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(2:02 p.m)

CHAl RMVAN POWELL: Good afternoon. It's
my pleasure to welcome you to this very inportant
heari ng en banc on t he state of t he
t el ecommuni cati ons industry.

But before we get to opening remarks
and other remarks, I'd like to turn it over to the
Secretary, who can give us an outline of today's
program and perhaps an overview of the rules we're
going to follow for today's program

Madam Secretary?

SECRETARY DORTCH: Good afternoon, M.
Chai rman, Conm ssioners, and invited panelists.
Following are the procedures for today's en banc
heari ng. W will wutilize a tinmekeeping machine
| ocated in front of Chairman Powell to maintain
time limts on each presentation.

The first two panelists will each have
a total of 12 mnutes to make their individual
presentation. The green light will signal for the
first 11 mnutes of your remarks. \When the yellow
l'ight signals, you have one additional mnute to
sum up your presentation and cl ose your remarKks.

The third panelist will have 10 m nutes
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to make your presentation. The green light wll
signal for the first nine mnutes of your remarks,
and when the yellow light signals you will have one
additional mnute to sumup and cl ose your renarks.

Finally, the remaining panelists wll
each have seven mnutes to present. The green
light will signal for the first six mnutes of your
remarks. Again, when the yellow |ight signals, you
have one additional mnute to sum up your
presentation and close your remarks.

For al | panel i sts, the red [I|ight
signals the end of your allotted tine. Pl ease
concl ude your remarks at that tinme.

Thank you.

CHAI RMAN POVELL: Thank you, Marl ene.

Again, | want to thank everyone for
joining us today, especially ny coll eagues who are
here to discuss the financial state of the
t el ecommuni cati ons sector, and, nore inportantly,
steps that m ght be needed to try to restore its
financial health. And I'd also like to thank in
advance our distinguished panelists for joining us
today, all of thememnent in their own fields, and
we really look forward to the factual basis that

they'll provide us to give us sonmething to think

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

6

about as we struggle through these difficult tines.

As |'ve said, we find ourselves in the
m dst of some very difficult tinmes in the telecom
i ndustry, yet at the sanme time we find ourselves at
the point of great opportunity for the sector as
wel | . One of the primry mssions of the
Comm ssion in the short termis to do our part to
get us from here, the challenging times, to there,
har nessi ng that opportunity.

One of the primary inpedinents to the
growth in this sector is the increasing difficulty
all industry participants are having in attracting
capital. Capital, of course, is the |ifeblood of
the telecommunications industry, or any industry
for that matter, and without it the public interest
is alnmobst certain to be conprom sed.

I nfrastructure providers need access to
capital to operate networks, to mintain and
i nprove the quality of service to the Anmerican
t el ecommuni cati ons consuner. Conpetitive entrants
need capital to fund business plans that will allow
these conpanies to enter the market, differentiate
service, becone profitable, and provide |ong-term
sust ai nabl e conpetition in the marketpl ace.

Both need capital to fund network

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

7

upgrades and devel op new services to bring themto
the market and to thenselves becone profitable.
But it's not only the service providers that suffer
during these times. There is a whole substrata of
i ndustries that are dependent on its success.

Equi pmrent vendors, for exanple, are

finding it difficult to find buyers of their wares.
Some of these vendors represent the very heart of
our industries -- research and devel opnent efforts.
Thus, the inpact of a prolonged cash crunch could
have long-lasting effects on the industry, and
thereby the nation's productivity and conpetitive
edge.

As | articulated in late July, I
believe strongly that there ae no |less than six
critical steps that the industry nmust take in order
to return the flow of capital necessary for this
i ndustry to recover.

First, the Comm ssion certainly nmust be
guided in its objectives in protecting consunmers in
the face of a saddeni ng nunmber of bankruptcies. W
will make every effort to ensure continuity of
services as the industry goes through the pain of
change and restructuring.

Second, we must , and i ndustry
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| eadership mnust, root out corporate fraud. I n
order to restore confidence in corporate Anerica
this rmust be done, and those responsible severely
puni shed.

| have the pleasure of serving on the
President's Corporate Fraud Task Force, and | echo
his sentiments when | say that these abuses will be
f ound, rooted out, di scover ed, and puni shed
rut hl essly.

Thi rd, the industry nust dedi cat e
itself to restoring its bal ance sheets. Firnms nust
find a way to cut costs, pay down debt, and becone
nore transparent and efficient, so that investors
can fully appreciate the true risks associated with
the investnment that they urge.

Again, the best conpanies with the best
| eadership are those who are committed to restoring
financial fundanentals. Those that are taking
these actions should be rewarded; those that are
not, abandoned.

Fourth, industry will have to undergo
sonme prudent restructuring. Some consolidations
and bankruptcy, both restructuring and liquidities,
will be needed to address insufficient economc

realities in sonme nmarkets. This Conm ssion wll

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

9

play an inmportant role in this restructuring, and
where consolidation is concerned wll be vigilant
in reviewing nergers on their nmerits, denying anti -
conpetitive transactions and approving those that
serve the public interest.

Fifth, carriers will have to develop

and depl oy new services and drive new sources of

revenue for their |l ong-term productivity and
heal t h. Today we see the pronm ses on the horizon
of those new services -- broadband internet access

and the myriad applications and services that n ght
be provided over such a rich platform

W also see great potential in the
areas of wreless services, such as ultra wde
band, wi-fi, and traditional wireless voice
servi ces. Today's innovations will be tonmorrow s
profits and growt h.

And, finally, f eder al and state
regul ators nust engage in econonm c and regulatory
foundational reform that takes into account the
experience of the last six and a half years and

apply themto the realities of today's marketpl ace.

Today, at this hearing, we wll focus

|argely on the third, fourth, and fifth steps on
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this road to recovery. It is our hope to bring
some of the know edge | have gained in my own
di scussions with various aspects of the financial
community over the |ast few nonths to the
Comm ssion staff and to give nmy colleagues an

opportunity to engage in discussion wth this

group.

We wi |l hear today about the econony in
general, the telecommunications market, and how
capital flows to fund operations. And we w |l hear

from a distinguished panel on their thoughts where
the industry has been, and, just as inportantly,
where it is going.

Again, | want to thank them for being
here today. | believe all of us will find today's
di scussi on bot h enl i ght eni ng and extrenmely
i nformati ve.

Wth that, | have the pleasure of
turning it over to any of ny colleagues for
coments that they m ght have.

Comm ssi oner Abernat hy?

COWMM SSI ONER ABERNATHY: Thank you, M.
Chai r man

First, I want to thank the Chairman for

all of his efforts in pulling together today's en
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banc. | think it shows a very real appreciation of
how significant this issue is for all of us.

And | want to thank all of the experts
for coming to D.C. to share your insights and
t houghts with us. As always, it's invaluable and
critical to our analysis.

| also want to point out, though, that
despite what many may believe, we are not nmagicians
with the power to turn around the flagging econony.

We are governnent regulators, however, and as such
we have a profound responsibility to stay informed
and to educate ourselves regarding the technol ogy
and the services that are offered by the conpanies
that we regul ate, because only then can we craft
the regul ations that best serve the public interest
and that are consi stent with the statutory
obligations that are set forth by Congress.

To nmy mnd, one of the nobst inportant
things the FCC can do is to appreciate the sense of
ur gency t hat IS sur roundi ng our pendi ng
proceedi ngs, and, specifically, those that are
related to conpetition policy and broadband
servi ces.

We're aski ng f undanent al questions

about the way facilities and services are
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classified and how they are regulated. And the
rules that are ultimtely adopted wll have a
subst anti al i npact on carriers’ incentives to

invest in infrastructure.

We nust not shy away from these tough
guestions, but we also nmust appreciate that these
proceedi ngs create uncertainty in the market, and
this wuncertainty inpedes the ability to develop
|l ong-term business strategies and nmay chill new
i nvest nent s. So we have to stay focused, and we
have to nove forward.

Wiile we may not possess the magical
powers to cure the industry's financial distress,
our regulatory scheme is clearly a critical piece
of the puzzle. So we also nust ensure that our
regul ations and our policies are not creating
i npedi nents to investnment and innovation, and that
we remain f ocused on our public i nt erest
obl i gati ons.

Therefore, |1 look forward to hearing
your ideas about how we can better do our part to
stinmulate growth and economc recovery for the
tel ecom sect or

Thank you very nuch.

CHAI RMAN POVELL: Thank you,
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Comm ssi oner .

M. Copps?

COWM SSI ONER COPPS: Thank you. I,
too, want to commend the Chairman for scheduling
this hearing. These en banc hearings | think are
just an invaluable way for us to gain critical
i nput on stakehol der i ssues. | think the one we
had recently on equal enploynent opportunity was a
wonderful |earning experience for all of us. I
know today's hearing will be, and | hope we wll
have future en banc hearings on the nultiplicity of
proceedi ngs that are before this Conm ssion.

Today affords us an opportunity, |
think, to get some needed perspective on teleconis
difficulties. We have had probably too many
sinplified explanations of why we are where we are
and too nany silver bullet suggestions for how to
get out of the nmess that we're presently in. The
causes are, | imagine we will hear today, conplex.

The way out is equally challenging.

| don't think any of us should be
thinking in ternms of the hundred yard dash to
recovery -- the quick, easy solution that's going
to right a world gone anuck. Rat her, it's the

| ong, hard contest of endurance. And in a contest
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li ke that, every step along the way is inportant,
none nore so than the first step.

And 1've been trying to inpress upon
all of the folks who have conme by ny office in
recent weeks that we ought to be able to find sone
first and targeted and achi evable and doabl e kind
of steps and stop trying to remake the telecom
world in one fell swoop on the theory that there is
one little fix out there that can solve all of our
probl ems and put us back on the road to prosperity
forever.

But it's hard to get people to listen
when t he decibel level is so high, and | hope today
we can, wth your input, maybe |ower the decibel
level a little bit.

Let nme just observe that so much is at
st ake here on how we proceed to deal with telecom s
pr obl ens. Some of the sector's problens are no
doubt internal and traceable to faulty business
pl ans. But probably even nore of the problens have
been generated externally.

To name but a few possible causes of
the distress -- the recession that stalks other
sectors of the econony in addition to telecom the

hyper expectations the market placed on new and
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devel oping telecom businesses not so many years
ago, the problens of the financial sect or
generally, corporate governance problens involving
everyt hi ng from t oo-cl ever-by-far accounti ng
practices to a nore generalized public reaction
agai nst obscene severance paynents and retirenent
perks, uncertainty about future Ilegislative and
regul atory policies and progranms, and perhaps even
| arger questions going to the protection of the
public interest during the wild ride that we' ve
been on.

| know that the public interest is not
our designated subject for discussion today. I
woul d ask our panelists only to be cognizant that
we are not only addressing an econom c probl em but
trying to do so within the context of the public
interest, consuner benefits, serving all Americans
no matter who they are and where they live, and
maki ng avail able to themthe best and npbst advanced
t el ecomuni cati ons system possi bl e.

We are interested, mghtily so, in all
of the economc and commercial dinmensions of
tel ecom s woes and telecom s recovery. But in the
final analysis, we always conme back to that |[ast

ultimate question: does what is being proposed
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serve the public interest? |It's a big order to fit
all of this together, but in a recent article |
read over the weekend George Sorose made a pretty

good run at it.

And | won't try to synopsize that
article here, but | comend it to you if you
haven't seen it, to nmy colleagues, for its

di scussion of some of the failings he sees in the
financial markets, some of the risks he sees in
focusing too inclusively on the quick profit and on
so-called economc efficiency, and sone of the
benefits he sees emanating from | ooking at these
probl ens through a broader public interest |ens.

Vet her we agree or not with all that
he says, we equip ourselves nuch better to deal
with these issues by thinking about them in the
br oadest possible termns.

"1l just say for a second and tell you

at the outset that |I'm an optimst about the
tel ecom sector. That is a mnority view, of
course, but | occasionally find nyself in the
mnority --

(Laughter.)

-- around here. But ny read right now
is that although there has been a serious toll
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taking telecom s shakeout, this industry is going
to come back, probably sooner rather than |ater,
probably sooner than sone of the pundits are
t hi nking. The technol ogies are there, and they are
only proliferating.

There is obviously an infrastructure
need in this country tantamount to sone of the
other great infrastructure buildouts that we've
encountered throughout the course of Anerican
hi story. And demand (S gr ow ng, SO I f
conmuni cations is not going to | ead our econony out
of its current troubles and into prosperity in the
new century, then |I don't know what sector is.

So I'm very much |ooking forward to
this session and t he perspectives of t he
di stingui shed presenters who will be -- we wll be
hearing fromtoday. | thank you all for taking the
time and trouble to be here with us, and we are
very nmuch | ooking forward to your input.

CHAI RMAN POWNELL: Thank you,
Conmi ssi oner.

Comm ssi oner Martin?

COWM SSI ONER MARTI N: Thank you, M.
Chai rman, and thank the panelists for spending the

time with us this afternoon to give us their
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insights into what the Conm ssion can try to do to
help this particul ar sector of the econony.

The telecomrunications sector is at a
critical crossroads and a critical time for both
the sector as a whole and -- | mean, for the sector
and for the industry and the econonmy as a whole
and its inpact it will have. W have all seen over
the last year the dramatic downtown that has
occurred. There has been half a mllion jobs |ost,
and there has been $2 trillion in value lost in the
stock market of these conpani es.

But these are not statistics or paper
| osses. There are famlies all across the country
t hat have experienced real pain resulting fromthis
econom ¢ downt urn. And many |ong-term enpl oyees
have w tnessed their life savings disappear wth
little or no severance pay and with their 401(k)
retirement savings vanishing with the stock market
slide.

And | don't believe that the Comm ssion
has a single silver bullet to this problem for the
t el ecommuni cati ons sector. But as |1've stated
before, | do think we can contribute to its
recovery by establishing a stable, reliable, and

efficient regulatory environnent.
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Regul at ory uncertainty and del ay
function as potential entry barriers in and of
t hensel ves, limting i nvest nent and i npedi ng
depl oynent of new services. |  support the
Chairman's efforts and all of his recent coments
about the inportance of us acting quickly on all
pendi ng rul emaki ngs and respondi ng to, as
Comm ssi oner Abernathy tal ked about, the sense of
urgency that is out there in the sector as a whole.

So I t hi nk t hat such pr onpt
deci sionmaking will be inportant, and that it wll
be sonmething that we can contribute to in that
st abl e envi ronment goi ng forward.

And so with that, [I'll be anxious to
hear what the panelists have to say about what
actions and what direction we should be trying to
t ake.

Thank you.

CHAI RMAN POWELL: Thank you,
Comm ssi oner .

W'd like to begin to provide sone
context for today's discussion by asking Dr. Sinon
Wl kie, the FCCs Chief Econom st, to provide an
overview of the US. econony in which these

problens in the telecommunications sector are

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

20

oper ati ng.

Prof essor W ki e?

PROFESSOR W LKI E: Thanks, M.
Chai r man.

I'"'m going to talk about the overall
macr oeconom c perspective on the econony. I won't

be focusing on the tel ecomrunications industry per
se, only to nention that, of course, it is a
significant part of the econony and played a
significant part in driving the previous econonc
expansion in the record-long 10-year expansion we
had.

Next slide, please.

So, actually, just to give you an
overview, of what we're going to do today, first
"Il talk about the recession, then the current
econom ¢ situation as it stands. We'll then talk
about macroeconomc forecasts, supply and demand
indicators as the econony currently stands and
| ooki ng forward, potenti al pr obl ens on t he
macr oeconom ¢ horizon, how wll the econony be
affected by them follow ng problens and reasons to
be cheerful, things that seem to be sound in the
econony at the nonent, and then 1'll offer sone

bri ef concl usi ons.
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Next sli de.

So let's begin by talking about the
recession. As you know, we had a significant
recessi on. The NBER, the National Bureau of

Econom ¢ Research, now dates the recession from

March 2001. The recession actually lasted for
three quarters technically, in the sense that in
each quarter GDP, gr oss donestic pr oduct,

contracted for the first three quarters of 2001.
That's according to the Bureau of Economi ¢
Anal ysi s.

Checking industrial production, we see
that industrial production peaked in June of 2000,
and it reached a trough -- the low point in terns
of production of the recession was actually in
Decenmber 2001, and we've had a 7.2 percent decline
from peak to trough in industrial production, which
is about average for a recession.

Real per sonal i ncome, however, fel
t hrough 2001, househol d i ncones. But it has risen
significantly t hr ough 2002. I n fact, an
interesting point is that it's alnost back to the
| evels that it was before the recession.

Next slide, please.

So that's the recession that we faced.
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What about our current econom c situation? Well,

we seem to be going through a nodest and sonmewhat

wobbly recovery. The first quarter GDP grew five
percent, which sounds -- on a per annumrate, which
is quite significant. In the second quarter this

year, GDP grew at 1.3 percent.

Let me just say that the five percent
sounds inpressive, but the initial bang com ng out
of the gate, as you come out of a recession, is
always large as firnms try to replace their depleted
i nvent ori es. So that nunmber is always biased
upwar ds.

Unenpl oynment , however, has remi ned

stable in the current econom c situation. Qut put ,

however, is rising faster than enploynent, so we
still have overall productivity growh in the
econony -- about 1.2 percent.

Corporate profits have recently, just
recently, turned around overall wth one notable
excepti on. Profits are up 8.8 percent, if we
anal yze second quarter over second quarter from
2002 to 2001. So these indicators seem to suggest
that we're actually going through a pretty healthy
recovery, nothing exceptional, but pretty nuch

aver age.
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However, | eadi ng i ndi cators, whi ch
econom sts sonetinmes use to predict what's going to
happen into the future, have declined in the | ast
three nonths. So sonme people fear that we m ght
have a relapse into another recession because of
this -- it's very unusual to have |eading
i ndi cators decline for three consecutive nonths.

Okay. Next slide, please.

So looking forward, what are the
econom ¢ forecasts? The CBO, Congressional Budget
O fice, estimates that for year 2002, annual year,
we'll have -- calendar year -- we'll have a 2.3
percent GDP growh rate, which is of nopdest
significance. Beyond that, |ooking into 2003, they
estimate a three percent GDP growth rate.

Beyond that, in the 10-year tine
horizon for the 2002-2012 timeframe, the CBO
estimates a 3.2 GDP growth rate. The BEA, by
conparison, projects a growmh rate of non-farm
i ndustrial production of 3.4 percent. So simlar
nunbers.

So just to put that in historical
perspective, during the boom years of the 1990s,
GDP grew at a rate of 2.9 percent from '91 through

to '95, and 3.8 percent from'96 to 2001.
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Okay. Inflation has pretty nuch been
vanqui shed. It's about 1.7 percent for this year
and expected to be about 2.4 percent next year. So
there are no significant concerns about inflation
in the internedi ate horizon.

Unenpl oynent , as I ment i oned, IS
projected to be 5.9 percent for 2002, and the sane
for 2003. So unenpl oynent has risen fromits all-
time low that we had a few years ago when it
actually touched four percent, but t hat IS
hi storically an wunprecedented |ow nunber. Even
t hough 5.9 percent is com ng out a recession, as a
hi storical average it's not too bad.

Okay. Next slide, please.

This slide covers sone of what | just
tal ked about in nuch nore detail. You can see that
nomnal GDP -- that's in dollar terns, not taking
out inflation -- in 2001, it was a tad over $10
trillion. Forecast for this vyear is $10.429
trillion and for next year $10.912, alnost $11

trillion.

Forecasting out 10 years, the CBO
projects that average over the 2008-2012 tine
horizon that GDP will up to $17 trillion a year.

As | nentioned, the nom nal GDP growth, which is in
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dollar terms, not taking out inflation, is for 2.6
percent this year -- sorry, 3.4 percent this year
4.6 percent next year.

The unenploynent rate is stable at 5.9

percent. |If we |ook down at the bottom we can see
that the three-nonth Treasury bill rate is at
1.7 percent. That's forecast to be 2.9 percent
next year.

It's interesting to note that the 10-
year T-note rate is at 4.9 percent at the nonent,
so we've had a nmuch steeper yield curve than we've
had in the |last couple of years. The flattening of
the yield curve essentially meant investors becane
rat her unworried about risk. That steepness of the
yield curve is an indication that that's no | onger
t he case.

Okay. Next slide, please.

This next slide puts it into a
pi ctorial perspective. W can see where we've been

and where we're projected to go in terns of real

gross donestic product. If you look at the top
| eft-hand chart, you'll see that in this |[ast
recession, though we had an overall -- we didn't

actually get a year-over-year negative return on

GDP. So even in 2001, there was still very snall
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growth, .3 percent.

So t he econony never actual ly
contracted over a full year. So it was in that
sense, for the econony overall, rather md.

And, simlarly, you see a simlar

description of the events in the unenploynent rate
and also in the treatnment of interest rates in the
ot her charts.

Next slide, please.

So let's try and di sconnect supply from
demand and anal yze the relative inportance of these
two conponents in what's going on in the econony.
So as | nentioned, real personal incone has not
fallen. It did briefly in 2001, but it's back
where it was.

Consunmer demand remai ns high. However ,
we have anem ¢ business investnment, and capacity
utilization remins |ow So if we look at the
supply side of the equation -- next slide, please
-- currently, industrial <capacity, as of |[ast
August, is at 76 percent. It's been flat for the
| ast three nonths. So even though the econony is
growi ng, our use of capacity isn't really grow ng.

A year ago we were at 76.4 percent, so we haven't

really noved anywhere in a year
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Just to put t hese number s in
perspective, the long run average over the |ast 20
years of the industrial capacity has been at 81.09,
82 percent, so we're well below average. The all-

time low was 71 percent in 1982 and 85.4 percent in

1988-"' 89.

Capacity overall is still growing in
t he econony. That means there's still investnent
in capacity. Last year it actually grew at one
percent .

Okay. So that's on the supply side.
Let's |l ook at the demand si de.

Next slide, please.

The next slide charts the real change

in final demand in the econony. As you can see, it

pl unmmets in recessions. In the last recession,
again, it plumeted, but it didn't actually go
negati ve. Consuners have demand as being
incredibly resilient. It has partially recovered,

but it's not back to the gangbuster years as it was
in the growing four percent, five percent
consistently in the 1990s.

But it's interesting to note that it
never actually went negative. We never actually

had a shrinking of final demand.
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Okay. So what's going on overall?
Let's look at the sectors in a little bit nore
detail in the next slide, please.

So what's growi ng? Well, actually, the
service sectors generally are growing in the
econony at quite a rapid clip. So services are
growing in particular health care; parts of the
entertai nnment industry are grow ng. In addition
sone areas of construction are growi ng, originally
fuel ed by the housing boom and now nore recently
fueled by a governnment building boom And, of
course, the federal governnent is growing as a
sector of the econony.

Next slide, please.

VWhat are t he signi ficant | aggi ng
sectors? Well, notably, the teleconmunications.
Tel ecomruni cati ons has been suffering from

extensive overcapacity, and it's so l|lagging the
rest of the econony in terns of returning. I n
addition, information technology is also |agging.
And in terms of production, high tech industrial
production, the firnms that make the inputs into the
network is the area of production which has the
| owest capacity utilization in the econony

currently.
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The financi al sect or i's partially
reboundi ng, but it hasn't been rebounding in terns
of profitability. It lags the rest of the econony,
t he other industrial sectors.

Next slide, please.

So just quickly, what are the potenti al
probl ens | ooking forward? Well, the big one is the
weal th effect, that we've had this massive decline
in the stock market, but it doesn't seem to have
affected consuner behavior, which is quite an
anomal y.

So if ~consuners ever decide to stop
spendi ng because of this massive decline in their
per sonal weal t h, that could Ilead to another
recession. Things are recently nore conplicated by
the dock worker strike on the west coast, which
stops about $1 billion of trade a day. And as the
econom st Dennis Robinson said in the 1930s, "Trade
is the engine of growth."”

In addition to that, we have potenti al
conplications with the M deast, which m ght affect
t he budget situation and the price of oil. Tr ade
issues also loom on the horizon, steel tariffs,
export tax policies, and agricultural subsidies,

which have led to the possible threats of trade
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confrontations between Europe and the U. S., which
woul d al so be negative inpact on growt h.

So, finally, let's turn around. What
are the reasons to be cheerful ?

Next slide, please.

As I menti oned, the econony has
actually been growing since third quarter 2002.
And if we extrapolate fromthe start of this year,
it's growing at an annual rate of about 3.8
percent, which is higher than expected.

Unenpl oynment seens to be stable right
at the nmoment at 5.8 percent, which is a bit |ower
t han expected. Personal incone is close to an all-
time high, and consuner expenditures are resilient.

So, in conclusion, the recession was
significant. There is a classic overcapacity
situation, but personal inconme has remi ned stable.

Non-financial sector profits are recovering, but
the stock market decline and financial conditions
create substantial uncertainty as to how robust the
recovery is.

Thank you.

CHAI RMAN POWELL: Thank you very nmuch,
Si non.

| think now we'd like to turn to and
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i ntroduce Rob Gensler. Rob is the Vice President
and Portfolio Manager for T. Rowe Price. He joined
the firm in '93 with seven years of previous
i nvest ment experience. Rob is President of the
Medi a and Tel ecommuni cati ons Fund and Chairman of
its Investnment Advisory Commttee.

Wl cone, Rob.

Rob will give us an overview of
financial industry basics.

MR. GENSLER: Ri ght . Thank you, Kevin,
Kat hl een, M chael, and M chael. ' m sonewhat
struck. I'm flattered by the invitation, but I'm
struck by sone of your coments that we're
supposedly the experts.

If you look at our results in the
i nvestment conmunity, I would hardly call us
experts where the average telecommunications fund
is down over 50 percent year to date, and that's
after being down 40 percent |ast year and down 35
percent the prior year. That makes a three-year
run that's rather daunting.

So as the tallest of the nunchkins,
"Il speak for the industry. But |I would never --

(Laughter.)

-- claimto be an expert so to speak.
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It's interesting, though, that we do
set the rules, not we the telecommunications
investor, but really the portfolio nmnagers that
invest in diversified industries, both growth and
val ue. Ckay.

And the buy side, not the sell side,
the buy side, the actual investors of people's
noney in nutual funds, in pension funds, in
institutional funds, actually have the daunting
task of investing. The sell side, Wall Street, is
sonewhat |ike the vendors in a shoe store trying to
tell you whether to buy wing tips or penny | oafers.

We have to figure out which one and at what price
we want to do that.

And the rules change all the time based
on cashfl ows, based on indices that we're trying to
keep up with. And, unfortunately, |'d have to say
that we share in some of the blanme of the bubble.
It's not just regul ators. It's not just industry.

It's a bit of everything, and we're in there, too.

And we' ve changed t he rul es of
engagenent from one of hopes for growth and revenue
growt h, okay, to free cashflow, return on invested

capital, earnings per share. The inconme statenents
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matter. The bal ance sheets matter. And we Kkeep
moving down through the traditional financia
metrics that sonehow we left out and lost out in
the late '90s.

The funds flow today is actually okay.

Pension funds still get noney into themfromtheir
enpl oyees by definition, whether defined benefit or
defined contribution. Okay? And in the defined
benefit they actually -- nmany conpanies will have
to start putting noney back into them again,
because the overfunding status is going away.

The nutual fund industry still has
money flows comng into it, although a very
different nature of flows than a few years ago
The flows are nore into value funds and less into
growt h funds. But overall, the flows are still
nodest|ly positive.

And in spite of times when the fixed
income funds have gotten nost of the npney
t hroughout the sumer, we're back to the point
where equity funds are actually getting npdest
noney, although the high-yield funds, which were a
great funder of the whole telecom bubble, have
changed their attributes.

If you recall in high yield, over 30
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percent of their new noney was going into the
t el ecommuni cations industry at its peak. But when
we talk about reinvestnent and investnment in
t el ecommuni cations, there's really two forns that
one always has to renmenber. It's not just the buy
side or the investnment community. But it's really
the rules we set for the industry, and, therefore,
their reinvestnent rate.

This is what percentage of revenues get
reinvested into capital spending, what percentage
of sales, and this could be true in any industry.
It would be R&D or investnment or CAPEX And in
traditional days in telecom it was about 20
percent of revenues got reinvested, and it peaked
in the high 30s in the United States, peaked in the
hi gh 20s to 30 percent el sewhere in the world.

And right now, with the lack of growh
that we see, many investors, nyself including, are
demandi ng, alnost inploring, mnmanagenents to give
the noney back, pay higher dividends, buy back
stock, pay down debt, etcetera. If we don't see
prospects for growth, the noney doesn't get
rei nvested.

So it's nmore this reinvestnment rate,

the percentage of sales spent on capital spending

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

35

now, that 1is the problem in terms of your
question, about fostering investnent.
Then, actually 1POs or secondaries or

hi gh yield, which may not conme back for sonme tine,

but if the -- that investnent rate is now bel ow 20
percent of sales. |It's looking like it's headed to
15 percent of sales. And, quite frankly, as the
typical investor, 1'd be happy if they didn't

reinvest anything and if they gave it back. But
that's another story. Ckay.

If I nove on -- and | apologize for
this. This is not a slide |I gave you, but it sort
of strikes to your question, is: what s our
i nvest ment process, and what do we |ook for, and
how has this changed? And it's really not that
different at other famlies than it is at T. Rowe
Price.

W look at near-term fundanental s,
|l ong-term growth outlook, pricing power, margin
outl ook, structure of industry -- is it getting
better or worse? Is it fractured? Product cycles
-- are they mature, etcetera? Balance sheets, free
cashflow, return on invested capital, and oh, by
t he way, valuation.

| can submt this slide |ater.
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But the intriguing thing is if | go

t hrough each of these, many of them are areas that
they are bleak or they are problematic, but there
is nothing this Comm ssion can do per se. You
know, the near-term fundamentals are bl eak because
of the econony. Okay?

But the Ilong-term growh outlook is
troubling because unit demand is very good. Okay?

Units of consunption in telecom are grow ng

nicely, but there is no pricing power at all.
There is rate regul ation, both retail and whol esal e
rate regulation. So we get to a point where we
have good wunit growh but very little revenue
growt h, okay, in an industry.

And the nmargin outlook 1is actually
negative for the industry. We have a product mx
shift from fixed wire line to wireless and data.
Ckay? This is akin to transportation a hundred
years ago where we mgrated out of rails into
airlines and trucking and autos and etcetera, and
we need to do sonething where the core business is
shri nki ng.

And we're regulating that core business
as if it was the noney for everything else and it

was the, you know, nonopoly. And we have new
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conpetitive businesses that are far Jlower in
margin, and it causes a problem for the investnent
community of how to look at it.

Structure of industry has nothing to do
with this Conm ssion. It's nore an antitrust
issue, and it's nore the conpanies and their social
i ssues about whether or not they'd |like to nerge or
not. But by luck of the draw in the United States,
we have a fractured industry. In many ot her
countries of the world, you have nuch nore
integrated providers who can get scale of scope,
better margins, etcetera.

Product cycles are nmaturing. Not hi ng
anyone can do about that. Bal ance sheets are

actually getting better, which is at the heart of

your issue of investnent. We want better bal ance
sheet s. We want the noney returned in terns of
payi ng down debt, etcetera. It'"s a nice thing for

the i nvestors.

Free cashflow -- well, nost of the
i ndustry hasn't had any but is getting nodestly
better. Return on invested capital is getting
better as well, and valuations -- well, at |east
they're intriguing, but we don't know, because the

whol e public market, renmenber, has traded down to
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about 15 times earnings.

And val ue investors, which are the only
i nvestors t hat really want to t ouch any
tel ecommuni cati ons funds -- stocks, are really, you
know, | ooking at many, many nanes that are trading
at eight to 12 tines earnings. So in spite of the
fact that we think these valuations are so |ow, and
why wouldn't people invest, it go to ny
di versified value managers, they say, "Well, [|'ve
got about 10 other nanmes, or 20, or 50, or 100
names | could buy that have |ess regulatory issue,
|l ess margin issue, less pricing power issue, |ess
structure of industry issue, less long-term growth

i ssues, better trading at simlar valuations."

Okay. So, again, I'm sorry | don't
have that slide. | can submt it |ater

We then nove to the slides | do have
where -- | don't know how | get to a slide, but
this was sort of the historic. You know, we had

for four or five years the best of tinmes. This is
all old news, so I'mgoing to -- you know, but we
t hought it was easy. I nvestors as well. Okay.
Conpani es, regulators, we all share in the sort of
exuber ance. | definitely will take part of that

bl ane.
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But if we nove on to the perfect storm
of '"01-'02 -- next slide, okay -- and this is,
again, all old news in a sense, but 1'd like to try

to focus on this in the next slide, of what we can

do better. You know, we do have nmmaturing product
cycl es. Not hing we <can do. Weak econony --
nothing we can do, although that wll get better

hopefully sonetime in my investnment horizon.

Okay. Overcapacity due to the binges
-- that wll get better. Difficult regulation,
which I'Il talk about in the next couple of pages,
pricing powers collapse, revenue growth di sappears,
mar gi ns decline, etcetera. One wonders why we have
any noney still left in telecom when | |ook at
this.

But the intriguing thing is the

structure of industry is getting better. And also
i ntriguing, | f you woul d split t he
t el ecomruni cati ons i ndustry into W re l'ine,

wi reless, and the cable industry, just to throw in

for sort of anot her net wor k infrastructure
busi ness, the cable industry is still investing.
Wreless is still investing, although 1 would

proffer to say that both the investnment rates w ||

go down in the next couple years.
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But it's really the fixed wre |line
business that has cut 1its investnent rate the
sharpest. First, the CLECs went away, but then the
i ncunmbents have shut down their investing. And
it's intriguing that that's the nost rate regul ated
part of the three. The rate regulation in cable
isn't there, and they are investing to try to get
scal e of scope.

In wreless, although it's fierce
conpetition, the investnent still goes on. And |
just want to point out that it seenms different in
terms of the outcones.

If we go to the next page, the -- yes,
this page. Just to say that the tel ecom equi pnment
probl em which you're talking about, wll CAPEX --
that's the capital spending -- mnus 15 percent in
'01, mnus 30 percent in '02, mnus another 10 or
15 in "03, nmuch of this is because we're demandi ng
free cashflow and better returns on investnent.
Much of this is the investment community demandi ng
results, because we don't get growth and we're not
getting any pricing power. So we want the noney
back.

It's poor bal ance sheet s getting

better. Wreless has no profits, and cable has
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negative free cashflow. So the wireless and cable
that | said are better investors today probably
directionally are only a year or two behi nd.

If we go to the next slide, sort of
continuing issues for investnent -- and sonme of
these I want to talk about and think how they're
different in other places of the world. Okay?

The first, the fixed voice product

mgration to wireless and data is true everywhere.

This is just a fact of life in the industry, and
it's actually a good thing. We're getting new
pr oduct s. We're getting new conpetition. But we

can't ignore it when we think about regulation.
Ckay?

And we have a fractured structure of
the industry. We have three or four |ong distance.

We have four geographic |ocal providers. W have

Six wreless. W have five technologies in
wi rel ess. So it's a bit of a nmess, |I'm sorry to
say.

It's a lot better in a lot of other
countries, and we who nove noney around the world
are actually investing nore in telecomrunications
internationally than we are donestically. Okay?

Because although it suffers from.1, |ow growh and
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product mgration, but we have nore stable industry
structures that at |east foster reasonable returns
on capital.

We also have internodal conpetition
That's the new nodes of data and wirel ess conpeting

with wire line, and even cable conpeting and then

cabl e nodens. But we have a structure of
regul ati on that's predi cat ed on I nt ranodal
regulation -- UNE-P trying to foster a conpetitive
environment in fixed wre |ine, okay, and many

ot her areas where we're | ooking at these as if they

were silos as opposed to areas conpeting with each

ot her.

Okay. We have deregul ated conpetitive
growi ng product lines, wireless. Even broadband is
somewhat der egul at ed, al though the terns of
regulation are slightly different. But we have a
declining core business, the fixed line/wire |ine
busi ness, that's heavily regul ated. And maybe

that's the nmoney that we need, the profits from
that, that would go into the new product |ines.

You know, we had a social contract in
this country, the local with somewhat |ower rates
and everything el se had higher rates, and there was

an inplicit cross-subsidy that went on. But the
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new -- the higher rates in long distance and all
t hese ot her ar eas have come down due to
conpetition, but that inplicit social contract,
whi ch m ght be nmade nore at the state PUCs than at
the Fed, hasn't really been reexam ned or changed.

So we also, wth the states, have
retail rate regulation, as well as wholesale rate
regul ati on. l"m not sure you can -- | npean, |I'm
not smart enough to get them right. " m not sure
anybody is in terns of the interplay of new
conpetitors picking off incunbents predicated on
where they just pick and choose to, you know, hit
on the existing regul ation.

And, obvi ousl vy, this is not your
pr obl em It's just a fact of life. We' ve got
state PUCs versus FCC. | don't have any advice on
what you do with that. That's a third rail | don't
want to touch.

Thank you.

CHAI RMAN POWELL: Thank you, Rob. That
was an out standi ng overview, very insightful.

I"d like to nove now to Robert Konefal
who is from Mody's Investors Service. He's the
Director in the Corporate Finance G oup at Mody's.

He directly manages the ratings group that covers
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i nvestnent grade telecommunications, media and
technol ogy conpanies in the United States, Canada,

and Central and South Anerica, since April 1998.

Vel cone.

MR. KONEFAL.: Thank  you. Good
afternoon, M. Chairman and Comm ssioners. On
behal f of Moody's, | am pleased to appear before

you today regarding steps toward recovery in the
t el ecomruni cati ons i ndustry.

We appreciate the opportunity to share
our views with the Conmm ssion regarding the current
state of the industry and the near-term outl ook
under the existing framework. As a rating agency,
we do not take opinions on particular policy
i ssues, but, instead, we analyze the current and
long-term ability of conpanies to service their
debt .

Wth respect to our assessnment of the

ability of telecommunications conmpanies to neet

their debt obl i gati ons, we believe that a
distinction should be made between the |ong
di stance, l|ocal, and wreless subsectors, because

there are notable differences in the credit quality
and outl ook.

Let ne start by discussing Mody's and
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its role in the financial markets, and then provide
our views on the outlook for ratings of
t el ecommuni cati ons conpanies for the next 12 to 18
nont hs.

Moody's is the oldest rating agency in
t he worl d. Qur roots can be traced to 1900 when
John Moody & Conpany first published Moody's
| nvestor Service focused on rating railroad bonds.

As early as 1924, Moody's was rating nearly every
bond in the U S. bond market.

Al t hough Mody's rates a w de range of
debt obligations, the heart of our service lies in
rating long-term bonds, for which we have nine
primary debt rating categories. | nvest ment grade
ratings range from a high of Aaa down to a | ow of
Baa. Specul ative grade ratings range fromBa to C.

Overall, Mody's ratings are designed to provide a
relative measure of risk, with the I|ikelihood of
credit loss increasing as the rating decreases.
And over tinme our default studies have shown that
ratings effectively distinguish bonds w th higher
credit risk frombonds with lower credit risk.

It's equally inmportant to note what our
work at Mpody's does not include. A rating is

neither a buy nor a sell recommendation, nor is it
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a seal of approval. Rat her, our ratings reflect
Moody's opinion of the relative creditworthiness of
a fixed income security. Furthernore, just as we
do not insure the bonds we rate, we do not audit
the financial information provided to us.

Now |et me turn to Moody's analysis of
the telecommunications industry. It wll likely
not surprise the Conm ssion that our outlook for
the next 12 to 18 nonths for all segnents is
negati ve. However, we see the degree of negative
pressure as nost severe for long distance carriers
and nore nodest for |ocal exchange carriers and
wi rel ess conpani es.

The question hanging over this hearing
is: what steps can the Conm ssion take to put the
tel ecom sector on the path to recovery? That is an
i nportant topic, and |I'm confident that others wll
have specific, although perhaps conflicting, policy
recomendati ons to acconplish that goal.

But it is inportant to realize that a
nunber of forces acted together to put the industry
in its <current state. Beyond the governnment
regul ati on, other factors include new conpetitors,
technol ogi cal advances, and the larger forces at

work in the econony. W believe that all of these
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forces will play a role in the future of the
tel ecom i ndustry.

Moody's notes a nunber of current
concerns for the sector. Capital markets are weak
maki ng debt refi nanci ng nor e chal | engi ng.
Expectations for strong growh, particularly in
wirel ess and data, have fallen short. Conpetition
is fierce, not only wthin segnents but across
them as wreless substitution is beconmng an
increasing factor affecting local |ong distance
servi ce. Massi ve overinvestnment has led to a glut
of capacity and overextended bal ance sheets.

Finally, free cashflow generation is
marginal in relation to debt |oads, and in sone
cases still negative.

In the past year, we have downgraded
conpanies with large long distance businesses --
AT&T, WorldCom Sprint, and Qwmest -- by nmultiple
not ches. AT&T and Sprint are now rated |ow
i nvest nent grade, Qwmest is rated specul ative grade,
and Worl dCom of course, defaulted.

Looking at the |ocal carriers, we
recently placed the Bell Conpanies -- SBC, Verizon,
and Bell South -- under review for downgrade.

However, the magnitude of the downgrades wll
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likely be very npdest. As for wreless, nobst of
the |l arge operators carry negative outl ooks but are
not currently under review Near term we expect
the Bell Conpanies and the other ILECs to remain
the highest rated conpanies in the sector by a
significant margin.

Bef ore I addr ess each of t he
tel ecommuni cations industry segnents, | want to
underscore our role in the financial nmarkets.
Moody's does not advocate policy positions, nor
does it have a preference on the outconme of a
rating, a particular regulatory issue, or a
mar ket pl ace event.

Qur job is sinmply to evaluate a conpany
as best we can with available information, and, if
that information materially changes, to reeval uate
the conpany for a possible rating change. Wth
that caveat in mnd, | will now address specific
i ndustry sectors.

Looking first at the |Ilong distance
sector, the future is not bright. We expect
further declines in revenues and operating incone.

The market share |osses by the big three 1ong
di stance carriers will continue to decline due to

Bell entry and increased wireless substitution.
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The weakness in the debt and equity
markets is nmost pronounced for long distance
conpani es. After a period of | arge scale
i nvestnent, carriers are cutting back investnent in
infrastructure dramatically. The inpact of the
Wor I dCom bankruptcy is also unclear. Wor | dCom
customers may nove their business and benefit
stronger carriers |ike AT&T and Sprint.

Pricing, after years of sharp decline,
may stabilize. But we expect RBOC entry to keep
the pressure on the | ong distance industry.

Finally, the prospect for consolidation
anong |long distance carriers we believe is |ow
Wth so much excess |ong haul capacity, a
hori zontal merger does not nmke sense. A long
di stance | ocal conbination mkes nore sense if it
was to be permtted, but the performance and debt
probl ems of |ong distance carriers my prove to be
a deterrent.

Next we turn to the | LECs. Qur outl ook

for this sector is brighter, but still one that we
rate as nodestly negative. | LECs remain dom nant
in their markets despite access |ine |osses. The
key development is that UNE-P resale, cable

conpetition, and wirel ess substitution collectively
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are now having a notable inpact on the RBOCs'
performance.

Looking out over the next 12 to 18
nmont hs, we expect a continued flat trend in
revenues, operating incone, and free cashflow. W
believe the ILECs will continue to suffer further
decline in market share to AT&T and possibly CLECs
com ng out of bankruptcy. We also expect the |ILECs
will continue to invest heavily in new facilities,
focusing on DSL and | ong di stance.

As Section 271 approvals are granted,
we expect the Bells to achieve a significant share
of the consuner |ong distance market and a smaller
but neani ngful share of the business market.

Next to the last, | wll return to
potential conpetitors in the Ilocal market, the
CLECs and the cable operators. It is perhaps
telling on the state of the CLECs that Mdody's has
wi t hdrawn coverage of nmany of them because they
have defaulted, filed for bankruptcy, and are not
any |longer issuing debt. But questions renmain as
to what happens when CLECs energe from bankruptcy
with their debt |oads dramatically reduced. CLECs
will still need new capital, which wll be very

difficult to obtain.
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However, some CLECs built substanti al
facilities-based networks and could still be a
legitinate threat in certain cities.

Anot her conpetitive force is the cable
i ndustry. To date, cable conpanies have focused on
upgrading their networks to offer digital video and
hi gh-speed internet access and are wnning the
battle against the ILECs' DSL product, a l|lead we

expect cable to maintain for some tine.

Longer term we bel i eve cabl e
represents a threat to the ILECs in voice
t el ephony. Only AT&T Dbroadband and Cox are

actively offering it now, but others may do so as
| P technol ogy i nproves.
Finally, turning to wreless, t he
outl ook for this sector is also nodestly negative.
In their favor, subscriber growth is still strong,
although it is decelerating and is resulting in
solid revenue and operating income growth. Most
oper ators, however, still have negative free
cashfl ow because the investnment needs remain so
hi gh.
Wi |l e average revenue per user has been
relatively stable, pricing plans are granting

subscribers nobre and npbre mnutes, which affects
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networ k and spectrum usage, and ultimately capital
expendi ture.

As the Commission is well awar e,
w rel ess operators spent heavily to build digital
2G networKks. These investnents have not vyet
generated a positive return on the invested
capital. Now we find theminvesting heavily in 2.5
and 3G platforms, which limts their ability to
generate positive free cashflow in the near term

In our view, CDMA operators have the
| ess expensive, |less conplicated mgration path,
while TDMA operators face a nore challenging and
expensive mgration path that requires an overl ay
of GSM t echnol ogy.

Furt hernore, the success of 3G services
is far from assured. In the long run, we do not
bel i eve that markets can support six operators and
woul d anticipate either consolidation, if that was
permtted, or attrition.

In conclusion, we respect that the
Commission is well aware of the state of the
i ndustry, and we thank you for allowing us to share
our views on the various industry subsectors. As
the environment affecting the industry changes in a

material way, we wll review all available data
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regarding ratings of debt instrunents to determ ne
whet her any changes are warrant ed.

Thank you, (/g Chai r man, and
Comm ssi oners.

CHAI RMAN POVELL: Thank you, Robert.

I'd now |like to introduce Barry
Nal ebuff, the MIton Steinbach Professor of Yale
School of Managenent. He's a co-author of the book
Co- Opeti ci an. Hi s first book Thi nki ng
Strategically: The Conpetitive Edge in Business,
Politics and Everyday Life is a popular husiness
school text. It has been translated into seven
| anguages and was a best seller in Japan.

A consultant, as well as a scholar, M.
Nal ebuff applies ganme theory to his work wth
Fortune 500 clients and in antitrust litigation.

We wel cone you, Professor.

PROFESSOR NALEBUFF: Thank you, M.
Chai rman, fellow Conm ssioners.

"'m an outsider to this business. I

worked on the first spectrum auction, but since

then | haven't advised any conpanies in this
i ndustry. Therefore, allow me to apologize in
advance for ny bluntness. It's partly my nature,
and it's also the fact that | don't know where the
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m nefields are.

Could we have the slides? Thank you.

What | intend to talk about today is,
first, what to do about broadband, then what to do
about local conpetition, or lack thereof, and,
finally, come up with a few recomendati ons.

Next slide, please.

The problem with broadband is sinply
there aren't any good killer applications. W had
one. It was called Napster, and it was
unfortunately illegal. There are sone other ones
that have cone in place, whether it be Mrpheus or
Li newi re, but in general we don't have any
application that everybody thinks they nust own.

Korea has had sone success. They have,
of course, population density where 40 percent of
people live in high rises, and the big application
that has worked there is online video ganes. Boy,
that's something we need nore of in the United
St at es.

(Laughter.)

So we don't have any existing ones, nor
is it clear that there are any obvi ous applications
comng up in the future. | read a report from

Br ooki ngs which said there would be $500 billion in
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productivity gains from broadband. I think if you
believe that, | have dot com stocks to sell you

(Laughter.)

They talked about, in a Departnment of
Comrerce report, Biotech as a source of future.
Well, they said that Merck has four terrabytes of
data that you could perhaps want to downl oad, not
at hone. | don't think you're going to even want
to downl oad that at your office.

And nore than that, it's not that
you're going to take this four terrabytes of data
and use it, you're going to ask sone conputer
sonewhere to do sonething with it. Very little
instructions you're going to be sending back and
forth.

They tal ked -- and al so, of course, the
people that are using this are academcs or in
busi ness. They are al ready on broadband.

Health -- they talked about online
assessnments of cholesterol and enzyne |evels.

Again, you don't have to send a whole Ilot of

i nformation back and forth. Phone lines will work
for that.

Robotic surgery -- vyes, | doubt this
will be done from hone.
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(Laughter.)

And hospi tal s, t hey al r eady have

access.

Hormel and security doi ng bi onetric
information at airports -- wel |, one, t hat
technol ogy isn't ready. But, two, it's not as if

airports aren't already wred for hi gh- speed
access.

And then, my personal favorite, under
the new hopes and new possibilities, they talked
about video emmil helping mllions of illiterate
Americans chall enged by instant nessaging. Can |
respectfully suggest that it would be better to
teach these people how to read rather than getting
them to do videoconferencing wth high-speed
br oadband?

So | think that there is no prognosis
that we have sonme great application that's about to
happen that we should be all excited about, and
that's okay.

Next slide, please.

Remenber, we do not have a chicken and
egg problem The fact is there are 24 mllion
people who have access to it at honme, plus

countless mllions nmore who have access to it at
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work or at school. And so if there is sone great
application that's ready to go, people can find it.

That's a big enough market out there for people to
make the applications for.

Moreover, we don't have any urgency.
Seventy-five percent of people say they're happy
currently with their dial-up. VWhen it was given
away in Georgia, only 29 percent of the people
signed up for broadband. So it's not as if you

have a scream ng demand for this.

Now, I do actual ly have sone
suggestions for industry here, if they actually
want to make this happen. Guess what? Get sone

content. Miurdock figured this out with Sky TV. He
went and got sports. Ni nt endo got Super Mario.
Sega got Sonic the Blue Hedgehog. What you need is
good content, and the content that people want is
obvi ously novi es and nusi c.

And guess what? Only a billion CDs
were sold last year and a billion novie tickets.
So you could buy all of the novie tickets and the
CDs and give them away at a cost of about $5
billion. And if you think it's $5 billion to
justify $100 mllion of investnent to get demand,
this is pretty cheap.
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You could even start a little cheaper

by buying old TV shows and old novies, and that

woul d probably cost less than a billion. So to put
this in context, if you're l|looking for a killer
app, we kind of know what it is. It's novies and

music, and it's not that expensive. And it doesn't
need to be subsidized. The industry can do it al
on their own.

We had a Field of Dreans strategy where

people built it hoping the demand would cone, and

they were w ong. They were way wrong. That's

okay. It's there. It's not going anywhere. And

when the demand conmes up, we'll have the capacity.
Now, that Jleads nme to respectfully

di sagree with the conclusions from the Departnent

of Comerce O fice of Technol ogy Policy, which they

say, "Actions to accelerate demand are justified
and valuable.” | don't think so. | think they're
neither justified, nor valuable. We have all we

need to make demand happen today.

Next sli de.

Turning to the lack of conpetition,
| ocal conpetition, I think it's an obvious
statenent but bears repetition that incunbents

dislike conpetition. Nobody |ikes conpetition
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except consuners. And we see that they don't I|ike
conpeting with thensel ves. Every time you put out
a DSL line, you' re probably losing a second phone
line, so the marginal revenue is relatively |ow

My best exanple of that is Pagoo and
Cal | wave, two conpanies that came up with a clever
idea that if you're online and your phone is busy,
t hey have your nessage delivered to them which is
then e-mailed to you. And so you can get a nessage
while you're online saying that sonebody is
actually trying to speak to you on the phone.

This is a great application. It
actually allows you to be online w thout having to
have a second phone 1ine. And, of course, the
phone conpanies don't li ke that. And  so,
therefore, they did nothing.

Now, this is the type of custoner
service application that we should have the Bel
Conpani es inventing. It's sort of enbarrassing
that it takes small startups to conme up with these
type of services.

It's also inportant to recognize that
the benefits of conpetition don't go to the
conpetitor. For the nost part, entering into |ong

di stance is not going to nake you a | ot of nopney.
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The benefits go to the custoners. We' ve seen the
status quo actually is not inpressive.

In a report | read by Bob Hall and
Professor Lehr, local prices are up nine percent,
while long distance prices are down nine percent.
So recognize that there isn't a lot of gain from
entry in conpetitive market, and the nore
conpetitive the market is the less gain there is
for entering. 1It's kind of one of those paradoxes.

So if you succeed in meking the market
conpetitive, don't expect a lot of entry.

There is a question of whether or not
addi ng conpetition will lead to nore investnment.
think I conme down on the view that it does because
that's the only way to protect yourself. But
whet her it does or it doesn't to ne is secondary.

The inportant point is that there wll
be gains to consunmers who will get |ower prices
and there's plenty of investnment that's already
taken pl ace. Meanwhi | e, the consuners have not
gai ned enough from conpetition.

One possibility is that wireless is our
hope. But here 1'm not i npressed either.
Basically, pricing is just a disaster. Mst of the

noney that's made is done by fooling people. The
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maj ority of people are on the wong plan. Does
anybody in this room have an i dea how nuch they pay
per mnute for wireless? | venture the answer is
no.

And the reason is is because you can't
take how nmuch you spend per nonth versus -- divided
by mnutes. | know | pay between five and 10 cents
a mnute for long distance. Nobody has an idea for
wirel ess.

If you talk nmobre and you go over your
m nutes, it's 35 cents. So initially it's 10, and
then up to 35. We have incredibly conplicated
wireless pricing, and that's one of the things
that's cutting it back from being nore conpetition.

So let nme turn to ny concl usions.

One nore slide, please.

The Energy Star program was a terrific
program to help people understand how to do
refrigerators. Basically, you could understand
what you would pay in electricity, and, therefore,
know it's worth paying extra money for a high
efficiency refrigerator

W should have the same type of
voluntary Energy Star pricing for wreless, where

all phone conpanies are required to report the
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average amount paid by custoners on each plan per
m nute and how nuch they pay per plan. Just
because you are on a $39 plan doesn't nean on
average people pay $39. So giving information
stickers telling people how nmuch they pay.

Secondly was you put nore pressure, not
|l ess pressure, in terms of opening up |I|oca
mar ket s. No reason to relax antitrust, and we
should find ways to reward entrants, because they
are actually not going to be the big beneficiaries.

And, finally, the biggest productivity

enhancer of our communication structure these days

is e-mail, and e-mail is drowning in spam And
this is a sinple solution that | believe exists
which is to put small postage on e-mail. And, in

essence, that postage can be denied when people
actually are happy to have gotten that nessage.
You can have open gates to anybody who is a non-
spamrer, a dot edu, an AOL.

But, basically, figuring out how to
make the things that we have today work better is,
| believe, where our priorities should be.

Thank you so much.

CHAl RMVAN POVWELL: Thank you, Professor

Now |'d like to introduce Professor Hal
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Vari an, who 1is the Dean of the School of

| nformati on Managenent and Systens at t he
University of California, Berkeley. He is also a
professor in the Haas School of Business, professor
in the Departnent of Econonics, and holds the class
of 1944 professorship.

Prof essor Varian has published nunerous
papers in econom c theory, industrial organization,
financial econom cs, econonetrics, and information
econom cs. He authored two nmmjor economcs
t ext books. His recent work has been concerned with
the economcs of information technol ogy, t he
i nformation econony, co-author of the best-selling
book on business strategy Information Rules -- a
terrific book, by the way.

We're happy to have you with us.

PROFESSOR VARI AN: Thank vyou. So I'm
going to give a fairly quick talk, because sone of
the points have already been nentioned. | want to
-- first slide, please.

| want to talk about the problem the
current situation, sonme possible resolutions, and
t hen concl ude.

Next slide.

Well, there's two dinensions to the
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probl em One is the supply side. We' ve heard

about that. Excessive investnents during the |ate
1990s, there were new entrants, it's just as cheap
to put in 266 strands of fiber as 24. Sone people
say this was dunb. It wasn't so dunb. It was just
that the increnental cost was very |low, and each
i ndi vi dual conpany has certainly found it in its
interest to add this capacity.

At the sanme tinme, we saw dramatic
increases in swtching speed, and wavel ength
division nultiplexing cane along, which increased
the supply of existing bandw dth, and we've ended
up with this glut in long haul fiber. Al t hough
it's inmportant to enphasize that there are sone
ot her areas of the network that are still poorly
served. For exanple, there are nmany custoners
conpl ai ni ng about not being able to get access to
sufficient metro level fiber capacity.

Next sli de.

Meanwhi l e, on the demand side, we saw

much | ess demand than forecast. CEGCs were going
around telling wus that internet traffic was
doubling every 90 days. Well, if you think about

it, that nmeans 16 times a year, that neans 256

times in two years. It just doesn't conpute.
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There's a nice paper by Andrew Lisko at the
University of M nnesota, who has tried to track
down the source of this urban | egend.

Al though it was true that for many
years -- in fact, even this year it's likely true
the internet traffic is doubling every year

But video on demand, dramatic takeoff
of br oadband of t he home, ubi qui t ous
tel econferencing, and other prom sed applications
never materialized.

Next slide, please.

So the result, of course, is that for
many firms in the industry that total «cost,
including that sunk cost, exceed the revenue.
That's not viable. So we have to find out some way
to increase revenue or decrease cost.

Next sli de.

Well, what about the revenue side?

Next slide, please. Thank you.

There are some wunattractive options.
We could have price supports. There is a |ong and
sordid history of that in regulated industries. I
don't think it will fly today. We could change
merger guidelines to allow sufficient oligopoly

power to push prices up. | know there are sone in

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

66

the industry that are arguing this point. | don't
think it's a very attractive sol ution.

The attractive option, of course, is to
try to encourage new services that can cross-
subsi dize those |osses on |egacy investnent. So
there's no silver bullet, as we heard before, but
there may be a lot of little BBs.

And | mention one here -- canera
equi pped cell phones. This year, 37 percent of the
cell phones sold in Japan have caneras. It's the
big fad. Doconpo charges 40 cents a photo to host a
photo on their web server, and people can have a
lot of fun taking pictures of each other and
sending them back and forth. And | saw sone
nunbers that said the average user of a cell phone
-- of a photo equipped cell phone spends $11 nore a
nonth on service than other users. So it is a
revenue source that's attractive.

I'"'m going to nention another such
source in the next slide. Resi denti al broadband
won't bail us out. W just heard Barry's view, and
| agree conpletely with everything he said. W ran
a project called INDEX, I|nternet Denmand Experi nent,
back in 1998, and we -- that was the only

controlled experinment of how nuch people were
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willing to pay for broadband.
At that tinme it was 128 kilobits per

second service. W had about 100 users. They were

university people, prinme -- early adopters of
t echnol ogy. We found that there was a very small
willingness to pay for broadband with the

applications then available, and the one exception
was we did find that honme office workers and
tel ecommuters had a high -- nuch higher willingness
to pay.

And one of the things | urged the | SPs
to do was to put together a home office package
with some virtual private networking, a deal wth
Kinko's, a deal wth FedEx, do sone market
segnentation, and charge a premum price for the
users that had a higher wllingness to pay --
strai ght MBA 101 stuff.

Now that was pre-Napster, pre-KaZaA,
but the point still holds. Those ae not viable
services on which to build an industry, and there
is some demand for broadband, of course, but it
saturates at about 15 percent. And it should say
i nt ernet households there -- 15 percent of
househol ds currently use the internet at current

prices.
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Next sli de.

So  what you need are conpelling
appl i cations. Copyright violations are the killer
app, but they're getting killered.

(Laughter.)

You need a |lower price. Twenty-five
dollars is a great price point. There is
substantial demand at that point, but something
significantly nmore than $30 just doesn't work.

If you look at Korea, we all know
that's the nost broadband intensive country in the
worl d, but why is that? Well, they sell DSL |ight
at $23 a nonth. So, of course, the price point is
there, and it's nuch nore attractive from a cost
poi nt of view.

And if you look at prices in the US.,
they're going the wong direction. They' re going
up. Last year price ~-- average price of
resi dential broadband has gone up from $50 to $55.

Next sli de.

What about reduced costs? Well, vyou
could try to reduce operating cost. That's great.

But how do you do it? You could reduce fixed
cost, and what that really neans is mark those

fixed assets to narket. That's the polite way of

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

69

saying it. That's what econom sts say. But, of
course, the nore popular termis bankruptcy.

Shar ehol ders | ose, bondhol ders | ose,
but the public gets cheap telecom And Larry Wite
is going to say nore about this, so |I wll defer
further discussion until he gets to it.

Next point. There is one caveat | want
to raise about bankruptcy, and that is the
possibility of conpetitive bankruptcy, and the idea
there is that if conpetitors cut costs by doing
bankrupt, then I want to as well.

Peopl e have conpared the telecom gl ut
of the 1990s and 2000 with the railroad glut in the
1890s, and conpetitive bankruptcy was endem c at
that time. There were nmore mles of track laid in
1880 than in any other decade in U S. history, and
in 1890 there were nore mles in bankruptcy.

We already heard Robert Konefal talk

about the CLECs. When they go bankrupt but the

capacity is still there, it gives them a cost
advantage when they conme back. And so if you
happen to be a surviving CLEC, it's 1in your

interest to go bankrupt.
This could be an interaction wth

corporate organization, bundle losers into a
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subsidiary, and then put it into bankruptcy. So

these are not reasons not to engage in financial

reorgani zation, but | think it's inmportant to
recogni ze you will probably get nmore of it than you
expect.

Last slide. \What can the FCC do? Try

to reduce transactions costs of fi nanci al
or gani zati on. G ve clear guidelines for asset
transfer. Perhaps you can explicate the process in

sone way. We've got sone of the world' s experts on
options working for the FCC

But be warned about this point -- that
t here wi | pr obabl y be nor e financi al
reorgani zation than you mght anticipate, |just
| ooking at the nunmbers, if it confers a conpetitive
advant age. And it's better to recognize those
| osses sooner rather than |ater.

So we can skip the summary. " ve
already said it. Thank you.

CHAI RMAN POVELL: Thank you, Hal.

Now | want to introduce Kim Will ace,
who is the Chief Political Analyst and Managi ng
Director, who joined Lehman Brothers in My of
1994. As Lehman Brothers' chief political analyst,

M. Wallace directs the firms Equity Research U S.

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

71

political analysis group responsible for analyzing
|l egislative and regulatory events inportant to
i nvest ors. He focuses on macroeconom c policy,
t el ecommuni cations, antitrust, trade policy, and
the financial services industry.

Wl come, Kim

MR. WALLACE: Thank vyou. Good to see
you again, M chael, Conm ssioners.

| have a prepared text that you have
before you. | won't read fromthat. |It'll save us
sone time and sone considerable redundancy. The
col |l eagues before nme have done a good job of
covering the | andscape.

My group and | live on that third rai
that Rob was talking about -- policy analysis.
Staying away from what ought to be done is,
unfortunately, not something that we have a |uxury
to do. OCbviously, we aren't advocates. W nerely
| ook at what the policy process may issue, and then
help institutional investors think through what
m ght be their position afterward.

As such, 1'll speak from the three
slides that |'ve prepared, and if you could put up
the first one.

You know, |ooking back may help us
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understand a little bit of why we got there and
where we may need to go in the future. |If you |look
at the three drivers of the telecom boom in the
|ate half of the |ast decade, they were tied to
t hree phenonmena -- capital formation, 1995 through
1999 was the |last |leg of a 20-year bull market.

Technol ogy devel opnents in the 1990s
were spurred by both productivity devel opnments and
then capital formation, giving nore noney to sone
of those good ideas, and sone of that noney to very
bad i deas.

And then lastly, and | think as
inportantly, were the rules changes. From 1995
t hrough 1997, the European Union, the United
States, and the WO, all of those rul emaki ng bodi es
changed their rules and tel ecommuni cations policies
-- one sector, other sectors, but especially
tel ecommuni cations -- in order to spur conpetition
and to increase choice, not just wthin their
sovereign areas but across the world.

Those drivers are still at work today.

Qbvi ously, they have gone to other places in sone
regards, particularly when it conmes to capital
formation. But when the return comes to the

tel ecommuni cati ons industry, those three drivers
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will still be there.
| nvestors tal k about certainty
constantly. Those of wus in the capital narkets

| ook for certainty. That's the best way to put a
val ue on any asset, if you know what certainty is
going to go around it, whether it's event risk or
risks that are endemc to that asset.

However, when It conmes to
tel ecommuni cati ons policy, that beconmes difficult
because of strategic defensive maneuvers nmade by
the several players in the marketplace. So that
certainty comng off the desk of the FCC isn't
really certainty anynore until it conmes off the
desks of sonme justice sonewhere.

As much as we would like certainty,
it's very difficult to drive down to that |evel as
| ong as that systemis still in place. And | don't
see that system going away any time soon.

The bottom half of the slide has been

covered by ny colleagues before ne. Il won't go
into it. But there are several contributors to the
i ndustry's decline. One could argue | think

reasonably that policymaking isn't one of them
Certainly, people who are in a bad way

right now from a balance sheet perspective can
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point to any number of policies or policymakers
that they would |like to have difference wth, but
under st andabl y t here are macr oeconom ¢ and
m croeconom c forces in tel ecommunications that are
in line before you all, in my view.

Next slide.

Because there are so many players, and
nost of those players are well funded at | east when
it comes to the policymaking process, they all have
access to you and to the policymkers on Capitol
Hill, and for that matter the judicial system

It IS hi ghl y unl i kely t hat t he
| egislature -- Congress -- is going to be able to
make new |law anytinme soon to significantly affect
pol i cymaki ng, which means the job will fall on you,
your brothers and sisters at the state |evel, and,
of course, the ever-present courts.

That's not to say that the legislature
didn't have its day. The 1990s were very active,
and we'll go through some of that in a mnute with
the 1992 Cable Act, the '96 Tel ecommuni cati ons Act,
and then, of course, the 1999 Satellite Hone
Vi ewers Act.

The legislature put its stanmp on the

t el ecomruni cati ons industry, and, as | said before,
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here in the U S. it was consistent with what we saw

around the world, or at least in the Western world

-- that is, conpetition, or at | east pr o-
conpetitive pol i ci es, and t hen choi ce for
CONSUNers.

Conpetition and choice wll l'ikely

continue to dom nate your decisions, because those
nodel s obviously are the best. The difficulty, of
course, for a participant in the industry is that
as you all search for perfect conpetition, if you
will, that since the drive down the value of the
commodities of the people in the marketplace sell
There is going to be a give there. It's hard to
tell what that is sitting here today.
The last point on this slide that I'd
make is that as terrible as the situation is for a
lot of +the players in the telecommunications
market, it's very likely, as many people have said
before ne, to change significantly until the

macr oeconom ¢ conditions of the country and the

wor | d do, and t hat i ncl udes t he i nvest ment
deci sions of both businesses and individuals. It
doesn't look like we are there yet. Certainly, it

does |l ook like policymakers have taken sone steps

to nmove that forward.
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Next slide, please.

One of the things we attenpt to do with
institutional investors is to take policies nade
and put themon a map, if you will, so that we can
build a road sign for people as to the signals you
al | and others are sending about I nvest nent
opportunities, and, for that matter, risks.

If you look at sone of the points on
this slide -- and, obviously, this is selective.
There were several other actions taken by the
Comm ssi on, taken by the |egislatures at the state
| evel , and by Congress that aren't on here.

But if you look at these five or six
acts that were taken in the two decisions by the
Suprenme Court, it's very clear this trend toward
conpetition and consuner choice has been decided
upon by the three branches of the governnent and is
very unlikely to change. Those signals have been
sent throughout the markets. And although on a
tenporary basis people would blame sonme of those
signals for bad decisions made, as nany have said
before nme, some of those decisions cane because
perceptions were unrealistic about the signals that
had been sent.

I  would just <close by saying the
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| essons learned, or at |least the desired result,

for robust facilities-based conpetition, you end up

with a platform whereby there is wreless
perfornmers, obviously there wll be wre Iline
perforners, and those wire line perforners wll

operate off of a telephony network, as well as the
cabl e network.

It's hard to see how it could get nuch
better than that if your end goal is conpetition
and consuner choice.

"1l stop there.

CHAI RVAN POWELL: Thank you very nuch,
Ki m

I"d now like to welcome Lara Warner.
She's a director at Credit Suisse First Boston in
the Equity Research Departnent. She joined the
firmin April of 2002. Ms. Warner covers the cable
tel evision industry. She was ranked the top up-
and- coner analyst by her clients for coverage of
the cable industry by institutional investors in
2001.

Wel come, Lara.

M5. WARNER: Thanks very much.

Just to put it in perspective, |I'mthe

shoe sal esman selling the wing tips to Rob down at
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the end of the table.

(Laughter.)
|"d go for the penny | oafers, Rob, just
to be clear.

Thank you very mnmuch for having nme here

today, and | have lived on many sides of this
debate. Prior to covering cable, | actually was in
t he t el ecommuni cati ons i ndustry, bot h at a

corporate level as well as on the Wall Street side,
and have watched this process now for mny, many
years, and would just like to give ny perspective,
nost of which has been nentioned by ny coll eagues,
but with particular focus | think on the consuner
side of this debate.

We' ve tal ked a | ot about t he
overinvestnment, much of which had to do with the
busi ness tel ecommuni cations industry. So as | go
through, I'Il try and point out nore of a consuner
per spective.

I  would agree, obviously, that the
capital markets played a very large role in terns
of overfinancing this industry, and | would argue
that, really, very little of it had to do with the
fault of any policymkers. | recall that, you

know, we used to use the term "Build it and they
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wil | cone, and | think many networks were
constructed in anticipation of facilities-based
conpetition, although nmuch of that was for the
busi ness nmar ket.

On the consuner side, | think you saw a
fairly rational buildout of the w reless networks
based on demand, and cable networks were, in
essence, built out: a) because they anticipated
conpetition, but b) because we also had fairly easy
access to capital.

| would sunmarize and say that we, as a
capital market structure, no |longer assessed risk
appropriately, and that was really our main issue.

We've talked a I ot here today about the fact that
we were very good on the supply side. W were not
very good on the demand si de.

We assuned the pie was dramatically
expandi ng, but we actually did sonme work that
suggested that on the consuner side, even though we
had significant adoption of narrow band, wreless,
and broadband, mnuch of that was fueled by the
dramatic reductions we saw in the last five to
seven years on the long distance side of the
busi ness.

And if you look at the way consuners
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spend across all services and conmuni cations on a
mont hly basis, they've been pretty consistent in
terms of how nuch they' ve been willing to spend
every year. So that market was not expanding as
dramatically as we thought.

So today the stocks are down at |ows
for both telecom and cable, and | think what you
see is the market anticipating nore and nore head-
t o- head conpetition, with probably a nore critica
assessnent of risk and maybe overassessnent of the
risk.

Cabl e stocks are down due to satellite
conpetition. RBOCs are down due to inpending

cable, wireless, and I XC conpetition, and so on and

so forth.

And | think it's fair to ask what has
changed. My view is that, you know, obviously
these threats of conpetition existed before. The

difference is our nentality as a capital market

structure.

Number one, | think this is very Kkey.
The market is really unwilling to believe in future
cashflows from new services wuntil they appear.

When conpani es talk, even particularly on the cable

si de, about opportunities for new services using

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

81

exi sting broadband capacity, | think generally the
response by markets has been |ukewarm at best,
because we don't believe anynore in things |ike
vi deoconferenci ng and other new applications until
we see how consunmers literally adopt t hose
servi ces.

| think, therefore, we believe there is
little to no expansion right now of the industry
pi e. And, consequently, given all players in the
i ndustry are incunbents right now, they all have
sonething to | ose. So, consequently, | think many
peopl e believe that conpetition is viewed as a zero
sum gane broadly across the industry today.

So how can you, as the FCC, inprove the
situation? | think, first of all, in ternms of the
stock prices, it's inportant to recognize that your
goal of introducing conpetition, | would argue,
runs contrary to market w shes.

If we're totally honest, the market

does not li ke conpetition introduced into a
regul ated industry -- | think we touched on this
earlier -- because it does threaten returns in the

short term and so | would caution you to take our
reactions and at least sift through thema little

bit given that fact.
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I think also that the lack of certainty
has only exacerbated the situation, and this is
probably an area where you can help. As we listen
and, frankly, are buffeted by the rhetoric on both
sides of the fence, whether it's fromthe incunbent
| ong distance players, the cable operators, or the
RBOCs, they all have their unique position as to
who wins, who is right, and we are not able to
assess it in the abstract and independent eye of
the market in ternms of conpetition.

So one certainty is very inportant, and
as soon as possible I think would al so be sonething

| *d underscore.

Secondl vy, in terms of the balance
sheets, | would argue there is very little you can
do here as well. The industry has stalled the

i nvest nent cycle, as we have heard repeatedly, and
| would say we've put the industry on a proverbia
di et.

| think the challenge is right now that
basically what's left for these conpanies to do is
make very hard decisions around their business, cut
back capital spending, sell off non-perform ng
busi nesses, generate free cashflow, pay down debt,

and at that point | think you'll see the markets
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much nore open to incremental investnent by the
i ndustry. But, again, very little | think that you
can do in terns of that process today.

That leads nme, really, to the third
guestion, which is, how do you encourage investnent
and return us to a growth industry?

And | would argue that while the
mar kets don't like it, history seenms to say that
conpetition is the only really factor that drives
i nvestment over tine. W saw it in the cable
i ndustry as they upgraded their networks, the RBOCs
depl oying DSL, and you may one day have a cable
industry that is spurring on the RBOCs to think
about how they may run their consunmer business on a
nore efficient basis.

And, obviously, the UNE-P debate has
hit a nerve in this area. | just want to nmke a
couple of comments on this topic, and I think this
is a really large challenge for all of you, which
is whether your goal is conpetition today or
facilities-based conpetition down the road.

| can say, | don't know which one nakes
sense from your perspective, but the timng, I
believe, is going to be very different. In ny

opinion, the market will be reticent to fund any
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addi ti onal capi t al for facilities-based
conpetition, because if you look at the slides
we've been seeing, we did fund quite a bit of
facilities in the marketplace on both the business
and consuner side.

As it relates to <cable, which is
sonething we've been pretty focused on, | think
while telephony is an opportunity that cable wll
not turn away from because it, frankly, is their
| argest opportunity for growh, they face the
simlar challenge of needing to pay down debt in
the near term to really give thenselves the
flexibility to fuel increnental investnent.

| would al so point out that while that
process may take several years, they are being,

frankly, threatened by a conpetitor in their core

busi ness -- the video business. And so as a cable
operator, | think the challenge in three to four
years when you do have increnental capital is:
where will you deploy it, and in what size and

scope? Particularly if your core business remins
under threat as it represents the vast majority of
your revenues.

W are also waiting for |IP telephony,

which | think is clearly a technol ogy path that has
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taken a | ot | onger than anyone thought, and that's
sonething we continue to wait for, frankly, before
investing incrementally.

So, in summry, | wuld say what the
mar ket needs is certainty, the ability to see
resulting conpetition proceed in the market, and
et us judge the results versus being buffeted by
the rhetoric and projections of all the conpanies
that are involved today. So your challenge, |
think, is, again, provide certainty, let the
conpani es conpete, and |let the markets deterni ne

whi ch managenent teans innovate and, therefore,

survive.
Thanks.
CHAI RMAN POVELL: Thank you very nuch.
Finally, 1'd like to introduce Larry
White, who is the Arthur Inperatore -- did |

pronounce it right? Professor of Econom cs at New
York University Stern School of Business.

During 1986 to 1989, he was on |eave to
serve as board nenber, Federal Hone Loan Bank
Board. And during 1982 to '83, he was on |eave to
serve as Director of the Economic Policy Ofice of
the Antitrust Division, U S. Departnent of Justice.

Wel cone, Larry.
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PROFESSOR WHI TE: Thank you. Thank

you, M. Chairman, Conmm ssioners of the FCC.

When vyou're the Jlast person on an
i mpressive panel like this, you often worry there
are no good lines left. Well, I'Il try just to at
| east | eave a few.

Next slide. ©Oh, okay.

We've already heard the basic reasons
for why we're here today -- a |arge expansion of
capacity, a lot of investnent, technol ogical change
conpounding this, much slower growth than was
expected, the slowing of the econony that Dr.
Wl kie talked about earlier, and then, on top of
t hat, the ~corporate governance and accounting

revel ati ons.

There are no magi cal , pai nl ess
sol uti ons. As Comm ssioner Copps said earlier,
there is no silver bullet. But | think there are

three inportant principles that the private sector
and the public sector should adhere to.

Next slide, please.

The first is acknow edge and recognize
the | osses and the pain, and then nove on.

Second, foll ow good antitrust
princi pl es.
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Thi rd, do not del ay efficiency-

i ncreasi ng devel opnents in spectrum allocation and

usage.
Next slide, please.
Those | osses are there. They have to
be absorbed by sonmeone -- the owners/sharehol ders,

first, then the lenders/creditors. And that's the
way it should be. Sooner and faster is better.
That way conpanies and nmarkets can then recognize
true prospective marginal costs, and we can get the
| ower prices, expanded demand, greater utilization,
greater econom c efficiency.

Next slide, please.

Delay is going to stretch out the pain,

but not avoid it. Let's all renenber: i nvestors
do not deserve a return. They make risky
i nvest nents. Often they succeed. Soneti nes they

| ose, and that's the way it ought to be in a market
econony.

And to prop up losing investors is to
privatize the gains, socialize the |osses, and this
is a recipe for i nefficient deci sions and
i nequi t abl e out cones.

Next slide, please.

Si zeabl e bankruptcies already exist.
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There are possibly nore to cone. But it's
important to remenber they do not nean the
shuttering of a conpany, so |ong as the conpany has
prospective val ue.

| read in The Wall Street Journal | ast
week that | believe 360 Networks |ooks like it's
going to be energing from bankruptcy as a going
concern. And bankruptcies provide resolution for
peopl e, for conpani es, for cust omers, for
suppliers, and then everyone can nove on.

Now, | know it's not a lot of fun, and
it's not a perfect process. There can be glitches,
but it does provide resol ution.

Now, just so you don't think we're al
just one big happy famly here, | want to take a
little bit of issue with what Hal Varian -- not
what he said, but what he wote down on one of his
slides about the problem with bankruptcy, about
conpetitive bankruptcy.

| don't think you need -- you want to
|l ook at it as a problem It's sinply there. And I
think the really inportant point here is sinply
that the logic of marginal cost pricing is going to
will out in any kind of conpetitive process. And

that's really what's going on.
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Bankruptcy allows that marginal cost
pricing to happen a little bit faster, but it's
going to happen anyway. And, again, sooner is
better than |l ater.

Next slide, please.

How did talk about the 19th -- oh, can
we get the next slide? There we go.

The 19th <century railroads -- he's
right on the mark there. There was overbuil ding,
and not as nmuch demand as was expect ed,
bankr upt ci es. We had surviving railroads, and the
railroad industry went on for the next half century
to be the center of transportation for passengers,
for freight, and even today 100 years -- over 100
years later is central to freight transportation.

Next slide, please.

A nore recent exanple that | lived
t hrough, and ny back side is plenty scarred from
t he experience, the savings and | oan debacl e. We
now recogni ze that it was excessive comercial rea
estate investnents and inadequate safety and
soundness regulation in the wearly 1980s that
brought on the <crisis, resulting in overbuilt,
overpriced commercial real estate. See-t hrough

office buildings were a conmon phrase in sunbelt
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cities as of the m d-1980s. And we had nmany
hundreds of insolvent savings and | oans.

Next slide, please.

There was a lot of political pressure
at the time to go slow, give time the opportunity
to let conditions turn around. And there were
fears that selling commercial real estate would
only depress prices further.

But nmarkets weren't going to be fool ed.

They already knew there was the real estate
overhang, and that that was going to have a
negative effect on prices, and delay would have
all owed nore risk-taking by insolvent savings and
| oans and a continued overhang of real estate.

Next slide, please.

The cleanup of insolvent savings and
| oans took too |ong. But when it did finally get
underway, it proceeded expeditiously.

The Resolution Trust Corporation, the
RTC, did nove expeditiously to dispose of
comrercial real estate that it inherited fromthe
i nsol vent S&Ls. And rapid actions allowed both
sectors -- the S&Ls and commercial real estate --
to emerge stronger and sooner.

A current exanple -- next slide. There
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we go. The Japanese banks. After the Japanese
stock market and real estate market bubbl es popped
in the early 1990s, the governnent of Japan should
have forced banks to acknow edge |osses, should
have dealt expeditiously with insolvent banks, and
shoul d have found new owners for insolvent banks.
And then the Japanese banks could have resuned
their proper lending role to the Japanese econony.

Next sli de.

Unfortunately, i nstead, the Japanese
governnment dithered. When actions have been taken,
t hey have been too little and too |ate. Japanese
banks remain saddl ed even today with bad | oans on
which they have not yet fully recognized |osses
The banks remai ned noribund and reluctant to | end,
and the Japanese econony remains stagnant. And
this is not a pattern to be foll owed.

Just at least once a week, sonetines
twice a week, we see headlines in The Wall Street
Journal, The New York Tinmes, about the stagnant
Japanese econony, the stagnant Japanese banks. Now
they're going to do sonmething, and they don't do
it, and they're paying a large price for that.

Next slide, please. Next sli de. Oh,

okay. Yes. There we go. Ckay.
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My second mjor point -- follow good
antitrust principles. As the Chairman indicated
earlier, some consolidation is warranted, but

financial difficulties are not a good excuse to
abandon sound antitrust principles. The Departnent
of Justi ce- FTC, hori zont al mer ger gui del i nes,
provide sensible guidance to permt efficient
conbi nations and to avoid the creation of market
power .

Sl ack antitrust st andar ds, by
conparison, for other regulated industries -- for
exanple, the railroad and airline industries --
mergers there wth slack standards have had
unfortunate outcones.

Next sli de.

My last point. Don't delay efficiency-
i ncreasi ng devel opments for spectrum Subst ant i al
i nprovenents continue to be possible. They can
cone about through inproved technologies and
t hrough i nproved regul ation and deregul ati on. And
don't delay them because of feared effects on
fiber-optic cabl e, because t he efficiency
advant ages are inportant to have regardl ess.

Spectrum auctions carried out by this

Comm ssion for the last decade are a good start.
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But they're only a start. They don't go nearly far

enough, because they don't apply to nearly enough
spectrum

The right way to proceed is to think of
spectrum as property to propertyze the spectrum to
deal with the public aspects in a property system
just the way we deal with the public aspects of
real estate. There is room for government. There
is roomfor the private sector in real estate. The
same is true for the spectrum

And so |ast slide, please. Next slide.

Yes.

Agai n, nmy three maj or poi nts.
Acknowl edge and recognize the |osses and the pain
and nove on. Foll ow good antitrust principles.
And do not delay the ef ficiency-increasing
devel opnents in spectrum allocation and usage.

Thank you very nuch, M. Chairmn,
Conmi ssi oners.

CHAI RVAN POWELL: Thank you very nuch,
Prof essor Wite.

I'd i ke to not e a nmonument al
achi evenent. We finished exactly on time. That's
what you get when you've got a panel conmmtted to

efficiency and productivity, | guess.
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W now will have a period in which
we' Il hopefully have a productive dialogue. And I
woul d suggest to ny colleagues that, rather than
just going in order that the floor is available to
anyone who m ght have a question, and just feel
free to junp in at any nonent that it noves you.

Does anybody have a question they'd
like to start with?

COVMM SSI ONER ABERNATHY: Actual ly, |
have a question based on all of the discussion that
we had today. And ny experience in this industry,
it's always been that the telecom industry was
capital -i ntensive, and this was driven by
i nvestnent in new technol ogy and new capacity.

And yet now, according to a nunber of
you, there is really no growth expected for any of
the industry, whether you |look at |l|ocal or |ong
di stance or br oadband. And this is due,
apparently, to lack of access to capital and the
| evel of conpetition and no expansion of the pie.

So, then, nmy question would be: i f
there's no nore infrastructure investnent, at | east
in the near future as you see it, does that nean
that regardl ess of what we do with pricing, we're

not going to see infrastructure investnent for at
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least -- it won't stinmulate that? And if it won't,
maybe we should do it anyway, because it's the
right thing to do.

But what else is there? Does that nean
that in order to stinmulate it, maybe we shoul dn't
even be thinking about infrastructure investnent?
Maybe we shoul d be thinking nore along the |ines of
mer gers. But then, what does that do to the
conpetitive environnent?

So those are ny questions.

MR. GENSLER: Can we just answer or --

COW SSI ONER ABERNATHY:  Yes.

MR. GENSLER: | would actually differ
with one of your prem ses. I think there is good
unit growth and unit consunption in many areas. |
mean, fixed wire line is shrinking, but everything
else is growing. | think pricing gets to the heart
of it. And wi thout proper pricing, the returns on
capital aren't good enough.

And, you know, the system of whol esale
pricing on UNE-P gets at part of the issue, but
even rate rebalancing, which in many parts of the
worl d they | et happen.

Now, we have this issue with state PUCs

where no one would get reelected at that level if
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they ever let a rate rebalance happen. But
separate from that issue, many parts of the world
find ways to get around this and give, you know,
price cap regines with rate rebal ancing, and you
get investnment if the prices get closer to, you
know, what would be needed for proper reinvestnent
rates.

COWM SSI ONER ABERNATHY: But | thought
you had said that the goal, really, what you were
pushing for right now was you want themto decrease
debt and get nore of the revenues back out into the
econony, into the investnment comunity. But that
seenms to be inconsistent with the decision to
invest in infrastructure.

MR. GENSLER: Absol utely. But what we
have is, you know, you have a product mgration
from a very heavily regulated but shrinking fixed
wire line to conpetitive wireless data, etcetera.
And you have a mx shift going to |ower nargin,
| omwer returns on capital.

That's j ust a nat ur al product
m gration, but then we sit and we sort of treat the
corpus, which is shrinking, as if it can pay for
everything else, and we give it low rates that

aren't allowed to change and whol esal e rates that
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make it even harder. It makes it hard for those

conpanies to think about having enough capital to

reinvest in the new product |ines.
PROFESSOR VARI AN: To answer your
guestion a bit nore peripherally, | would say that

if you've got an excess of pie, then invest in ice
cream There are still a lot of conplenentary
services that could be very valuable, particularly
if there is very cheap tel econmunication services.

I mentioned there is still sonething of

a shortage in some places of nmetropolitan fiber

service. But if the long haul network is there,
and very conpetitively priced, I think the
investnment funds will be forthcomng to pay for
that. \What you really want to | ook at, on a going-
forward basis, wll the noney be there for the
conpl enmentary services that can really utilize this
i nexpensive telecommunication? | think they wll
be.

PROFESSOR WHI TE: | woul d second that.

COWM SSI ONER  COPPS: Let nme ask a
gquestion, if | could. | was both hugely fascinated

and hugely frustrated by the discussion on
conpetition. | think a couple of the speakers at

t he out set sai d nobody i kes conpetition
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Certainly, the market doesn't |ike conpetition.
Least of all does it like the facilities-based kind
of conpetition to which a nunber of us would |ike
to see an evolution toward.

Yet as M. Wallace pointed out, and as
the rather clear commtnment of +the country as
expressed by three branches of governnent, that we
are going to have conpetition in the United States.

So | don't know quite where that |eaves us. It's
ki nd of the irresistible force neeting the
i movabl e obj ect.

But | would certainly appreciate having
sone little guidance on how we mght extract
ourselves from a dilemm of this magnitude. And,
really, is it unrealistic investor expectations
that's the culprit here as much as anything else?
Ar e t hose expectati ons at hi storically
unprecedented levels? |s that a problemthat we're

dealing with? O feel free to --

M5. WARNER: "Il just take a first
st ab. |'"m sure there will be others. | mean, ny
personal view is we are, | think, at sonewhat of a

stalling point in terms of how to resolve this.
Part of the issue is, obviously, that the incunmbent

busi nesses in teleconmunications appear to be to
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many investors the only place in which there is an

opportunity for return.

And so | would say that while nmarkets
generally -- markets don't |ike conpetition, and,
frankly, if conpetition occurs slowy in this
mar ket, we all have an opportunity to make, you

know, better returns or at |east nore nmnageabl e
returns over the next few years as conpetition
arrives.

I t hi nk t he chal | enge IS for
facilities-based conpetition that we believe that a
ot of the capital we invested in the last five
years was facilities-based conpetition, and that's
why we are sitting here with, you know, several
net wor ks, many of which are in bankruptcy.

So in ternms of spurring on increnental
facilities-based conpetition, you know, it's not
clear to ne that the market will tolerate that. I
think we'd prefer to see how the existing structure
wor ks out . And maybe to Comm ssioner Abernathy's
guestion, mybe it is a matter of structura
solutions first, given we've got facilities and
capacity out there before, you know, we really can
nove on in terns of increnental investnent.

PROFESSOR WHITE: Let nme -- I'd like to
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address that as well. And | think here is where
| eadership by the Conmm ssion and by all branches of
governnment are really inportant. | say this as a
former chief econom st at the Antitrust Division

| know the Chairman, as a fellow alum of the
Antitrust Division, | truly believe would share
this.

The markets may not like it, but that's
the market's problem And the public good, the
public interest in greater conpetition, really
ought to trunp anything else. And that's what
| eadershi p ought to be all about.

CHAI RMVAN POWELL: Let nme just exercise

a privilege and throw a gloss on this. | think
it's wong to say markets don't I|ike conpetition.
Markets I|ike wnners, and markets function very

effectively in many very conpetitive markets. I
think that is too gloonmy as sort of a binary
choi ce.

I mean, I think that the greater
concern here is people are struggling to find
wi nners and struggling to see paths for different
cl asses of conpanies in different nmarkets to find a
path to success or victory.

I mean, noney flows all the tinme into
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people who are entering conpetitive markets, if
they think they have an advantage, a conpetitive
advantage, a differentiated product, sonmething that
will allow it to gain market share. So let's not
-- 1'd like to sort of take issue a little bit at
t he idea.

You know, conpetitors don't i ke
conpetition all the tine. But | think markets are
fairly agnostic. As long as there's an opportunity
to get a return on that investnent, they'll take
it, even in a conpetitive narket. | just thought
l1'd --

MR. WALLACE: And recent history bears
it out. If you look at the financial services
i ndustry and the tel econmunications nedia industry
broadly from 1994 through 1995, highly conpetitive
in new ways that people didn't understand, and yet
returns across the board were good for many, and
the winners really won.

In terms of the |eadership and the
structure for regulation, Justice Kennedy probably
hit it on the head in the 1994 and 1997 deci sions

in FCC v. Turner. If there's a bottl eneck created

by one entity in terns of distribution, content, or

their ability to control prices in that market
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di sproportionately, that's sonething that ought to
be regul at ed. If you don't have the bottl eneck,

mar ket forces are probably taking care of it for

you.

PROFESSOR VARI AN: I  have one brief
comrent on your phrase “historically
unprecedented. " | don't think there's anything

that's historically unprecedented. We' ve seen, of
cour se, boomrs and busts continually -- t he
railroads in the 1840s and 1880s, the radio boomin
the 1920s.

There was at the time the fanous
euphoria of 1923, which conpares al nbst exactly to
the internet euphoria of 2000, PC software in the
1980s. 1907 to 1910 there were over 300 conpanies
that entered the autonobile industry, and then they
were wi nnowed out in the first part of that decade.

So continually, whenever you have boons
in technology, you'll see sonmething that captures
the public imgination, a big investnment boom and
not a bit of an overhang. And | think the |esson
that Larry raised was the nost inportant thing to
remenber, that typically it's better to recognize
those | osses sooner rather than |ater. Don't drag

it out, don't try to pretend they aren't there, and
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nove on. That's what has worked in the past, and |
think that's what's going to work now.

CHAI RMAN  POWELL: One of the things
that | think is always mssing in this kind of
di scussion is, you know, conpetition is not sone
infinite concept. Markets try to find a point of
equi librium on the right nunmber of conpetitors and
the right space, so that producers continue to
produce and consuners continue to purchase.

We all cite to historical exanples from
tulips to railroads to airlines. But there has
been a growing sort of recognition that there is an
aspect of network industries that just tends to
scale in scope, that just has to be accounted for
as a matter of effective policy.

You know, people cite the railroads,
but then -- let's say, how many of them are there.
Let's cite the airlines. Now let's talk about how
many of them there are still not turning profits.
You know, let's <cite the telegraph and its
experience from 80 to one, and then to tel ephones,
whi ch produced a governnment enbracing of one.

Can any of you -- | know, you know, how
you've witten about this. Ohers -- is there sone

addi tional qualification because of the necessary
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nature of a networked industry?

PROFESSOR VARI AN: Well, | would say
the inportant characteristics are to look at the
scal e econom es on the supply side and the demand
si de. So if you have an industry where there are
| arge scal e econom es, cost advant ages I n
producti on, you are going to see a relatively snal
nunmber of conpetitors. And, of course, we saw that
in the autonobile industry.

If you have an industry where there is
very | arge demand side econom es of scale, so that
there is -- nore valuable to connect to the | argest
pl ayer, then you' d expect to see a relatively snal
nunber of players there.

I think there absolutely wll be
continued consolidation in the teleconmmunication
i ndustry, but -- and, in fact, it's possible that
mar ket forces alone would take you all the way to a
nmonopol y pl ayer. But | think that there is a role
for policy in stopping sonmewhat short of that
purely conpetitive outcone, in nmy opinion. The --

CHAI RMAN POWELL: How do you know where

PROFESSOR VARI AN: How do you know

where it is? Well, | think econom sts generally
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woul d agree that one and two are too smmll, and
three is getting there, and five |ooks pretty good.

(Laughter.)

PROFESSOR NALEBUFF: Let me add to
t hat . I think it's the case that, in particular
for telecom they have done a very bad job wth
product differentiation, that for the nost part |
don't have any idea what network |'m using, how
it's -- what's traveling over wvhere, and that it
actual ly doesn't have to be that way.

In fact, my discussion about the |ack
of transparency in wireless pricing I think is one
of the reasons why we have incredibly high churn in
the United States, that basically people don't I|ike
their wreless carriers because they constantly
find their bills to be higher than they expect them
to be, and they don't understand it.

So ny view is that the |ack of service
i nnovations is actually remarkably little. Thi nk
about how nmuch better conputers are 20 years --
today conpared to 20 years ago versus how much
better telecomunications is. So they have the
curse of low narginal cost and high excess
capacity, which is a recipe for |osing noney.

But at the same tine, the antidote to
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t hat, sonme  product differentiation and sone
custonmer loyalty, is sonmething they've failed to

achieve. And that's their own problem

MR.  KONEFAL.: I would offer a couple
nore thoughts on it. I guess, first off, telecom
IS, by definition, a very capital-intensive
i ndustry. It requires very patient capital. |t
takes a long, long time for that return to be
ear ned.

And in those markets that are very well
devel oped, there is already an incunmbent. And in
the nmore nascent markets, like wireless -- and I'm
sort of using tine horizon rather liberally here --

but the wireless area or the data area, where there
isn'"t really a front runner, the opportunity for
success at |east has nore realistic teeth to it
than in areas where there's already a very dom nant
i ncunmbent .

COWM SSI ONER COPPS: |s patient capital
an oxynoron?

(Laughter.)

MR. KONEFAL: Excuse nme?

COWM SSI ONER COPPS: Is patient capital
an oxynoron?

MR. KONEFAL: It is these days.
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(Laughter.)

COW SSI ONER MARTI N: | wanted to ask
-- | seem to sense a tension between sonme, |
t hought, of the panelists. And | just want to be
sure | understand. There was a |ot of talk about
not giving up on conpetition on the one hand, but |
think that, really, the distinction or t he
challenge for wus 1is the degree to which we
recogni ze the internodal conpetitions occurring and
how t hat i npacts our intranmodal regulations.

And that's -- so | think we can all
agree on the conpetition principles. But | think
t hat we have another |evel in our questions of what
we're --  what issues we're facing and the
chal | enges that we're dealing wth.

And | heard Rob talking about, for
exanple, some of the concerns he had with the
whol esal e pricing market and the potential wong
signals that | think it was sending. I think I
heard Rob say it.

But then | also heard Lara and Larry at
the end tal king about the inportance of continuing
to focus on intranodal conpetition because of their
doubts about facilities-based conpetition because

of the investnent that has already occurred there.
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And SO l'"m wonderi ng, I's t here
unanimty on that question? And where should our
focus be? Because that's where | think the real
challenge is for us is that when everyone talks
about don't give up on conpetition, or that's going
to be ultimtely what drives additional resources,
infrastructure, and services, but the degree to
which we recognize the internodal platform to
pl atform conpetition that's occurring, or whether
we continue to have as a point of enphasis the
intranodal, that | think for nme is the real
guestion. And | was wondering if each of you could
conmment on which direction and how much of a degree
do you think we need to recognize that going
f orwar d.

MR. GENSLER: Il my as well start,
since | brought it up. My biases are clear -- is
that internodal conpetition is a wonderful thing,
and it's here to stay and it's actually one of the
great things that has happened in telecom in the
| ast 10 or so years.

And if we continue to think of it as if
they are just individual silos, and there's not
cross-correlations and cross-subsidies and cross-

effects, it gets to Mchael's question about
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net wor ks and how we regul ate net works.

Well, a network business inherently has
cross-subsi dies and cross-costs that are just very
hard to capture in any one business product Iine.
And if we ignore the internmodal, it's at our peril
when we're trying to incent some small market share
player in an intrampbdal way as if it's the only
conpetition. And we ought to enbrace the fact
there's internodal, that there's broadband, there's
wireless, there's fixed line, and work -- use that
to work to our advantage and conpetition would be a
great thing in that way. If we try to niche each
node to death with little policies, you just drive
i nvest nent away.

CHAI RMAN POWELL.: | f anybody else has
any --

MR. KONEFAL: I guess | would say that
intermodal is actually critical in the sense that
for each of the conpanies that are feeling pressure
on their core businesses, their opportunity to
performtheir way out is through entering into, if
not devel oping rather aggressively, other nodes of
busi ness.

PROFESSOR  NALEBUFF: ' d like to

chal l enge the question in the sense of | don't care
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if there's less investnent. We've had too nuch
i nvest nent . Qur problem is not getting nore
i nvest nent . Actual ly, the goal of conpetition is

to bring down prices, and that's actually sonething
t hat needs to happen and hasn't happened.

And so if it increases investnent,
that's great. But if it doesn't, | can live wth
that for a while. W've had plenty of that.

MS. WARNER: | guess I'Il answer, and
"Il answer this from ny cable perspective at the
noment . Cabl e obviously spent over $80 billion in
the |last six years building out networks, although
now they're finding thenselves with somewhat of a
constrained capital environment thensel ves.

One way you mght want to think about
this is: what if cable had access to existing
net wor ks? What would that do? And | think you can
ook at it two ways. One is, from ny perspective,
you woul d probably view that as positive.

You'd have an opportunity for the cable
industry to get into the tel ephony business, for
exanple, w thout putting capital up front, proving
they could actually scale in that business, and
then putting capital behind it.

And | do believe over time conpanies
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are incented to put capital behind it, particularly
the cable industry. The bad thing is that they
would clearly stop facilities-based conpetition. |
woul d argue they don't have a lot of luxury to do
that in the near term but clearly they would stop
facilities-based conpetition.

So it depends on what your wultimte
goals are, but | would say, as an investor, as
cable investors would probably, you know, | ook
positively on that opportunity, but they are the
mar ket attacker. You know, they are not the
i ncunbent .

And | think you can't have this
di scussion wthout recognizing that, you know,
there is a significant part of this that is wapped
around the fact that a |arge anount of market cap
in the industry is in the incunbents.

PROFESSOR WHI TE: Let me junp in here,
and | think you ought to do both, that you just

can't think of it as a dichotony. You've got to do

bot h. To use | think a good analogy, to think
about transportation. Yes, trucks versus rail is
i nportant, but also rail versus rail and trucks

versus trucks is also inportant. And just you have

to do both the inter and the intra, and you can't

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

112

just focus on one or the other.

PROFESSOR VARI AN: | think if you went
back to 1995 and told Congress that if you vote for
this bill, this 1996 bill, by 2002 alnost every
household in the US. wll have access to cable
w rel ess, and copper for |ocal telephone service,
and satellite wll be conpeting intensely wth
cabl e, and fixed wreless wll begin to Dbe
depl oyed, they would say, "Fantastic. That' s what
we want to vote for."

So, actual ly, in my opinion, t he
current situation has been nuch nore successful
t han one m ght have thought it would have been five
years ago. And sonehow the cost of that success is
the fact that you're seeing a lot of incunbents
facing profit problens. That's the nature of

conpetition.

MR.  WALLACE: And that success wll
become nore evident, again, when rmacroeconomc
condi ti ons change. But, you know, unfortunately
for you all, you don't have the luxury of waiting,

nor do you have the luxury of choosing which one to
get behind, because internodal is here. The assets
are there. It'"s unlikely they're going to be

ri pped out of the sky or the ground anytinme soon.
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Someone will use them
And intrampdal is a rule that you're
stuck with. Until some |evel of conpetition exists

that neets the '96 Act level, or threshold, you've
got to provide both. | don't see that it's an
ei ther/or.

COWM SSI ONER  COPPS: One  of t he
mandat es we operate under here is to encourage the
delivery of conpar abl e telecom services at
conparable prices in both urban and rural Anerica,
and to all consunmers in America. And | don't know
how you woul d define the place of rural America in
t he business plans of sone of the conpanies that
you deal with.

But I'd like to ask a question that I
ask a |l ot of the business people that conme through
my office, and | guess a wealth of diversity in the
response. Do you think that w thout incentives and
wi t hout stronger wuniversal service commtnments on
the part of the governnent, that market forces on
their own are capable of leading to this kind of
conparable telecom service at conparable prices
across both rural and urban Anerica?

PROFESSOR VARI AN: | believe it would

not . | believe that the cost would reflect prices
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under a market system and | think that if it's
nore expensive to serve a given area, it's going to
be nore costly to consunme that service. | actually
grew up on a farm I'"'m one of the few people
around who can say that these days. But we paid a
| ot | ess for parking on the farm--

(Laughter.)

-- than | do now, and the fact that we
m ght have to pay nore for cable or for tel ephone
service doesn't seemto ne to be unreasonabl e.

COWM SSI ONER COPPS: Well, this is
another one of those areas where we have a
legislative mandate and the irresistible force
meeting an i nmovabl e object that | tal ked about.

CHAI RVAN POWELL: I'd like to ask a
question, but | can't resist being a little
cant anker ous about a coupl e of points.

(Laughter.)

Prof essor Nalebuff, | don't think I
agree that investnent is irrelevant, for no other

reason than | don't think conpetition drives prices

down. | think conpetition drives prices to their
econom cally efficient |evels. And if those are
below -- if those are below that mark, it wll

drive prices up.
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And that will be just as logical in an
econom ¢ system as the -- the reason | say this is
because this is an inportant part of the problem we
have in the teleconmunications sector, because as
long as we have, to carry on from Conm ssioner
Copps' point, a major political and public policy
mandat e about wuniversal service, and as |long as we
have massive amounts of public funds wused to
subsi di ze those rates, the conpetition question is
not a sinmple matter of, you know, free reign.

And trying to continue to encourage
investment is critical to continue to maintain the
viability of a network that is priced at retail
below its costs on average. I think that makes an
i nportant public policy problem

| guess | also think it's an inportant
public policy problem from another universa
service standpoint, which is certainly the country
woul d all ow conpanies to fail. But at sone | evel
it wouldn't tolerate it. At sonme level of critica
services and critical infrastructure, we would
insist on carrier of last resorts or a reference to
the social contract that | think Rob tal ked about.

And one of the biggest public policy

problens for decades in telecom is to sonehow
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continue to stinulate investnent to maintain the
quality of the network at a level of reliability,
because 911 or sonething is not fungible.

But | wanted to kind of change the
di scussion a little bit to pick up on sone of the
thenmes | heard. One of them was about technol ogy,
and in sone ways | don't know that we tal ked enough
about that.

| renmenber being at a conference --
i ndeed, | think one sponsored by Haas -- in which |
heard a very chilling thing which I think has now

cone hone to roost by a mmjor CEO of a mgjor

i nformati on conpany. He says, "I have a mgjor
problem that |'ve never seen before, and | don't
know how to deal wth. If |1 don't tell ny

engi neers and physicists to do anything, they're
going to show up in ny office in a year and tell
me, ' Guess what, boss. | just tripled vyour
capacity and cut your price in half.""

And he said, "You don't understand.
From a business point, that means | have only two
options. One, | have to cut prices 50 percent for
what |'mdelivering, or I've got to cone up with 50
percent nore value to do with the sane network |

did before, and neither o them is an attractive
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proposition to nme."

He said, "And what scares nme, this
| ooks |ike forever." And that as long as the
technol ogy curve keeps disrupting that equation,
you know, he says, "The products | sell | can't ask
Ford Motor Conpany to throw everything out every
year and start over." And that's a real challenge.

To nme, this is a real serious secular
conponent that | think is part of the story about
what happened. | don't renenber -- one of you said
| don't think they nade a really bad m stake and
made sone rationality in the nunber of strands they
were -- | think Hal said investing. But what they
really didn't count on is the degree to which
t echnol ogy woul d di srupt that choice.

But even though the market is down and
grade nmgazines |ike the industry standard aren't
rem ndi ng us of the Technol ogy Modifications every
week, even while we sit here, the mcroprocessor
chip is still doubling. Even while we sit here
the prices and capacity of nenory continue to be
cut. The capacity increase is cut.

But technology is really not interested
in this discussion and continues to be this sort of

massi ve secul ar and disruptive change that | think
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policynmakers are going to have to struggle wth,
busi nesses are going to struggle with, and 1'd even
be willing to challenge industry to struggle with,
because |I'm not so sure that traditional neasures
of supply and demand and projections are going to
hold up in a market of this sort of unpredictive
di sruptions, and that we're all sort of in this
soup of, how do you deal with dynam sm forever.

John Chanbers often says you've got to
get used to being a declining cost business for the
rest of your life. This is not a confortable place
for a CEO | would submt it's not a confortable
pl ace for regulators either who tend to hope for
stabl e assunpti ons. And I'm not so sure | think
investors now are waking up to the cold fear of
t hat .

Does anybody -- | nean, this is a very
open-ended question, but | think it's inportant one
-- have any sense of the degree to which that
technol ogy, that secular conponent, is a part of
the fear of the investnent equation? And is there
any sense of how the noney and the markets wl|l
grapple with it on a going-forward basis?

Rob, do you want to start or -- or

Robert ?
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MR. GENSLER: "1l start. You know,

this is something -- |'ve covered the industry
ei ght years, and we've always known about as a
declining cost. But what makes it even nore
troubling, because this is just a fact of life, is
when you deal with TELRIC pricing, by definition
you are always giving new entrants the ability to
| ease the incunmbent's network at forward-I|ooking,
best practice type costs, which is wonderful policy
in its abstract, but in reality of this declining
cost you will always definitionally have stranded
costs.

And TELRIC, conbined with UNE-P, it's

sort of scary, you know, as opposed to, yes, it's

declining costs, and |'ve got enough -- renenber,
if 1 have enough scale and scope that | have a
mar ket share advantage, the little nitchy player

only has an advantage if they can l|oad their
network. This is the great fallacy of a |ot of the
big networks that were built. They were unl oaded,
so their efficiencies were terrible.

Okay. But if they can load them and
resell everyone else's at a forward-I ooking,
declining cost that the incunbent actually by

definition can't have because they have their
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stranded plant, it's very disturbing.

MR. KONEFAL.: | mean, w thout question
the telecom vendors are on their backs suffering
even nmore so than the service firnms are.
Practically speaking, not all telecominvestnent is
running to zero. It is differential. It is
probably nmost dramatically cut back in the |ong
haul , where the overcapacity issue is the greatest.

It is less so in the netro and the
| ocal networks, as well as the w reless networks.
| mean, the vendors, at |east for now, are riding a
couple trends. One is that there is still a fairly
substantial investnent need there, and the other is
that while revenues are unquestionably under
pressure, traffic is continuing to grow. And at
sonme point you absorb the capacity.

So it's not a -- sort of a ready-quick
answer, but at sonme point there's going to need to
be investment in plant. And, furthernore, we would
-- we also seem to be tal king about investnment in
the offensive sense of the term There really is,
in sonme respects, a defensive need to invest.

If the cable industry, for exanple, did
not invest as nmuch as it had over the past five

years, it mght be a different ball game with DBS
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But they were pronpted to invest by that

conpetitive threat. They have invested heavily
t here.

CHAl RMVAN POWELL: We are over time, and
| don't want to risk, if anybody particularly has
flights or sonmething -- if you can stay, | would
propose just 10 nmore mnutes to make sure we
haven't -- we have certainly exhausted questions.
|s that agreeable to you all? |If you need to go,
just let us know and we'll -- but that's only 10
nore mnutes, seven nore mnutes from now.

Kevin, did you --

COWM SSI ONER MARTIN:  Well, | wanted to
follow up on the questions that -- or the issue
that Hal Varian had brought up on the conpetitive
bankruptcy. And | notice that you tal ked about it
and highlighted that as a concern. There was sone
di scussion as to whether or not it should be a
concern, but | also wanted to ask -- even if it
was, | didn't notice you highlighted anything we
could do about it.

And so that was -- was it just you
were flagging an issue that that could be a real
pr obl enf But | didn't know if there was any

suggesti ons that anybody had. Even if we agreed it

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

122

was a concern, is there anything we could do? And
| know others thought maybe we shouldn't even be
worried about it, but | didn't know if there was

anyt hing you thought.

PROFESSOR VARI AN: Well, | mean, it's a
concern only in the sense | think you should be
aware of it. It's not that there is some mgic
cure that will elimnate that possibility.

But if it -- if the bankruptcy is seen

as the solution, which I think it is certainly part
of the solution, and financial organization has to
be undertaken, | think you wll see nore weak
conpani es than you can forecast now, because there
will be an advantage to seeking that particular
route.

| don't think that that's sonething

that we should say that's not a reason to allow

that novenent, as Larry indicated. But | think
it's just a fact of life. We've seen it before,
hi storically. And it's something we have to be

aware of when we go into this.

PROFESSOR WHI TE: Let me just follow
up. Again, it is not a problem If you think it's
-- there is a problem it is the fact that we have

| ow margi nal costs and high fixed costs. That's
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the issue. But conpetitive narkets are going to
drive prices to marginal or close to marginal costs
in any event.

This issue of the bankruptcy of one
conpany causing other conpanies to perceive
conditions as unfair, as Hal just nmentioned, that
goes back at Ileast a century. The railroads
conplained that one conpany's bankruptcy nade
problens for them A decade ago airlines were
conpl aining that one conpany's bankruptcy created
probl ens for them

But that's all driven by this |ow
mar gi nal cost phenonenon, and that's just a fact of
life. We all have to live with it. You have to
live with it. But that's why you're paid such
handsome sal ari es.

(Laughter.)

COWM SSI ONER ABERNATHY: Yes. One area

that we've touched on briefly but not in great

detail is spectrum and the fact that we do a |ot
of spectrum allocation here. And how should the
current market conditions, if at all, affect how we
put spectrum wup for auction? VWich is the

preferred nmethod these days of l|icensing spectrum

MR. WALLACE: | think the first rule is

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

124

to be certain of what you're auctioning and the
delivery. And that, you know, said directly is to
have a lot nore certainty around the process and
the timng of the end of the process.

COWM SSI ONER ABERNATHY: Okay. Anybody
el se?

COW SSI ONER COPPS: Let me ask, M.
Konefal, | think you made sone comments about 271
applications and business activity and conpetition
com ng out of that. W hear a lot from the
conpanies, the regional Bells, about |oss of
conpetitive lines and all of that.

How do financial analysts look at it --
if it's a tradeoff, if you will, the ability to go
into a section with 271 and offer |ong distance
vis-a-vis the losing of the lines to conpetitive
carriers, or to wherever? Do you -- from the
standpoint of the financial viability of the RBOCs,
how do you assess that?

MR. KONEFAL: | guess, first off, Il
hi ghlight that the RBOCs are quite strong comnpani es
in their own right. |  think you frame it
accurately. There's a tradeoff here. They are
definitely feeling some of the inpact of, you know,

losing lines to conpetition. But the |ong distance
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opportunity is a nmeani ngful one. | think Lara was
sayi ng, or soneone else on the panel was saying,
that it is a huge opportunity.

And the tradeoff is rather difficult to
scale right now, but it is certainly a meaningful
opportunity on the part of the regional Bells to
pi ck up long distance. So there's going to be an
offset, and it's probably a significant one.

COW SSI ONER COPPS: You al so nentioned
-- and | thin one of the other panelists did, too
-- about the conpetitive |local exchange carriers
who w Il survive. Do you have any judgnment on how
many of them are going to survive?

MR. KONEFAL: It's not clear what form
it's going to take. It's -- wunder the current
construct where you have, you know, the bifurcation
still of local from long distance, as | nentioned
in my remarks, the long distance carriers are
feeling the pain the nost.

And so in that respect, it's a bit nore
difficult to nake the call on that segnent of the
mar ket. \hereas, if, you know, the segmentation if
you will of the wire line side of the nmarket was to
remain in place, the regional Bells and the other

i ndependent LECs are pretty solid conpanies.
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They're all rated in the single A or
Baa categories. And so that, in our mnd, is a
pretty strong view that they are anpbng the ones
that will be the |ong-term survivors.

MR. GENSLER: Conm ssi oner Copps, if |
coul d answer sort of both questions. | don't know
how many will survive, but | know what type. Okay.

And it's to your 271 question. The reason it's so
i nportant for the RBOCs is so that they can have a
bundl ed service offering. Ckay? Because they al
have network costs and SG&A costs that are -- and
many times the serving of a custoner is nore than
just the network cost.

And if you can't have a scale of scope

in your product offering, you | ose. And what ever
CLECs conme out of the ashes, |1'm convinced they
will be conpanies that have a full scope of
product . We made the mstake in the late '90s of

thinking there would be a disaggregation of the
networ k, a di saggregation of the product offerings.
And we even had conpanies spin off their wreless
conpanies, which in hindsight 1 think was very

f ool har dy.
W will return to a day where you have

scal e of scope and product as well as network and
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offerings, and it's those conpanies that will have
the better returns.

MS. WARNER: Can | just nmke a comment
t hat maybe gets to the Chairman's question earlier
which is scale and how many pl ayers. I think it's
i mportant also to recognize a couple of things Rob
just said.

Number one, network costs many tines
are dwindled by the <costs of SGRA, selling,
provi si oni ng, billing, and caring for t hese
custonmers, particularly on the consumer side over
time. And I think that, you know, as it relates to
how many players, while certainly new conpetitors
can come in and offer bundled services, etcetera,
it takes them significant amounts of fixed capita
to put in place things like care centers, billing
capability.

You know, AT&T, at its best, is 20
percent SG&A. On a very scal ed conpany, it's been
proven | think that building a network and not
having the capital to, in essence, care for that
customer doesn't work.

So certainly |1 agree that scalability
on both sides is going to be inportant, but | also

believe that, you know, there is a very large
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nunber of custonmers that you have to have before
you can really generate returns on both the network
side as well as on the, you know, day-to-day care,
particul arly of the consuner custoner.

CHAI RMAN POWELL: Well, thank you. [|I'm
not going to hold you all any longer. | think it's
been an extrenely productive discussion, and |
appreciate you all joining us for this.

| would sinply like to enphasize that |
heard sonme thenes that | think this Conm ssion has
often pointed to and will continue to be guided by,
a lot of questions about acting quickly to help
with the question of regulatory certainty.

One way or the other, whatever the

judgnments to nake them make them boldly and make

them quickly, and the wmarket wll adjust to
what ever they are. At least they will digest it as
a positive if it's a «clear direction, well
signaled, and well witten, and it wll be guided
by that.

| think we also hear that conpetition
is still an inperative. It always has been. I
don't think there's been any suggestion -- | think
in t he regul atory wor | d - - of abandoni ng

conpetition. | think that Conm ssioner Martin sort
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of hit on it.

It's a continuing struggle for what the

bal anced environment for that 1is -- that is,
heal t hy and productive and | ong term and
sustainable -- and | think that's -- we've always

underestimated how difficult a question that is,
particul arly in an at t enpt to create it
regulatorily, with all the kinds of things that
have existed in the nonopoly system

And | think we've heard sone |ong-term
prospects for new technol ogies. It's always
inportant to be guided by making sure that those
have breathing spaces and opportunities for new
revenues that of fer new sources  of Cross-
subsi di zation for a high fixed cost network.

So | think we |earned sonething, or
certainly enphasi zed points, and | appreciate it.

And with that, 1'd |like to adjourn the
nmeeting and thank everyone for their participation.
Thank you.

(Wher eupon, at 4: 17 p. m, t he

proceedings in the foregoing mtter

wer e adj our ned.)
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