules” by granting what it calfregulatory
relief®®*ord pr i c i n g0 Reguéatory feliefldrarhasically changdte rulesregardinghow
ILECs can sespecial accegsrices

Regulatory relief is granted or denied on a Metropolitan Statistical Area (MSA)*basis.
The FCCconsiderd usinga smaller scaldqut it rejected that choice becaus&vauld have
increased administrative burdefisAs aresulta s i n g | raes and tedmsmamnvargfrom

33 Access Charge Refori@C Docket Nos. 9862, 941, 99249, 9645, Sixth Report
and Order in CC Docket Nos. @62 and 941, Report and Order in CC Docket No-2429,
EleventhReport and Order in CC Docket No.-86, 15 FCC Rcd 12962 (20003ALLS Ordey
(subsequent history omitted).

3 47 C.F.R. § 61.45(b)(1)(iv) ("Starting in the 2004 annual filing, X shall be equal to
GDP-PI for the special access basket.").

% FCC,Access Chrge ReformCC Docket No. 9&62, Fifth Report and Order and
Further Notice of Proposed Rulemaking, 14 FCC Rcd 14221 (1P8@)ng Flexibility Ordey,
a f fWoddCom, Inc. v. FCC238 F.3d 449 (D.C. Cir. 2001). Pricap incumbents must file a
petitionseeking pricing flexibility. 47 C.F.R. 8 1.774.

®The term fAAiregulatory reliefodo is used in

37 47 C.F.R. § 69.707. The United States Office of Management and Budget publishes a
list of Metropolitan Statistical Areas. The definitioraigailable from the U.S. Census Bureau at
http://www.census.gov/population/www/metroareas/aboutmetra.html

% Pricing Flexibility Order, § 74 ¢lefining geographic areas siealthan MSAs would
force incumbents to file additional pricing flexibility petitiotigat might produce a more finely
tuned picture of competitive conditiobst did not justifythe increased expenses and
administrative burdens
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one MSA to anotherBy Novemberof 2006, some level of pricing flexibility had begranted
to thggfour major price cap incumbents in 215 of 369 MSAs in the United States and Puerto
Rico.

a. Phasel and Phase Il

In 1999 he FCCcreatedwo br ands of regul atory Phasel i ef |,
| flexibility means thaa carrierhasut hor ity to offer individually
tariffso). Under c o amount tmownwvaad pricind flexibilitgands e | | e r
can offer volume and termdiscounSont r act tariffs are fthel ed on
offered toall similarly situated customer8 Customersvho do not sign up for contracssill
may purchase airice-capped priceswvhich may alsanclude term and volume discounts

In Phase llflexibility areas, ILECHiave permission toaise or lover their list prices and
to sell under contract without regard to their normal price cap tadase Il flexibility is the
more controversial policy, because it allosedesat prices above the price céimit. Also, once
Phase Il flexibility is grantedorice cap LECs no longer netdoffer their generally available
price cap tariff$® The FCC has granted Phase Il pricing flexibility for channel terminations in
more than 100 MSAs and ftransportin more than 200 MSAE Each decision was based on
facts presented in a petition filed by the affediddC.

b. Measuring competition by proxy

The 1999 Order also described in detail whbeeFCC was willing to grargricing
flexibility. The FCCpremise was that regulatomglief could be granted whemmpeitors had
madefirreversible investments in the facilities needed to provide the services at issue, thus
discouraging incumbent LECs from successfully pursuing exclusionary stratégi@sce these
investments were made, the FCC assertedtthatlongemeeadto protect competition from
exclusionary pricing behavior by incumbent LE@secause efforts to exclude competitors are
unlikely to succeed’d

39 Government Accountaliiy Office, FCC Needs to Improve Its Ability to Monitor and
Determine the Extent of Competition in Dedicated Access Ser@@é€307-80 at 6.

%047 C.F.R. § 69.727(a).
*1 47 C.F.R. § 69.727(b).
2 2005 NPRM (below§f 71.

43 3. WallstenHas Deregulation Aécted Investment in Special Accedafbgress and
Freedom Foundation, July 16, 2007.

** Pricing Flexibility Order 69.
> Pricing Flexibility Orderq 77.
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To put this principle into practice, the F@G@optedvh at it cal Ilwald a Apr o
measurable dataputs. TheF C C goal was to develop aasily verifiable fibright-line tesb
that would be administratively simple and readily verifiallele at the same time producing a
clear picture of ompetitive condition®

The FCC chosto measurghe frequeny of wire centerficollocationd A collocation
occurs when a competitive carrier sets yghgsicalii ¢ a ¢pean equivalent kind of virtual
presencein an ILEC central office and interconneitsown network to the ILEC netwofk
MSAs with a large pe&entage of collocation were considered more competitive, and the FCC
granted the ILECs in these MSAs greater pricing flexibility.

Under the FCC rules, an ILEC can measu#ocationfrequency in an MSAn two
differentways: (1) the percentage of wirentersin an MSA that hae a cdlocator, and (2) the
percentage dfansportrevenuegenerated by wire centers witbllocationin the MSA. For each
variable, the=CCdefinedmi ni mum t hresholds or Atriggerso at
granted.An ILEC can achieve a given level of pricing flexibility by satisfying either the
percentage of wire center trigger or the percentage of revenue triggpearatériggerswere
establishedor Phase | and Phase Il relief and éannel terminations andansport The eight
numericalriggersarelistedin Table1l.

FCC Collocation Triggers Dedicated Transport (channel | Channel Terminatiof3
mileage]®
Phase | Phasdl Phase | Phase I
Minimum % of wire centers within MSA, or 15% 50% 50% 65%
Minimum % oftranspat revenuegenerated 30% 65% 65% 85%
within MSA

Tablel. Triggers for FCC deregulation of special access

Thelogic of thetable can be understood by reading from left to rigkg.collocation
increases, the triggefisst provide Phase | flexibilityor transport With more collocationthe
triggers provide both Phasdleflexibility for transport and Phase | flexibility for Channel
Terminations Eventually,at the highest threshqgldhannel terminations receive Phase II
flexibility.

“® Pricing Flexibility Order{ 78, 84.

47 Under the FCC rules, a collocation only counts if the aetitgr uses interoffice
transport provided by a transport provider other than the incumbent PE€ing Flexibility
Order{ 77.

48 Seed7 C.F.R. § 69.709.
4% Seed47 C.F.R. §69.711.
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The Pricing Flexibiity Order containsa detailedationaleas to whycollocation
frequencywould predictcompetitiongenerally The FCCobserved that in many cases
collocationindicates that the collocator owns transmission facilities terminating at the ILEC
central office®® Because of the time and expense involved in establishing these collocations, the
FCC concluded that the presence of a collocation was a good indicator of irreversible
competitive entry? Theinvestmenwould likely remain available indefinitely to pie
competition to the incumbent LECyen if the new entrarwere togo out of busines¥’

In the Pricing Flexibility Orderthe FCCrecognized possible differences in competition
for interofficetransportand for channel terminations. While the FCC clegheollocation would
be a good predictor of interoffice or Atrunk
mighthnot be as good for channel t wilpmbablgwaittons .
invest in lineside facilities until theyrave all or most of their trurgide facilities in place®
More basically, the FCC acknowledged tballocationiidoes not provide direct evidence of
sunk investment by competitors in channel terminations between the end office and the customer
premises %6

Despite these misgivings, the F@@irmedits belief that collocation eventually would
be a valid predictor of competition for channel terminations.

[I]t seems likely that a new market entrant would provide channel terminations
through collocation antased LEC facilities only on a transitional basis it
eventually extend its own facilities to reach its customiralso seems likely,
therefore, that the extent to which competitors have collocation arrangements in
an MSA is probative of the dege of sunk investment by competitors in channel
termir;gtions between the end office and the customer premises throughout the
MSA.

* Pricing Flexibility Order{ 81.

>L Pricing Flexibility Order 80.

>2 fif a competitive LEC has made a substantial sunk investment in equipment, that

equipment remains available and capable of providing service in competition with the
incumbent, even if the incumbent succeeds in driving that competitor from the markéterAnot
firm can buy the facilities at a price that reflects expected future earnings and, as long as it can
charge a price that covers average variable cost, will be able to compete with the incumbent

L E C Pricing Flexibility Order{ 80.

>3 Pricing Flexibility Order 81.
>* Pricing Flexibility Order{ 103.
> Pricing Flexibility Orderq 104 (italics added).
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Although it acknowledged doubts about the validity of equating collocation with channel
termination competitiorthe FCC didhot require anydirect measurementd the latter Indeed
the FCC expressly rejected the obvious alternative of usiagket power data. Nedominance
showings, saidthe FCEar e neit her administr at®Moedvgr, si mp ]|
requring parties to provide evidence on market shares, and evaluating that evidence at,the FCC
woul ddmienifsa r at i v el Ackndmedgiheetimabne paey. had asked the FCC to
collect better data under formal reporting requirements, the FCQ sead not willing to delay
regulatory relieeven long enougtotseek comment on that propo¥al.

The FCCalso expressed concern about how requithagfiling of moregeographically
comprehensive data might inappropriatéelay regulatory relief For exanple, he FCC
rejecteda proposal that it withhold pricingexibility until customers havéa competitive
alternative for access to each and everyendugser Wai t i ng for competitio
said the FCC, woul distorthelomematiomof tbeomanket taintdo rd etnoy f L E
pricing flexibility simply by refraining from entering certain parts of an M3A.,

Rather than adopting a dirateasurement of competition fohannel termination
businessthe FCCconcludedthatcollocationwasth e fibe st mecdasthattinee®avai | abl
Moreover, he FCC statedhat anymisfit between collocatiofrequency and channel termination
investmenwouldb e fit r ansi t iecrda lad t s operiadib Théodderdidingt |
predicthow longthis transitionalperiodmight last

[W]e cannot time the grant of regulatory relief to coincide precisely with the
advent of competitive alternatives for access to each individual end\Wser.
conclude that the costs of delaying regulatory relief outweigiptitential costs
of granting it befordinterexchange carrief¥have a competitive alternative for
each and every end uér.

> Pricing Flexibility Orderq 90.

>" Pricing Flexibility Order{ 103.

> Pricing Flexibility Order{ 103.

> Pricing Flexibility Order{ 142.

% Pricing Flexibility Order{ 103.

®L Pricing Flexibility Order{9103, 104.

%2 1n 1999, much of the special access market consisted of purchases by interexchange

carriers, and interexchange carriers were building direct facilities to some customers. Since that
time, several larger interexchange carriers have merged with ILECs.

® Pricing Flexibility Order{ 144.
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If the FCCrejected direct measurement of competition for channel terminations, it did
adjustthe triggers.As noted froniTablel above, Phase Il triggers for channel terminations
require the highest frequency of collocationh e FCC sai d t he dedogther tori
for the limitations inherent in this triggers

ThePricing Flexibility Orderalso addressedktworkbypass. The order recognized that
somecompetitorscanwholly bypass collocation in ILEC wire centers, preferring instead to
interconnecwith nonILEC facilities. Under a trigger that depends on collocations in ILEC
offices, bypass would lead the FCC to undé@neate the level of competition actually present in
an MSA. Once againwhile the FCCrecognized th@roblem, it declined to develapdirect
measurementinsteadthe FCClowered thenumericaltriggerfor Phase | transport flexibility
making it easiefor incumbents to gethis form ofregulatory relief®

C. The 2005Special AccesfNPRM

In January 2008he FCCissued a Notice of Proposed Rulemakamgpecialaccess
The notice was broad, seekiogmment not only on traditional price cap issues, but @tsthe
FCCO6s special accesTHeRCC acknowlegiged thattime1989Piicing v r ul e
Flexibility Orderit had made somassumptionsiboutsupply responsiveness and entry basrier
The 2005 NPRMsought comment owhetherfiactual marketiace developmenbdhad validated
what it characterized akose 199Fpredictivejudgments®®

The 2005 NPRMposed a wide range of issuekhe FCC askedhany questionabout
boththe price and cost of special access servinelkdinghow costs for speal access facilities
should be estimated. The FCC sought comment othe basic fatures of price cap regulation,
and it askedbout the effects of Phase Il pricing flexibility, includwether there had been
substantial and sustained price incre8eghether special access markets should be
differentiated by capacity’, and whether the existing proxy triggers adequately measured

® Pricing Flexibility Order{ 104.
® Pricing Flexibility Order 95.

% FCC, Special Access Rates for Price Cap Local Exchangei@arkV/C Docket No.
05-25, Order and Notice of Proposed Rulemaking, 20 FCC RCD @5 (NPRM 1 5, 6.

%7 2005 NPRM] 65.

% 2005 NPRM 1 76.

%9 2005 NPRM 1 83 (i.e., whether D$ channel terminations are different from-BS
and OCn channel terminations).
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competition for channel terminations to customer prenffsdgnally, the FCCasked whether
sellers were exercising market ppwhrough exclusionary conduct in setting tariff terms and
conditions*

The 2005 NPRMalsosought commendnthe price cap systethat still applied tesome
special access services in some MSAs.explainedabove,underthe 2001 CALLS order,
special acess prices had been frozen in 2004, but CALLS was intended only asyadivplan
In thePricing Flexibility Order, the FCC tentatively concluded that there should be no change to
the method o&djusting price cap rates from year to y&ar.

Thousand®f pages of comments were filed in 2006.2007 the FCC issued a notice
asking parties to refresh the recdt@nd still more thousands of pages were fil¥@t the FCC
still has not acted directly on the 2005 NPRRE a result, priceaped ratesemainat 2004
levels,and ILECsstill have pricing flaibility in many MSAs under the rules set out in 1999.

D. Mergers

Recent mergerbetween ILECs and other carridr@vedramaticallychanged the
competitive landscapelhe AT&T merger with SB&hanged the arket by removing a large
national independent competitor with an extensive fiber netwBefore the mergeAT&T had
been arinterexchange carrier, and it wasagyressive critic of ILEC special access pricihg.
SBC then acquireAT&T , with the combired entityretaining theAT&T name Most of the
facilities that AT&T hadoreviouslyowned in SBC collocation cages became the property of the

0 2005 NPRM 1 89.
T 2005 NPRM Y 114.
2 NPRM 1 30.

3 FCC, Special Access Rates for Price Cap Local Exchangei@arkV/C Docket No.
05-25, Parties Asked to Refresh Record, FCELQ3, released July 9, 2003ecial Access
2007 Notice)

" For example, in 2002 AT&Tthen an interexchange carrier, filed a petition at the FCC
challenging the special access prices offered by ILECs. AT&T complaineth&tRBOCs
were charging supranormal rates and were ysiining flexibility to maintain or raise rates, not
to lowerrates in response to predicted competitive en&¥&T asked the FCC to reinitialize
Phase Il rates at an 11.25% rate of return and impose a temporary moratorium on further pricing
flexibility applications.
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combined company, thereby reducing facilitEssed competition in many SBC wire centérs.
Ver i zono6s M@lkatsgreducedahe number of independent special access providers
and buyerg®

Mergerconditiors havealsogenerated important limitations on ILEC pricing of special
access.In December 2006, the FCC approvech@rgerof AT&T with BellSouth The FCC
imposed aconditgn known as fiSpeci althatAmitedesgesial&&aessmi t me nt
pricesthat the merged entity could charigePhase 1l area$’ Condition 6 required the merged
company to offer DS and DS3 channel terminations and transport, &l &s Ethernet
transport, at rates no higher thiwerates it charged in other areas. axhinimum, this meant
that AT&T had to reduce rates in Phase Il areas to no higher than the price cap rate. In addition,
the FCC directed the company to reducétisernet rates by 15%. This price restriction was
originally imposed for 48 months, but the F&erreduced the terf. The pricing limitation
will expire on June 30, 2010.

IV. How ILEC s sellspecial access
A. Rate elements

Special access services typicafiglude several kinds aécurring charges. The most
common element is the channel termination charge. Customers also pay a monthly recurring
charge for eactransportermination portsometimesalledichannel mileaggor At r ansport
c h ar grersspotos often sold witha two-part fe@ a fixedmonthly charge per circuit arad
permile chargebased on thdistance between the two interconnected central offices.

Carriers imposenanyotherkinds of special accesharges Many customers pay for
multiplexing, whichdivides a single special access circuit into multiple logical circuits, or the
reverse. Traditionally, multiplexingwasused tomakea singlespecial access circuisable for

“The FCC denied AT&DEGBNPRMESB.i tion in 2005.
® See GAO Special Access RepurT.

" FCC,AT&T Inc. and BellSouth Corporation, Application for Transfer of CdntéC
Docket No. 0674, Memorandum Opinion and Order, 22 FCC Rcd 5&2$outh Merger
Orden).

8 BellSouth Merger OrderAppendix F. Originally, the price guarantee applied only to
other carriers that took certain steps to establish reciprocity. That limit was removed upon
reconsideration. See below.

® FCC,AT&T Inc. and BellSouth Corporation, Application for Transfer oh@ol, WC
Docket No. 0674, Order on Reconsideratia2 FCC Rcd. 6285289, Appendix.
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multiple voice conversations Today, multiplexing is also used By ECs tostep upmultiple
DS-1 circuitsto the DS3 level before connectingaffic to a larger regional or metropolitan fiber
ring.

Customers usually pay nonrecurring charges for new circuits. Custoragesdso pay

additional charges for guaranteesof r cui t reliability, often cal/l
B. Rate plans
1. Rack rates

ILECs havsfiled federal tariffs listing the recurring and nonrecurring rates that are
available to all customer s. T dftensuged bymdllexr s, o f t
customerandby wholesale customersho, for any of several reasons, arevilling to make
comprehensive commitments about future purchakaarticular circuit.

Most carriers offethe sameack rates thraghout their entire footpriri althoudh some
carriers define sever BRorexdimple, ABSAMerivechhakfived i f f er e n
separate rateones in each of its states. Zondslthe most urbanized zone and has the lowest
prices.

The simplest form athe generally availableate isthe sec a |l | e d-todnmoabhb r at e
This rateroutinelyis thehighest ratevailablefor a given servicefiRa ¢ k r afténeised i s
synonymously witithese monttio-month rates.

2. Term commitment plans

Large carriers also typically offer sevetatm canmitment plang* and wholesale buyers
use these plans frequently.f tBe special access revenue that Verizon derives from other
carriers, over 90% is received under discount pricing pfans.

Sellers like term commitment plans because greglucemorereliable revenue Buyers
like theplansbecausehey provide substantial discountghichvaryfrom a few percentage

80 AT&T identifies different rates by state in the former Ameritech region, but the rates
in each state are identical.

81 Rack rate tariffs sometimes offer mostthmonth rates and term discounts. Typical
term lengths are one, three, and five years. These discounts do not require any overall level of
commitment by buyers, but are otherwise similar to term commitment plans. The difference
between teradiscounted rackates and discount plan rates is not always clear, except that the
latter tend to be described in separate tariff subsections.

8Verizon submission AList of Key Data Poin
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points to more than half bfhe rack raté® Buyers have @owerful financial incentive to
participatein planswhendiscountsarethis large.

Many term commitment plans includep o r t giovislons thgt icrease customer
freedom to move circuits from one location to anott@ortability provisionscanallow a buyer
to avoid termination liabilityvhen cancelling a particular circ@ind nstalling anothef*
Portabilityalsocansometimegive buyers the right tavoid nonrecurring installation charges
whenmovingcircuitsfrom one location to another

Volumecommitment planandii s e r v i ¢ e afeesimi@d taterm disaoury plans,
except thatheycommitthe buyerto purchasen overallnumber of circuits oto make a
minimum monthly paymerior a fixed term These plansometimesnclude portability
provisions that waive termination penalt@sdreduce or eliminataonrecurring chayes®”

Most discount plans allow u y e rupgratdéo iy ene discaurg plawithout
penalty andcenteing another Generally, upgrades require the buyeeto hance t he sel | €
expectations of committed futurevenus.

3. Pricing flexibility overlays

In areas in which the FCC has granteitipg flexibility, large ILECs offer additional
discounts through temporary promotions amividually negotiatectontracs®® Promotions

8 Verizonreports that itsliscounts range from 5% to 65% off standard mdattmonth
rates.Veri zon submission AOverview of Verizonds I
Agreements, at 3. A customer under a typical AT&T Term Pricing Plan who makesyadive
commitment receives a 53% discount off the monthly channel terminatioan@ightly
smaller discounts for dedicated transport. AT&T SBC Tariff No. 73 88 7.3.10(F)(1),
7.3.10(F)(10.4)(2).

8 Some plans abbreviate the period of time that can generate unavoidable termination
fees. For exampl e, Ve lansoffendistoants ba8exl onfaer m and V
customer6s commitment to maintain a certain n
a specific term without regard to whether any particular circuit is kept in service during the
cust omer sd s el elesg, &pknaltyéimmosed if theindaidutl bircuit iskegit
in service for @minimum period that is less than the term lengtkerizon submission

AOverview of Verizondés Generally Availabl e Di
andCobhr act Tariffs And Service Level Agreement
®For example, Verizon East offers a fCommi

newly installed service generates only a nominal nonrecurring charge of $1.00. Verizon FCC
Tariff No. 1, § 7.4.1(C)(1).

8 Because Verizon submitted data and explanations to the Project, its explanation is
summarized here. Other carriers do not appear to take materially different approaches.
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that %J]oply to new installations or specific types of services typically offeodnts of 10% to
20%.

Individually negotiated contragtareo f t e n ¢ a |l | e dplafisberausenegpare t ar i
both negotiated with the buyer and filed as a tariff at the,/€&€t ot al Dbi | Ised r even
because they requitriyers tomeet minmummonthly paymentequirements Verizon
estimates the range of additional discaavailable from these overlay tariffs at 5% to 34%.

Contract tariffs are widely used by major wireless carriers and large CLECs, and Verizon reports
that it has entereitito almost 70 such contracts since 2691,

Pricing flexibility overlays are typically negotiatéetween a single ILEC aradsingle
wireless carrier or CLEC. Thaansare then filed at the FCC as tagjfbut without mentioning
t he buyer 0 sticallyatimese.contratt keens areeavailable to other buyers, but specific
qualification terms can limit their ud®y others

Buyers generally like having a choice of plai@&me buyers prefer nationwide ptan
becausehat kind of plarincreases thb u ysability to offsetlost customes in one region with
newcustomes in another regionPlans with larger geographic scope often also waive some
charges for moving circuits from one location to anoti@iherbuyersmay prefersmallerscale
MSA-wide plans These smaller plamsquire more managemengcause they are more
numerous than a single nationwide plauatthey mayalso creatgreater opportunitie® shift
business to competitors on a eliy-city basis.

The variety of plansomplicated our anadys Each plan typically occupies dozens of
pages of tariff language, and the plans tend to be replaced every fewBasisRBOC tariffs
for special access include rack rates and these discount plans, and they often run to 700 pages or
more.?® In addtion, as individual contracts aregotiated, those are afied as tariffs,andthe

%Verizon submission fiOv e\vailablescourtPlang and zon 6 s
Pricing Flexibility Promotions and Contract Tariffs And Service Level Agreement Plans For
Special Access Serviceso at 9.

¥Verizon submission AOverview of Verizonos
Pricing Flexibility Promotions and Contract Tariffs And Service Level Agreement Plans For
Special Access Serviceso at 8. Verizon was t

8 Verizon submission AT&T SBC Tariff No. 73 § at-1Q.

% AT&T also has separate specicess tariffs for the former SBC area, the former
Ameritech area, the former Pacific Telephone area, the former Nevada Bell area, and the former
Southern New England Telephone area. To take one example, the SBC tariff has been built up
with successivewerlays, and it now describes, in intermingled subsections, a largely obsolete

di scount plan called AHigh Capacity Term Pric
ADS1 Term Payment Plan, 0 and a var i separateof t he
Aportability commitment. 0 Each of these plan
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overall structurddecoms even morecomplicated, voluminoysnd difficult to parse. In this
study we have made substantial efforts to compadecontrasthese planscross carriers, and
we make soméndings and recommendations below. The tdyis by no means been
exhausted, however, and it cowell merit astill more comprehensiva&udy.

V.  Market power

Market poweflfor a seller is the abilityo profitably maintan prices above competitive
levels for a significant periodyithout significant customer loss and withoutatting entry by
competitors® Market power can be exercised by a sole monopolyigeowr byone or more of
a group of sellers.

A firm with maiket power can exerciseatpower in a number of ways. Onbvious
way is to increase pricethereby transferringiealth to the seller argroducinga misallocation
of resourcesA firm that uses market power to raise prices creates what economists call
Afdeadwei ght | oss0O because it suppresses consu
would prevail with a markediriven price. Deadweight loss represents a loss to society as a
whole, not simply a loss to consumesnother way to exercise maet power is tdessen
competitionon product quality, service, or innovation.

A firm may theoreticallyhave market power and yedfrain from harmingconsumers.
Before government intervenes in a market, it shouldtfiad market power exists and thiabas
been used in a way that harms consumei®wever, in most instances the existence of market
power is not recognized until the entities that possess it actually use it.

Market power has always been a contentiopsc, bothin academia anth the couts.
Sharp disputes exist oveow market powearises how to measurenarket power, and, perhaps
most important and difficult to resolve, when market powérarmful to consumers or to
competition itself. Traditionally, economist@assessing market poneaveplacel great
importance on market concentratiolmhese economists tetmisee market power in many parts
of the economy and believe tleitry barriersre largely responsihleMarket concentration is
examined in part XA below.

Other economistbelievethat high market concentrationgr se do not necessarily
indicate the presence of market power that is excessidamaging to consumerd hese

provisions, adjustment mechanisms, exit options, and penalty provisions. AT&T SBC Tariff No.
73 88 7.2.20, 7.2.22.

%1 United States Department of JustiEederal Trade Commission, Horizontal Merger
Guidelines, § 0.1, available http://www.usdoj.gov/atr/public/quidelines/hmg.htm#15
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economists often argue thatirket power i®ftentransitoryand thatcompetitive forces
includingnew firms entering the markeguickly negate any exercise of market power. These
economistdocus their attention owarious market structures and other topics suc¢hes
ficontestability of markets a topic discusseid partlX.B below. They also pont out that

market power exists in many markets without government intervention because the harm to
consumers is minimal.

VI. Independentstudies of special access competition
A. The Uri and Zimmerman report

In 2004, two FCC economists published an article rewmigwthe trends in special access
tariffs during the first four years of pricing flexibilif{f. Uri and Zimmerman reviewed tariffed
rates filed at the FCC and carrier earnings reported to the FCC through the ARMIS system.
They concluded that price cap ILE@Gave market power in supplying special access service and
have taken advantage of that power.

The Uri and Zimmerman study examined trends in tariffed rates on file at the FCC. The
study contrasted rack rates in July 1, 2000, a date just before thwitinsg flexibility orders
were granted, with prices charged in February 2003.

Overall, Uri and Zimmerman found that in areas still under price caps, prices had
declined. By contrast, many rates had risen in areas with pricing flexibility. For example:

I Statesserveddyout hwestern Bell and Ameritech f
flexibility rates for channel termination and channel mileage (fixed and variable)
for DS-1 and DS3 special access services under their term (optional payment)
plan in the order 0f3%. In no instance, however, did rates decline for any of the
rate elements under pricing flexibility relative to the conventional mtoth
mont h fates. o

92 Uri and Zimmerman, Market Power and the Deregoifatif Special Access Service
by the Federal Communications Commission, 13 Information & Telecommunications
Technology Law No. 2 at 129 (2004).

% 1d. at135 17Q
% 1d. at 150.
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1T APaci fic Bell spec tlahdDS83csernecessawraaincesse f or
for both monthto-month rates and optional payment plan rates with no reductions

in any pricing flexibility ra%es

over t

1 f Qwe s t-10specidd &cess service saw both channel termination and channel

mileage rates increased. . The ncrease for both the fixed and variable

componerd of channel mileage for both the conventional rates and the rate under

an optional payment plan topped 25%. . . . drinstance did rates decline fany
of the rate element™ under pricing

Uri and Zimmerman contended that in a competitive markethaae carriers enter the

flex

marketpr i ces would generally fall, not increase.

unambiguous conclusion

LECs subject to price caps who have been grantedhgritaxibility have taken
advantage of the opportunity. These LECs Haaengiven a chance to increase
rates for special access service without raising the ire of the Federal
Communications Commission. . .. The fact that no rates have declined and that
many have increased is further evidence that the price cap LECs are exercising
market power and that the market for special access service is not competitive.

Ur i and Zi mmer man also criticized the

concludedthatte F CCb6s rules had a nfat al fl awo

FCCO6O
becau

not cover the Al ast mileo to the customerads p

which focus on the presence of collocation in wire centers, are not adequateesieasnp
deployment by competitor§. Collocation can be used to estimate interoffice transport

deployment by competitors, but not loop deployment by competitors. In the extreme, Uri and

Zimmerman explained that a price cap ILEC can be granted pfiexigility for its channel

termination rates in an MSA even if no collocator has deployed a single loop in the MSA. In

ot her words, the FCC proxy test nAidentifi

the price cap ILEC and itscompetit and f@Anot hing about the
the collocator® and the customer. d

% 1d. at 168.
% 1d. at 168.
9 1d. at 168169.
% 1d. at 169.
% 1d. at 170.
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I n conclusi on, Ur i and Zi mmer man recommend

for accounting for the avail ab®Theytalpo of t he
recommended that the FCC revisit the pricing flexibility ordarefully examine the product
market for special access servicasdchange the proxy test in a way that measures the
existence of last mile competitidft:

B. The GAO study

In Novemberof 2006, afew months beforéhe passage of the NARUC resolution, the
Government Accountability Office (GAO) published a report on special at%%3#$e report
addressed several aspeatspecial access competition.

1. Competition at customer locations

First, the GAO examinedacilities-based competitioat customer locations cities
wherethe FCChad granted pricing flexibility. TdnGAOexamined competition ih6
metropolitan areas, four from each RBOC dféan each areahe GAO examined
commerciallyavailable dataegarding the availability of competitive faciliti€¥ The GAO
concluded that competiticat the building levelvas very limited, particularly for lowerapacity
services

1 In buildingswhere customer demand was limited to a singlelllifie, less than 6
percenthad competitive alternatives.

1 Inbuildingslikely to generate at least a sin@}&-3 level of demandabout 15
percent hadiber-basedccompetitors

1 Inbuildingslikely to require 2 DS3s about 24 percent hddber-based
competitors

100 14, at 170.
101 1d. at 171.

192 Government Accountability OfficdCC Needs to Improve Its Ability to Monitor and
Determine the Extent of Competition in Dedicated Access Ser@é€s 07-80 (GAO Special
Access Reporgt 6.

193 At the time, BellSouth was still an independent company.

104 GAO analyzed data from Telcordia® Technologies, lmch i ¢ h i aleading | | e d
global provider of telecommunications network software and seruiaed, GeoResults, whidh
d e s c r i afiendhatah®e tel@communidans industry has used extensively to analyze
Telcordia data
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The GAO also foundhat the theoretically more competitiidhase Il areas generallydha
less frequent competitive presesteanPhase | areasBased on thishe GAO suggestedhat
theFCCOs ¢ o mp e werenot aceurately pregigigeconspetiton at thebuilding
level}*® The GAO noted that variety of factors could limtompetition at the building level,
including the high sunk costé constructing local networks, the cost of local government
regulations, and limited access to buildir

The GAO also examined trendsaollocationat ILEC wire centers As of July 2006the
GAO found that the number obllocationsites had declined approximatelya@ince pricing
flexibility petitions were first grantedThe GAO was unsurghether this ddme arose from
mergerswith former competitorsr fromtheincreasedypasof ILEC central offices’’

2. The effects of deregulation on prices

The second part of the GAO report examihegv list FCC pricing rules had affected
pricesand averagsellerrevenesunderPhase Il pricing flexibility The GAO collected and
reviewed rack rate data, the contracts of large carriers, and average revenue data from the four
major RBOC sellersThe GAO was not able to collect average price data from buyers other than
the federal government, nor did it obtain any pricing or raeesata from no#LEC sellers.

The GAO made twapecific findingsabout the trend dist prices(nominal dollary over
time. The GAO compare®006 prices witlwhat it calledthefinitial prices that predated
pricing flexibility.*®

1 Inareas without Phase Il flexibilityaveragdist prices hadleclined largely due
to the CALLS order, but also possibly as the result of competitiofor
examplethe monthto-monthmean list pricdor aDS-1 chanml terminationin
density zone haddroppedby $1.20 per month**°

1 Inareas with Phase Il flexibilitygveragdist prices hadncreased For example,
the monthto-month meatriist pricefor aDS-1 channel terminatiom density

195 GAO Special Access Repatt19.
198 GAO Special Access Repatt26.
197 GAO Special Access Repatt24.
198 The initial prices are for 2001GAO Special Access Repait68.

199 GAO Specialccess Repodt 13, 27, 28.This conclusion was truer DS-1 andDS-
3 service, for channel terminations, fixed charges for trangpdstariable charges for transport,
for monthly, threeyearandfive-year terms, and regardlessrafezone.

119 GAO Speial Access Repoat 67 (Appendix Il, Table 11).
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zone lhadincreased by 7.76 per montht** The GAO expressed surprise at this
finding becauséhe FCC has predictatie greatest competitian Phase Il
areas 2

The GAO also took a snapshot of 2006 raekes In Phase llareas therices were
almost alwaysigher tharin price-cgp and Phase | aredS For examplein Phase Il areahe
monthto-month mean list price for@S-1 channel terminatiom density zone Was $18.96
higher than in other area¥’

The GAO recognized that many large buyers of special access purchase sodantdi
contracts.Because many contracts provide fiaed percentagediscounts off the list priceéhe
GAO concluded thagffective prices for dedicated access under these contrd@tase Il areas
weregenerally higher thaRhase | areas becauBbasdl list priceswere higheron averagé™

The GAO alsoevaluated prices based average ILEC revenugata for special access
services Once againthe GAO reportedrends, in this case comparig§05 averageevenues
with initial period revenues®®

1 Inareas without Phase Il flexibilityneanrevenuefaddeclined For example,
theaverageevenuedrawnfrom DS-1 channel terminati@decreased by26.15
per month*’

1 Inareas with Phase Il flexibilityneanrevenuegprices hadalsodeclined though
by a sméer amount For example, the revenue fronD&-1 channel termination
had decreased byg%2per month-'®

111 GAO Special Access Repatt67 (Appendix Il, Table 11).
112  GAO Special Access Repatt13.

113 8 [ &@riparisorof 1,152 prices found that, as of June 2006, the 1figoelist price
was on average high#ran the pricecap price, regardless of whether the price was for channel
terminations, interoffice mileage, BBor DS3 service, different term arrangements, or different
density zones d&GAO Special Access Repatt28.

114 GAO Special Access Repatt67 (Appendix I, Table 11).
115 GAO Special Access Repatit30.

1% The priorto-flexibility data applied to 2000 for Verizon, 2001 for AT&T and
BellSouth, and 2002 for QwesGAO Special Access Repait63.

117 GAO Special Access Repatt63 (Appendix Il Table 7).
118 GAO Special Access Repatt63 (Appendix Il, Table 7).
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The GAO also took a snapshot of 2005 average revepeesircuitfor channel
terminations In 2005, aerage revenue iBhase Il areawas higher, oraverage, than iRhase |
areas andPrice Capareas-*® For examplethe average revenue for a A hannel termination
in a Phase Il area was 4% higher than in other é?ga‘sor DS3 service, average revenue in a
Phase Il area wagi® higher than in othareas-**

Broadly,the GAO concluded thaist prices and revenue are higher on average for circuit
components in areas undehase lfflexibility (areas where competitive forces are presumed to
be greatest) than in areas unBerse Fexibility or underprice caps?

3. Data collection at the FCC

In the third portion of its reporthe GAO recommended that the FCC improve its data
collection and analysis relating to the extent of competition in special access markets. The GAO
noted that promoting competitios1an important role for the FCC under the 1996, Aaodthat
the

stated outcomes of this policy objective are to lower prices and increase the
guality of telecommunications services available to American
telecommunications consumers as well as pronhaeapid deployment of new
telecommunications technologi&d

The GAOfound that most of the data used by the FC&ssess competition have
significant limitations in their ability to describe the presence, extent, or changenpetition in
any given ara.*** There were two fundamental problems identified by the GAO:

1 Once a price flexibility decision is issued, tR€C does not revisit or update the
underlying competitive faci®ven though competitors may enter bankruptcy or
be boughby another firm-*

119 GAO Special Access Repatt28.

120 1n 2005, the average revenue for aD6hannel termination in a Phase Il area was
$131.77. In other areas, it was $126.B8A0 Special Access Rart at 63 (Appendix I, Table
7). 4.4% = ($131.77 / $126.20)1.

121 1n 2005, the average revenue for a®6hannel termination in a Phase Il area was
$1,329.65. In other areas, it was $1,069.680 Special Access Repatt63 (Appendix I,
Table 7).24.3% = ($1,329.65 / $1,069.58]L.

122. GAO Special Access Repatt27.
123 GAO Special Access Repait37.
124 GAO Special Access Repatit36.
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1 TheFCChas no methotbr collecting comprehensive and reliable data on
competition. The FC@ses rulemaking proceedingscollect data from external
parties bufithose parties generally have no obligation to provide data, and the
FCC has limited mechasms to verify the reliability or accuracy of any data
submitted. For example, as part of its rulemaking proceeding on dedicated
accessthe FCC requested data on price indices in price flexibility areas to
determine how prices have changed in areas waitiing levels of price
deregulation; however, no incumbent firm provided a@Ata.

The GAO concluded that without more complete and reliable measures of competition,
the FCC was unable to determine whether its deregulatory policies were achieving their goals
The GAO recommended that the FCC fidevel op mea
on an on%oing basis that more accurately represents market developments and customer
choite. 0

4. FCC response

The GAOreport included a letter response fromB@C*® The FCCods broadest
criticism of the GAO report was that, taken a
to price control policies t¥ dheGAGdisag@edwithi s si on
t he FCCO6s c hTagGAQ daclknowiledge that theRCC must balance the additional
costs of gathering more data with the potential benefit that might result from additional data
Neverthelesshe GAO reiterated its opinion that to better meet its regulatory responsibilities the
FCC needda mae accurate measure of effective competition andedtedcollect more
meaningful datd*

The FCCo6s | etter concdontiduesdo nopitofist ehyei regk ttemat t
which markets ar e oY @he GAGEisagreen statingiatt ihvee FeCrCtorsy . o

125 GAO Special Access Repattl4.
126 GAO Special Access Repattl5.
127 GAO Special Access Repattl5.
128 SeeGAO Special Access Repatt7172.
129 GAO Special Access Repatt71.
130 GAO Special Access Repatitl5.
131 GAO Special Access Repatt75.
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pendingrulemaking proceeding on dedicated acaessld not besufficient to allowthe FCC to
evaluate pricing behavidf? The FCCalsomaintained

1 Thatit he public interest is better served
ratesforthemccess services, 0 and fAeven if com
the cost of regulating special access p

T If a seller did charge an Aunreasonably

competitive altenative, that rate will induce competitive entry, and that entry will
in turn drive rates down. 0

i Itis not possible to measure effective competition on a granular basis consistent
with the deregulatory goals of the 1996 Adthe proxy triggersresatisfatory

becausgranular findingsofnod o mi nance woul d be fAneithe

simple nor e®&erfyrwmenigdpeificinipeirménd i n g

analysis would be impracticable and una:

1 Regulating the prices charged by incumtsawould deter investment by both
incumbents and new entrants alike

VII. Interests of thestatesand the industry
A. Buyers

Both wholesale and retail buyers of special access have an obvious interest in low prices
and flexible terms and conditions. Wholesalgdyg have been particularly active at NARUC
and in working with the Project. These wholesale b@/&&ECs and independent wireless
carrier® see special access amajor cost.Sprint, for example, has stated publidligat one
third ofits total cell siteoperating costgo to special access expen$es.

Fora CLEG special access is an upstream input, angriceaffects which customers
the CLEC can serve CLECswith their own facilitiescan always serveomecustomers without
usingthelocal ILEC. Butmany customers have multiple locations, some of which are likely to

132. GAO Special Access Repatit46.

133 TR Daily, December 4, 2008, reporting a speech by Sprint CEO Dsseatethe
Practs ng Law I nstituteds Annual I nstitute on
WashingtonD.C.
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be in citiesor towns whergehe CLEChas nofacilities*** CLECs report that their customers are
increasingly demanding that CLECs meet all their telecom needs at multiple locations.

For wreless, special access pricing affects profitabaitg competitiveness Lower
special access prices can produce an economic advantage against landline competitors, including
those providing special access servicBpecial access pricing also affedts ability of a
wireless carrier to serve remote areas.

Most buyersvould likethe FCCto limit or eliminatePhase llpricing flexibility. Some
seek restoration of some form of price cap limBsiyers contend that sellers have market power
and use iin unreasonable ways, in part through high prices and in part by imposing
unreasonable terms and conditions.

B. Sellers

For ILEC sellers, gecial access is a profitald@dgrowing market Special accedsas
becomemoreimportant to the health of the ILEC instuy, particularly for the large ILECs that
serve major business aresaxl particularly aprofits from switched services have declined.

ILECsmai nt ain that special access iIs increasi
policies of allowing widespread prigg flexibility are sound. Verizon, for example, argues that
its special access services face increasing competition from traditional carriers and fiber
suppliers such as Level 3 amtlV Telecom cable operators such as Comcast,,@oxl Time
Warner Cableand fixed wireless providers such as Tower Cloud. Verizon also argues that
market pressures are the reason that most of its special aolthssother carrierss pricedat
discountratesunder generally available discount plans, pricing flexibilityrpodions or
contract tariffs.

Sellers also point out thapecial accesservices frequentlyequire large investments.
ILECs generallymust provide this servicen demand anywhergithinthe LEGO s s er vi c e
footprint. This obligation extends taigh-costareas in whiclCLECs and wirelessarriershave
found that theyxannot afford to buildacilities. In that sense, the competitors are building their
own facilities to the most profitable areas, and then demanding special access to other, costlier
areasso that they mayrovide comprehensive services to midtation customersTo provide
this service withoua subsidy,ILECs contend theiratesmust besufficientto support
constructing and maintainirthese circuits.

134 E.g, TW Telecom comments to FCC, Taylor at 8.
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C. The stateinterest in special acces
1. Intrastate services

As explained above, aboli0% of special accesalls within the intrastate jurisdiction
States have a direct interest in the rates, teamd conditions oftheseservices. States are also
legitimatelyconcerned witltheir availablity, affordability, and quality, as well as possible price
discrimination or price fixing.Finally, state decisions inevitably benefit from FCC programs
that collect and report data on the competitive conditions within special access markets.

In exercigng their own authority, state commissions can heemcedby the FCCo s
orders and method®A state that i€onsidering setting intrastate special access eatpearity
with interstate ratewould be encourageditfcould gainconfidence irthe justnss ofthose

interstate rate¥’ Also,astatemi ght want to parall epricighe FCCods
flexibility, and it would be encouraged if .it could
2. Interstate services

The states also have interests regarditgystate special access servicéghile indirect,
thestates ihterestarises fronthesizeof interstate special access markets andrther k e t s 6
inevitable effects othe telecommunications network and the economy.

a. Competition

States have an interastpromoting effective competitioim telecommunications
markets The 1996 Act madeompetitive telecommunicatiomsjoint responsibility of the states
and the federal governmenitlany states have welcomed this duty to promote competition and
have adopte specific policies in support of meaningful competitiorhe 2007 NARUC
resolutionrecognizedhatNARUC has:

a longstanding interest in ensuring that sufficient competition exists in local
exchange markets so that markeased rates can apply to whalksservices such

as special access, and where competition is judged not to be sufficient, regulatory
policies should be adopted that prevent dominant carriers with excessive market
power from operating in a manner that harms competition

Wholesale buyergiew special accesasan essential componeuwt their own retail
services. For CLECs, the priceot onlyaffectswhich customersanbe served but which
markets are financially viableStates therefore have an interest in ensuring@h&Cs can buy
special access gust andreasonable prices.

135 | ikewise, a state may want to use cost studies that were initially developed for FCC
proceedings.
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b. Sound economy

Stateshavean interest in a sound economy. Business customers increasingly rely on
CLECs and ot her ¢ o mmiuhe re@ibptice that & budiness pagsiggforat or s . 0
increasinglydepend on the upstream costs faced by its CLEC or integrator. Higher input costs
can depress production in both upstream and downstream markets, and that harms society as a
whole by creating deadweight losses.

One party to the FCC proceeding, representing fisupharacterized the importance of
special access as follows:

Special access is to the information economy what highways and other
transportation infrastructure are to manufacturing industries; they are the lifelines

that connect US businesses and govennt to the rest of world. . . . Special
access is also the Al ast miled |Iink betwee
institutional telecom users and worldwide voice and data communications
networks!3®
C. Ubiquitous service

States have an interest in mi@iining ubiquitous PSTN service. As noted above, special
access is becoming a more important product as ILECs lose switched access lines and revenues.
A primary issue underlying this report is whether interstate special access rates are too high.
Nevetheless, if those pricegere tobe reduced, and if they fdielow just and reasonable levels,
the risk of ILEC failuras could increase Statesthereforehave an interest in ensuring that special
access rates are neither too high nor too low.

VII. NARU C 6 s Cdllextions

A. The 2007 data collection

The NARUC Projectvas formed immediately aftéihe passage of the 2007 resolution,
and it soon decided to seek new data from the induimg. GAO report had analyzed building
level data in 16 MSAsbut the resultbad beercriticized as incompleteThe NARUCProject
decidedthat itsresource limitations prevented it from collecting buildiegel data. The Project

136 FCC Comments of Ad Hoc Coalition, Statement of Selwyn at ii.
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leaders made thidecision after considering the difficulty of collecting volunteered data from
carries and the much greater cost and difficulty of collecting and analyzintylSu#bdata'®’

Instead, th&NARUC Project soughmewand more comprehensidata at thaMSA level
In some ways the NARUC data collection was more ambitioustkiee®d A O 6 The NARUC
collection sought data on average prices paid by purchasers, somethihg @&0 had not
attempted. Also, hile the GAO had collected data on ¥&lectedMISAs, the Project decided to
seek circuit count and pricing data for the largest 50 MSAs.

Specialaccesss sold witha bewilderingly complex set of elements and options. To
simplify the task, thé’roject decided tbmit datacollections toDS-1 and DS3 circuits. These
are tle most commonly purchased special aceesgices, and, because thewethe lowest
prices are the least likely to benefit from competition.

NARUC sent out a buyerodés survey in May 200
sought quantitative responses for each of the 50 MSAs in wingckespondent provided service.
The questonssought datdor each yeafrom 2001 through 2006. Theirveyasked about the
portion of special access circuitsatwere seHprovisiored Amongpurchasedaircuits, it asked
about market shares for ILE€2llers andor nonILEC sellers. The survegiso askedor total
buyerpaymentsn each MSA, expecting that this would allow calculations of average prices.
NARUC received responses from McLeod USA, Sprint, Time Warner Telecavigbile, and
XO Communications.

Portions of most responses werejsabto claims of confidentiality under a protective
agreement signed by Proiect stafesponsesook varied formats Four of the five responses
had significant limitation$>®

In June of 2007, the Project sent a survey to large ILECs who sell speeiss atthe
|l argest 50 MSAs. AT&TG6s response provided on
information;*® and it interposed several objections to the format and meaning of the shiwey.

other sellers responded to the sur?y.

137 The GAO recognized thategarding customdr o c at i on st udies, fno
private data source i s uni vGAOSpaclallAgcess &tudp gni z e d
22.

138 One carrier filed national aggregate data, but nothing by MSA. One carrier filed
detailed circuit counts but no pricing information. One carrier did not file data for 2006. One
carrier did not file data for 2001 to 2003.

139 AT&T did not provide equested information regarding the number of circuits it sells
in each city, nor did it provide information requested about UNE prices or average revenue by
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B. The 2008 data collection

Under supervision oNARUC Project leaderdYRRI made a second data reques?008
Once agaimwe surveyedouyer and selleusing different instrumenisnd elicited information on
circuit counts and pricedJnlike the2007requestwe sought average unitiges within each
MSA, not total payments by MSA for each circuit type. The survey was designed to allow
responses to be analyzed by geographic area, by year, by service level, by type of charge, and by
regulatory classification. We intended to use seliga primarily to verify pricing and circuit
count data submitted by buyers, but also to identify the growth in hagparcity markets and
facilities. The details of th@008survey instruments are described in Appendix B.

Ourreportwasdelayedbecaus buyers and sellergere unabléo submit datavithin the
time limitswe requested?" In the endseveraindependent wireless and large CLEC carriers
did submit data. We received buyer data from CoVa&print!** T-Mobile,*** TW Telecom™*®

city. AT&T provided data on one variety of undiscounted prices, and it summarized its price

flex status in each of its cities. As the survey had requested, AT&T reported prices for a bare
channel termination as well as the rate for w
channel terminations and 10 miles of transport). Also as requested] pi&ided data for

2001 and 2006 and for both EiSand DS3 services.

140 verizon, Qwest, and Rochester Telephone did not respond. Verizon spoke to the
Project chairman and reported that it was compiling data for an FCC filing at the time.

141 The survey s distributed on August 11, 2008. Originally, responses were requested
by September 26, 2008. Because carriers were all busy with filings at the FCC, we extended that
deadline until October 31, 2008. The last data submission was on November 11, 2008.

142 covad submitted item counfisr all servicedor 2006 and 2007. Covad submitted
pricing data for DS3 in 2006 and 20Q7

143 Sprint submitted three separate data sets, one for its wireline business, one for its
CDMA wireless business, and a third forliBEEN wireless business. Sprint also submitted
detailed responses to an unstructured question regarding terms and conditions in special access
tariffs.

1 Sprint wireline dataubmitted item counts for 2001 and item counts and pricing
for 2006 and 2007.

T Spi nt 6 s C D Msubmitted D&l itens counts and pricing for 2006 and
2007, and DS3 item counts and pricing for 2007.

T Sprintds | sbdmiktedwslritean ceustsand pricing for 2006 and
2007.
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and XQ'*® On theseller side, Embar§’ and Verizort*® were the only ILECs to submit data.
TW Telecom also submitteskller data**® and itwas the only carrier to submit both buyer and
seller data.As in 2007 the details ofesponses werenfidentialunder protective agesnents.

Many carriers ultimately did ng@rovide data AT&T, Qwest,and Windstream explicitly
declined to submit any dagand wrote to Project leadeggplaining their positionsAs
mentioned abovelW Telecomwas the only CLEC to subnsellerdata No wireless
broadband provider or cable TV providerbmitted angeller or buyedata Likewise,no
CLECs or wireless carriers affiliated with major ILESismitted any buyer data’ The
limited data submissionsonstrained our analysis some ways

1 Pricing dataweretoo incomplete to support@mprehensivanalysis of long
term pricing trend®etween 2001 and 2008.

144 T-Mobile submitted item counts and pricing for e largest MSAs for 2002, 2006,
and 2007. In four MSAs,-Mobile also divided its responses by seller, providing us with
separate item counts and prices for each seller.

145 TW Telecomsubmitteditem counts pricing data for BSand DS3 in 2007. TW
Teleomés pricing data was | imited to footnoted
rack prices at which TW Telecom purchases and, in one case, a statement about the term of a
TW Telecom discount plan.

146 X O submitted item counts and pricing datafs-1 and DS3 in 2006 and 2007.
147 Embarq submitted item counts and pricing data for all services in all years.

148 \/erizon submitted complete seller data for eleven MSAs in the East within the former
Bell Atlantic and NYNEX serving areas’ hese MSAs inlcide Baltimore, Boston, Buffalo, New
York, Philadelphia, Pittsburgh, Providence, Richmond, Rochester, Virginia Beach, and
Washington, D.C.Verizon did not separately report any sales as special contracts, and instead
reported all nowrackrate sales as gerally available discount sales. Verizon did not submit any
buyerdés data for Verizon Wireless, its wirele
additional exhibits, including an affidavit from a Verizon Wireless interconnection employee.

149 TW Telecom submitted item counts and pricing data for all services in 2007.

9verizonés filing did include an affidavit
Verizon Wirelessbdés buying patterns.

151 Embarqg and Verizon did provide 2001 seller pricing data, buétties were not
sufficient to support extrapolation to nationwide conclusions. No buyers provided pricing data
for 2001. FMobile provided pricing in 10 MSAs from 2002.
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1 Absence obellerdata from competitive fiber providers, from broadband wireless
providers andfrom cable TV providerémited ourability to verify market
concentratiosandto verify buyer report®n theprices charged by neihEC
sellers.

1 Absence otellerdata from AT&TandQwest limited our ability to compare rates
across RBOCs, to determine whether and how FCC pricing flexibilityastafg
rates, and to verify buyer price reports regarding prices charged by RBOC

sellerst®?

1 Absence obuyerdatairom AT&T Mobility andVerizon Wirelesdimited our
sample of wireless buyer data gmévented us from comparing the purchasing
behaviors gfand prices paid bgffiliated and noraffiliated wireless buyers.

IX.  Findings and Discussion

Each of the next five subsections of this report examines a different kind of evidence.
Each subsection addresses onbathof the following questions:

1 Istheremarket power?f so, ismarket power is being uséd harm consumers or
foreclose effective competition in special access markets and in vertically related
industrie®

T I's the FCCb6s regulatory regi sustainngd ect i v
compéitive marke®

A. Market concentration

If a market has onselleror hastwo sellerswith alargecombinedmarket sharehose
sellersmay have an opportunity teehave in noncompetitive way&conomists often use two
measures, HHI and market share valussndicators of the existence of market powgoth
kinds of measures are presented below.

1. HHI analysis

The HerfindahiHirschman Index (HHI) is a measure of the concentration within a
market. HHI is definedas the sum of the squaref the market shasf each firm in the market.

152 Each data point describing an average price can have hidden problems, such as
whether the price describes only zone 1 data, as we requested, or includes data from all pricing
zones. Similarly, carriers in some cases may have included multiplexing costs or penalty
payments, contrary to our instructions.
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HHI canrange from I0000in the case of a pure monopoly to a number approaching zero in the
case of an atomistic markelf.a market had firms, each with an equal market shate market
HHI would be2,000.***

Another way 6 understanding HHI resulis to translatehe HHI value for a market into
a number of A ¢atmakett The mumiden of effextive firms is calculated by
dividing the HHI into 10,000. For example, a market with an HH3,0600 has two effeive

firms. A market with an HHI of P00 has 3 effective firms®*

The U.S. Department of Justice and the Federal Trade Commission have adopted
Horizontal Merger Guidelines (Merger Guideliné¥).The guidelines rely on the HHI to
provide general standds for evaluating horizontal mergers among similar firms. The standards
describe three levels of market concentratich.

1 Ifthe postmerger HHI is less than 1,000 (ten effective firms), the market is
considered fAunconcent r akelgt have advBrseo p o s e d
competitive effects and ordinarily receive no further analysis.

1 Ifthe postmerger HHI is between 1,000 and 1,8Q0 {05.5 effective firms), the
mar ket is considered fAimoderately concen
Apot eratiisael Isy gmnmi ficant competitive conce
HHI by more than 100 points.

1 If the postmerger HHI is above 1,80@és tharb.5 effective firms), then the

mar ket is considered Ahighly concentrat
HHI by 50 points or morehe guidelines state that a proposed mefigera y
potentially raise si gnthdmergeawouldinceasp et i t i

HHI by 100 poi nt s liaelytoroeatesr enharice magketpr e s u m
power or facilitatets exercised

While the Merger Guidelines nominally relate only to evaluating mergers, the values are
useful in evaluating market power for other purposes as well.

153 2 000 = 26+ 20° + 20 + 20F + 20"
154 10,000/ 1,800 = 5.5.

155 United States Department of Justice, Federal Trade Commission, Horizontal Merger
Guidelines, 8 0.1, available http://www.usdoj.gov/atr/public/guidieles/hmg.htm#15 This
study is not evaluating a merger, and the Merger Guidelines therefore do not nominally apply.
Nevertheless, the Merger Guidelines show that
competitiveness.

%% Merger Guidelines, § 115General Standards.
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As explained above, special access buyers in 2008 provided NRRI with the numbers of
chanrel terminations and transport units that they-padivided and that they purchased from
each of three different sources. This data allowed us to estimate HHI for each MSA.

We calculated HHI values for each of four special access product markets. We
differentiated channel termination markets from transport markets, since the two services require
different kinds of investmergndcan be used for different purposes, amte the buyer data
suggestedifferent purchasingpehaviors We also differentiated ®1 level service from DS
level service, because the two services have different customer bases and generate different
levels of revenuand because the buyer data suggested different behaviors.

In every MSA we assumed that there were up to four firrogiging special access. The
first firm was the buyer itself, calculated as though the buyer had purchased pibs&ioned
circuits in a market. The second firm was the RBOC. The third firm was aRB&C ILECs.

The fourth firm was all no#LEC sellers. We aggregated data by MSA from all buyers and
calculated an HHI for each of the four markets. This method should produce a reasonable
estimate of the true HHI, although it does introduce some systematic errors that can overstate
true HHI*’ or undestate true HHI>® Overall, the method is more likely to understate HHI than
to overstate HHI.

157 This method overstates HHI to the extent that more than one buyer reported self
provisioned circuits in a single MSA. This possible error did not occur here because our data did
not include any cases where more than one buyertezpsefprovisioned circuits in any MSA.

This method overstates HHI to the extent that-nhd&fC circuits in a single MSA are
actually purchased from more than one firm. For example, if a buyer purchased some circuits
from a cable television company, othdrom a metropolitan fiber provider, and yet others from
a wireless broadband provider, our method assumes that all these purchases are from a single
firm. The error is small in most MSAs because the market share of circuits purchased from all
nonILECsis small in most MSAs. The median ntlEC channel termination market share
was 0% for DSL and 7% for DS3. Moreover, the HHI formula squares market shares, which
further reduces the effect of a small term. For the same reasons, any error thatunayartc
individual city has little influence on the national average HHI,

158 The method understates HHI to the extent that it treats the RBOC a/RB®E as
separate firms that compete throughout the MSA. In all or almost all areas, an RBOC and a non
RBOC ILECs have noioverlapping service areas in a single MSA. The difference is largest in
MSAs such as Las Vegas, Louisville, Oklahoma City, and Riverside, California where non
RBOC channel terminations are numerous.

The method may underestimate HHI bgwasing that selprovisioned circuits are
available in the market. Inthe extreme case, if an RBOC had a 100% market share in the market
for inter-company special access purchase, and if the RBOC were to raise its prices far above
cost, and if a wholesalguyer responded by constructing some-petivisioned circuits, then our
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Thedetailedresultsof our HHI analysisby city, are shown in AppendésC andD. **°
National average HHI valudsr the four special access markatesummaizedin Table2.

All MSAs Median HHI Number of Effective Firms
2001 2006 2007 2001 2006 2007
DS-1 Channel Terminations 8,560 8,512 8,464 1.17 1.17 1.18
DS-1 Transport 8,012 7,554 1.25 1.32
DS-3 Channel Terminations 6,897 7,124 7,717 1.45 1.40 1.30
DS-3 Transport 6,604 5,405 1.51 1.85

Table2. MedianHHIs for Special Access Servigc@901,2006 and 2007

These results show a continuing high concentration for all four servic@se of the four
markets have as many o effective firms Thesedata placeall four special accesmarkets far
into the zone characterized by tMerger Guideliness fihi ghly concentrated.
are slightly lower for DS3 level service and for transport

2. ILEC market shares

Anotherway to viewthe same datis to considethe percentage of all purchases that are
purchasedrom ILECs. For exampleSprint recently asserted tH26% ofits DS-1 and 84% oit
DS-3 connections are purchased from AT&T, Inc., Verizon Communications, Inc., or another
ILEC.*° Sprints claims argenerallyconsistent with the data veellectedfrom Sprint and
other buyers.

method would produce an HHI below the 10,000 value for a monopoly. We have not reported

the calculated HHI in MSAs where the only reported circuits in an MSA arpseifsioned. In

these cases, the HHI is automatically 10,000, and we eliminated these results because we are not
confident of the completeness of the supplied data.

159 We excluded from this HHI analysis the circuit counts submitted by XO. XO
provided a selprovisional circuit count for 2007, but none for prior years. This biased our
results. Also, XO provided circuit count data for at least one city that appeared unreliable, and
we were unable to evaluate the extent of the problem before completing this report.

180 TR Daily, December 4, 2008, reporting a speech by Sprint CEO Dan atetbse
Practising Law Instituteb6s Annual l nstitute o
WashingtonD.C.
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The detailed ILEGnarketshare results by city are shown in AppexedB and Candare
summarized below in Tab®'®*

Median MSA percent oftotal circuits 2001 2006 2007
purchasedfrom ILECs

DS-1 Channel Terminations 92% 100% 99%
DS-1 Transport 100% 98%
DS-3 Channel Terminations 81% 92% 91%
DS-3 Transport 86% 67%

Table3. ILEC shares in median MSiar Special Access Servic§01,2006 and 2007

Once again,iteresults show a continuing high concentration for all four services.
Concentrations are slightly lower for EBSchannel terminations and substantially lower forDS
transport.

3. Geographicdifferences

We list HHI and ILEC share data in the appendicef) ome redactions to protect
confidentiality. These tables show considerable variation from city to ¢ityTable4 we
summarize this variability, showirthe percentages aitieswhere the ILEC hadt leasian 80%
market share in 2007

Percentage 0650 MSAs where ILECs 2006 2007
have at least an 80% market share

DS-1 Channel Terminations 100% 96%
DS-1 Transport 100% 98%
DS-3 Channel Terminations 62% 68%
DS-3 Transport 62% 26%

Table4. Percentage of 50 MSAs where ILECs have at least an 80%etrsind&re

Table 4 shows that ILECs maintain a strongly dominant share df B&iness in
virtually all cities. DS3 channel terminations remain strongly concentrated, although less so,

181 For this measure, units purchased from RBOCs are combined with uritsaped
from other ILECs in the numerator. Sphovisioned units and units purchased from-HdaCs
are excluded from the numerator.
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with ILECs in about twethirds of the cities having an 80% market ghar better. Table 4 also
shows growing competition for D$transport:®?

4. Purchaser differences

The buyer data show that CLECs and wireless carriers have different purchasing patterns.
In our datasales oDS-1 services far outhumber B&services, butvireless carriersre the
more extreme caselireless carrierbought271DS-1 channel termination®r each DS3
channel termination. One reason is that cell towers typically require one or a féwi8its
for backhaul.

CLEC purchases rely much n®heavily on DS3 level services, buheystill purchase
far more DSL circuits than DS circuits'®® Transport shows a similar pattern, although the
imbalance favoring DS purchases is slightly weaker for both buyer grd@ps.

Thebuyerdata can also beassifiedby service. CLECs buy six in ten BEiScircuits, and
ninein everytenDS-3 circuits. This means that wireless purchasers haeeparatively
modest interest in DS prices, termsand conditions.Both wireless and CLEC buyers share a
strong nterest in the prices, terprend conditions of DS circuits.

The buyer datalsoshow somendividual differencessuggesting greater competition in
transport market> One buyer reported a national average ILEC shar#sf@S 1 transport
purchases e@lito 35% and for it®S-3 transporpurchases equal t. Other buyers report
similar trends toward nelLEC purchases of transport, although in smaller proportions.

In sum, soméuyers, particularly CLECs, are beginning to rely heavily onlh&C
providers fortransport especially DS3 transport.No similar pattern appeared for wireless
carriers. These differenceshnying patternsnay arise fromhaving selectedifferent
purchasing strategies target marketor from having hadlifferent expeiences with sellers.

For examplesome CLECsnay havemore choice of sellers because teeyered markets
more citieswith metrgolitanfiber rings. Also, someCLECs combinemultiple DS-1 circuits
into DS-3 circuits for transport CLEC purchasers maalso have greater opportunities to bypass

182 The large difference between 2006 and 2007 may be due to partial reporting by some
buyers who sent only 2007 data.

163 CLECsbought B DS-1 channel terminationnits for every DS3 channel termination
unit.

184 The ratio of DS1 transport purchases to E33ransport purchases is 99 for wireless
carriers and 21 for CLECs.

185 This variation by customer does not appear inéiices C and D because of
confidentiality restrictions. The appendices aggregate all buyer data, and where only one buyer
reported purchases in an MSA, that cell is redacted.
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ILEC transport than wirelessirriers CLECs tend to serve business customers in the larger
urban areawhere wireline overbuilding anahetropolitan fiberoutes tend to be available
Wireless carriers, by comatst,mustacquire backhaidervicefor all their cell towers, many of
which are located in remote areas.

5. Discussion

Thesemarket concentratiodata go far to explain the stridency of the industry debate.
On the one hand, ILECs maintain that they arenfpbusiness to competition. They are. The
recent trend away from ILE@rovided circuits is understandably troubling to ILECs who are
losing switched revenues at a rapid pace and who have increasingly relied on special access to
fill the breach. Erosioof their DS3 market must be particularly troublingecause these
services still provide a majority of ILEC special access revenues. On the other hand, buyers
argue that their markets are still concentrated and that they remain dependent on ILEC special
access services. With minor exceptions, the buyers are also correct.

Economic theory generally urges caution in usingrket concentratiodataas a proxy
for market power It is certainly possiblén non-utility marketsfor afirm to gain a highmarket
concentration simply by having better and cheaper products than its competgasplained
above, market concentration does not, by itself, prove that a seller has excessive market power.
Moreover, there is no brighine guide to differentiate betweeffective competition and
excessive market power.

The FCC has expresssttongreservations abouwisingmarket concentration datdn the
2005 NPRMthe FCC stated that a snapshot of market share information would not be sufficient
to evaluateeithermarket power otthe effects oPhase Il regulationThe FCC stated thainy
concentratioranalysis should be augmenteddiiter factorsespeciallysupply responsiveness.
The FCCalso suggestetthatdemand responsiveness, growth in demand, market shdoes be
Phase Il flexibility was implemented, and pricing trestleuld also be consideré®

While market concentratiodata cannogéstablish market powén the generakase it has
unusual valudor special access market¥he main reason isistory. Fora century]LECs had
a monopolyover telecommunications servigcémth in law and in factThis history caused
telephone companies to receive samaue benefits antb carry some uniquieurdens Some
of those benefits and burdehave disappeared, boiany remain.

Oneuniquebenefitis thad like power companiegas distribution utilitiesind to a lesser
extent cable television compargdef ECs havedistribution facilitiesat ornear almost every
customerocation Economies of scope and scalfourdly affectwhere wireline competitors
canchallenge an incumbentWhentelecommunications serviegas a legal monopoly, no
market concentration stig$ wereneeded to provihe existence of thenonopoly. Now that the

166 2005 NPRM{ 104106.
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legal and technological environmeihigve changed, different parts of that historical monopoly
have retreated at varying speeds.

Regulatorycontextis arotherimportantvariable. Economists sometimes use market
concentration data in ways not relevant heFbe questiorhereis not whetherhie government
should take an antitrust initiative to break up a large comphbioy is the questiowhether the
government shouldcquiescéo a merger that increases market concentratidere thelaw
gives the FCC the obligation to ensure that the @téslecommunications carriers gost and
reasonable On the questiorf where price regulation should be relaxed or abandoned, market
concentration data should be a central consideration.

Information availability is a third consideration. We agres tlata regardingupply
responsivenesglemand responsiveness, growth in demand pricing trends should also be
considered, itheyare available. Bumarket concentration dashouldnotbe disregarded if it
cannot besupplemented bgdditional infomation such as demand responsiven&sall
methods of estimating market power have weaknesSescentration i&in mportant piece of
information that should not be overlooked, even might be more valuable supplemented by
other information.We conclude that market concentration is an important indicator of how
rapidly formerly monopolisticspecial accesmarkets are becoming competitive.

Finally, the FCCshould not dismismarket concentration data as inadequate, vetitee
same timdailing to collect the additional data that might make it more meanindfat.
example, he FCC has not announced aifirmative stepsto collect systematidemand or
supply responsivenessdatd.s expl ai ned above, the FCCO6s only
comnents from interested partieé reasonable regulatory body, seeing extremely high
measures afarketconcentration and having its own staff resources, nigbide tgperform its
own market power studies.

We examined market concentration using two difiereetrics, HHI analysis and ILEC
mar ket share analysi s. The HHI analysis show
concentratedo under tMemerGuidegimesl &or dash ottloerioura i ned i
markets, HHIs remain at multiple$ the concentration at whigche Department of Justiosgould
find thateven a minor merger would likely to create or enhance market power or facilitate its
exercise Not one of thespecial acceamarkets has eve 0 effective firms. In sum

1. ILECs mantain strongly dominant market shares for-D8hannel terminations.
Nationally in 2007this market had 1.18 effective firmand ILECs provided 99
out of every 100 units of this service. ILECs have at least an 80% market share in
every MSA we studieéxcept Oklahoma City and Sacramento.

157 We do address demand responsiveness below, ifgirdd¢mand responsiveness is
affected by the nature and degree of entry barriers, a question that we consider in part B below.
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2. ILECs maintain dominant market shares for-D®8ansport Nationally in 2007,
this market had 1.32 effective firmand ILECs provided 98 out of every 100
units of this service. ILECs have at least an 80% market shaxery MSA we
studied except Rochester.

3. ILECs maintain dominant market shares for-B8hannel terminations.
Nationally in 2007this market had 1.30 effective firmesnd ILECs provided 91
out of every 100 units of this servic&he data show that coentration is
increasing, and the HHI for B$ channel terminations reached its highest level in
2007. ILECs have at least an 80% market share in 68% of the MSAs we studied.

4. ILECs maintain dominant market shares for-B®ansport Nationally in 2007,
this market had 1.85 effective firmand ILECs provided 67 out of every 100
units of this serviceThere is strong geographic variation in market shares for this
service andILECs have an 80% market shanebetterin only 26% of the MSAs
we studied.

This summary suggests two general trenBgst, DS-3 servicesnay besomewhat less
concentrated than D§ services Second{ransportis somewhat less concentrated than channel
terminations.In addition,there is considerable geographic variatimm city to city. The
combined effect is thddS-3 transport is approaching competitive levels in some MSAs, but not
generally. All of the remaining three markets are characterized by generally high concentration.

We also found that ILEC market shares declimedf2006 to 2007, primarily in the DS
3 markets. Nominally this might suggest at least the beginning of a trend toward reduced
concentration for the larger capacity circuitsis, howevertoo early toreach such a conclusion.
Yearto-year differenced thecompletenesef the data reported to us could equally explain this
recent shiff®®

Other theories can explain these high market concentrations, but they are not persuasive.
For example, ILEC services may have better quality. It is certainlyfhai®S-1 and DS3
services are matuand are aighly reliable technology. Matching this quality has been a
challenge for cable television and fixed wireless competitors, particularly among those customers
who need very reliable service. Neverthelessfownd no direct evidence that quality assurance
issues havseriouslyconstrained buyers from purchasing special access elseltfere.

1%8 For example, one buyer reported that nearly all of its purchases of dedicated transport
in 2007 were purchased from nrtrEC sellers. This carrier did not report any circuit counts for
2006 or 2001.

%9 Further research on this topic would be worth doing, particularly on the
characteristics of endser customers who can and cannot use substitute services such as DSL,
cable teleision packet services, and fixed wireless services.
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Overall, the market concentration data portray special access as a dominant firm
competitive fringe market. In this kiraf market, one firm, such as the ILEC, dominates, and
other providers both individually and collectively have a small market simardttle influence
on price Significant geographic exceptions exist, particularly for®®ansport.

6. Concentration and FCC regulation

The FCC assumed in 1999 that a city with many collocated wire centers was likely to be
a city with a competitive special access market. For channel terminations, we tested whether the
HHI of Phase Il pricing flexibility areas is statistigadlifferent from Phase | areas. Our analysis
was limited to 44 cities with valid data.

The FCC assumed in 1999 that frequent central office collocation would lead to
horizontal competition for both channel terminations and transport. If that assumpmtion ha
proven accurate, we would expect to find HHIs in Phase Il areas much lower than in Phase |
areas. Indeed, we would expect the concentration in Phase Il areas to approach the lower limit of
the DOJ standards for a highly concentrated market, with %ebt®# firms.

Table5 shows our results for channel terminatioesnverted from raw HHI values into
the number oéffective firmsin each market”

Effective Firms for Channel Terminations
2006 2007
Phase | | Phasell | Phase | Phase I
DS1 1.16 1.23 1.20 1.25
DS-3 1.39 1.49 1.26 1.47

Table5. Pricing flexibility andmarketconcentrationfor channel terminations in 2006
and 2007

As wehypothesizedin both years and for each service level, the PHagdennel
termination markets alessconcentrated than the Phase | markedswever, three of the four
comparisons were ngtatistically significanat the 95% level. The only significantly different
concentration was fdpS-3 in 2007. Moreover, in none of the cases does the number of
effedive firms approach 5.5, the minimum number of effective firms at which Justice guidelines
suggest that a market is not highly concentrated.

Thedata suggeghatchannel terminatiomarkets do not haviendamentally different
dynamicsin Phase | areaendPhase |l areasOverall, the concentration data @ameonsistent

170 we did not perform a similar analysis of dedicated transport because there were
insufficient MSAs that lacked Phase Il pricing flexibility.
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with any claim that thehannel terminatiomarketswherethe FCC hagranted pricing
flexibility areworkablycompetitivefor channel termination markets

B. Contestable markets
1. General theory

We discussed this project with representatiogall the major incumbent LECE! We
alsoread their letters explaining their decision not todid¢a with usandtheir FCC filings. The
story themajor ILECswant told, it seems, is that they face r@aipetition in many forms and
from many sourcesThis section discusses thature and effects dlat competitive pressure.

The theory oficontestable marksi posits thata marketmay be served by singlefirm
or a dominant small number of firmsutthat firm mayrefrain fromraisingprices or otherwise
using itsmarket power in order to avoid entry by competifdfsUnder his theory any firm
making supernormal profits opens up opportunities for new entrants to come into the market,
undercut existingrices and take the profit for themselvel.the incumbenthenlowers prices
to compete, the new entrant @it the marketind recoup its original expenditurels theory,a

rational incumbentvill seektopr event t hi s ki n dtiomwill réfrain ftoma n d ur
raising prices above marginal cpahd thus will not use market power in a way that harms
consumers.f firms do behave in this wagovernment has less reason to intervene in regulating
a contestable market, even if that marketancentrated.

A key element of a contestable market is the alolityg new competitoto reverse an
entry decision without cost. A market therefore would not be contestable if a new entrant who
decides to exit would face lari@ancial lossessuch asy abandoningunkinvestments Also,
nonfinancial entry barrieysuchas he i ncumbent 6 sanddifficulhies mi es of sc
gainingaccess t@ustomerscanreduca new firmés ability to enter

Contestable market theory Haesen criticizedn several ground$’® Foremost ighe
argumenthatthe conditionof costless exit seldom exist, if eveCritics alsocontendthatthe
theoryunrealisticallyassumes that a new entrant @aty establish itself before an incumbent
makes grice respaseor makesothermovesagainstthe new entrantThird, while actual

171 Our meetings were facilitated by the United State TeleAsswciation.

172 . J. Baumol, "Contestable Markets: An Uprising in the Theory of Industrial
Structure,"American Economic RevigMarch 1982), 72,-15; W. J. Baumol, C. Panzar, and
D. Willig, Contestable Markets and the Theory of Industry Strugtesv York: Harcourt Brace
Jovanovich, 1988).

173 E.g, W. G. ShepherdThe Economics of Industrial Organizatidd® edition, Prentice
Hall (1990), 282285.

48



competitorscertainlyd o c hange an i naitcschaegethathethdorg havi or |
overstates the effethat potential competdgrshave on incumbents

Contestable market theodpes not applywhereanew entrant 6s mar gi nal
t han t he .inthatcaséheimcuntbenmight establish arice above its own marginal
costbut bel ow t heepectegposterdrydost. alrhigpridirg strategy would generate
supanormal profitdor the incumbenand simultaneously discourage ertgynew competitors
Moreover, enwhere arincumbent setapriceca bove t he n e theimuntbeneant 6 s ¢
still discourage entry merely by threatening to lower plisdew tte n e w emarginab nt 0 s
cost. The result is that competitive entry is not viable, yet prices may still be excesgsive.
ILEC can usehese strategieshenever it has a cost advantayerthe potential entrantThat
cost advantage can arisem any sairce, including h e i n cacandnees af €cale.

This reportdoes not seek t@solve this debate among economidtssteadye use
contestability theory asfeameworkwithin which we explorewhetheractualand potential
competitionis constraning the exercise omarket poweby ILECs Largely due to data
limitations, ourfindings are lesguantitative than the previous sectidf’

2. Special accessompetitors

Verizonwas one of the two ILEC sellers thatsponded to our 2008 seller survewy.its
subnission, Verizon included file displaying dozensf screen shottaken from the webitesof
competitive providers. Asxplainedabove, none of these providers responded to our
guestionnairdor sellers 0 we cannotnake comprehensive findingsgardingthe extent of their
facilities or their market share¥etV e r i anfomnéatien provedrery useful in understanding
at least the kinds of competitive challenges that face the ILECs

The largsttelecommunications carried® not providenetworkmapsontheir web sites
butthey doadvertisea wide range of services. AT&T, for example, advertises everything from
voice private lines up to 10 gigabit Ethernet
also offers more traditional digital servi¢gesidy as ATM and frame relay.

Smaller landline fibercompanieslsoshow a wide range of servigesten including dark
fiber and multivendor brokering These smaller providerdo frequentlyprovide aschematic
map of their networksSome areessentially nonal carriers. For example:

1 Global Crossingperates a network that interconnects nearly all major U.S. cities
and has international links to Canada, Mexico, Asia, Eyrapd South America.

17 As mentioned above, we received seller survey data from only two incumbent LECs
and one competitive pwider. Also, we did not receive buyer data from the wireless affiliates of
any incumbent LEC.
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1 Level 3facilities serve dozens of cities along the Atlagbast, and its network
extends to major cities e rest of the USA and Europe.

1 PAETECserves over 80 percent of the top 100 MSAs in the U.S. with data and
voice services.

1 TW Telecomoffers services throughout the U.S., excluding New England and
some sties in the northern plains and mountamest TW Telecomoffers DS1
and DS3 service, and was the only rorcumbent to complete our seller
guestionnaire.

1 XOis a CLEC that provides service in 75 markets, and repcgteshues of $1.4
billion in 2007.

The Verizonfile alsocontained information fromegional and metropolitan fiber
providers. These carriers operatetworks in many regions of the country, such as Florida and
the Pacific coast”

Non-PSTN servicesanalsocompetewith special accessWithin its geographic
footprint, an advanced cable television systamoffer alow-costalternative to ILEG:hannel
terminations. Packetbased transport protocols, running on managed IP cable networks, can
replicate most of the key features of special ax;desluding service quality.

Wireless technology offers another alternative to special acéessd wirelesssystems
are competing directly witlandlinespecial accessPointto-point wireless broadband can
extenda companyds doomilesatmelativelytlow castdlore common argvireless
multipoint networks, including WiMAX"®

175 360 Networks offers intercity fiber routes among most large cities in the mountain
west and the Pacific coast, and it also connects Chicago and Dallagug\[pata Services owns
and operates regional and metropolitan fiber optic networks in eastern Texas. Edison Carrier
Solutions maintains a network in southern California that has more than 3,000 route miles of
fiber. FPL Fibernet operates a statewiderfitheg in Florida, and metropolitan rings in several
Florida cities. | TC"Deltacomds network conne
extends to San Antonio, Miami, and New York. Lightower operates a fiber ring throughout
Massachusetts andetnopolitan rings in several Massachusetts cities. One Communications has
an extensive fiber network interconnecting approximately 50 cities in the northeast.

176 WiMAX is a set of highspeed wireless broadband standards that can operate on a
variety of licensed frequencies. WiIMAX technology operates many times faster than current
wireless networksSee http://www.wimaxforum.org/documenigetrieved orDec. 6, 2007.
WIMAX has local scope and presgnis marketed primarily as a substitute for Internet access
and less so as a substitute for special access channel terminations.
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Verizonods s uldmmersugieawirelessrovidershat compete with
landline special access

1 Airbandis a fixed wireless provideghat useWiMAX technology. Airband
claims to offer rapid installation, scalable bandwidth up to 1 gigabit per second,
path diversityand Ethernet connectivity. Airband reports serving customers in
14 major MSAs and providesgnalcoverage maps online.

1 Clearwireis a wireless highspeed Internet access provideat has combined its
network with Sprint. The new company is focused on using WiMAX technology
to serve a variety of markets. Clearwire odfeervice in 50 markets, covering
more than 400 cities and towns.

1 FiberTawveris a backhaul and access transport provider focused primarily on the
wireless carrier marketri ber Tower c| ai resl atsos 00 prei rcar toew a
and fiker networks in 13 major markets andserve 5,800 customer locations
with 22,500 DS1 equivalat circuits®’’

1 Nextlink is asister company of XO Communicationk offers voice and data
services at connection speeds ranging froralD8 Gigabit Ethernet up to 800
megabits per second. Nextlink claims to cover 81 of the top markets in the U.S.

For fixed wireless technologyhe road to entry of special access markatnot been
entirelysmooth FiberTower, foinstancehad EBITDA losses of $million in 20078 andit
announced plans in 2008 to rediutseworkforceby more than ¥ as it refocusesd business
away from new markef<® Despite these setbacks, FiberTowentinues to increasbe
number ofits deployed sites, customer locatipasad billing sites°

177 FiberTower News ReleagéberTower Reports 2008 Third Quarter Resulisv. 6,
2008. See
http://www.fibertower.com/corp/downloads/press_releases/Q3 2008 Earnings_ReleaseB.pdf
retrieved on Dec. 6, 200&iperTower 10Q 2008Q3

178 Fiber Tower SEC filing 14K for 2007 at 37, wailable at
http://www.fibertower.com/corp/downloads/investors/10K2007.petfieved on Dec. 29, 2008.

179 FiberTower News ReleasEiberTower Reports 2008 First Quarter Respilay 8,

2008
180 EiperTower 10Q 2008Q&bove
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Overall, the fixed wireless industry has so far had only a fringe effect on markets. F
example, FiberTower anticipates outsourced fixed wireless backhaul to increase from 1% of a $3
billion market in 2006 to 5% of a $10 billion market in 20%1.

3. Fiber maps

In the FCC proceedings, Verizon also provided detailed maps of numerous citiesgshowi
the locations of collocated central offices as well as known CLEC fiber rft@he maps also
show known locations where a competitor provides a directembiom with its own facilities
(direct CLEC servicé$®and locations where a competitor servesistomer using Verizon
special access (indirect CLEC service).

Ver i z o ndemonsing¢has CLECs have built fiber rings and meshesity after
city, covering major portions dhe urban areasThemapsalso show that competitors have
established dect service ahundreds otustomerdocations

In areas where CLESprovide direcserviceusing their own facities the Verizon maps
alsoshow thatVerizonstill has manyspecial accessustomeiocations, insome citieghe
majority of custometocations This ability of ILECs toretain customers in overbudreas
couldarise fromsuperior ILEC service qualityi.EC price competitivenesdimited CLEC entry
into selected market sectdsich as DS channel terminationspr all three

The mapsalsoillustrate thatcompetition isfar fromubiquitous In virtually every
mapped MSA, dlect CLEC servicd ent i rel y using t serovidédibverdas o wn
much smaller footprint than indirect CLES@rvice(using special access or UNEs purchased
from others) Direct CLEC service isypically limited to downtown areaand a few major roads
into the suburhsTherefore the areasvith indirect CLEC service are typically far larger than the
areaswith direct CLEC service.

In other words, fofargeportions ofeach metropolitan arethe maps show thatthé | a s t
mi | cendection betweetihe customeandthe central office stillepends exclusively on ILEC
special accessTherefore, eenwherea CLECgets to be the provider for a meilbicationretall
customey ILEC special access still likely to bean mportant upstream input

181 FiberTower PowerPoint presentatidiiberTower Investor Daypresented April 1,
2008 to CTIA Wireless Show, slide 10, available at:
http://www.fibertower.com/corp/downloads/CTIA%20Deck%200408.mitieved on Dec. 29,
2008.

182 The maps were filed as confidential under a protective order and are not available to
the general public.

vVerizon maps termeglstdhis ACLEC | it buildi
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It is worth noting that gographically limited competition is a naturasponse ta
geographically concentrated customer base. Verizon reports that it derives 80%petias
access revenues (BiSand DS3) from 15% of its wire center8? It is perfectly rational for a
landline competitor to builds facilitiesto serveonly in the 15% of wire centers that produce
80% of market revenues.

4. Discussion

Contestable markeheory suggests that a competitor with low entry and exit costs can
restrain an incumbent from exercising its mar
demonstrate that many firms compete in special access markets, including wireline CLECs, cable
television providersand fixed wireless providers. These competitors are claiming larger market
shares.

Reports of competitive bidding practices also provide anecdotal evidence that
competition is strong, at least for higblume customers. Competitivediing is used by
carriers who buy large volumes of special access circuits and by sormeohigfe retail
customers. We heard consistent reports that these competitive bid opportitatielsaw
multiple offers'® Suchbehavior suggests that at leastsospecial access consumers are well
informed, shop around, and work hard to buy at a lower pfite. behaviodoes not prove
anything however regardingsmaller customers who are less aggressive and who are not likely

to run bid proceedings for theppacial access purchasgs.

Contestable market theodyives toquite different conclusions regarding landline
competitors and competitovgho usenewer technologies.

a. Landline competition

Contestability theory focuses dime entry and exit costs of a new eanit. Combining
contestability theoryvith our understanding déndlinecosts leads to a conclusion that landline
competitorscan possibly become a competitive force for transport between major

184 \/erizon comments to FCC, Garzillo Declaration at 2.

185 \/erizon reported that when Verizon Business participated in requests for proposals
for major special access contracts, there was an average of two other competitive bidders per
contract, and soe had as many as 11 competitive bidders. Moreover, approximately 70% of the
competing bids were from ne&T&T companies. Also, on average, two to three bidders
respond to most of Verizon Wireless6 izamguest s
submission fAList of Key Data Points. o Verizo

186 Examining the results of completed bidding processes was beyond the scope of our
study here, but it could provide additional insight into market behavior.
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communication nodes, bigndline competitorare unlikely @er to be a strong competitive force
in channel termination marketsitside downtown areas

The channel termination problem is financial. A landline competitor that builds fiber or
copper distribution systems can seldom generate enough revenue tdhestifyremental
investment in new cables or new light fibers often needed to serve a new customer. The GAO
identified the elements of this problem in its 2006 report to Congress

Constructing a local telecommunications network can be extremely capital

intensive. Most communications equipment has no other use and therefore cannot

be reused for alternative purposes. Because these investments would have

virtually no alternative value if the business fails, competitors must have a certain

level of expected re@nue to extend their networks. The level of demand required

for a competitor to build out its own facilities varied across the firms we

interviewed depending on the extent to which the firm had already invested in the

market, and the distance of the poteatl cust omer from the compe
network*®’

Volume is at least as important as geography, and a large account can draw competitors
to almost any location. If a new entrdmitilds facilities to serve aewcustomer, the
construction costs are quite sinjlger mile, for a small D3 and for a higfcapacity light fiber.
Yet these two services can generate vastly different levels of revenue. Therefore new entrants
canbuild longercircuitsto customers whavill buy highcapacity circuits.

I n Veriments tomt he FCC, it asserted that
termination of up to ¥ mile in length in a major urban area for less than $168 0@0that
cost, a new customer would have to generate revenues of approxin¥dély ger month, ah
even then the carrier might demand a-fifgar commitment from the custontéf. We find
below that buyers acquire BISchannel terminations at rack rates from RBOCs at about $150
per month. This istaout 4% of the breakven point ora $100,000 investmén

We also find below that the average-B$hannel termination price offered by RBOCs in
2007 was about $2,000.00 per monthis easy to see how a carrier would build to a customer
who wants several of the $2,000 items, but not to a customer whe avenbf the $150 items.
The GAO summarized the industry view on this problem

187 GAO Special Access Repait26.
188 \/erizon comments to FCC, Brown declaration at 6.

189 A company with typical debt/equity ratio, earning 11.25% on net plant, would require
$2,390 per month to pay debt, reward equity investors, pay taxes, and depregé&tnttimefive
years. With the addition of 12% overhead (on $100,000 investment) per year for marketing,
maintenance, and overhead, total cost equals $3,400 per month.
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Based purely on the expected returns on their capital investment and ignoring
other potential barriers, representasifrem one firm estimated that they would
need three to foudS-1s of demand, while representatives from two other firms
estimated demand of greater than 2&Swas required’

Channel terminations benefit from economies of scale and sadaet, thattan benefit
ILECs and prevent competitive entty* Because masustomer locations in the U.S. already
take telephone service, ILECs already have rstittind copper cablE% or fiber nodes near
almost everyossiblecustomer locationMany customers can be served from existing facilities
or from short additional catruction runs. Even merea new customer requires upgredeeder
or distribution cablg the newconstructiorcanproduce othescope economiesuch as higher
guality transmission for switched traffa;md a greater capability to provide Internet sesvice
other customers

New entrants also face a variety of other entry barriers, including legal restrictions that
i mit building access. As the GAO noted, a
local government regulations asden by builihg landlords:>®> A CLEC may have a fiber route
passing an office building and yet be unable to serve the customers in that building because of
limited physical access.

Costless exit is theentralassumption in contestable market theory, but economies of
scaleand scopelso affectexit coss. When a carrier loses a customer, pinebablefinancial
lossis lower ifthe carrieris likely to reuse thesamefacilities. That in turndepends orcustomer
density. When an ILEC customer switches to another eawr goes out of business, the ILEC is
likely to havenearby customemandis thereforelikely to reusethe cablestrandsand fiber
facilities that served thst customer In contrast, amew entranbrdinarily has fewer customers
per mileandis therebremore likely to find thathe investmethremains unusableExcept for
competitors using UNE loops, it is hard to see how a new landline entrant could cease serving a
channel termination customer without bearing a substantial risk of losingpfritsstable and
wire investment.

Advertising and other promotional coslisoare also sunk costs that cannot be recovered
if market entry is unsuccessful. These castsvideanother reason why contestable market
theory has limited applicability to special ass markets.

The fiber maps in the FCC record show that the competition for channel terminations is
geographically limited. Despite widespread construction of metropolitan fiber systems in the

199 GAO Special Access Repatt26.

91 See2005NPRMY 26.

192 A standard DSL circuit uns on four copper wires.
193 GAO Special Access Repatt26.
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large cities, landline technologies have generated competitidy in small portions ahese
metropolitan areas. CLECs seem to | imit cons
densely settled areas with the highest concentration of enterprise customers. Contestable market
theory explains this behaoriin light of the entry and exit costs associated with those facilities.

Our cost analysis suggests that wireline competitors are likely to remain a competitive force

primarily inthoserelatively compact areas with a high density of customers who gerfegh

revenue volumes.

In the preceding section we found that market concentration is lower for transport,
particularly DS3 transport. Contestable market thealsohelps explain this finding. Transport
connects two wire centers. Once transpomssailled, it carservemany retail customers and
even provide wholesale services to other carriers. A new entrant that already is providing
transport between two offices has a low marginal cost of serving an additional customer.
Moreover, since transpoidcilities can servenany customergransport investment generates
lower business risk frortheloss ofa single customer.

b. Cable and wireless technologies

The economic forces that limit landline competition for channel terminationslititeve
or nobeaing on newer technologies. These technologies can provide acceptable substitutes for
special access channel terminations, and their providers can have lower entry and exit costs.

Digital cable television systems can be modified to offer substitutesdoiaspccess.
While these services may not me&%heyareatteactiye s p e c |
to many. Moreover, entry cost is low. As cable TV companies have begun to offer cable
modems, they have adopted packet transport as their yindeidchnology. Once a cable
television provider has made this transition, it can offer a substitute for special access at a small
incremental cost.

Cable television systems also have low exit costs for special access, so long as they
remain in thaundetying cable business. If a cable television provider wanted to offer special
access over an existing digital network, its incremental investment might be limited solely to
electronic control equipment and interconnection costs. If the provider thetoaediethe
special access markatgme onll of the additional electronic equipment would be reusable.

Cable television systesthave low entry coss only in locations wheréheyalready
provide service. While cable television systems today pass theitynajpAmerican homes and
businesses, millions of homes in rural areas are still not served by cable. Yet ILECs provide
special access in many of these same amgaadingremote areathat have ruratell towers

194 For example, cable systems generally cannot provide physically distinct transmission
paths, a feature that some customers require.
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Therefore bothcableand CLECs faca similar limitation as competitas: both have high
marginal costs to serve additional customers outsidieexisting network footprint?®

Fixed wireless service can also provide a substitute for special access service. A fixed
wireless carrier can irsl broadcast antennas that serve multiple customers, producing a
relatively low entry cost even in lodensity areas. Since wireless transmitters can be used
simultaneously for multiple customers, the cost of serving a single additional customerlis usual
very low. Likewise, where a provider serves multiple customers from a single broadcast unit, the
provider faces little financial risk from losing a single customer.

In sum, cable televisiechased systems have strong potential to compete with special
aacess in areas where the cable service already provides service, but poor prospects elsewhere.
Fixed wireless is a competitor of growing importance, but to date it has earned only a modest
market share. Fixed wireless may have a large market share yedikg particularly if
WIMAX proves reliable and if these carriers can attract sufficient capital to expand.

The questiornereis whether these new entrants hgeeconstrained ILEC behavior
Our overall conclusion is that competitors atiél generaly acting on the fringes of special
access markets, but trainclusioncould change over timeCertainlycontestable market theory
explains whytransport marketaremore competitive than channel terminatimarkes. Even in
channel terminations marketsympetitors may be exerting meaningful constraints in some
MSAs and in some sulISA areas.

C. Price
1. Background

Price trends can provide evidence of market power, or its absence. A market can be
considered noncompetitive if, once having beempetitive andwithout costs rising, a
dominant participant imposasibstantial and sustained price increa$&<onversely, observed
price decreases in a formerly monopolistic market can argue that markets are becoming more
competitive.

195 \We asked the National Cable and Telecommunications Aggmtio communicate
with its members about providing us with data. NCTA did not further respond.

19 The FCC has said that a price increase is not substantial unless rates rise above just
and reasonable levels, and this depends on 8est.2005 NPRMIY73-74. Under this standard,
sellers could always argue that their prices are below cost and therefore a price increase is not
substantial. Yet the FCC has not said what rates are reasonable since it adopted the CALLS plan
in 2001; therefore, there is mmnounced cost standard. This suggests that it would have been
difficult to persuade the 2005 FCC that any sustained price increase was due to the exercise of
market power.
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As explained aboveyur surveygienerated a great dealmicing data. We anticipated
that these data could answer a number of questions regarding market power and the effectiveness
of FCC regulation at limiting prices in Flex Il areas. Theand Zimmerman study wdisnited
to examning rack ratesyet all market participants agree that rack rates are only one of several
important factas in understanding prices. \Wsohoped that by collecting average sale prices
from buyerswe could avoiddome of the data problems that arosenftoh e  Guaedbd s
average revenueterived from sellers

2. Trends in price

The GAO found that both list prices and average revenues for special access declined
from 2001 to 2006.The following sectiongvaluate pricing trend data collected fioe Project

a. Buyer data

We asked buyers to provide price data for 2001, 2806 2007.Buyers submittetho
buyer price data for 2004/ Therefore, the only price data available &rend analysis concern
2006 and 2007. Tabkshows the rack rate trends reporbgtbuyers between 2006 and 2007.

Service Level DS1 DS-3

Rack Rates 2006 2007 Pct. 2006 2007 Pct.
Change Change

RBOC channel $150.91 $2,079.87 $2,016.32 -3%

termination$®

ILEC channel terminations| $161.87 158.23 -2% 720.53| 1,090.62 51%

RBOC transport fixed 67.21 58.10 -14% 475.10 511.65 8%

charges

RBOCtransport variable 18.26 16.59 -9% 67.22 96.03 43%

charges

Table6. Price trends from 2006 to 200wack ratesi Buyer data

The data show some increases and some decre@b&sS-1 rack prices declined from
2006 to 2007 Yet for DS 3 services, most rates increas@&liyers reportethigherrates in 2007

197" One buyer did provide data for 2002 for ten large cities, but this was fictesufto
support a meaningful trend analysis.

198 The buyer data showed a large increase iflIBOC channel termination rack rates
in 2007. This appears to be a reporting error, because the rack rate reported for 2006 was lower
than the average discdyprice. Accordingly, that result has been redacted.
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for DS-3 channel terminations purchased from +RBOC ILECs, and increasestiansport

rates from RBOCSFinding thatthe DS-3 transport rate increasés troubling becausthat
increaseappeas to contradict our notion that D& transport may be the most competitive of the
four markets we examined.

Table7 shows similabuyerdata fordiscountedates'® Data in this tale arethe best
estimate othe actual prices paid by large wholesale purchdsrguse these customers
purchase a high percentage of their circaitdiscounted rates

Service Level DS1 DS-3
DiscountedRates 2006 2007 Pct. 2006 2007 Pct.
Change Change
RBOC channel terminations $113.64, $100.47 -12% $878.61 $638.97 -27%
ILEC channel terminations 122.51 107.40 -12% 798.12 611.02 -23%
RBOC transport fixed 40.53 36.90 -9% 529.78 477.50 -10%
charges
RBOC transport variable 8.22 7.12 -13% 37.98 31.18 -18%
charges

Table7. Price trends from 2006 to 200discountedatesi Buyer data

Each of thadiscountedateswe measuredeclined from 2006 to 200ne possible
explanation is that competition is driving prices downdastomergpurchasing at disunted

prices. We do not reach firm conclusiono n

t his

point

data and we lackonfirmation fromcomprehensiveeller data.

b.

Seller data

(1)

Verizon

because

we

Verizon provided seller data for eleven MSawdfor 2001, 2006and 20@, as we had
requested.Table8 summarizes th&rends inVerizornb averagepricing data. It is important to

199 We discovered that respondents found difficult our request to differentiate between
scount so
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in the former catgory. Others reported only a few units sold under special contracts. Because
different respondents seemed to interpret this distinction in different ways, some of the following
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note thata changingaverage rate care producedby changsin the ratetself andby a shift in
thevolumes sold tdnigh-rate and lowrate custmers.

2001
wholesaleDS-3 customes saw a 6% decrease. From 2Q06
were small and of mixed direction.

pr

To simplify the comparisons, we defined a standard circuit as consisting of one unit of
channel termination, one unit of transpartd ten units (miles) of variable transport. As is true
throughout this report, prices are shown in nominal dofférs

Period

2001-06

200607

Service Level

DS1

DS3

DS1

DS3

Channel Termination

Retail

-5%

9%

3% 1%

Rack

-6%

-12%

1% 2%

Discounted

-2%

-11%

-1% 1%

Dedicated Transport Fixed Rates

Retail

-2%

13%

0% -4%

Rack

6%

10%

-6% 1%

Discounted

8%

-4%

0% -2%

Dedicated Transport Variable Rates

Retail

15%

13%

1% -8%

Rack

9%

15%

-6% 3%

Discounted

15%

-2%

0% -2%

Standard Circuit

Retail

3%

11%

2% -3%

Rack

2%

0%

-3% 2%

Discounted

6%

-6%

0% -1%

Table8. Verizonaverageprice changes 2a02007 (11 cities)

Table8 shows a complex picture, with some rates increasing and some decréasimyg.
2 0 0 6, for ¥ standar cincu@jenerglly increased, except that discount

to

2007,

Ver i

zonos

200 Although we had not requested that it do so, Verizon submitted inflatijursted
adjusters
data in this report and to avoid controversy as to which of severatadjus most appropriate.
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Verizon claimed that its prices have been declining, botti@8d DS3 | ev el s, Aby
and 5% annually on a real bas?3Nhlewedpectively
dispute Ve i z o n 6w h en aV emflatiancadjustelis removedwe reach a quite different
conclusion. Overall, the Verizon prices showed a mixture of small increases and decreases,
except that the price of DS circuits sold to discount customers declinemtghout the entire
period.

(2) Embarq

Embarq provided seller data for 19 MSAasd for 2001, 20Q&nd 2007, as we had
requested.Table9 summarizes the Embarq pricing data by reporting average rates, weighted by
units sold As is true throughout this regoprices areshownin nominal dollars.

Period 200106 200607
Service Level DS-1 DS-3 DS-1 DS-3
Channel Termination
Retail 11% 31% 7% -5%
Rack -27% -58% -14% -1%
Discounted -5% -51% 7% 1%
Dedicated Transport Fixed Rates
Retail 4% -18% 3% -1%
Rack -10% -29% -8% 4%
Discounted 1% -12% 1% 0%
Dedicated Transport Variable Rates
Retail -17% -14% 2% 3%
Rack -21% -1% -34% 5%
Discounted 5% -25% 1% 0%
Standard Circuit
Retail 2% 4% 5% 2%
Rack -20% -29% -17% 3%
Discounted -1% -33% 1% 1%
Table9. Embarqgaverageprice changes 2002007 (B cities)
Xlverizon submission AList of Key Data Poi

inflation-adjusted prices.
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Table9 again shows a complex picture, with soaverageorices increasing and others
decreasing.In the 200106 period, alloE mb ar g 60 s deceeaséd, as didt ite B&Sdiscount
rates. On the other hand)S-1 standard circuit rates to discount customers changed very little

betweer2001and2006. In the 200®7 period, Embargeduced its rack rates for ElSservice,

but its retail prices increased.

Overall, theEmbargprices showpastdecreases;ombinedwith a possible new trend to

raise prices. The 2007 datauldn o t

currentlyare decreasing.

3. Rack and discountprices

support

a cl

ai m

t hat

Embar g

One purpose in collectingrice data was to assess tthé erence between rack and ron
rack rates Table10 shows thesedifferences for various services in 20@5 reported by

buyers?®?

Service Level DS1 DS-3

Rack NonRack | Discount | Rack NonRack | Discount
Channel Termination $150.91 $100.4 33% | $2,01600| $638.97 68%
Rate- RBOC
Channel Termination 158.23 107.40 32% | 1,090.62 611.02 44%
Ratei ILEC
Dedcated Transport 58.10 36.90 36% 511.65 477.50 7%
fixed chargeg RBOC
DedcatedTrangport 16.59 7.12 57% 96.03 31.18 68%
variable charge RBOC

Table10. Plan dscounts offered by RBOCs and other ILECS in 2007

These data show thabth RBOCs and other ILECs offsubstantial discounts to
customers willing to participate in discount plarig.the DS1 service level, where most

wireless carriers buy, the discounts are betweertlureeand onehalf off. At the DS3 level
wherelLECs get most of their revenue and whesewould expectompetition to be most

intensethe discount on channel terminations is more thanthwds.

4, RBOC and other ILEC prices

Tablell arrayssome otthese same prices to show the differences between RBOC

average prices and the average prices of other |lf@Gshannel termination®?

202 pedicated transport sold by n&®BOCs is not shown because of the small number of

reported data entries.
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Channel Termination
Service Level DS1 DS-3
Other ILEC Other ILEC
RBOC ILEC Difference | RBOC ILEC Difference
Rack Rate $150.91 $158.23 5% $2,016.32 $1,090.62 -46%
DiscountedRate 100.47 107.40 7% 638.97 611.02 -4%

Table11. Channel termination prices froRBOCs and other ILECS in 2D0

Other ILECs seernp have prices quite similar to RBOCs for dService, and also have
similar discoungd prices for DS3 circuits. For DS3, RBOCs have much higher rack rat&s.

5. ILEC and non-ILEC prices

We had hoped to udmiyer data to evaluate whether ILEC pricesgaeerally lower than
nonILEC prices. All else beingequal,one would presumgatnew entranprices would be
noticeablylower than incumberrices For example, FiberTowetaims tooffer 15% to 30%
discountfrom ILEC rates?*® In actuality, not alls equal.

CLECs can maintain such a price differential by limiting their entry geographidaféy.
discussed above thabmpetitive LECgend toconcentrate theinvestmenin high-density areas
where the revenue opportunities are greasesth aslownobwn areas with densenterprise
customersites CLECsthushave the advantage of building only where investment is likely to
produce a returff® This shouldproduce a loweaverage cosor CLECsandlower measured
CLECrates.

293 Dedcated transport is not listed because of the small number of reported data entries
for sales by nofiRBOCs.

204 These DS3 data should be interpreted with caution because of the relatively small
number of purchases from other ILECs. For example, foBPp&chases in 2007, buyers
reported only 147 channel terminations from other ILECs at rack rates and 593 at discount rates.
At the DS1 service level, buyers reported thousands of circuits in both categories.

203 FiberTower PowerPoint presentatidtiberTowe Investor Day presented April 1,
2008 to CTIA Wireless Show, slide 10, available at:
http://www.fibertower.com/corp/downloads/CTIA%20Deck%200408.mitieved on Dec. 29,
2008.

206 BellSouth Merger Order, aboWe55.

63


http://www.fibertower.com/corp/downloads/CTIA%20Deck%200408.ppt

Special access wholesaleyers frequently complain théitECs sell special access at
such high prices that the buyeannot profitably serve additionadtail customers. Yet it is the
geographical differences between the ILEC and CLEC networks that generate much of the
controversy Only the ILEC network is ubiquitous. Wholesale buyers need special access
precisely because they want to serve customers to whom they cannot afford to build their own
channel terminationsUnder these circumstances, a higher ILEC price may well bands
reasonable.

We have not madany findingson thisissue because we encountered an unexpected and
seriousdata validity problem.As explained above, our data collection instrument attempted to
limit uncontrolled variables bgsking separately for th@ices ofchannel terminations aridr
transportand separately for D$ and DS3 service levelsBased on buyer data that we received,
we generated average ILEC prices and averageLie@ prices in all 50 MSAs.

Thepreliminary resultshowed nodALEC prices for channel terminationisat were
substantially higher than RBOC rack rates, and much higher than RBOC discounOrates.
further investigation wfoundthatat least one buyer hadported botlthannel termination and
transport costs for iisonILEC circuitsin thechannel terminationolumn The reporting carrier
explained thathis resulted from a generic problemonILEC sellers typically do nateparate
their charges fotransporf®” This reportingdifferenceprevens us from making finding

regarding the differencdsetween ILEC prices ambnILEC prices?®®

6. Price and FCC regulation

In 1999 he FCCassumedhat a city with many collocated wire centers was likely to be a
city with a competitive special access markekpecting prices to vanyith competition,we
tested whether prices in Phase Il pricing flexibiNiypAs arestatistically different from Phase |
MSAs. Table12 shows the mean prices for channel terminations in two years, separated by
whether theM'SA where the service is provid@adPhasd or Phasdl flexibility .?>° An asterisk
is added to each cell where the differencesmmificant at the 95%onfidencdevel.

207 Many competitive sellers do not break out the price in the manner traditional to
ILECs.

208 The problem could be addressed by comparing sample special access circuits. For
exampl e, a 0st aouldzdalelopdadfochboth ILERrovidedicicceits and nen
ILEC circuits.

209 We did not perform a similar analysis of dedicated transport because there were
insufficient MSAs that lacked Phase Il pricing flexibility.
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Mean Rack Rate
2006 2007
Phasel Phasell  Pct Diff Phasel Phasell  Pct Diff
DS1 $210.84  $191.69 *-9% $211.80 $183.15 * -14%
DS3 2,258.60  2,050.50 -9% 2,278.89  2,094.38 -8%

Mean Discounted Rate

2006 2007
Phasel Phasell  Pct Diff Phasel Phasell  Pct Diff
DS1 114.72 12538 * 9% 116.83 125.82 8%
DS-3 1,055.98 1,077.74 2% 881.83 1,007.71 14%

Tablel2. Meanb u y enicé fer channel termination®y regulatory status

For rack rateshedirection of the differences consistentcross both years and both
service levels Rack prices were alyslowerin Phase Il area3® This findingis inconsistent
with the findings of Uri and Zimmermawho asserted that carriers had raised rack rates in Flex
Il areasafter 2001 Ourfinding is alsoinconsistent with the GA@eport The GAO found that
in areas wheréhe FCC hadgranted full pricing flexibility list prices tend to be higher than or
the same as list prices in areas still under some FCC price regafation.

The rates paid bgliscountcustomers showea completely different patterrOnce again
thedirection of thedifference isconsistent across both years and both service levels) this
casethe direction is reversed?ricesto discount customeifer channel terminationsere always
higherin Phase Il areasGenerally the differences wesmall between Phase | and Phase Il
MSAs. The difference was statistically significant at the 95% confidence level only fdr DS
channel terminations in 2006.

219 The differences were significant &et95% confidence level only for BSchannel
terminations.

211 GAO Special Access Repattl. One possible difference between our data and that
of the other two studies is that we used average rates reported by buyers who purchased at rack
rates. This an reflect variables not considered by the other studies, including term discounts and
zone differences.
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Our finding is consistent with the GAO repoithe GAO found thain areas wheréhe
FCChadgranted full pricing flexibility average revenues tend to be higher than or the same as
list prices and average revenues in areas still under some FCC price regftation.

We had hypothesized that if competition is limiting price in Phase Il areas, wd fiall
significantly | ower prices in Phase |1l areas,
asserted practice of offering additional discounts in Phase Il areas reinforced this expectation.

Our hypothesis was not supporigdhe 95% levefor any service, except rack rates for
DS-1 channel terminaticsa Moreover,among larger buyers who purchase at discedmates
the effect was the opposite of what we expecteeas with geater pricing flexibilityactually
had higher discount pricea resilt stronglyrefutingour hypothesisWe give weight to théatter
findings regarding discouatl rateecause the great majority of wholesale purchases are made
under such discount plans.

Overall, he evidencdails to support conclusion that sellersesbeing restrained in
Phase Il areas by competition to offer lower prickstead, itsuggestshe contraryconclusion
that sellers are using market powePhase Il areda® raise prices to their large wholesale
customers.

7. UNE prices

The availabiliy of unbundled network elements (UN&Jds new opportunities to
evaluatespecial accegsrices UNEs are théunctional equivalentsf certain dedicated access
services

UNE pricing methods are quite different from special accesgler the structure eated
by the 1996 ActlUNESs can be priced by agreement among interconnecting carriers. Failing
agreement, the Act allows the carriers to seek arbitration of their interconnection disputes. These
arbitrations are generally conducted by state commissiaaer pricingrules established by the
FCC. The pricing rules were upheld in the Supreme C8drfThe FCC rules require the use of
At otal el ement |l ong run incremental costo (TE
have had proceedings setUNE raes using the TELRIC methodolog$home parties have

212 GAO Special Access Repattl.

213 \ferizon Commuinations Inc. v. FCG 535 U.S. 46(2002) FCC can require state
utility commissions to set ratebarged by ILECs for lease of network elements to CLECs on a
forward-looking basis untied to the incumbents' historical or past investment
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asserted that in limited circumstances where competition is well established, market prices tend
to approach UNE ratéd?

Comparing UNE prices with substitutable special access services could shexdh light
whether speal access rates are above cost, at lesstefined by the TELRIC standarS8ome
datafiled atthe FCCtends to show that special access prices are significantly highddian
prices?® While we recognized that collecting and analyzingtsdata might be worthwhile,

collecting such datevas beyonaur currentscope
8. Discussion

We sought pricing trend data from 2001 to 2007. We did not receive ebaygidata
to delineate longerm trends, but wdo find changesn the buyer dataetwea 2006 and 2007
that, if sustained, wouldstablish d@rend. The buyer data showed that rack rates had generally
fallen in 2007, excephatrates for DS3 transport increased-or discounted priceshé buyer
data sbwed a more uniform decline

Surprisngly,whi | e t he buyersdé data tended to sugg
prices are dr opsuggestedthetcdnearyhe\elizenrdataddoes esttow
t hat Verizonds special access prhowectsat are gene
Embarg lowered its rates in the past, but the trends from 2006 to 2007 stmwatecreass

In sum,thedata do not support any clear conclusions about price trends. Some data
suggest rising prices, while other data suggest declining prizas quality could well be the
reason for theeambiguities. If the FCC or another body were to conduct repept®a surveys
over a longer periodhere would be greater opportunitystandardize reporting procedures, to
crosscheckthe submitted datandto produce clearer results.

We foundthat both RBOCs and other ILECs offer substantial discounts from rack rates
to customers who patrticipate in discount plans. These discounts in some cases were more than
50%, and the lowest was 32%. Such largealints can create a strong incentive for wholesale
buyers to enter discount plans.

RBOCs and other ILECs seem to have similar prices for channel terminations, although
RBOC rack rates for DS circuits were much higher. We were not able to compare
meanimgfully the rates charged by ILECs and the rates charged biLE®Ps.

214 See, e.gFCC Comments of ATX et.al. in FCC Docket No-25, filed Aug. 8, 2007
at 36.

23 1d.at 37 (adampeofdwest states, for a-gear term Zone 1 D3 circuit
with two channel terminations and 10 miles of
price cap rates were 87% and 169% greater, respectively, than the average of UNEs rades offer
in Arizona, Mi nnesota, Colorado, Washington,
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For rack rate customershannel terminatiorates in Phase Il areas tend &lbwer than
in Phase | areas, although the differences wetgstically significanbnly for DS1 circuits.
For discount customershannel terminatiorates in Phase Il areas tend to be higher than in
Phase | areaslthough most differences were not statistically signific&ittis pricing evidence
showsthatmarket forces are not reducing rates in Phhaeehs, as we had hypothesized.
Therefore, we al so c oohneehsuridgollotatioa activitylprevidBaCC6 s p o
weak foundation for differentiating the competitiveness of special access markéis @uading
regulatory decisions about @gulating those markets.

D. Earnings

This section evaluates the profits that large ILECs earn from their special access
operations.Traditional economic theory asserts that competitive markets drive prices to
marginal cost, and that the entry and exit ahfrtends talrive thatprice to average cqst
includinga normal return on equityYet as wediscusse@bove telecommunications markets
have some unique cost structurfisECs have advantages of scale and scope that can theie
marginal cost lowerhian that of a new entranfn ILEC canthereforecharge a rate above its
marginal cost.In practice, élecommunications carriegenerallydo price their productto
recovernot only the marginal costs of serving a new customer, but also to recovee afsha
their sunk and common cost§.

It is also possible for a carrier to charge an even higher rate, proviugsiatlarge
enoughcost advantage over new entrardswise new entrant wouldvoid enteringa market
where itsprojectedprice is higherthant s compet it or 0 sindtherwerdsh possi |
new entrants unlikely to enter a market in which it hasabstantiatostdisadvantage compared
to the incumbent.This dynamic not only explains why CLEC wireline entry has been
geographicallyimited, butalso whylLECs havemarket power. So long as ILEC has @ost
substantiallf ower t han #elbE€ waneam anrexcessive profin its special
access operatiorand still avoid competitive entry.

218 professor Baumol asserts that low marginal costs are characteristic not only of
telecommunications but of mbha pdustriesthatearethe y 1 nno
hallmark of the "nes economy" are characterized by a special cost struckroam software to
semiconductors, digital entertainment to biotechnology, and in innovative fields more generally,
the standard cost pattern entails sunk outlays thdamye and must be incurreder and over
again, but the marginal c@sthe cost of serving an additional custofhés virtually negligible.

As economists are well aware, this is only a special case of a more general circumstance, the

case of scale economies, where the prices of &fproducts, if set equal to the corresponding

marginal costs, will condemn the enterprise to losses. W. J . Baumo BympoBiunG. Swa
On Competitive Price Discrimination: The New Economy And Ubiquitous Competitive Price
Discrimination: Identifying [2fensible Criteria Of Market Power0 Antitrust L.J. 661 (2003)

(emphasis added).
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1. ARMIS Earnings

T h e FAUOmated Reporting Management Information System (ARMIS) offers a
traditional way to compare price with cosARMIS provides enough information to calculate
earnings based dually allocated osts, in which common costs have be#ocated ovethe
differentbundles of servicese cogni zed by t he 26CC6s price caps

We found that arning rate®n special accesse high and have been increasioga
decade In its 2005 NPRMthe FCC acknowledged that

In recent years, the BO@Bell companieshave eaned special access accounting
rates of return substantially in excess of the prescribed 11.25 rate of return that
applies to rate of return LECs. The BOCs' collective average special access
accounting rates of return over the last six years ((Z988) hae been 18, 23,

28, 38, 40, and 44 percent, respectivefy.

AT&T, Verizon, and Qwestare incumbent providers in 49 of the 50 top MSAs surveyed
in the NARUC Project.As illustrated inChart 3 ARMIS data showa high and increasing rate of
earnings orspecidaccessiet investment foall three.

Interstate Rate of Return of Big 3 BOCS: Special Access

200%

150% L

100% L

g rova i1 1 ) a8 il ot I

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

| W AT&T O Verizon O Quest|

Chart 3. Interstatespecial accessate ofreturn ofthreeRBOCs?**

2"The FCC has called this an faccounting r a
data in the carriersd accounting systems.

218 2005 NPRM 1 35.
219 gource: ARMIS, authos & cal cul ati ons.
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Consistent with the FCC findings in 20@hart 3shows thataccording to ARMIS,
special access earnings for the big three RB&@sinuedo inaeasethrough 2007.

Buyers have criticized t beeaudet@aSdpparentyr r ent r
allowedexcessivesarnings For their part,ite RBOCs contaththat the ARMIS figures are
virtually meaningless. We agree with the RBO@ur reasomg requiresliscussion of the
separationproceduresinderlying ARMIS

| LECs record their investments in | arge as
(C&WF). n Cat egori zati ono itheseardeassepgroapgte snwllerof di vi di
catgories. Each categothienhasas epar at i ons A f thatsplits the category i g n e d
between théwo jurisdictions. One important factor, for examplassigns 75% of joint use
customer loops to the state jurisdiction.

Before 2000, special accassestment was categorized Wat iscalledi d i r e c t
assignmend The purpose was to assign 100%nvestmentor interstate special accessthe
interstatgurisdiction and 100% of investmefttr intrastate special access to the state
jurisdiction. In practice, direct assignment required carriers to perform studies on how their
networkswere used.For example, Wwena carrier installed a new cablewibuld simply record
the cost a€&WF investment Later, the carriewould doa separationstudyto determine
which portion of its C&WF investmentagusedfor interstate special access, which portion was
used for state special access, and which portion was used in common for switched services.

In 2001, theFCCifrozed separationsategories anthctorsfor large companiesAt that
point, largecarriers stopped performirdjrect assignmergtudies Instead, thgcontinued to use
the samecategorization ratiotheyhadusedin 2000. To illustrate if a carrierhaddirectly
assigned 10% of itB000C&WF investment tanterstatespecial access, thénalsowould
assignl0% of its2007 C&WF investment tanterstatespecial accessSi nce carri er sd n
tended to be relatively stable over that pertbd,directly assignespecial access investment and
expenseslso changed very littlé?°

During this same periodarriersgreatlyincreased their sales wmiterstatespecial access
and all of tlat revenue was assigned to interstafes a resultinterstate special access revenues
increase every yeabutnotinterstate special accesssts?** Thisimbalance hamflated
ARMIS special accessarnings reportand made themnreliable

220 Because the carriers are using the same categorization factors, amounts directly
assigned to the jurisdictions rise or fall with overall investment.

221 Many carriers have invested heavily in DSL technolo§gme BOCs offer DSL
services exclusively through a separate subsidiary, in which case no DSL revenues, expenses, or
investment are booked to the interstate special access cat&mme other carriers are reporting
DSL revenues as special access reven8eg. 2005 NPRM], 63 n.171
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2. Adjusted earnings

Rather than abandon tkarninggssue, we performed aarningsanalysiswith an
adjusted investment basNo adjustmentechnique is available to us that coaiatch the
accuracy oflirect assignmergtudies actually performed by the carriers themselves.
Nevertheless, wdid find a method thaproducel anapproximateesult.

We adjused plant investmento reflect special access sales growth since 2000.
Specifically, we increase2007 special access investment totals so that theytheasame
relationship to total investmetttat2007special access revenue bears to @@8l7regulated
revenue. We thereduced other investment categories to maintain coristagtmentotals
andrecalculatedecondary separations factors such as expeysesral support facilitieand
taxes Based on this new investment and expense profile, we recalcedatedanr e spécsal
access earningslhe resuls aresummarized in Tabl&3.

Calendar 2007 Ratio of SpecialAccessPlant to Special Access Return on Investment
Total Plant In Service
Standard Adjusted Standard ARMIS Adjusted
ARMIS
AT&T 7.7% 18.0% 138% 3004222
Qwest 8.7% 26.0% 175% 38%
Verizon 12.6% 23.7% 62% 15%

Table13. RBOC2007special access plant and earningsljusted and unadjusted

Our adjustmensubstantially reducespecial accessarnings Even after adjustment
however all threecompanieshowearningwell above the 11.25% authorized return that the
FCC last prescribed for price cap carrieSl&T and Qwestshowearningghataremore than
twice the authorized level.

This finding supports conclusiorthat all three large RBOCs haveseil prices above
averagecost, defined in theraditional accounting sens&Ve take such high earnings as
evidence thathe three RBOCs continue to have market power @n@dT&T and Qwest, at least,
have made substantial and sustained price increaseme¢haased on the use of market power.

E. Terms of sale

In this section we address certain terms of sale in discount and pricing flexibility
contracts. Our treatmehereis less quantitative than some othe preceding sections, and our
conclusions areentative. Nevertheless, vircludethis issuebecausave believe it sheds light

222 This numbetas beerorrectedrom the original edition of this paper

71



onwhether sellers have and are exercisimagket poweand becaussellersmay be depriving
customers of statutory rights.

1. Term commitment plans and penalties

We found abovehat discount plans typically allow buyers to save betweertlareeand
two-thirds off the rack rate for a special access serviigyers therefore hawee strong incentive
to participate in such discount plans, and most large wholesale buyers actysdlyicipate in
one or moraliscountplans with each of the large RBOCs. One complaint commonly heard from
buyers is that the provisions in these discount plans tepicet@ntthe buyer from shifting
special access circuits to competitors who offer bettéess costly services.

Someterm discount plans identify specific circufiadividual plan$. Other plans
establishan overalpurchaseommitment buttheydo not identify specific circuitéoverall
commitment plans)

Individual plans canrestrit¢ buyer s abil ity to move circu
they may impose penalties for violating a term commitment. When the term expires, however,
the buyetis free to movesome orall of the covered circuit® a competitof?

Overall commitmentplansan restrict a buyerds ability
because the seller imposes penalties for purchasing too many or too few circuits, and the natural
variability of business cycles can force a buyer into continually renewing these contfats be
they expire.Moreover, when these commitment plans do expire, the seller may impose limits on
the volume of sales at which it can be renewed.

Neither individualdiscount plansar overall commitment plans are inherently improper.
Both kinds of planganadvancehe selleiés interestin reliable revenueand predictable capital
expenditures. Both kinds of plans cWeddadvanc
find three provisions commonly appeayin overall commitment plarthat, h combination,
could beevidence of the exercise of market power by sellers.

The first kind of pr ovdommitmenvolumes tDiscount s a bu
plansfrequentlydo not allow buyers to select their own level of service or revenue comentit
Insteadthe plangypically requireaspecificminimumc o mmi t ment | ev el based
current purchasesA plan might, for exampleequire the buyer to commit to at le&8%% of its
current purchaseolume

223 For regional or national contracts, it is highly unlikely that even multiple competitors
could replace all ILEC circuits subject to a contract.
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The secondind of provisionis anunderpurchasepenalty When a buyepurchasesoo
few circuitsduring the ternof the agreementheagreements require tiheyerto payafeeor
penalty

The thirdkind of provisionis an ovetrpurchaseenalty Wher e a buyer 6s pur ¢
increaseover time, these provisions create a financial incentive for the buyer to make a new
commitment at a higher level.

The followingparagraphgxplore these issueds-irst we describavo specificAT&T
plansin some detail. Thewe describesimilar provisionsin plans offered bgomeother
companies.

a. AT&T-Ameri techds Discount Commi t men

AT&T -Ameritectb s A Di scount CRCR)wifets bugensta disedudtthey
makea term commitment?* Buyers are not free to set their preferred commitment levels. A
DCP buyercancommit to no less than 90% of the number of channel terminations in service
when it makes the commitmen®nce the commitment is made, the buyer must pay a penalty if
its purchases fall below the commitment level by even one circuit, arehtbunt is calculated
to hold AT&T harmlessrom financial harnf®®

DCP customers whoverpurchaselso pay a penalty, even for a sligixcess A DCP
customer who has made a fiyear commitment faces no penalty until its purchases reach 150%
of its orignal commitment. Once beyond that limit, however slightly, the customer loses the
discount for alchamel terminationsbovethe commitment levet?® To illustrate, suppose a
customer made a fivgear commitment to buy 100 BBchannel terminations. Tlastomer
can buy 150 channel terminations under the contract and receive a discourit5én all
However, if the customer buys 151 channel terminations, only 100 will receive the discount and
51 will be billed at monthio-monthrackrates.

224 AT&T Ameritech FCC Tariff No. 2 § 7.4.13B).

2>The tariff provides that flf a customer
commitment level, the customer will be billed for the commitment level of [channel
terminations] at [t he PpACaaif®N0]287.AIBR).s. O AT&T A

226 AT&T Ameritech Tariff No. 2 § 7.4.13(B).

S
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b. AT&T-SBCO6s Rag ment Pl ano (TPP)

AT&T-SBCoffersafi Ter m P ay (Te€m)for D81 circuits??’ A buyer can enter
aTPPeitherin abasicversion @ with an overlaycalleda fApor t abi |l ity commit me

If a buyer makes portability commitmentthat commitmenappliesthroughout the
entire SBC region and lasts three ydeosn the date of the commitmeAt® Thebuyermay not
selecttsownfi c 0 mmi t me nt InsteadAd &Tosetgth€duyersCL at 100% ofthe
number of circuits the buyer currently purcbas

This phanallowsbuyeisto purchasdess thartheir CL, but AT&T imposes goenalty if
purchases drop below 80% of the &F. The monthly penalty is equal to the deficiency in
circuits (below 80% of CL) times theenenrecur
nonrecurring rate for a D$ circuit is $90F%° The national average rack rate for a-D8ircuit
is $150.91%*! Therefore the monthly penalty for undeurchase, per line, amounts to six times
the price at which a buyer could purchase the sameitcatcrack prices.

A portability commitment buyer can also face a large penalty forpweshasing.If the
customer purchases in any month more than 124% GtLitshe customer must pay an
Afadjust ment factoro for e acthreslwld.Asaboedthet er mi nat
adjustment factor chargetise nonrecurring charg&900per monthf2

C. Other plans

Verizonof f er s a A Co mmi tthagsmot cirbuitspecibculinatiowsP | a n 0
buyers toccommitat alevel no lower tha®0% of the number dfircuits currently purchased®

Some programs impose more modest wplgchasing penaltiedJnderAT&T-SB C 0 s
TPPplan, withoutthdipor t abi | i t y c thettermihatogpenaltyis avelagvely ay ,

22T AT&T SBC Tariff No. 73 § 7.2.22. The SBC program is very similar to those offered
in several other AT&T areass.g.: AT&T Pacific BellTariff No. 1 § 7.4.18

228 AT&T SBC Tariff No. 73 § 7.2.22(E) A buyer who makes such a commitment is
relieved of all preexisting TPP commitments for-DSircuits in the regionld.

229 AT&T SBC Tariff No. 73 §§ 7.2.22(E)(4)(b).

230 AT&T SBC Tariff No. 73 § 7.3.10(F)(1).

231 Seesection 1X.C.2.a. above.

232 AT&T SBC Tariff No. 73 8§ 7.2.22(E)(4)(c), 7.3.10(F)(1).
233 \VerizonNYNEX Tariff No. 11 § 25.1.3(A)(5).
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modest40% of the remaining payments due underdtiginal paymenplan.?** For Verizon
Wesb service territory (covering the former GTE serving areas), liafdtyinderpurchases
after the first year is typically limited to a relatively small percentage of the total remaining
monthly charges®

Sone programalsoimpose modest ovgrurchase penalties€ mb a Merm Biscount
Planimposesa penalty when the customer buys more circuits than 130% of its committed
number. Yet the penalty isnild. Embarg merely declaredl exces<ircuits ineligible or the
planés ®iscount .

d. Discussion

Theterms of discount programs raide question ofvhether penalties are unreasonably
large. It is a basic tenet of contract law twaenone party breaches a promise, the other party
is entitled to damages. The ctmugenerallyallow parties to state a fixed damage amount in
advancebecausehis savesime for the courts and witnesses and redtice&xpense of
litigation. The practicecan be especially usefifilthe amount in controversy is smalhdif
damagesra difficult to measure

The common law limitsminjuredp ar t y 6 s a b sut¢hipredeterinined damagé e c t
amounts The courts viewantract rerediesascompensatorynot punitive Therefore, if a
provisionfixing damagegprovides for a payment thappears t@unish the breachingarty, the
coutsc har acteri ze it dackne® enfopeiraad mayedof gublicpofitth e y
1 however, the provision is reasonable, the
provision and emfrce it.

Two factorsdifferentiate an enforceable liquidated damage amount from an
unenforceabl@enalty. The firstactoris how the contracted amount relates todhécipated
and actualoss. The amountvill usuallybe judgedeasonablé it eitherapproximates the loss
anticipated at the time of the making of the contoacpproximates the actual loss incurred by
the breach

The second factdn contract lawis the difficulty of proof of loss. The greater the
difficulty either of proving that los has occurred or of establishing its anpthre easier it is to
show thatan amount fixed in advance is reasonallehe difficulty of proof of loss is greathe

234 AT&T SBC Tariff No. 73 § 7.2.22(G).

>Verizon submission AOverview of Verizonos
Pricing Flexibility Promotions and @dract Tariffs And Service Level Agreement Plans For
Special Access Serviceso at 3.

236 Embarq FCC Tariff No. 1 § 7.4.11(A).
237 See generallyRestatemendf the Law, Second, Contracts § 365.
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courts allow the partiesonsiderable latitude iapproximatinganticipated or actual ha. On
the other handp take an extreme casefjt is clear that no loss at all has occurred, a provision
fixing a substantial sum as damages is unenforceable

Theffiled rate doctriné supplantsxormal rules of contract law with regard to special
access. Under ths doctrine courts may not award relief that would have the effect of imposing
any rate other than that reflected in a filed tariffA special access customer cantiberefore,
ask the courts tmvalidate, orgeneral contract principlea rate that has been filed in a tariff
The customemustinsteadrely on the FCC for protection.

The filed rate doctrine may be harmingesial access customdyscause thegnight
actually havdessprotectionat the FCC than they would hawethe couts. Evaluating this
guestion requires consideration of the damages foreseeable by the parties when they form a
special access discount contract.

When a buyer undgsurchases special access circuhs, selledosesa guaranteed
revenuestream Some othe penalty provisions we reviewsdemedaonsistent with this harm.
Some contractspf exampleprovide thathe buyemustpay someor all of thedifference
between the paymentise buyer actuallgoes make for purchased circuits and the guaranteed
level of payment Other plans, howeverequire larger payments. One plaguires repeated
paymens at several times the rack ratk is hard to imagine how thearties could anticipate
harm at thihigherlevel. Closer investigatioby the FCCof the $ze of someunderpurchase
penalties is warranted.

When a buyer ovepurchases special access circuits, the harm to the seller is harder to
define. Even at discounted prices, sellers presumably recover more than thetesimort
marginal cost for eachreuit sold. In some cases, therefothe harm tcselless from over
purchases migHte zero or evemegative. Under such factghe courts would be likely to
declare a penalty provision unenforceable.

Capital planning offexan additionatonsiderationdr over-purchase penalties.
Net wor ks are designed to serve a fspexdmglannumber
be adversely affectafia buyer underestimatédts demand. Sellers have a right to plan their
capital expenditures and to seelatmid unexpected load, particularly from their large, regular
customers who buy at deeply discounted pridésvertheless, many discount plans have
Aportabilityo provisions that allow buyers to
how a seller who allows parties to relocate circuits at no cost could simultaneously claim that its
capital planning needs require it to impose a large penalty forpawehases.

Certainly nothing seems amiss witbmeoverpurchaseenalties Embarq,for example,
simply declares excess circuits ineligible for discouhtmay even be appropriate to allow

238 Dreamscape Design, Inc. v. Affinity Network, J@d4 F.3d 65, 669 (7 Cir. 2005).
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sellers to colleca nonrecurring installation charge,compensate the seller foarm caused by
thebuyer 6s poor QGtherplans,ddwen recuire nepeatgd payment of

nonrecurring charges at several times the rack rate for an undiscounted service. It isé@rd to
how thepartiescould anticipate harm at this leveCloser investigatioby the FCCof the size of
someover-purchase paalties is warranted.

We found above that buyers have a financial incentive to participate in discount plans and
that some plans havarge penalties for undgrurchasingr over-purchasing When combined
with restrictionson allowable commitment levelshis raisesa second issueWorking together,
theseprovisionscould force a buyer to continue purchasing most of its special access circuits
from the ILEC.

Consider buyer Awho isentering a commitment level discount program but who
anticipates losing@% of its customers over the next three ye&@sppose also that éntersa
plan with terms similar to AT&To6s TerAmapP ay men
enter the planly at A 6 current purchase levelf A then lose21% of itscustomes during the
next few yearsA could be forced to pay sizeable undgourchase penaltyThis contingency
would rational | Tothe éxteshatA & areertdireohitduture cArwill manage
its circuits conservatively, trying always keepwell clear of the penalty zone could
rationally refrain from shifting circuits to a competitolely to reduce this penalty risgven if
the competitor offers better service quality, lower price, or both.

Consider also buyer,Bvhose business gowing but who cannot find a competitor to
meetall of its current circuit needsB is always free to purchase at rack ratesyack rate
purchases would waive the large discounts available under commitment corup®.se also
thatBentersaplani t h t erms similar to AT&Tds Term Pay
c o mmi t @& were tasign afive-year commitment, ivould have to guarantee at least
100% of its current circuit volume. But if its business is growing, B cfadd an ovepurchas
penalty in the future At that point the seller would allo® to negotia¢ a new, larger contract
with the ILEC that extends the term of its co
alternative would be to pay the ovyaeurchase penalty.

None of tle provisionsatissueis unreasonable by itself. Each allows the pagidggerto
reduceits cost orits risk. But the combination of provisi®d deep discounts, prescribed
commitment levels, and large penaliiesanhave the effect of limitinghe ability of a buyer to
move circuits to competitorsThese terms may allow ILECs unreasonably to cement their
market power by limiting buyers from shifting business to competitors who may have better
products, lower pricegr both Closer investigatioby theFCC of the effect of these provisions
is warranted.
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2. Limits on UNE purchases

In 2005, AT&T filed severakontracttariffs that would beapplicable within pricing
flexibility MSAs.?*® The plan offered substantial discouatsrecurring and nonrecurring
charges ?*° Thecontract tariff restrictethe quantity ofcertainunbundled network elementisat
the buyer could purchasé* Under the tariff,i t he v a | uUNE pufchases ibclugingr 6 s
DS-1 and DS3 UNE loop purchasé¥ shouldexceed 5% of its speciat@ess billing, théuyer
is required tgpay an additional charg&® AT&T is not alone in creating a link between price in
a discount plan and the buyer refraining from purchasing UKfEs.

Contractingparties should be free to develop mutually agreeable terarsy
negotiation. Neverthelessublic policydoesdeclare some contract provisions unenforceable,
even among willing partiegor reasons of public policyThe FCC shoul@éxaminewhetherit is
against public policyor sellersto condition special aess discounts onkayeits willingness to
avoid or reducaservices guaranteed to the buyer by the 1996 Act

*The contract was c &lelrevd cteh eOf ff Berr 8 dabnadn da pPpl
circuits and to some optical circuits. AT&T filed similar tariffs on May 31, 2005 for Ameritech,
Pacific Bell, Southwestern Bell, and Nevada Bé&llg, AT&T Ameritech Tariff No. 2 § 22.61
(contract offer No. 61); AT&T Pacific Bell Tariff No. 1, 8 33.54 (contract offer No. 54).

240 For example, a DS channel termination was offered at $960.00 (or less in some
larger cities). AT&T Ameritech Tariff No2 § 22.61.7(B). As we found above, the average
RBOC rack rate for this service in 2006 v§a2,079.87 Seesection IX.C.2.a above.

241 \ireless buyers are not concerned with this provision, since they are disqualified
from purchasing loop UNEs under sting FCC policy.

2The tariff uses the term fiwholesale billi
to include 4wire Digital Loops that can substitute for 1Schannel terminations and EBSloops
that can substitute for DS channel terminationsgOther DS1 and DS services are also
included. AT&T Ameritech Tariff No. 2 § 22.61.4(F).

243 AT&T Ameritech Tariff No. 2 § 22.61(F). The tariff itself states the penalty amount
in a mathematically equivalent way, requiring that buyers maintain theateQ6% or more
between: 1) the difference between special access and UNE billing; and 2) special access billing.
Algebraically, the two formulations are equivalent, and we use the simpler.

244 \ferizon reports that in 2008 it entered a contract with aairpiovision. In this case
the provision was stated positively as an additional discount for reducing UNE purchases rather
than as a penalty for ovpurchases. Verizon states that it offers additional bill credits to a
CLEC buyer f or eddappompereantage (whichas tessahgnrall. . .) of itd DS
UNE purchases from Verizon to special access
Verizonés Discount Plans and Service Level Ag
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Thesizeof the penaltyn the AT&T provision reported abovs a separate concerithe
tariff statesthat in any period in which the buyer failemmeet the 5% test, the buyer must make
an additional payment sufficient to restore the 5% FaficStated in this manner, the penalty
sounds reasonable. In actualiipweverthe penaltycanbe quite large An equivalent way of
stating this penaltyule is: For every $lthe buyer spends dgNEs over the 5% limit, the buyer
must payAT&T an additional $26%° Stated in this fashion, the penalty sounds draconian.

A twentyto-oneratomi ght be appr opr i awasexpelktedtitoncauseb uy e r
widespreadl a mage t o t h eorts sriolsly disbupt hnee tsweolrlker 6 s capi t a
No comparable rislseems to bpresenthere. Closer investigatioy the FCOs warranted
regardingthe size openalties inJNE-purchase limitation terms.

X.  Conclusions
A. ILECs retain market power for some services

Overall, the evidence does not support a sirfigfleambsupo or fithumbsdowrno
judgment on market power for special access markets. We found that certain markets are more
competitive than others and thhe level of competition varies by location, circuit capacity,
service componenand over time. We do conclude that ILECs still have strong market power in
most geographic areas, particularly for channel terminations and particularlyfbisBiSices.

The main exception is relatively compact downtown areas that generate the largest
volume of special access business. In city after ciynpetition is limited to areas that are
overbuilt with fiber and, to a lesser extent, areas that are served bguagty cable television
systems or fixed wireless systems. In the surrounding areas, which can be by far the majority of
an MSA, the weight of the evidence says that ILECs retain strong market power, particularly for
channel terminations.

Our conclusionsely on the high continuing market concentration of formerly
monopolisticmarkes. Concentrations angarticularlyhighfor all channel terminations and for
DS-1 service. Seller data tend to show stable prices.

24> AT&T Ameritech Tariff No. 2 § 22.61.4(f4).

246 $20 = $1/0.05. For example, suppose a buyer purchased $1 million of qualifying
special access circuits and $60,000 of UNEs in one month. That is more than the allowed 5%
UNE ratio by $10,000. The additional payment must increase the mop#diakaccess
payment so as to restores the 5% ratio. In this example, the required payment is $1,200,000
($60,000 / 0.05). In sum, by purchasing an additional $10,000 of UNEs above the threshold, the
buyer must pay an additional $200,000 in specialssccharges.
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Our conclusions also rely on earningsven after adjustment for separations problems,
RBOCearning on special accessewell above the 11.25% rate most recently set by the. FCC
In the case of AT&T and Qwest, earnings are about three times that rate

We also foundomeevidence foeffective competition Frequent bidding by large
customers, combined with multiple responses from sellers,irgl&ator of increased
competition, at least within the market sectors devoted to enterprise and wholesale customers.
Likewise, highvolume customerare purchasing at large discounts off rack raded,buyer data
suggest a decling trend in prices in 2007.

Contestability theoryed us tomixed conclusions Landline competitors can possibly
(and in some areas may already habexome a competitiveifce for transport between major
communication nodes, but they are unlikely ever to be a strong competitive force in channel
termination markets outside downtown areas.

Cable television and fixed wireless have low entry and exit costs where their retwork
are currently established, and each can provide substitutable dedicated services to many
customers. Overall, these competitors are still acting on the fringes of special access markets,
but they have larger roles in some locations and their marketsshgpear to be growing. Fixed
wireless may hold a large market share in five years, particularly if WiMAX proves reliable and
if these carriers can attract sufficient capital to expand. These newer technologies may be poised
to become major competitoradiare increasingly constraining ILEC behayluut they have not
yet grown beyond fringe competitors in most markets.

Our analysis opricing trend gaveinconclusiveresults. Seller data suggested stable or
rising prices. Buyer data suggested thatgzricad declined between 2006 and 2007.

Customers who purchased under discount plans received large discounts from rack
rate® 33% for DS1 channel terminations and 68% for-B3fhannel terminationCertainlya
sellercan reasonablgliscounta price to a astomer who makes a term commitment. Sellers also
can rationally offer discounts for volume commitrreenY et the discounts here were
unexpectedlyarge. This raisel the question of whether the relatively fewstomersvho buy at
rack ratesrepaying spracompetitive pricesAcross recently deregulated or liberalized
industries, more vigorous competitibas often appeared ftive largecustomer segment of the
market. High-volumecustomergenerallyare more likely to have a choice of providers arel
more likely tomake achangedue toprice differences.Our experience in this study amply
confirms that this conclusion applies to telecommunications markets as well.

Small purchasers in many cases have the opposite characteristics. Many small business
customers still buy at rack rate$heygenerally have little bargaining power and often do not
have the resources to conduct bidding proceedingsratktrate customersay be paying
supracompetitive prices becauseriers know that small customdrave fewer alternatives and
are ofterless aggressive about pricEhe FCC should apply heightened scrutiny totgct these
smaller consumers, and tissuewarrants further investigation.
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High rack rates also mdeincreasng seller leverage to add terraad conditions in
discount plansWe found some penalties for oyaurchasing and undgurchasing to be
surprisingly large. We also fouradpattern of terms in some discount plans that may allow
ILECs unreasonably to cement their market power by lgibuyers from shifting circuits to
competitors who may have better products, lower prices, or I&ldser investigation is
warrantedas to whethethe penalties are excessive and whethercombined terms
unreasonably impair competition.

We also founatases in which discount contracts for pricing flexibility areas included
provisions | imiting the buyerdés purchase of
some carriers under the 1996 AWWe found mediscount contradhatimposes a large pnalty
on a buyer who purchas®o many UNEs Closer investigation is warranted tafriff terms that
limit UNE purchass.

B. FCC regulation leaveschannel termination customers insufficiently
protected from market power

The FCC has adopted a double proxydompetition. First, the FCC equated
competition withfirreversible investments in the facilities needed to provide the services at
issueo T hen t hdghatihvesment gyith ahe feequency of central office collocation.
The evidence here showsat much was lost in these two translations.

We found almost no evidence tl@mpetition inchannel termination markeisrelated
to central officecollocation frequency I f the FCCb6s system were
areas, HHIdor channelérminationan Phase Il areas would have been far lower than in Phase |
areas. The data do not show any such large difference. On the cartrasntrationgor
channel terminations remain highboth Phase | and Phase Il areas.

We also found that arket forces are not reducing rates for channel terminations in Phase

Il areas, as we had hypothesized. Therefore,

proxy for competition provides a weak foundation for decisions to grant pricing flgxioi
channel termination markets.

In sum, ar evaluation of market concentration and pricing datavs thathe FCC
proxy consistently overestimates tt@mpetitivenessf the DS1 and DS3 channel termination
markets

In other contexts, the FCC hasognized that competition for channel terminations is
rare and difficult to promote. In tlf®BC Merger Orderthe FCC conducted separate analyses of
the channel termination and transport mark&tsRegarding channel terminations, the FCC said:

247 SBC Merger Ordef 28.
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[Flor manybuildings, there is little potential for competitive entry, at least in the
short term. As the Commission has previously recognized, carriers face
substantial fixed and sunk costs, as well as operational barriers, when deploying
loops, particularly wherene capacity demanded is relatively limited. Given these
barriers, it appears unlikely that a carrier would be willing to make the significant
sunk investment without some assurance that it would be able to generate
revenues sufficient to recover that inlaent. Consistent with this analysis, there

Is evidence in the record that carriers generally are unwilling to invest in
deploying their own loops unless they have a {tergn retail contract that will
generate sufficient revenues to allow them to rectheecost of their investment.
Moreover, even where there is adequate retail demand, the costs of constructing
the loop may be sufficiently high, or there may be other operational barriers, that
may deter entr§*®

We also examined how prices for channettieations vary by type of regulationVe
cannot concludéhat competition in Phase Il areas is restraining pfmeshannel terminations
For discount customershannel terminatiorates in Phase Il arease actuallyslightly higher
than in Phase Iraas. Overall, we interpret this pricing evidence as showing that the FCC erred
in assuming that collocation is a reliable predictor of special access compeititicularly as
applied to channel terminations

Il n 1999, Pricilgd-lexibiityC@rder acknowledgedome doubt aboutsing
collocation as a proxy for competition in channel terminati8h$he FCC admitted that a
competitor collocating in a LEC end officeight continueto rely onlLECs for channel
terminatiors |, fiat | &4 getthe FGC nioved forivayd.adyway, accepting collocation
because it was theestdataavailable. The FCC tried to compensate by raising the numerical
threshold for Phase Il flexibilityThis was clear error. dsing thevalue at which an invalid
variable t&es action cannot improve validjtst best, it can mitigate the damage.

The FCC also has relied on the theory of contestable markets to justify deregulation. In
its response to the GAO report, the FCC said that if a seller did charge an unreasonahly high
for access to an area that | acks a competitiwv
and that entry wil 3 Thindefinad away aproblemethatrthe FGCs d o wn .
recognizes in many other contexts, namely that high é&aimyers andargesunk costs can
prevent competitive entry.

248 SBC Merger Ordeff 39.

249 pricing Flexibility Order{ 103.

250 pricing Flexibility Order{ 103.
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In the 199%ricing Flexibility Order, the FCC seems to have been anticipating a future
of ubiquitous horizontal competition, with collocation as its herald. The FCC simply assumed
that if a cty had numerous collocatorsits ILEC wire center, thatity soon would have
effective competition for special access, through facitibesed overbuilding by CLECs, in
networks radiatingut from ILEC central offices.

ThoseFCC commissioners, writingnil999 could not haveanticipatedheindustry and
legal changeactuallyseen in this decade. 2000 and 2001 saw the bursting of the Internet bubble
and enormous contraction within the CLEC indu
access to UNEand advanced facilitiesFinally, 2008 sawa worldwide financial crisiand
made capital financing much more difficult.

Almost ten years have passed sinceRheing Flexibility Order,but no city we
examined showed evidence of anything approachinguitous overbuilding of channel
terminations by landline carriers. The maps explain.wEyen in highly concentrated business
areas, fiber overbuilds pass only some customer locations. edighand exitosts limit these
facilities-based carriers fromxtending their network® any butthe largesbr most
conveniently served customers.

Today, facilitiesbased competition seems far framavitable It is hard to imagina
plausiblescenario in whiclmew entrants wilbegin buildingDS-1 channel termiations out to
their special access customers in the far corners of urban dieasCCerred in predicting an
endto CLEC reliance onLEC channel terminationsTheCLEC dependencyurned outnotto
beforan fAi ni t ial, bubfor anandefirdedoeriadt

There is still hope for ubiquitous competition, evetoday it takeglifferent forms.
Channel terminations might indeed become competitive in large areas through cable television or
fixed wireless systems. While batfitheseforms offacilities-basedcompetition are expanding,
these newer technologibave had only a fringe effect ahdve not yet produced the kinds of
pricing or concentration shifts that wouftdlicate activecompetition. We conclude that these
new technologies haveadonly a minimal effect orthe behavior oéxisting special access
markes.

In the Pricing Flexibility Orderthe FCCsaid that that deregulation would generate more
benefits than harm, even if deregulation turned out to be premature. Yet the FC@lhever
explainedits conclusion. Certainly the cost of complying wigderal regulation waa major
consideratioratthe FCC but this benefitdlls on sellers, who prefer not to be regulatéithe
FCC neveexplainedhow premature deregulatiomould helpcustoners exceptwith the
generalitythattheywould somehowbenefitf r om fAmor e vi g&f theRCCdid mpet i |
not evenacknowledge the possibility that eliminating price regulation could lead to a large
deadweight economic loss arising from exerciseof market power

52 pricing Flexibility Order{ 92.
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