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COMPETITION IN THE COMMUNICATIONS
MARKETPLACE: HOW TECHNOLOGY IS
CHANGING THE STRUCTURE OF THE IN-
DUSTRY

WEDNESDAY, MARCH 2, 2005

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
Washington, DC.

The committee met, pursuant to notice, at 10 a.m., in room 2123
of the Rayburn House Office Building, Hon. Joe Barton (chairman)
presiding.

Members present: Representatives Barton, Hall, Bilirakis, Upton,
Stearns, Deal, Cubin, Shimkus, Wilson, Shadegg, Pickering,
Fossella, Buyer, Radanovich, Bass, Pitts, Bono, Walden, Terry, Fer-
guson, Otter, Myrick, Sullivan, Murphy, Burgess, Blackburn, Din-
gell, Markey, Boucher, Brown, Rush, Eshoo, Stupak, Engel, Wynn,
Green, DeGette, Solis, Gonzalez, Inslee, Baldwin, and Ross.

Staff present: Howard Waltzman, chief counsel; Kelly Cole, ma-
jority counsel; Will Nordwind, policy coordinator; Bud Albright,
staff director; Andy Black, deputy staff director; Jon Tripp, deputy
communications director; Larry Neal, deputy staff director, commu-
nications; Anh Nguyen, legislative clerk; Billy Harvard, legislative
clerk; Johanna Shelton, minority counsel; Peter Filon, minority
counsel; Turney Hall, staff assistant; Voncille Hines, research as-
sistant; and Sharon Davis, minority chief clerk.

Chairman BARTON. The committee will come to order. I would
like to welcome our distinguished panel, especially the Texan from
Ennis, Texas, my good friend, Ed Whitacre, whose mother is doing
well in Ennis.

Today’s hearing is entitled Competition in the Communications
Marketplace: How Technology is Changing the Structure of the In-
dustry. We have before us today a very distinguished panel of six
of the top communication executives in the world. We also have a
second panel of representatives from consumer groups, the finan-
cial industry, and academia.

Today’s hearing will examine how advanced technologies have
changed the dynamics of the communication industry by enabling
the same suite of voice, video, and data services to be offered over
different networks platforms, and also by permitting entry into
these markets by virtual operators that use Internet protocol and
provide applications such as Voice-over Internet Protocol, or VoIP,
to consumers who subscribe to broadband services. These trends
have resulted in a hollowing out of some traditional telephone mar-
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keting segments, such as residential and enterprise long distance
telephone service as well as residential local exchange service.
These industry trends have also led service providers with com-
plementary IP and broadband assets to merge.

The communication industry certainly looks very different than
it did 10 years ago when this committee debated the legislation
that became the 1996 Telecommunications Act. Back then, there
were 28 million wireless subscribers. Today, there are over 170 mil-
lion. Back then, wireless rates were much higher and long distance
was not free. Today, wireless rates have plummeted. Long distance
is almost entirely free. Consumers are beginning to cut the cord
and replace their existing wireline phone service with wireless
phone service.

Today, in addition to providing voice services, wireless carriers
are now offering data services and beginning to roll out video. Back
in 1996, the Internet had not been fully commercialized. Today,
there are more than 140 million Internet subscribers in the United
States, including 40 million broadband customers. These broadband
customers all now have access to innovative new IP services, such
as VoIP that can be offered over broadband platforms at rates far
below what consumers currently pay for traditional local and long
distance packages. And I must tell Mr. Whitacre, that I am about
to become a non-subscriber to Southwestern Bell in Ennis, Texas,
because I now have Internet, so I will have one hard line, but I am
going to save $50 a month on one of my SBC charges. So you will
still be getting $50 a month on my—I will have one hard line in
my home.

In 1995, cable companies offered cable services. Today, the cable
industry leads broadband subscribership in the United States, and
cable companies are aggressively deploying VolP services.

With an industry that has changed so much in 10 years, it
should come as little surprise that companies are looking at one
another to determine where the partnerships will enable them to
be stronger competitors in the new digital world. The combination
of Sprint and Nextel will create a broadband giant in the wireless
industry that has no affiliation with the Bells. We should not be
wary of such a combined entity; we should welcome it. I want to
repeat that. The combination of Sprint and Nextel will create a
broadband giant in the wireless industry that has no affiliation
with the Bells. We should not be wary of such a combined entity;
we should welcome it.

And once the unthinkable merger of AT&T and SBC is now very
realistic. AT&T is a different company than it was 10 years ago.
AT&T and SBC have complementary assets that will create a com-
pany with strengths in the residential and enterprise sectors, local
and long distance, wireline and wireless, and with the ability to
serve as a broadband network provider and an IP application serv-
ice provider, the same logic applies to the Verizon-MCI deal. And
I would want to emphasize here that if you are going to have one
merger, you need the other merger so that there really is competi-
tion. We still have to have competition in the marketplace.

The United States needs to have a vibrant communications in-
dustry with strong national players. I believe the companies before
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us today are creating such players and that U.S. economic growth
and consumers will benefit as a result.

I look forward to the testimony of our witnesses. I would like to
thank them each individually for participating today.

With that, I would like to welcome our distinguished ranking
member from Michigan, Mr. Dingell, for an opening statement.

Mr. DINGELL. Mr. Chairman, you are very gracious. Thank you.

I commend you for holding this hearing. It is timely, and it is im-
portant. It is very important that we understand the implications
of the proposed mergers between SBC-AT&T, Verizon-MCI, and
Sprint-Nextel. The scale of these transactions will further trans-
form a rapidly evolving communications industry. So this com-
mittee urgently needs to review them carefully. I would note that
the world is changing under our feet, and we must change and be
prepared for making the actions that this committee must make to
address these concerns.

The SBC’s proposed acquisition of AT&T could mark the end of
the line for a wonderful company, a 130-year-old icon, once the
most powerful company in the United States. In its 1984 breakup,
AT&T saddled the local Bell companies with significant burdens.
The industry was then subjected to a difficult period in which one
person controlled its destiny—one person who stifled change and
forward movement in the industry. In 1996, Congress freed the in-
dustry from this stifling structure, and since then, AT&T managed
itself into a meltdown. It failed to understand or embrace the far-
changing and far-reaching differences that were taking hold in the
industry, including the rise of the Internet and the structural col-
lapse of long distance as a distinct service offering. Some may view
SBC’s acquisition as offering AT&T a way out of a morass of its
own construction.

MCI, on the other hand, began its corporate life as a scrappy
competitor, willing to take risks on new technologies. It evolved
into the second largest long distance company and the world’s larg-
est Internet backbone provider. Unfortunately, Worldcomm’s take-
over mired the company in risky and inappropriate ventures. The
backing of a solidly managed company could offer MCI a renewed
opportunity to reshape its future.

The Nextel-Sprint transaction will combine the third and the
fifth largest mobile operators into a larger, third-ranked, nation-
wide competitor, offering Nextel’s loyal business customers the ben-
efit of a national IP backbone.

These transactions highlight how technology is spurring a revolu-
tion in the way that Americans communicate. We are a long way
from the reconstruction of Ma Bell. The modern communications
marketplace bears little resemblance to the prior dominance of the
single phone company. It is incumbent on regulators to leave the
deal of the last century to a bygone era and to put 21st century
deals into their proper context.

Today, many rivals challenge traditional phone companies. There
are now more cell phones than landline phones. Cable operators
provide voice services and have more broadband customers than
phone companies. Internet companies are now connecting voice
calls. All sectors are moving toward a converged world of voice,
video, and data offered across all kinds of platforms. It is this
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changed telecommunications landscape that is compelling this com-
mittee and, indeed, regulators everywhere to rethink our tele-
communications laws.

The government has a responsibility to analyze mergers carefully
to be sure that they are in the public interest and not hurtful. I
believe four overriding questions here must be answered.

First, how will these transactions affect consumers? Will con-
sumers, both mass market and enterprise, benefit from more
choices, better quality, lower prices, and innovative products and
services?

Second, how will these mergers affect jobs? Will these trans-
actions support the creations of new jobs for working Americans as
the%e ?companies handle increasingly complex telecommunications
needs?

Third, how will these transactions affect competition in the com-
munications market? Consequences for our independent companies,
rural companies, small and mid-sized businesses must be examined
closely.

Fourth, how will these transactions affect telecommunications
policy? What are the implications of bundling voice, data, wireless,
and video? I would note that these transactions could renew efforts
to achieve intercarrier compensation reform and the preservation of
Federal universal service programs.

I do not make any judgments today on these transactions, but I
caution the authorities reviewing these mergers against reverting
to an antiquated mindset of compartmentalized, distance-sensitive
services and providers. Consumers will benefit from a realistic as-
sessment of what telecommunications means in the 21st century.

It is important for this committee to give affected parties a
chance to be heard on whether the public interest lies in any given
matter. I thank the CEOs for coming to explain their mergers, and
I welcome them today. I look forward to the witnesses on the sec-
ond panel who offer their own insight. This committee can always
benefit from a fully informed debate of the most diverse stake-
holders on issues of great importance to the public.

Again, thank you, Mr. Chairman, and gentlemen, our members
of the panel, thank you for your presence and your assistance.

Chairman BARTON. Thank you, Mr. Dingell.

We would recognize the distinguished subcommittee chairman,
Mr. Upton, to make an opening statement.

Mr. UpTtON. Thank you, Mr. Chairman. And I commend you for
holding this hearing today and providing us the opportunity to
hear from today’s distinguished witnesses.

It is a constant refrain of mine, which I will repeat today, that
the telecommunications marketplace has evolved dramatically, both
in terms of technology and consumer preference from the days
when Congress debated and passed the Telecommunications Act of
1996. The mergers which we are examining today are further evi-
dence of this dramatic evolution, and they represent a natural and
healthy progression in the marketplace.

These companies seem to be better positioned, combined rather
than separate to do battle in a world where the meaningful fight
will be amongst intermodal competitors as they aggressively seek
to win the hand of residential business, and governmental con-



5

sumers in the offering of a suite of IP-enabled voice data and video
services.

Given the dramatic changes in the communication marketplace
over the last 10 years, these mergers are not only logical, but they
are integral to ensuring a vibrant and intermodally competitive
communications marketplace.

I consider these mergers a necessary tune-up for the tele-
communications industry ensuring that the country’s economic en-
gine is fully geared up to compete globally. As goes the tech sector,
so goes the economy.

And I yield back my time, Mr. Chairman.

Chairman BARTON. We thank the gentleman.

We recognize the distinguished ranking member of the sub-
committee, Mr. Markey of Massachusetts, for an opening state-
ment.

Mr. MARKEY. Thank you, Mr. Chairman.

And I want to commend you for holding this hearing today on
the telecommunications mergers.

Mr. Chairman, in this month of “March Madness”, college bas-
ketball teams will compete to reach the “Final Four.” In the March
telecom mergers, we may also reach a “Final Four.” In college bas-
ketball, to reach the “Final Four”, teams have to compete to defeat
their opponents. They don’t get to merge with them in order to
move on. The Bell companies have employed non-market strategies
in the courts, in Congress, and ultimately at the Commission to
beat AT&T and MCI and compel them into these mergers. While
these were perfectly legal corporate strategies, we shouldn’t confuse
them with actually winning in the marketplace with consumers.

It was not technological change that brought about the Bell Com-
pany mergers before us today. Rather, it was an unwise change in
government policy by the Federal Communications Commission,
which led to these mergers. We know these mergers were not the
first preference of either MCI or AT&T, both of which had earned
their pedigrees as competitive entrepreneurial companies. With
fewer companies remaining to offering competing, affordable, tradi-
tional telephone service to average residential customers, the risk
to the consumer is whether the remaining Bell behemoths will
raise rates. And in the broadband marketplace, the question will
be whether these same companies truly embark upon ruthless,
Darwinian, Adam Smith-like telecom wars or whether we see a dig-
ital detante. And these mergers merely presage the cozy coales-
cence of the communications colossi.

Consumers have a lot riding on the answers to these questions.

Thank you, Mr. Chairman, once again for holding this hearing.

Chairman BARTON. I thank you, Mr. Markey.

By the new rule we have adopted, all of the members are going
to be allowed 1-minute opening statements, and we will start with
the gentleman from Texas, Mr. Hall.

Mr. HALL. Mr. Chairman, I am still trying to figure out what Mr.
Markey said. I yield back my time.

Chairman BARTON. And then we would go to the distinguished
gentleman from Virginia, Mr. Boucher.

Mr. BOUCHER. Thank you very much, Mr. Chairman.
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In my view, the public interest is well served by the mergers
which are the subject of today’s hearing. The Sprint-Nextel com-
bination creates a strong, national cellular company with a foot-
print sufficient for vigorous competition with the two largest serv-
ice providers. The increase in towers will reduce the number of
dropped calls to the broad benefit of rural subscribers. The SBC-
AT&T and Verizon-MCI mergers will speed the introduction of new
services, including VoIP and multi-channel video as an Internet ap-
plication. And broadband deployment will accelerate as SBC and
Verizon use their larger integrated networks as a foundation for
the expansion of fiber optics into neighborhoods and then into
homes.

I appreciate the chairman assembling this excellent panel and
look forward to a detailed explanation from our witnesses of the
public benefits that these combinations will bring.

Thank you, Mr. Chairman. I yield back.

Chairman BARTON. Thank you, Congressman Boucher.

The gentleman from Florida, Mr. Bilirakis, the distinguished
vice-chair—okay. The gentleman from Ohio, Mr. Brown.

Mr. BROWN. Thank you, Mr. Chairman.

Large-scale mergers in the telecommunications industry have a
significant impact not only on the average consumer, also on the
economic development of communities around our country. Mergers
produce efficiencies that lead to lower prices, however, when large
mega-mergers focus on the most profitable customers, they can
squeeze smaller players, individual consumers and smaller busi-
nesses. If smaller phone companies can’t connect to the large com-
panies at an affordable rate, what becomes of the communities that
they serve? If our committee wants the market to work, we can’t
ignore any segment of that market.

Bonding of voice, video, and data services is another example
that is bound to price some consumers out of the market. It is not
just a consumer access issue. It is an economic development issue.
If small business can’t access the same breakthrough technologies
as larger firms, they lose ground against their competition. Fed-
eral, State, and local government must all play a role in preventing
lags in access to technology that disadvantage small business and
consumers. In that context, it has never been more important to in-
vest in programs like the Universal Service Fund and E-rate, ulti-
mately helping all consumers gain affordable access to existing and
new technologies as sound economic policy.

Thank you, Mr. Chairman.

Chairman BARTON. Thank you, Congressman Brown.

Does the gentlelady from New Mexico, Ms. Wilson, wish to make
an opening statement?

Ms. WILsSON. Thank you, Mr. Chairman.

It strikes me that we are almost at the point where we have gone
full circle over the last two decades. We have had two decades of
vigorous competition and technological innovation. We have got
new technologies at lower costs spurred initially by the breakup of
a very large monopoly. And we are now on the cusp of seeing the
emergence of a duopoly with, I think two large groups that domi-
nate the market who are highly unlikely to compete with each
other on their own home turfs.
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It will be interesting to see how this works out in two ways. One
is for consumers who I think have benefited tremendously from the
vigorous competition and innovation that has taken place over the
last two decades and to see whether the pace of this innovation and
cost reduction continues. And I have my doubts about that.

And the second is in innovation. Telecommunications innovation
has been one of the key components of American growth in produc-
tivity over the last two decades. And keeping on the leading edge
of that innovation will be important for this country for jobs and
for our economy. I have no doubt that the best business course,
given the court decisions you all faced, was to pursue these merg-
ers and acquisitions. But I do have doubt as to whether this will
benefit the American economy and benefit the American consumer
in the long term. And I think that that is an important thing for
this committee to explore.

Thank you, Mr. Chairman.

Chairman BARTON. I thank the gentlelady from New Mexico.

We would like to recognize the gentlelady from California for an
opening statement, but before we do that, Congressman Engel re-
minded me, that Congresswoman Eshoo just lost her mother. And
all of us who have lost a parent, it is one of the more traumatic
things, so we just want to express our condolences to the gentlelady
from California and wish her the very best as she gets through
that.

The gentlelady from California.

Ms. EsHOO. Thank you, Mr. Chairman, both for holding this
hearing and for what you just said. There isn’t anything that quite
prepares you, regardless of the set of circumstances, when you lose
a parent. They stand between us and our own mortality, and I real-
ly think I had the best. So thank you for what you said and for
all of the wishes of the members of the committee. My family and
I appreciate it very, very much.

As I look at the witness table and the impressive lineup of execu-
tives who have joined us here today, and I welcome you, I can’t
help but think of how much bigger the table would have been a few
years ago. It is also instructive to think about how small the table
might be in the next few years. We might only need a desk. We
seem to have gone in one direction, and now we are going in an-
other.

I don’t think that all consolidations and mergers are bad, and re-
alignment of a dynamic industry, such as the telecommunications
industry, I think is inevitable. But the course of events that has
led us here is really distressing to me. As someone that served on
the committee when the Telecommunications Act was drawn up
and as a conferee on that bill, I was so excited about what had
been worked out. I really thought that this was one of the great
takeoff points for the industry toward the end of a century that
was going to prepare us for a new one.

But most frankly, I think it has been mangled. What we are left
with are two large competitors that dominate the communications
landscape, the Bells and cable. That is not a good outcome, in my
view, but that is where we are. I think the challenge for us will
be to ensure that the companies that control last-mile access treat
new entrants and competitors fairly. They can put a squeeze on
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people every inch of that last mile, and I don’t think that is good
for consumers and the country, most frankly. So I think we also
have to ensure that new technologies that offer other avenues to
the consumer are given the opportunity to take root.

So with that, Mr. Chairman, I look forward to hearing from our
witnesses. Again, thank you for having this very important hearing
and also for the sentiments that you have expressed on behalf of
all of the members of the committee.

Chairman BARTON. I want to thank the gentlelady and, you
know, we all get elected as Republicans and Democrats, but we are
all people, and most—believe it or not, in the audience, we all work
together pretty well. But in our offices, you know, if you are a Re-
publican, you have pictures of President Reagan, and you know,
President Bush, and if you are Democrat, you have President
Carter and President Clinton. Well, I have got one photograph of
President Clinton in my office, and it is because Anna Eshoo was
in it that I have that photograph. So I really have the most sincere
affection and respect for the gentlelady from California.

Does the gentleman from Georgia, Mr. Deal, wish to make an
opening statement?

Okay. Does the gentleman from Michigan, Mr. Stupak, wish to
make an opening statement?

Mr. StupAK. Thank you, Mr. Chairman, and thank you for hold-
ing this hearing today on the recently announced mergers.

The title of this hearing is how technology is changing the struc-
ture of the industry. There is no doubt that technology has greatly
impacted the paradigm shift in the telecommunications industry.
Voice-over the Internet Protocol and other technologies have
opened the door for new competition between wireless, cable,
wireline, and even power companies. However, I believe the com-
mittee would be remiss not to acknowledge the impact regulatory
decisions have had on this industry. Were these mergers inevi-
table? I believe we are seeing the inevitable consequences of delib-
erate decisions made by Chairman Powell and backed by the Bush
Administration.

As you know, Michigan was one of the States that benefited from
competition. I want to assurances that the rewards of competition
from which we in Michigan have benefited, lower prices, better
service, and more choice, will not diminish. I also want assurances
that my very rural District that covers the Upper Peninsula and
the northern Lower Peninsula of Michigan will have the resources
to invest in infrastructure, including broadband, and that the dig-
ital divide will close and not widen as a result of these mergers.

I look forward to hearing from both panels today, and I yield
back the balance of my time.

Chairman BARTON. I thank the gentleman.

Does the gentleman from California, Mr. Radanovich, wish to
make an opening statement?

Mr. RADANOVICH. No, thank you, Mr. Chairman. I appreciate the
opportunity and look forward to the questions.

Ch?irman BARTON. Okay. The gentleman from New York, Mr.
Engel.

Mr. ENGEL. Well, thank you, Mr. Chairman. I want to thank you
for holding the hearing today, and I think you touched on why this
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committee is so special and so important. We do work well to-
gether. I want to welcome the distinguished panelists, especially
Ivan Seidenberg, who comes from my hometown. And we always
look at Verizon, in New York, as our hometown company.

Mr. Chairman, as Bob Dylan used to sing, the times they are a
changing. And how they are changing in this industry. For many
years, those of us on the Telecommunications Subcommittee have
been foreseeing the end of the long distance companies, and here
today, we are seeing that come to pass. We, in our lifetimes, will
have experienced telephone service going from a complete monop-
oly to a radically different, richly competitive industry. I think that
things—certain things are inevitable, and I don’t think that we
need to fear inevitability. I don’t fear change. We have to look at
what is best for the consumer. I think we make the mistake if we
think that once the genie is out of the bottle we should try to push
it back in and yearn for the good old days. Someone once said that
if you think the good old days were so good, you are deluding your-
self. The bottom line is what is good for the consumer. And we
have to look in terms of what is best for our country, globally, and
as well internally.

So I yield back. I look forward to listening to what these gentle-
men have to say. And I think that together, as a committee, we
ought to not fear the future but move on.

Chairman BARTON. Isn’t America a great country? You have
somebody from your hometown here, and I have somebody from my
hometown here. But your hometown has got about 10 million peo-
ple, and my hometown has about 10,000 people.

Does the gentleman from Illinois, Mr. Shimkus, wish to make an
opening statement?

Mr. SHIMKUS. Yes, Mr. Chairman, just briefly.

As many of you know, I co-chair the E-911 caucus with Anna
Eshoo, who has been a great partner in this issue. And as we move
forward, there—in current new stories, obviously there is a con-
cern. So in this consolidation debate, it would be helpful for us, es-
pecially those who have been watching the public safety aspects of
deploying E-911 and Voice-over Internet Protocol program of all
911 calls is will this help us get to that point in time when all con-
sumers can really believe that when they dial 911, wherever they
are at, that they will know that the 911 folks will know where they
are calling from. And so everybody has their own little niches that
they focus on.

What I hope to hear is that yeah, this is going to be helpful. It
is going to help us address the shortcomings of where we are at in
full 911 deployment, whether it is E-911 identification location or
the most recent reported problems of Voice-over Internet Protocol,
people calling from Illinois and getting it picked up at a Colorado
piece.

So that is my focus. I thank you for your time. I look forward
to working with you all, and I yield back, Mr. Chairman.

Chairman BARTON. I thank the gentleman.

I can’t see down on—the gentlelady from California, Ms. Solis.

Ms. Soris. Thank you, Mr. Chairman, and thank you for calling
this hearing and—along with my colleagues here.
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As one who has express concern over corporate consolidation and
its impact on consumers, I am pleased that our committee today is
taking an active role in addressing these numerous issues regard-
ing mergers in the telephone industry. The telecommunications in-
dustry looked very different back in 1996. After a series of court
decisions and FCC rulings, the reality is an ever-changing commu-
nications industry where companies are forced to take measures in
order not only to compete but to survive.

One of the issues that continues to concern me is the fact that—
in Districts like mine that are working class, low income, while
high-speed Internet is available to most of the population, very few
subscribers come about in my District. I could even say that about
our classrooms. We are not even linked up to the Internet in many
of our classrooms in the East Los Angeles area. So I hope that with
all of these proposed mergers that we can really look at how we
could provide assistance to our consumers and to larger commu-
nities that still fail to have access.

So I look forward to hearing from you and also want to thank
Chairman Barton for calling this hearing today.

Thank you very much.

Chairman BARTON. I thank the gentlelady.

Does the gentleman from New York, Mr. Fossella——

Mr. FosseELLA. Thank you.

Chairman BARTON. [continuing] wish to make an opening state-
ment?

Mr. FOSSELLA. Thank you, Mr. Chairman.

And let me welcome the distinguished panel and acknowledge
that I know you come as individuals, but you represent tens of
thousands of hard working people across this country. And we are
here, I think, collectively to ensure that the United States will re-
main as the No. 1 communications network in the world, and hope-
fully that is a goal that we can agree to as these mergers come and
go. And particularly, let me welcome Ivan Seidenberg, as Eliot
Engel just did. Verizon employees about 35,000 people in New York
State, good, decent people, and among the largest employers. So we
welcome you.

Mr. Donahue from Nextel, I want to compliment you for reaching
an agreement to ensure that public safety in this transition to
megahertz to ensure that a public safety office is across the coun-
try, even in light of the merger with Sprint will ensure themselves
and their families and, more importantly, the public at large, that
we will have enhanced communications for our public safety offices,
so I want to thank you for that.

And just as we question and hear the answers, ensure that our
focus remain on the benefits that will come from the investments
these individuals and their corporations have made and will con-
tinue to be made to that overriding goal of ensuring that this great
country have the No. 1 communications network in the world.

So with that, I yield back.

Thank you.

Chairman BARTON. I thank the gentleman from New York.

Does the gentleman from Maryland wish to make an opening
statement?
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Okay. Does the distinguished chairman of the Veterans Com-
mittee, Mr. Buyer of Indiana, wish to make an opening statement?
. Mr. BUYER. I thank the gentleman. I am pleased that you are

ere.

As I listened to my colleague, Ms. Eshoo, I was also a conferee
in the 1996 Act, and I wouldn’t choose the word “mangled.” T would
choose—to prefer to accept responsibility, and that is what all of
us on that conference should do, because we didn’t get it right. And
nor did those in the industry get it right. We thought the whole
future, when we did that bill, was all about voice, and we got it
wrong. It is the convergence of voice, video, and data, in the new
world in which we find ourselves.

So in your remarks, I am hopeful that I can hear counsel to us
with advice on a rewrite. I am hopeful that you will be able to ad-
dress this lack of competition of broadband in the rural areas. It
is bothersome to many of us as members. And we also will be
watchful with regard to cherry picking.

Third, I would like for you to speak to my constituency in Indi-
ana about how robust this competition will be with regard to merg-
ers.

And fourth, I would like to know the effect upon these mergers
with national security, not only DOD, but also first responders.

And gentlemen, thank you for your time in being here today.
This is very important.

I yield back.

Chairman BARTON. I thank the gentleman.

Does the gentleman from Texas, Mr. Gonzalez, wish to make an
opening statement?

Mr. GoNzALEZ. Thank you very much, Mr. Chairman. And I
would like to welcome Mr. Whitacre, one of my favorite constitu-
ents, of course, and a great citizen of San Antonio. And of course,
SBC being a great corporate citizen, I pledge to you, Mr. Whitacre,
that today I will try to dissuade the chairman from dropping that
seconld SBC line. I will caution him to read the fine print and qual-
ity, also.

But I think it really underscores what we are here to talk about
today, and that is competition. How will SBC and other similarly
situated companies compete in with this modern technology that is
out there? There is a reason why the chairman is opting to do what
he is doing regarding his own personal choice, and it is something
that the consumer is facing every day. But I do believe this, that
the notions of fair play in creating a competitive environment tran-
scend all technological advances. And any technology and its suc-
cess is really more a contingent on wise policy that emanates from
Capitol Hill. So hopefully, with your help, we will reach those deci-
sions.

Thanks again.

Chairman BARTON. I thank the gentleman from San Antonio.

The gentleman from Pennsylvania, Mr. Pitts?

Mr. PrrTs. No opening statement, Mr. Chairman.

Chairman BARTON. Okay. The gentlelady from Colorado?

Okay. Does the gentleman from New Hampshire, Mr. Bass, wish
to make an opening statement? Ms. Bono was getting ready to
make an opening statement.
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Ms. BoNo. Thank you, Mr. Chairman.

I would like to thank you for holding this very important hearing
today, and I would just like to point out that the telecommuni-
cations landscape has changed dramatically since Congress passed
the 1996 Act. Over the course of a decade, we have seen competi-
tion in long distance, wireless, and high-speed Internet access. Con-
sumers have been the direct beneficiaries of this competition. In
short, I am excited about this competition taking place, but I am
also very excited to hear the testimony today about how consumers
are going to continue to benefit.

Further, as technologies continue to converge, I am very anxious
to hear how copyright and intellectual property rights are treated
and respected in this process. I would like to thank the panelists
in advance for your participation.

And with that, Mr. Chairman, I yield back.

Chairman BARTON. I thank the gentlelady.

Does Mr. Inslee wish to make an opening statement?

The gentleman, Mr. Otter, wish to make an opening statement?

Mr. OTTER. No, thank you, Mr. Chairman. I will submit mine for
the record.

Chairman BARTON. Does Mr. Ross wish to make an opening
statement?

Mr. Ross. Thank you, Mr. Chairman and Ranking Member Din-
gell, for having the hearing today to discuss how technology has
changed and is continuing to change the communications industry.

I represent a rural District, about half of Arkansas, 148 towns
and 146 of them are relatively small, and the other two, most of
you all in this room would consider small. And I can tell you that
many of my constituents, many small businesses, some large, are
not receiving many of the products and services that are currently
in the market and have been around for quite some time in some
of the larger cities across this country.

I just want to impress upon you that it is imperative that as in-
novative products and services become available, as well as those
already on the market, that those of us in rural areas have access
to them.

I look forward to hearing the witnesses discuss how rural Amer-
ica will be impacted by these proposed mergers and how they will
better serve them.

Chairman BARTON. I thank the gentleman from Arkansas.

The gentlelady from North Carolina, Ms. Myrick.

Ms. MyYRICK. No, Mr. Chairman. I am just anxious to hear what
the gentlemen have to say.

Chairman BARTON. The gentleman from Oklahoma, Mr. Sullivan.

Mr. SULLIVAN. I waive, Mr. Chairman. I will submit my remarks
in writing.

Chairman BARTON. All right.

The gentleman from Pennsylvania, Mr. Murphy.

The gentleman from Texas, Dr. Burgess.

The gentlelady from Tennessee, Ms. Blackburn.

Seeing no other members present, all members not present will
have the requisite number of days to put their opening statements
in the record.

[Additional statements submitted for the record follow:]
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PREPARED STATEMENT OF HON. CLIFF STEARNS, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF FLORIDA

Thank you, Mr. Chairman.

We’ve come a long way since Judge Green’s decision in 1984. The telecommuni-
cations world is changing in exciting ways and these mergers are the latest indica-
tion that these companies are adapting to this ever-changing world.

Despite the excitement and opportunity, there are still many important and com-
plex questions that need to be answered: How many Americans will lose their jobs?
How will these mergers impact wholesale telecommunications markets? Will this in-
crease competition? Will these mergers benefit consumers in the long run?

These are issues that we cannot afford to overlook.

Mr. Chairman, competition led to the rapid innovation that brought us the ad-
vanced telecommunications services we have today. We need to ensure that these
monumental consolidations do not undermine this same innovation.

I look forward to listening to the panelists statements, and I thank you Mr. Chair-
man for holding this hearing.

PREPARED STATEMENT OF HON. ED WHITFIELD, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF KENTUCKY

Mr. Chairman, I want to thank you for holding this hearing, and I thank our two
panels of witnesses for appearing before this Committee to discuss the important
changes that are taking place in the telecommunications industry.

Mr. Chairman, the telecommunications landscape has changed markedly since the
passage of the Telecommunications Act of 1996. At the time, local and long distance
were the dominant communications platforms, and consequently, Congress sought
to manage competition between the two. A decade later, however, we see that con-
sumer demand has driven innovation in the industry to the point that much of the
Act’s regulatory framework has simply become obsolete.

Gone are the days of “plain old telephone service”; today, consumers rely on a vast
array of other services for their communications needs, including wireless and Inter-
net-based platforms. Moreover, telecommunications companies no longer compete for
customers on a domestic basis—companies now are competing for customers on a
truly global scale.

The proposed mergers of SBC and AT&T, Verizon and MCI, and Sprint and
Nextel underscore these dramatic shifts and the need for market leaders to keep
up with the ever increasing pace of consumer demand. Consolidation among compa-
nies with complementary infrastructures will allow them to quickly build out on
their existing services. Further, consolidation will provide to the market financially
stable firms that will be better positioned to secure the capital critical for the devel-
opment and deployment of the communications technologies needed for the 21st cen-
tury.

At the same time, however, we must be careful to ensure that these proposed
mergers do not have adverse consequences for individual consumers. Any forth-
coming merger must not unduly burden the ability for Americans to communicate
effectively and affordably with one another. In addition, consolidation must be con-
sistent with the promise of universal service in providing basic telecommunications
services to high-cost, rural areas.

With that said, I look forward to opening the discussion as to the best way to
achieve these goals. Thank you, Mr. Chairman.

PREPARED STATEMENT OF HON. BARBARA CUBIN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF WYOMING

Thank you, Mr. Chairman.

We are working to build a hearing record on the state of the telecommunications
industry and what changes ought to be made to the Telecommunications Act to en-
sure a reliable and competitive medium. Our hearing today is timely in that there
are some major changes on the horizon; mergers between Sprint-Nextel, Alltel-West-
ern Wireless, SBC-AT&T, and either MCI and Verizon or MCI and Qwest. All of
these are interesting of themselves and illustrate a mature marketplace, but taken
together, they signal a seminal moment in the evolution of telecommunications serv-
ices.

Frankly, it was hard to imagine this when we passed the 96 Act. But today, these
prospective mergers make sense. For it is not just competition among legacy tele-
communications providers that is powering this debate forward, but intermodal com-
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petition that is the market of the future. All of this is made possible by Internet
Protocol. That has made the cable company the phone company and the phone com-
pany the cable company.

I think this hearing will help shed light on the needed changes to the 96 Act and
illustrate how the economies of scale will help the traditional telecommunications
sector compete with wireless and cable for the delivery of voice, video and data. My
concern regarding these proposals, like always, is how will this help or hurt Rural
America. Often, those of us in less populated areas are on the caboose end of the
train when it comes to technological innovation. I don’t feel that’s the best seat in
the house.

I yield back the balance of my time.

PREPARED STATEMENT OF HON. MIKE FERGUSON, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF NEW JERSEY

Chairman Barton, thank you for holding this hearing. As a new member of our
telecommunications subcommittee and as a member of Congress who represents a
district that includes AT&T’s world headquarters and Verizon Wireless, I have a
keen interest in the transactions that have recently unfolded.

Thank you to all the CEQO’s present here today. I look forward to hearing from
you regarding the impact and effects of your mergers, in particular how your pro-
posed deals will impact the long term viability of the companies that have been ac-
quired. Additionally, I would like to know how these mergers will affect the tele-
communications industry and the engine behind it—the American workforce.

Communications technology is moving at an exciting and rapid pace, from
broadband and wireless to Internet Protocol-based services. In many ways, the ad-
vent of this technology has dictated the direction of industry, resulting in the merg-
ers that we will examine today. I am eager to hear how these mergers will strength-
en the companies and the quality of their services, foster competition, spur domestic
economic growth and ultimately, propel America’s position as a leader the global
communications marketplace. Thank you.

PREPARED STATEMENT OF HON. TIM MURPHY, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF PENNSYLVANIA

Thank you Mr. Chairman.

I commend you for holding this hearing today. It’s been nearly 10 years since Con-
gress passed the Telecommunications Act of 1996 and we find ourselves witnessing
mergers between companies that would have seemed improbable if not impossible
at the time of passage. As telecommunication providers have evolved, the market
has evolved with it. More importantly, technology has evolved well beyond what
anyone could have contemplated a decade ago.

These technological advances now allow service providers to offer a combination
of voice, video, and data services over different platforms. Providers can now supply
applications such as Voice over IP (VoIP) to consumers who subscribe to broadband
services without requiring the same facilities based infrastructure traditionally nec-
essary to offer telephone services. These advances have vastly changed the competi-
tive landscape.

One of the most noticeable changes is the push for providers to merge with former
competitors because in many respects they do not compete any longer. Instead they
offer different and complementary assets that when merged create more stable and
diversified corporate portfolios. These mergers create synergetic economic opportuni-
ties for investors and customers alike. However, these circumstances must also be
taken with some skepticism too. Will all of these mergers actually stifle competition
by creating enormous corporations that gravitate towards market power with no in-
centive to compete?

This committee will likely have the privilege of updating current telecommuni-
cations law to account for the drastic changes we have witnessed in recent years.
This industry is vital to our economy as witnessed by how its faltering helped cause
an economy wide decline five years ago that we are still recovering from. This coun-
try’s innovations and ingenuity, especially in the telecommunications industry, will
continue to drive the economy of the world. It is vital that we alter our laws and
regulfaltions to foster this growth and I look forward to this challenge in the coming
months.

I am pleased to have a diversified witness list today. While I am excited to hear
from the CEOs of some of the aforementioned merging companies and how their
proposed mergers will save consumers money and continue to grow the economy, I
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am also interested in hearing from consumer advocates, academics, and market ana-
lysts. Their testimony will help as we begin the arduous task of revisiting our tele-
communications laws.

PREPARED STATEMENT OF HON. SHERROD BROWN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OHIO

Thank you, Mr. Chairman.

Large-scale mergers in the telecommunications industry will have a significant
impact not only on the average consumer, but also on the economic development of
communities throughout the nation.

Mergers can produce efficiencies that lead to lower prices. However, when large
mega-mergers focus on the most profitable customers, it can squeeze out smaller
players, individual consumers and smaller businesses.

If smaller phone companies can’t connect to the large companies at an affordable
rate, what becomes of the communities they serve? If our committee wants the mar-
ket to work, we can’t ignore any segment of that market.

The bundling of voice, video, and data services is another example. It is bound
to price many consumers out of the market.

That’s not just a consumer access issue; it’s an economic development issue. If
small businesses can’t access the same breakthrough technologies as larger firms,
they lose ground against their competition.

Federal, state and local government must all play a role in preventing lags in ac-
cess to technology that disadvantage small business and consumers.

In that context, it has never been more important to invest in programs like the
Universal Service Fund and E-rate.

Ultimately, helping all consumers gain affordable access to existing and new tech-
nologies is sound economic policy.

PREPARED STATEMENT OF HON. JAN SCHAKOWSKY, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF ILLINOIS

Thank you, Chairman Barton and Ranking Member Dingell. I would also like to
extend a special welcome to one of today’s witnesses, Mr. James Speta from North-
western University’s School of Law. Although the law school campus is not “tech-
nically” in my district, the main campus of Northwestern is—so I am going to claim
you as one of my constituents. Welcome.

I am glad we have an opportunity to discuss the questions that are raised by the
overlap of the incredible changes in technology since the 1996 Telecommunications
Act and the recent cascade of mergers in the telecom industry have brought us here
togay, especially as they pertain to consumers and those who work in the telecom
industry.

Technological developments have meant more choices for consumers. Industry
now offers consumers the choice between landlines, wireless, or Voice-Over-Internet-
Protocol phone services, just to name a few. However, as we witness the number
of companies offering the services drop significantly because of mergers that create
a limited number of mega-corporations, we have to ask if consumers will see better
prices, whether there will be more technological innovations, and if service will im-
prove. Before we praise what the mergers will do for big business, we need to con-
sider what they will mean for the consumers. The potential for serious losses are
great. Business interests too frequently are not in the consumers’ best interest.

We also must consider what mergers mean for the workers. Over the past five
years, the telecom industry has seen hundreds of thousands of jobs eliminated. (Re-
member, this is prior to the mergers.) The pending mergers threaten tens of thou-
sands more positions. The companies readily admit to these “cost savings” cuts.
Workers are being talked about as disposable business liabilities rather than the as-
sets they are. We need to be less glib about people’s livelihood.

Congress must ask the tough questions and we need answers to our concerns be-
fore these mergers are approved. I believe that as the process moves forward, we
must not forget those who will feel the likely fallout of the mergers the most—the
employees and the consumers. Thank you.

PREPARED STATEMENT OF HON. TAMMY BALDWIN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF WISCONSIN

Thank you Mr. Chairman.
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Over the last ten years, our telecommunications systems have been radically
transformed. We have a dizzying array of new technologies. This innovation is pro-
Viﬁing new business opportunities and novel ways for Americans to relate to one an-
other.

As T look to the future, my objective is to understand how these services and these
technologies impact those I represent. Will my constituents in urban Madison have
healthy competition from a variety of providers using different technologies? Will
my suburban Sun Prairie constituents have advanced services available at a reason-
able cost? Will my rural New Glarus constituents have any broadband service at all?

Our nation’s telecommunications policy will be a failure if significant groups of
Americans are left in a telecommunications wasteland, unserved or underserved.
Our policy will be a failure if it leads to telecommunications redlining.

Our history, and our economic theories, tells us that industry concentration re-
duces competitive behavior, results in less innovation and leads to higher prices. All
bad for the consumer. These mergers raise legitimate concerns and we must exam-
ine the potential consequences on competition carefully.

From my two perspectives as a Member of Congress responsible for policy- mak-
ing, and as a consumer: technological and market change is occurring so rapidly
that it is as challenging to judge the potential outcomes of regulatory and policy
change as it is to figure out what bundled service works best for me as a consumer
at home or at the office.

What I do know is that the American people deserve an innovative, accessible,
and affordable telecommunications system that enhances their lives and builds a
better future.

Thank you Mr. Chairman.

Chairman BARTON. And we would like to welcome our panel. We
are going to start with Mr. Whitacre. We will recognize you—let us
give them 7 minutes to summarize your testimony, and then we
will just go right down the line. Welcome to the committee.

And you have to push that button to turn it on.

Mr. WHITACRE. Can you hear me?

Chairman BARTON. Yes, sir.

Mr. WHITACRE. Great.

STATEMENTS OF EDWARD E. WHITACRE, JR., CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, SBC COMMUNICATIONS, INC.;
DAVID DORMAN, CHAIRMAN AND CHIEF EXECUTIVE OFFI-
CER, AT&T CORPORATION; IVAN G. SEIDENBERG, CHAIRMAN
AND CHIEF EXECUTIVE OFFICER, VERIZON COMMUNICA-
TIONS; MICHAEL D. CAPELLAS, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, MCI; GARY D. FORSEE, CHAIRMAN AND
CEO, SPRINT; AND TIMOTHY DONAHUE, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, NEXTEL COMMUNICATIONS

Mr. WHITACRE. Thank you, Chairman Barton and members of
the committee. It is good to be here this morning. I am distressed
ichat you are leaving SBC, Mr. Chairman, but we will work on that
ater.

Chairman BARTON. I still have one hard line wireline that is
SBC.

Mr. WHITACRE. Well, that is good to know, because Mr.
Seidenberg leaned over after Congressman Engel talked about his
service and hometown and said at least I have still got him as a
customer. So—but I am glad to be here this morning to talk about
the SBC-AT&T merger, which is a very positive development for
our customers, for competition, and for America’s leadership in the
global communications marketplace. The combined AT&T-SBC
company will be a flagship of American communications company
for the 21st century. We will provide business and residential cus-
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tomers alike with complete services over a robust national and
international network using the most advanced technology.

That is why more that 250 consumers, businesses, and civic
groups, as well as unions and elected officials of both parties have
already announced their support for this merger.

Our merger comes as the U.S. telecommunications industry is
trying to get up off the mat. For the first time in a long while, we
can see some light at the end of the tunnel, but the journey
through that tunnel has been pretty hard. Since 2000, tele-
communication service providers and equipment manufacturers
have lost more than 700,000 jobs. Annual capital investment has
declined by more than $70 billion. Companies have lost more than
$2 trillion in market capitalization.

Until recently, SBC was losing 60,000 access lines each week. We
have toned that down, and we are somewhere between 20,000 and
30,000, but 60,000 per week for years. And in all honesty, adverse
regulation has contributed to this downward spiral.

So Wall Street is investing less and less in telecom. Telecom is
investing less and less in its products and services. And we can see
the consequences. Today, the U.S. is eleventh in the world in
broadband deployment.

As a result, this industry needs to restructure, and that is why
we decided to do the SBC-AT&T merger. The reasons for combining
these two companies are pretty clear, and so are the benefits.

First, while SBC has a strong presence in many local markets,
we do not have a national or global network of our own. We lease
that network. We rent it, if you will. AT&T has those assets, and
they are very good. And it is a good fit for SBC.

Second, the next big thing in communications technology are
Internet-based services, such as Voice-over Internet Protocol, or
Voice-over IP. IP is changing how people communicate. It will
change how this industry provides service. SBC does not have a
consumer Voice-over IP service, but AT&T does, and so we can use
it to compete in our region, outside our region, and around the
world.

The third reason for our merger is the opportunity it creates for
competition in the large business customer segment. While SBC
has made some progress in this market, it has been really slow
going for us. AT&T will give us the ability to compete much more
effectively in this space. SBC and AT&T will bring together an out-
standing set of networks, innovative advanced products and serv-
ices, unmatched talent and expertise, and a rich tradition of cus-
tomer service and reliability. And we will ensure that the company
which started it all more than 100 years ago will be part of it for
many years to come. AT&T will remain a viable factor in our in-
dustry, and its outstanding heritage will remain alive.

That is why this merger is very much in the public interest. This
is a natural and healthy evolution of a dynamic, competitive indus-
try that is light years removed from when the last Federal telecom
act was enacted in 1996.

Today there are more wireless subscribers in the U.S. than there
are traditional telephone lines. Data traffic now exceeds voice traf-
fic by a margin of 11 to 1. Cable companies will offer phone service
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to 75 of American homes this year. And other competitors using IP-
based services continue to grow.

Very little of this was envisioned when the 1996 Act was passed,
which is why we need the laws to catch up. Policymakers and those
who regulate us have an obligation to keep pace. We need rules
that treat new technologies with the lightest touch possible and
which allow the competitive marketplace to discipline retail prices.

Chairman BARTON. Is the gentleman

Mr. WHITACRE. I am not through. Close, though.

Such reform so would spur much-needed innovation, investment,
and growth. I am ready to work with members of this committee
to make those reforms a reality on behalf of American consumers
and businesses.

Thank you very much.

[The prepared statement of Edward E. Whitacre, Jr. follows:]

PREPARED STATEMENT OF EDWARD E. WHITACRE, JR., CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, SBC COMMUNICATIONS INC.

Thank you, Chairman Barton, and Members of the Committee.

I am pleased to discuss the SBC-AT&T merger, which is a very positive develop-
ment for customers, for competition and for America’s leadership in the global com-
munications marketplace.

The combined SBC-AT&T will be a flagship American communications company
for the 21st century. We will provide business and residential customers alike with
the most complete set of services...over the most robust national and international
networks. . .using the most advanced technology.

That’s why more than 250 consumer, business and civic groups, as well as unions
and elected officials of both parties...have already announced their support for the
merger.

The SBC-AT&T merger is in response to market forces that are reshaping the in-
dustry landscape.

The environment in which we are operating has shifted dramatically over the last
several years.

What used to be a phone call made over a wireline network until recently is now
a cell phone call...a text message delivered from one cell phone to another...an
email sent by Blackberry or PC or laptop at a WIFI hotspot...or an Internet call
provided by a cable company.

Today there are more wireless subscribers in the U.S. than there are traditional
phone lines.

Data traffic now exceeds voice traffic by a margin of eleven-to-one.

Cable companies will offer phone service to two-thirds of American homes this
year. And other competitors using Voice over Internet Protocol, or IP, continue to
grow.

Technology is erasing the distinction between types of services and the companies
that provide them. Who can tell the difference anymore between local and long dis-
tance service, or interstate and intrastate service, or between voice and data, in an
IP world?

Customer demand is changing, too. Consumers want the choice of buying all their
communications services...voice, data, wireless and video...in one bundle. Busi-
ness customers demand innovation and expertise for managing highly complex com-
munications wherever they do business.

Dealing with rapid technology change and shifting customer demand is chal-
lenging enough...but it’'s even tougher because our industry has not been in very
good shape for some time, now.

Since 2000, telecommunications service providers and equipment manufacturers
have lost more than 700,000 jobs. Annual capital investment has declined by more
than $70 billion. Companies have lost more than $2 ¢rillion in market capitalization.

And in all honesty, adverse regulation has contributed to this downward spiral
as well.

Wall Street is investing less and less in telecom. Telecom is investing less and
less in its products and services. We can see the consequences: today, the U.S. is
11th in the world in broadband deployment.
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As a result, the industry is restructuring and re-emerging...and the SBC-AT&T
merger is direct product of those forces of change.

SBC and AT&T will bring together an outstanding set of state-of-the-art net-
works...innovative, advanced products and services’ unmatched talent and exper-
tise...and a rich tradition of customer service and reliability.

We will build on that foundation to deliver the next generation of Internet-based
voice, video and data communications.

And we will ensure that the company which started it all more than one hundred
years ago...will be part of it all for many years to come. AT&T will remain a viable
factor in our industry, and its outstanding heritage will remain alive.

For those reasons and more, this merger is very much in the public interest.

This is a natural and healthy evolution of a dynamic, competitive communications
industry. It is in response to a new competitive reality that is light years removed
from when the last federal telecom law was enacted.

The forces that are transforming the telecom industry put an equal obligation on
policymakers and those who regulate us to keep pace. If the distinctions between
services and service providers no longer exist in the marketplace...how can we jus-
tify the regulatory burdens that remain attached to them?

We need rules that treat new technologies with the lightest touch possible and
which allow the competitive marketplace to discipline retail prices.

Doing so would spur much-needed innovation, investment and growth. I am ready
to work with members of this Committee to make those reforms a reality on behalf
of American consumers and businesses.

Thank you.

Chairman BARTON. We thank the gentleman from Ennis, and we
welcome the Chairman of AT&T, Mr. Dorman, for 7 minutes.

Mr. DorMAN. Thank you, Mr. Chairman and members of the
committee.

Chairman BARTON. Use that microphone.

STATEMENT OF DAVID DORMAN

Mr. DORMAN. Thank you very much for inviting me to speak with
you today about the merger of SBC and AT&T.

There is very much to look forward to and nothing to fear from
the joining together of these two companies, which share an ongo-
ing legacy of innovation, integrity, and reliability.

Together, we intend to set the standard for communications for
years to come. Together, we create a national flagship carrier that
will be a leader in delivering seamless, secure, and cost-effective
new communication solutions to our State and Federal customers,
to residential customers, and to small and large businesses. To-
gether, AT&T and SBC will be able to bring advanced IP-based
broadband services to the market more rapidly, more efficiently,
and to a wider range of customers than either company could
alone, heightening competition for voice, data, wireless, and video
services. Together, AT&T and SBC will ensure the United States
retains its traditional role of undisputed leader in global commu-
nications with significant benefits to our national economy.

Most of you and your parents and your grandparents have
known AT&T primarily as your phone company, serving residential
consumers. That is not the AT&T of today. The AT&T of today is
a global IP networking provider that enables large businesses,
State and Federal agencies, and other customers to deliver applica-
tions securely and reliably.

The reason for that transformation are, I think, well known to
you.

Telecom competitors have experienced a difficult environment.
Admitted fraud, over-investment by many carriers, tremendous
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oversupply, a wave of new technologies in an ever-shifting regu-
latory environment. Our traditional wireline services were being
rapidly supplanted by wireless services and Internet-based applica-
tions, such as e-mail and instant messaging. And mass-market cus-
tomers were increasingly demanding bundles of service, including
services that we were not well positioned to provide.

We knew we had to change fundamentally and fast, and I am
proud that the very difficult transformation that we had to accom-
plish over the last very short few months, frankly. We determined
that we would no longer actively compete in the traditional mass
market and that we would focus virtually all of our attention on
delivering powerful networks, applications, and capabilities to large
business, government, and wholesale customers.

It was a painful choice for us to make, but we are no longer a
mass-market company. The combination with SBC will allow AT&T
to continue this process of transforming its business in response to
market and service developments, enabling it to bring advanced,
attractively priced services to market, and to improve what, in our
view, is the finest global network in the world. The merger will
also ensure that AT&T’s strengths in the large business market
can be deployed for the benefit of smaller businesses and residen-
tial customers.

Indeed, bringing together these two companies will create a
world leader in advanced communication services as the new com-
pany uses its increased scale and scope and its expertise in local,
broadband, wireless, and global networking to speed the trans-
formation of the legacy networks of both AT&T and SBC into an
integrated IP-based network. It will achieve efficiencies that reduce
our costs, enhance our operations, and allow us to offer better serv-
ices and better value for our customers. It will allow us to provide
our government customers with more reliable, more resilient, and
more efficient network capabilities and increase the pace and
breadth of the innovations of our renowned AT&T labs with bene-
fits for all types of customers, not just the largest business enter-
prises on which we now focus.

The combined company will be stronger as a competitor to oth-
ers, including foreign providers globally, and I believe, that the
other Bell companies around the country as well. And the trans-
action will not harm competition in any market.

In the mass market, SBC is a leading provider of service in its
13-State region, but AT&T is no longer an active mass-market com-
petitor in those States.

The merger will also not impair competition in the provision of
services to business customers, given the number and diversity of
competitors for businesses, the sophistication of these customers,
and their own purchasing practices. Nor is there any serious argu-
ment that the merger will diminish competition in wireless, where
AT&T is not currently a provider, international, where SBC has a
very limited share, or in Internet-backbone services where many
large providers compete. Rather, the merger is a step forward in
the evolution of this industry, creating a healthy, competitive, and
innovative American communications company.

In conclusion, I would like to thank you again for the invitation
to speak with you today about the very significant benefits that
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this merger will produce, and I would be pleased to answer any
questions that you may have.
[The prepared statement of David Dorman follows:]

PREPARED STATEMENT OF DAVID DORMAN, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, AT&T CORP.

Mr. Chairman and Members of the Committee, thank you very much for inviting
me to speak with you today regarding the merger of SBC and AT&T, and the enor-
mous benefits that the combination of these companies will bring to consumers and
to the nation.

My message to you today is that there is much to look forward to, and nothing
to fear, from the joining together of two companies that share an ongoing legacy of
innovation, integrity and reliability. Together we intend to set the standard for com-
munications for years to come. Together, we create a national flagship carrier for
the 21st century that, from “day one,” will be a leader in delivering seamless, se-
cure, and cost-effective new communications solutions to our state and federal gov-
ernment customers, to residential consumers, and to small and large businesses,
across the country and around the world.

Together, AT&T and SBC will be able to bring advanced, IP-based broadband
services to market more rapidly, more efficiently, and to a wider range of customers
than either company could alone, accelerating broadband deployment and height-
ening competition for voice, data, wireless, and video services. Together, AT&T and
SBC can provide the base that will ensure that the United States, in the face of
increasing global competition, retains its traditional role of undisputed leader in
global communications, and that our national economy obtains all of the benefits
that accompany that leadership role. And together AT&T and SBC can ensure that
our valued government customers will receive the most advanced, secure, reliable,
robust and resilient services and network capabilities.

WHY AT&T HAS AGREED TO THE MERGER

I speak to you today from a unique perspective. When the 1996 Act was passed,
I led Pacific Bell, one of the incumbent Bell companies that today is part of SBC.
Today, I lead AT&T, where I have been since December 2000. So I am very familiar
with the supremely talented and hard-working people, the best in class networks,
and the research and innovation know-how of these two great companies. And as
I look at the two companies’ assets, I see that they complement one another tremen-
dously—two companies with very different focuses today that, when combined, will
create a much better whole. And a key part of understanding why I think this com-
bination is so good—both for consumers and for my shareholders—is the remarkable
transformation that AT&T has experienced over the last few years.

Most of you, and your parents and grandparents, have always known AT&T pri-
marily as your phone company, a residential consumer-oriented company whose
main business for more than a century was providing basic telephone services to the
mass market. That is not the AT&T of today. The AT&T of today is a global IP net-
working provider with a software infrastructure that gives large businesses, state
and federal agencies, and other communications providers the flexibility to deliver
applications in a secure and reliable way. The reasons for that transformation are,
I think, well known to all of you.

AT&T has experienced an environment that has been very difficult for tele-
communications companies: fraud and overinvestment, tremendous oversupply and
pricing pressures, a wave of technological advances, and a shifting regulatory envi-
ronment. Our traditional wireline services were being rapidly supplanted by wire-
less communications and Internet-based applications such as e-mail and instant
messaging. Mass market customers were increasingly demanding broad bundles of
communications and entertainment services, including services we are not well-posi-
tioned to provide. Customers were leaving. Prices were plummeting. Over the last
five years, our revenues plunged from $49.6 billion in 1999 to $30.5 billion in 2004.
Much of that decline came from our consumer services division.

We knew we had to change, fundamentally and fast. I am proud of the very dif-
ficult transformation that we have accomplished. We determined that we would no
longer actively compete in the traditional mass market and that we would turn our
attention to delivering powerful networks, applications, and capabilities to business
customers worldwide and to our valued government and wholesale customers. It is
difficult for many to accept—and it was a painful choice for us to make—but we are
no longer a residential consumer company. That is simply not a business that
makes sense for AT&T today or going forward. I want to assure you that we will,
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of course, continue to support and provide first class service to our remaining mass
market customers as they migrate to other active mass market providers. And I
want to point out that by helping other companies find better ways to do business,
AT&T continues to bring great benefits to all consumers nationwide.

The combination with SBC will allow AT&T to continue this process of trans-
forming its business in response to market and service developments. The combina-
tion will provide the increased scale and scope that are important to success in
transforming our network to implement IP-based technology and in bringing ad-
vanced, attractively priced services to market. It will enable us to expand and im-
prove what, in our view, is already the finest global network in the world. It will
ensure that AT&T’s strengths in the large business customer market can be de-
ployed for the benefit of smaller businesses and residential customers, and that
SBC’s strengths will enhance our ability to provide new and advanced services to
large business customers. The combined company will have the ability and incentive
to increase innovation and development of advanced services for the benefit of all
customers, in the U.S. and globally.

THE MERGER WILL PROVIDE IMPORTANT PUBLIC BENEFITS

Consumers of all types will benefit from this merger because of what the two com-
panies share and, more importantly, because they have complementary and dif-
ferent strengths.

The two companies share a common past and an ongoing legacy of innovation, in-
tegrity, reliability, and customer service.

The two companies also bring together different strengths and product sets, en-
suring that the merger will produce a combined company that is more than the sum
of its parts. SBC is a provider of voice, data, broadband, and related services to con-
sumers and businesses—especially small businesses— primarily on a local and re-
gional basis in its 13-state region.

AT&T has a different focus. We provide a broad array of voice, data, and IP-based
services to customers on our global and national IP-based networks. We provide
services to the largest businesses, government agencies, and wholesale customers.
AT&T has a presence in more than 50 countries, allowing it to compete for the busi-
ness of the largest global enterprises. AT&T Labs has ensured that the company
has remained a leader in the invention and development of innovative services and
advanced network capabilities.

The combined SBC and AT&T will be a stronger and more innovative U.S.-based
global competitor than either company could be alone. The merger will produce a
flagship U.S. carrier that will offer the most efficient, highest quality capabilities
to government, business, and residential customers nationwide and globally. The
combined company will continue to provide U.S. government customers with the
most advanced and secure services and network capabilities. The combined company
will have the resources, expertise, and incentive to adapt the sophisticated products
that AT&T has developed for its enterprise customers to the needs of small and me-
dium businesses and consumers, as well as the marketing expertise and infrastruc-
ture to reach those customers.

Combining the two companies’ core strengths will result in more investment in,
and faster deployment of, innovative new technologies and network capabilities that
will benefit all customers. The combination of AT&T and SBC will enhance competi-
tion, resulting in improved services and lower prices for consumers, and will not im-
pede competition in any market.

Let me elaborate on each of these points:

Global Leadership. The transaction will establish a world leader in advanced com-
munications services, which will provide very significant benefits for all American
consumers. The nation’s economic growth and ever-improving standard of living
have resulted, in substantial part, from the United States’ position as an undisputed
world leader in communications. Recently, that leadership has been questioned, fair-
ly or not, as European and Asian-Pacific carriers and technology companies have
grown rapidly and other markets—different from our own for many and varied rea-
sons—have surpassed the U.S. in broadband penetration.

By combining firms that are recognized leaders in both enterprise and mass mar-
ket services and in the design and engineering of local, broadband, wireless, and
global networks, the merger will create an American carrier that will undoubtedly
set the global standard for communications service leadership. The companies’ com-
plementary strengths ensure that the combined company can rapidly complete the
transformation of legacy networks to IP. These same synergies will drive the
achievement of end-to-end service quality standards that previously have been
unobtainable and will ensure the United States’ preeminence in communications.
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Service to Government. Federal government departments and agencies, including
those with national security responsibilities and requirements, will directly benefit
from the service and network improvements that this merger will enable. Today,
AT&T provides advanced services to a broad range of government agencies, includ-
ing those involved in national defense, intelligence, and homeland security. AT&T’s
customers include the White House, the State Department, the Department of
Homeland Security, the Department of Defense, the Department of Justice, and
most branches of the armed forces. AT&T’s support of the intelligence and defense
communities includes the performance of various classified contracts.

The transaction will enable Government customers to receive the most advanced,
improved services and network capabilities. SBC’s and AT&T’s separate networks
will be transformed into a larger and more advanced IP-based network, which will
be more reliable, robust, and resilient. As the Defense Department’s need for inte-
grated, worldwide networks increases, a combined company will be better positioned
ic)han the individual companies to provide these networks on a secure, end-to-end

asis.

Increased Innovation. A crucial benefit of this combination for all consumers is
greater research, development and innovation—especially for advanced and IP-
based services and network capabilities. For customers, this should mean lower
costs for existing services, the more rapid development of new services, and the de-
velopment of services that otherwise would not exist.

The merger will promote and widely distribute the benefits of innovation by ena-
bling the combined entity to take greater advantage of the research and develop-
ment capabilities of one of AT&T’s “crown jewels”—AT&T Labs, which is a direct
successor to the Bell Telephone Laboratories. Innovations undertaken by Bell Labs
and its successors have launched or proved instrumental to the development of basic
innovations that have shaped our daily lives and launched entire industries.

Innovative Mass Market Services. The transaction will increase innovation be-
cause the combined company will seek to develop and deploy, for smaller business
and residential customers, the storehouse of existing and ongoing innovations pro-
duced by AT&T Labs for large enterprise customers. The potential benefits of re-
search and development, however, are not limited to those customers. Break-
throughs that AT&T achieves in research and development aimed at producing new
enterprise services, or providing those services more efficiently, often will have rel-
evance to other services that could potentially be offered over the combined com-
pany’s network facilities, such as mass market services.

e For example, AT&T is a global leader in the development of text-to-speech en-
gines, synthesized voice capabilities, automatic speech recognition, and natural
language speech understanding systems. These technologies have the potential
to allow real-time translation services and exceptionally efficient customer care
and relationship management capabilities. Accelerated deployment of these ca-
pabilities into residential and small business offerings holds the potential for
significant public benefits, particularly for visually, hearing, and speech-im-
paired customers.

e Similarly, AT&T Labs is a leader in the development of network security services
for business customers. It is developing capabilities to detect unauthorized use
of communications services and customer information. As demand for anti-fraud
and security services among mass market and small business customers con-
tinues to grow, very significant public interest benefits may be realized by addi-
tional innovation the combined company will undertake to meet that demand.

e AT&T Labs continues to develop advanced e-commerce support and enhancement
capabilities. Translating these ongoing innovations from large business-focused
services to services designed to meet the needs of smaller businesses and resi-
dential customers is another source of significant public interest benefits.

e And AT&T Labs is developing an IP environment that can support a broad range
of communications services, including video services. AT&T has also developed
a number of innovations to make the delivery and use of video services far more
effective than is achievable today, with clear benefits for smaller business and
residential customers.

Innovative Network Capabilities. In addition, combining the two companies cre-
ates scale and brings together complementary strengths that will lower the costs
and increase the benefits of pursuing research and development initiatives—and
thus increase the pace and breadth of innovation. AT&T’s unmatched research and
development capabilities will be combined with SBC’s financial strength, capacity to
capitalize on transformative opportunities, and its local network expertise.

The merger will enable a more rapid transformation of the companies’ networks,
which meet current needs efficiently, to a unified, IP-based service platform, with
numerous advanced capabilities that will benefit customers. Developing these ad-
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vanced network capabilities lies at the heart of AT&T’s and AT&T Labs’ core mis-
sions and expertise. Through the merger, SBC will bring to the combined entity the
scale, greater financial strength, and network capabilities that ensure that the com-
bined entity will have an increased incentive and ability to develop advanced net-
work capabilities and related services and can do so much faster than AT&T would
on its own. The resulting advanced networks can provide consumers of all types
with the ability to choose, provision, change, and maintain their services with an
almost unimaginably greater degree of speed, efficiency, and efficacy.

THE MERGER WILL ENHANCE RATHER THAN IMPEDE COMPETITION

I believe that this transaction will only enhance competition in communications
markets.

The important network and service benefits I've described above reflect improve-
ments in competition. The improved ability of the combined company to bring inno-
vative and advanced services to market, for a broader range of customers, will ex-
pand customer choice and offer improved alternatives that competitors of all types
will be forced to match. This includes cable, VoIP, and wireless competitors in SBC’s
traditional local service region.

I also believe that the transaction will inevitably lead to greater competition be-
tween the Bell companies themselves. The Bells today already compete against one
another for wireless services. With this merger, the combined company will be com-
peting for large business customers across the nation and very much in the local
service territories of the other Bell companies. They will have to improve their serv-
ices, both in their incumbent regions and beyond, if they are to remain competitive.
And the combined company will continue to develop AT&T’s VoIP service, which is
designed for residential customers throughout the nation in direct competition with
the Bells’ local service offerings.

For the reasons I've outlined above, the merger also will produce a more capable
global competitor with a broader geographic scope of service and a broader line of
more advanced services and network capabilities. This will benefit U.S. companies
as they compete overseas and will benefit all communications customers as other
global service providers must improve their offerings to compete effectively with the
combined company.

Nor will the transaction harm competition in any market, principally because the
two companies’ businesses are largely complementary. In the mass market, SBC is
a leading provider of service in its 13-state region, but AT&T is no longer an active
mass market competitor in those states. AT&T’s earlier irreversible decision to stop
actively marketing to such customers for either local or long distance wireline tele-
phone service means that it is no longer a substantial competitor in mass market
services. Removing AT&T as a separate service provider thus could not harm com-
petition in the provision of those services to residential and small business cus-
tomers.

The merger will also not impair competition in the provision of services to busi-
ness customers. The market for services to these customers is exceptionally competi-
tive and will not be impaired by this transaction. Suppliers include interexchange
carriers, systems integrators, equipment vendors and value-added service providers,
other network providers, foreign carriers, CLECs, cable operators, and other ILECs.
Moreover, because large business customers are highly sophisticated, have widely
varied needs, and rely on complicated and detailed bidding procedures, providers
cannot successfully engage in anticompetitive conduct. Given the number and diver-
sity of competitors offering services and products to businesses and the sophistica-
tion of customers and the purchasing practices they employ, the marketplace will
undoubtedly continue to be vigorously competitive after the merger is concluded. In
these circumstances, the transaction cannot reduce competition for the business of
these large customers.

Nor is there any serious argument that the merger will diminish competition in
wireless, international or Internet backbone services. SBC has a majority ownership
interest in Cingular Wireless, but AT&T long ago divested itself of its interest in
AT&T Wireless, its cellular service operation. Combining these companies results in
the loss of no significant competitor.

So, too, with international services. AT&T has an extensive global presence, espe-
cially for large business customers, but SBC provides only a very limited share of
international communications. Provision of these services is, in any event, highly
competitive and will remain unaffected by the merger.

And while AT&T is one of the largest providers of Internet backbone services,
SBC’s network is much smaller. AT&T—but not SBC—is a Tier 1 provider of Inter-
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net backbone services. Following the merger, at least five other Tier 1 providers will
remain to provide robust competition in that market.

In conclusion, I would like to thank you again for the invitation to speak with
you about the very significant consumer and public benefits that this merger will
produce. This transaction will create an American global communications company
for the 21st century—a company capable of delivering advanced services to cus-
tomers of all types throughout America and around the world. And it will do so by
increasing, rather than by posing a threat to, competition.

I would be pleased to answer any questions that you may have.

Chairman BARTON. We thank the gentleman.

We now recognize the Chairman and Chief Executive Officer of
Verizon, from Eliot Engel’s and Vito Fossella’s hometown of New
York, Mr. Ivan Seidenberg.

STATEMENT OF IVAN G. SEIDENBERG

Mr. SEIDENBERG. Mr. Chairman, Congressman Dingell, thank
you very much for giving us the chance to address you directly
about our proposed transaction this morning.

As you all know, MCI and Verizon have complementary assets
and capabilities. Verizon has strong local assets and a solid pres-
ence among local and regional customers. MCI has strong IP net-
works and products and a solid base of national and global cus-
tomers. Together, we will create a strong, new competitor with the
products, network reach, and capital capacity required to succeed
in this market.

As I have heard from many of you this morning, technology is
the sole driving reason for this transaction. We feel we need to do
this to stay apace with the changes that are occurring in our indus-
try.

This acquisition does not alter the dynamics that are reshaping
the consumer market. Long distance and local as a standalone
business are really on their way to obsolescence, with or without
this transaction. However, if we look at this in terms of the future,
it is apparent that customers in all segments of the communica-
tions market will benefit.

Not at this table are all of the cable, ISP, Internet, and VoIP pro-
viders that also provide—I thought they were calling Congressman
Markey out.

Chairman BARTON. It is just a reminder for me to pick up my
laundry.

Mr. SEIDENBERG. There is your chance.

Okay. Well, anyway.

Businesses will also benefit because we will be a strong, stable,
and secure supplier of advanced communication services. In our
merger announcement, our acquisition announcement with MCI,
we indicated, of course, there would be savings, based on combining
the companies, but we also indicated that we would invest an addi-
tional $2 billion to take advantage of growing the platforms that
exist between the two companies.

Federal and State government customers will also benefit be-
cause we will be able to invest in the networks that are critical to
their public mission. National security will benefit, because we will
continue to strengthen the infrastructure that is a critical compo-
nent of government communication systems, including those used
by the Departments of Defense and Homeland Security.
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And the U.S. economy will benefit, because we will invest in the
new technologies so critical to job creation and leadership in the
global marketplace.

We believe that among the places that innovation occurs, innova-
tion is also driven by the capital formation that is required to in-
vest in these new technologies. And certainly a company like
Verizon combined with MCI will have the financial resources to
significantly invest in new technologies.

So to us, this transaction is all about the future. Verizon and
MCI will be a national, full service company with the technology
and financial strength to deliver the broadband future and create
economic growth for America.

Thank you very much.

[The prepared statement of Ivan G. Seidenberg follows:]

PREPARED STATEMENT OF IVAN SEIDENBERG, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, VERIZON COMMUNICATIONS

Mr. Chairman and members of the Committee, thank you for the opportunity to
be part of this discussion of the restructuring communications industry.

We are here today because of the announcements of three fairly sizable deals over
the past several weeks, one of which is Verizon’s intention to acquire MCI. This re-
cent wave of mergers and acquisitions is simply the latest phase of a process that
began several years ago: the restructuring of communications around new tech-
nologies and new markets.

It should be evident to anyone with a cell phone or an e-mail account that the
old distinction between local and long distance is obsolete, as is the need for sepa-
rate companies to provide them. Competing technologies—cable, wireless, satellite,
IP, and wireline—now offer consumers a wide range of choices for voice, data and,
increasingly, video. And the pace of technological change is accelerating, which
makes these markets more dynamic and competitive with each passing day.

What may not be as apparent is that the same forces are transforming the large-
business marketplace. Traditional voice services make up a smaller and smaller
piece of the pie. Instead, these large, technologically sophisticated customers are de-
manding a much wider range of services, platforms and applications from a growing
universe of suppliers—not just “telephone” companies, but systems integrators, soft-
ware providers, equipment makers and wireless companies. These companies in-
clulde some of the biggest names in industry, such as Cisco, IBM, EDS and British
Telecom.

Since our formation five years ago, Verizon’s overriding imperative has been to
build a company capable of competing in this technology- and market-driven envi-
ronment. For us, this has meant gaining scale in the growth segments of the mar-
ketplace, such as wireless and broadband; reinventing our networks around new
digital and fiber technologies; and equipping ourselves to compete as other tech-
nology companies do, through investment and innovation.

I stress “investment” because it has been Verizon’s willingness to put substantial
risk capital into our networks that has differentiated our company and provided
more value and choice for customers. We have indicated our intention to invest sub-
stantially in MCT’s infrastructure once this transaction closes. It is this ability and
willingness to invest in our future that moves the industry forward and strengthens
this country’s communications assets.

We have followed this path in the wireless business, where we put together a na-
tional network and invested in spectrum, digital capabilities and, now, broadband
technologies to expand the market and grow through innovation.

We are following this path in the consumer wireline business, where we are trans-
forming our telephone network into a broadband network by deploying DSL and
fiber-to-the-premises, over which we are providing voice, data and—as we move for-
ward—rvideo services.

Verizon’s acquisition of MCI represents the next logical step in this process, as
we transform ourselves around the evolving needs of the large-business, or “enter-
prise” market.

We have always viewed the large-business marketplace as one of the keys to our
long-term growth strategy. As in all network-centric businesses, scale is important
in this segment, and while we have a solid presence among local and regional cus-
tomers, we have no significant market share among national and global customers.
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So we knew we needed to add substantially to our product set and network reach
to be able to compete for these customers, and we have been investing in these capa-
bilities steadily over the years.

The MCI acquisition accelerates that effort substantially. One of MCI’s core
strengths is its network assets, including its leading role in IP-based technologies.
By bringing our companies together, we will create a strong new competitor in the
enterprise space—one with the advanced products, network reach and capital capac-
ity required to invest in these assets and compete in this technology-intensive and
highly competitive market.

I understand that some have questioned how this latest phase of restructuring in
the communications industry will affect consumers. Let me be very clear. Verizon’s
acqulisition of MCI does not alter the dynamics that are reshaping the consumer
market.

Long distance and local as stand-alone businesses are on their way to obsoles-
cence, with or without this transaction. Competition from wireless, cable telephony,
e-mail, Instant Messaging and VOIP will continue to drive pricing, with or without
this transaction. And in any meaningful sense of the word, the consumer market-
place will continue to become less concentrated over time—with or without this
transaction—as new platforms and providers vie for the broadband household.

My message to this committee, then, is that to view this deal in terms of the com-
munications business of the past 20 years is to miss the benefits that will accrue
in the next 20 years.

Consumers will benefit because MCI’s IP network and products, combined with
our deployment of fiber directly to homes and business, will be the most advanced
broadband platform in the country, capable of delivering next-generation multi-
media services in markets across the U.S.

Enterprise customers will benefit because we will create a strong, stable and se-
cure strategic partner for national and global businesses as they prepare for the
broadband future.

Federal and state government customers will benefit because they will have a
choice of financially stable players that can stay current in technology and invest
in the networks that are critical to their public mission.

National security will benefit because we will continue to invest in and strengthen
the national and international communications infrastructure that is a critical com-
ponent of government communications systems, including those used by the Depart-
ments of Defense and Homeland Security.

And the U.S. economy will benefit because we are creating a strong, U.S.-based
company capable of investing in the new technologies so critical to job creation and
leadership in the global marketplace.

This transaction is about the future. Verizon and MCI will be a national, full-serv-
ice company with the financial strength and technology resources to deliver the
broadband, multimedia world of tomorrow to customers and create economic growth
for America today.

Thank you. I look forward to your questions.

Chairman BARTON. Thank you, sir.
We would now like to welcome the Chief Executive Officer of
MCI, Mr. Michael Capellas.

STATEMENT OF MICHAEL D. CAPELLAS

Mr. CAPELLAS. Thank you, Mr. Chairman, and members of the
committee for giving us the opportunity to testify today.

While I think, as everyone has already agreed, over the past 5
years, the industry has undergone a series of quite fundamental
technological shifts. And I think the potential of the Internet and
really the things we have not yet seen guarantees that this pace
of change is not actually at its end, but it is probably at its accel-
eration point. We have yet to see the incredible potential of what
integrated communications and the extension can do in areas such
as healthcare or even in the revolution of education.

And while I have been the CEO of MCI for the past 2% years,
I actually spent the past 30 years in the computing industry, and
so most of my professional career has actually been as a customer
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of telecommunication services and as a developer of what applica-
tions can do when merged with the power of a global network to
actually fuel innovation.

I actually believe in the power of technology and in the entire in-
frastructure that the extension of the telecommunications industry
is actually important to that development. I always liked to say
there has actually been a computer on both ends of a network for
a very, very long time.

Most of the changes that we are now seeing in the telecommuni-
cation industry are actually being driven by a much broader move-
ment across information technology.

First of all, there is actually a tendency toward standardization
of virtually everything in the computing world. Basic computing
building blocks, such as servers or storage and microprocessors are
actually becoming standard devices that are attached to a network
that are—have an address on the Internet and can actually reside
everywhere.

The second is the rise of the Internet commerce—it has actually
accelerated the adoption of a set of software standards that enable
different systems to talk to each other. At the same time, new tools
like web services are allowing developers to write applications that
go across all different platforms.

Today, communications travel over a network in what we call
“packets.” There is no difference between a voice or a data packet
over the network. And whether you are making a phone call or
purchasing an MP3 file for music, it is the same. A packet is a
packet is a packet on the network.

The Internet-driven standards that allow systems to talk to each
other have also redefined network requirements. Formerly, local,
long distance, and data traveled across separate network paths.
Now there is a need for vertically integrated intelligent paths
which can carry voice data or streamed video without the developer
or end user needing to know or care how that path is developed.

One does not need to be a computer scientist to actually think
about this. A “blackberry”, which virtually everybody has, is a
great example of a simple device that can do instant messaging,
make a phone call, get news, get sports, or stream a video. And
that is just a classic example of what we call integrated commu-
nications.

Today, MCI is a leading global communications provider and op-
erates one of the industry’s largest global IP backbones, and we
serve the most demanding applications in the world. We serve fi-
nancial institutions, complex engineering and manufacturing cen-
ters, and provide complex solutions to over 75 government agen-
cies.

Many of these customers are the early adopters of this tech-
nology; where they are using their computing infrastructures, but
also needs new forms of networking. The customers all have a fair-
ly similar set of requirements. They need high reliability and secu-
rity. They need the capability to be end-to-end in global delivery.
They need a new network that allows for ease of adoption of new
applications, which drives innovation across all sectors, and they
need low-cost infrastructure.
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Across all of these requirements, there is a need to mesh local
access and wireless capabilities with a core backbone. The core
technology in the backbone of the future was actually partially in-
cubated at MCI through the legendary pioneer of Vint Cerf, a 15-
year MCI employee. It is known as the Internet Protocol, or IP. In
the simplest terms, IP allows applications from wireless or video
streaming to be rolled out without understanding the changing core
network elements that are underneath it.

So where does MCI fit in this sort of perfect storm of IP conver-
gence, market evolution, and regulatory change?

We recognize that it would be virtually impossible to sustain our
traditional voice business. And as a result, we have de-emphasized
our consumer business and refocused on large business and govern-
ment customers. Our plan is to leverage our IP and expand the
network management, web hosting, and network security.

The second thing we have done is to align ourselves with Verizon
to provide significant strength in facilities and networks that are
complementary. MCI owns a state-of-the-art backbone network but
no significant “first mile” facilities or wireless. Verizon has exten-
sive “first mile” facilities, state-of-the-art broadband, and wireless.
MCIT has a large enterprise and government customer base that has
remained loyal, because we provide world-class service. Verizon
provides local access to many of the same customers.

The combined company will deliver end-to-end network capability
that will permit innovation of the next generation of applications.

In conclusion, technological advances and changing customer re-
quirements are the driving force behind the industry restructuring.
Traditional models of competition and traditional notions of “long
distance companies” or “local companies” no longer apply. The com-
bination of MCI and Verizon is a reflection of the broad-based
changes and the right path to meet evolving customer require-
ments. At the end of the day, technology will march on. But it is
not only innovation, but also the speed of adoption that is impor-
tant, and we believe this restructuring adds to both.

Thank you very much.

[The prepared statement of Michael D. Capellas follows:]

PREPARED STATEMENT OF MICHAEL D. CAPELLAS, PRESIDENT AND CHIEF EXECUTIVE
OFFICER, MCI, INC.

Good morning. My name is Michael Capellas. I am the President and CEO of
MCI. Thank you, Mr. Chairman and Members of the Committee, for giving me the
opportunity to testify today about the changing structure of the telecommunications
industry. Over the past five years, our industry has undergone a series of funda-
mental technology shifts. The as-yet untapped potential of the Internet guarantees
even greater change in the future.

While I have been CEO of MCI for roughly the past two and a half years, I'd like
to start by saying that I bring a different perspective to this discussion, having
spent the past 30 years of my career in the computing industry before I arrived at
MCI. I was previously CIO for two global Fortune 50 companies and CEO of
Compaq and President of HP.

My life’s projects include designing and developing systems, from using supercom-
puters to solve complex human genome problems to utilizing web analytics to better
understand consumers and their online buying patterns. Why is this relevant to the
telecommunications industry? As I like to say, there has been a computer on both
ends of the communications network for a very long time.

I have spent my professional career as a customer of telecommunications services,
as a developer who used the power of global networks to fuel innovation and produc-
tivity and I believe in the power and promise of technology.
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How is computing leading the structural changes within telecommunications?

First of all, there is a movement within computing towards standardization. Basic
computer building blocks such as servers, storage and microprocessors are standard
devices that are addresses on a network and can reside anywhere. Second, the rise
of Internet commerce accelerated the adoption of software standards that enable dif-
ferent systems to talk to each other. At the same time, new tools like web services
are allowing developers to write applications across different platforms.

Today, communications travel over the network in what we call “packets.” There
is no difference between a voice or data packet over the network. Whether you are
making a voice call or purchasing an MP3 music file, it is all the same—a packet
is a packet.

The Internet-driven standards that allow systems to talk to each other have rede-
fined network requirements. Formerly, local, long distance and data traveled sepa-
rate network paths. Now, there’s a need for vertically integrated intelligent paths
which can carry voice, data and streamed video without the developer or end-user
needing to know or care how the path is developed.

One does not need to be a computer scientist to see this in everyday life. A “Black-
berry” is a great example of a simple device that can instant message, make a phone
call, get news or sports, stream a video or send a phone a call. It is called integrated
communications. In more technical terms, we call it wireless broadband to an IP
network. This ability to do integrated communications is becoming commonplace
around the world and the path for future technology is clear. The only question is
the pace of adoption and we may be behind the curve in this country.

Today, MCI is a leading global communications provider and operates the indus-
try’s most expansive global IP backbone. MCI develops the converged communica-
tions products and services that are the foundation for some of the most demanding
applications in the world. We service major financial institutions, complex engineer-
ing and manufacturing centers, and provide complex solutions to more than seventy-
five government agencies.

Many of these customers are the early adopters of new computing infrastructures
and are led by the best and brightest technologists. These customers have some
common requirements:

1. High reliability and security;

2. End-to-end global delivery;

3. Ease of adopting new applications; and
4. Low cost infrastructures.

At the heart of these requirements is the need to mesh local access with wireless
capabilities and the core backbone networks. The core technology of the backbone
of the future was largely incubated at MCI, in part to the vision of the legendary
Internet pioneer Vint Cerf. It is known as Internet Protocol—or IP. In its simplest
terms, IP allows applications from wireless email to video streaming to be rolled out
without understanding or changing the core network elements underneath.

BROADBAND AND INTERNET ADOPTION ARE DRIVING TECHNOLOGICAL CHANGE

The momentum is clear: wireless and broadband connecting to IP is the wave of
the future. On the broadband side, cable modem service and DSL offerings are be-
ginning to be rolled out more widely. Some companies have started to rollout “next
generation” broadband. Public and private entities are starting to deploy wireless
“WiFi” networks. Newer and better wireless broadband technologies, such as
“WiMax,” offer great potential down the road.

Hand-in-hand with broadband is the move to IP. IP technology has led to a con-
vergence of computing and communications, of voice and data, the first manifesta-
tion of which is Voice over IP technology (“VoIP”). The introduction of VoIP has lead
to the emergence of new and non-traditional providers of voice applications, such as
the cable companies and VoIP providers such as Vonage. Peer-to-peer providers,
such as Skype, have also started to provide voice applications.

But VoIP is only the tip of the digital iceberg, a precursor to what I call “Every-
thing over IP,” or “EoIP.” Think of a future where you communicate not just with
your voice over a telephone, but with new applications such as video e-mail and the
realization of decades-old promise of “picture-phones.” In short, IP makes old voice
telephony seem as archaic as the telegraph. The rapid convergence of computing
and communications has been remarkable.

THE TELECOMMUNICATIONS MARKETPLACE HAS CHANGED DRAMATICALLY

As the technology changes, customer expectations and acceptance of that tech-
nology changes. On the market front, we are already seeing a revolution in how we
communicate. Wireless service has become a true substitute for traditional landline
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long distance service. Today, more than half of all long distance calls are made via
wireless devices. The traditional distinctions between local and long distance have
blurred considerably as providers offer products that give consumers “buckets” of
minutes or unlimited local and long distance calling.

A small, but growing number of consumers are abandoning traditional wireline
companies altogether, in favor of wireless or cable companies or other non-tradi-
tional providers. This market trend toward new, non-traditional means of commu-
nication becomes more pronounced as the new generation becomes on-line. E-mail
and “instant messaging” have become significant substitutes for voice traffic. If you
have ever watched a teenager do instant messaging, you can assume we are not far
from peer-to-peer video as a way of life. Those who grew up on wireless phones and
Internet-based access to music, movies and other forms of content will have little
trouble moving away from traditional phone companies and purchasing communica-
tions applications from a host of new companies.

LEGAL AND REGULATORY CHANGES ARE CAUSING INDUSTRY RESTRUCTURING

Lastly, changes driven by Do Not Call legislation, judicial decisions, specifically
the recent decision of the D.C. Circuit in the Triennial Review Order case, and by
federal regulations have had a major impact on the industry. In a series of recent
decisions, the Federal Communications Commission (FCC) has significantly re-
stricted so-called “intramodal” competition, the ability of companies to lease the fa-
cilities of other companies via “unbundled network elements.” While MCI has dis-
agreed with the Court and the FCC on these matters, these decisions have forced
the industry to re-examine how they provide service to customers and the types of
markets they address. As important, the decisions highlight the importance of
intermodal competition, and the need to promote facilities-based investment, par-
ticularly in “first mile” facilities, those that reach from the customer’s premise to
the network.

We are already seeing this infermodal competition take place with cable compa-
nies investing heavily in their networks. Wireless companies, such as Sprint and
Nextel, are moving to provide wireless broadband services. Power utilities are mov-
ing to provide facilities-based broadband in some localities. The use of licensed and
unlicensed spectrum to provide new, wireless broadband networks will be an area
of great significance in the coming years.

MCI'S CHALLENGE

So where is MCI in this “perfect storm” of IP convergence, market evolution, and
regulatory changes?

One of the first things MCI recognized was that, given all of these changes, it
would be virtually impossible to sustain its traditional voice business, especially in
the consumer market. As a result, we sought to de-emphasize the importance of our
consumer business and refocus the company on next-generation services for large
business and government customers. As we transition away from our role in the
consumer long distance business, our plan is to build on and leverage the strength
of our IP network. In executing that plan, we have moved recently to expand our
ability to provide network management and web hosting services, as well as net-
work security applications.

The second thing MCI has done is to align itself with Verizon to provide signifi-
cant strength in facilities and networks that are complementary to our own:

e MCI owns a state-of-the-art IP backbone network, but no significant “first mile”
facilities or wireless. Verizon has extensive “first mile” facilities and is upgrad-
ing those facilities with state-of-the-art broadband technology. Verizon also
owns an interest in Verizon Wireless.

e MCI has a large enterprise and government customer base that has remained
loyal to us because we provide them with world-class products and service qual-
ity. Verizon, in contrast, has a much smaller presence in the enterprise markets
but is very well-positioned in the consumer market.

The combined company will own a powerful end-to-end network that will permit
it to launch a whole suite of next-generation applications that will benefit residen-
tial, business and governmental customers.

CONCLUSION

Technological, marketplace and regulatory changes are the driving forces behind
industry restructuring. Traditional models of competition and traditional notions of
“long distance companies” or “local companies” are out-of-date. The combination of
MCI and Verizon is a reflection of the changes we must adapt to and a necessity
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if we are to meet and surpass our customers’ expectations. It is a beginning, an im-
portant part of a new and exciting era of competition in an expanding and con-
verging “communications” world.

Thank you very much.

Chairman BARTON. I thank the gentleman.
Now I wish to recognize the Chairman and CEO of Sprint, Mr.
Gary Forsee.

STATEMENT OF GARY D. FORSEE

Mr. FORSEE. Good morning, Mr. Chairman and members of the
committee. I would like to thank you for the opportunity to discuss
with you today competition and the ongoing technological changes
in the communications marketplace. The two matters are obviously
very closely related.

Sprint has a proud history dating back to 1899 as an innovative
competitive company driving technology and bringing to the mar-
ketplace products and services that have transformed how people
live and work. Today, Sprint is a global communications company
providing wireless, long distance, and local communication services.
Sprint built and operates this country’s first nationwide all-digital,
fiber optic network, which includes a global IP data backbone net-
work as well.

In addition, Sprint built and continues to deploy the first all-dig-
ital PCS nationwide wireless network from the ground up. To-
gether with our affiliates and roaming partners, we offer wireless
services in all 50 States, including both voice and data services.
And today, we are further investing in our network to launch a
third-generation wireless data network that will enhance capacity
and provide an order of magnitude increase in data speeds.

I am pleased to have the opportunity to discuss with you the
pending merger of the Sprint Corporation and Nextel Communica-
tions. It is a merger that would create a robust, wireless-focused
company that will be positioned to compete, innovate, and change
communications in our Nation for the better. Upon receipt of the
necessary approvals, the combined company will have the oppor-
tunity to effectively expand deployment of wireless voice and data
services, as well as high-speed technologies. Once necessary ap-
provals are obtained, we also anticipate spinning off Sprint’s in-
cumbent local telephone assets comprising approximately 7.7 mil-
lion access lines as a strong independent telecommunications com-
pany.

The merger will create a Fortune 50 company that will bring sig-
nificant technological competitive benefits to our consumers. Sprint
and Nextel combined will have net operating revenues of approxi-
mately $34 billion and a market cap, in today’s terms, of $68 bil-
lion. The two customer bases will comprise over 40 million wireless
subscribers. As a result of the combination, Sprint Nextel will be
a predominately wireless company able to provide consumers better
services and more choices while they are on the go, at work, or at
home. With the combined capabilities of Sprint’s nationwide CDMA
network, the Nextel’s nationwide iDEN network, the new company
will have the most robust wireless network capabilities and suffi-
cient spectrum to provide the dynamic network services and data
offerings demanded by our customers.
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In addition, continued competition in the wireless marketplace
will drive additional investment in research and development, en-
suring that it will result in cutting-edge, multimedia products and
services that will generate economic growth and bring tremendous
innovation and value to our customers.

Sprint and Nextel both have distinguished histories of innova-
tion. Sprint has been the industry leader in developing wireless
data services, and Nextel has a proven differentiating feature in its
direct-connect service.

The companies’ combined operations make possible an even rich-
er set of products and services and features all under one roof.

The mobile telephone business is in a transformational stage: one
where our customers not only expect extensive coverage for their
voice calls, but are demanding the availability of e-mail, Internet
service, and other data service applications as well wherever they
are.

Sprint has begun launching its next-generation network to pro-
vide these services and plans to make it available to over 130 mil-
lion people by the end of this year and coverage extended to all of
our network by the end of 2006. The merger will ensure that
Nextel’s customers have access to this industry-leading broadband
network.

Moreover, the merger is expected to deliver operating and capital
investment synergies with an estimated net present value of more
than $12 billion. Savings come from the efficiency gained by com-
bining our customer bases and by combining our network and other
assets. For example, the merged company will realize economies of
scale in connection with acquisition network equipment and con-
solidation opportunities as we rationalize our other assets. These
economies will reduce costs and improve the competitive posture of
a converged company to the benefit of consumers.

The improved wireless network that will result from the com-
bination of Sprint and Nextel’s wireless assets not only will benefit
consumers but also for public safety as well. Sprint and Nextel
have been dedicated to providing advanced communication systems
to the public safety community, and a combined Sprint Nextel will
move forward with an even stronger effort to develop wireless prod-
ucts and services that public safety officials can utilize to make
America more secure than it is today.

Fundamentally, this merger is about growth. It is about improv-
ing service, driving innovation, and establishing a wireless commu-
nication company that can more effectively compete with other
communications companies. Verizon wireless and Cingular each
have a greater subscriber share in many geographic areas.
Cingular will have more spectrum than Sprint Nextel will have in
many areas. After closing, Sprint Nextel will derive more than 80
percent of our combined revenues from wireless services and will
have a greater ability to compete with these and other firms than
either company would have been able to do separately.

Competition in the mobile industry will continue to develop, and
it is a vigorous and dynamic marketplace that will remain so after
Sprint and Nextel are combined. With increased scale, complemen-
tary wireless, and IP network assets and the independence to take
on the biggest phone companies, Sprint Nextel will be in a position
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to compete effectively with both wireless and wireline companies.
And because Sprint and Nextel intend that the merged company
will spin off Sprint’s incumbent local phone assets, the combined
company will have an unmatched incentive to pursue a wireless
feature, such that wireless and wireline services increasingly com-
pete for customers, and like other large wireless players that are
today primarily owned by the Bell operating companies.

In conclusion, the merger will not change Sprint’s relative mar-
ket share and market position. Sprint is currently the third largest
wireless carrier, and as a result of the merger, the combined com-
pany will still hold the No. 3 position, albeit in a stronger position.

Thank you, Mr. Chairman. I will be glad to respond to any ques-
tions from the committee.

[The prepared statement of Gary D. Forsee follows:]

PREPARED STATEMENT OF GARY D. FORSEE, CHAIRMAN AND CEO, SPRINT
CORPORATION

Good morning Mr. Chairman and members of the Committee. Thank you for the
opportunity to discuss with you today competition and the ongoing technological
changes in the communications marketplace. The two matters are closely related.

Sprint has a proud history dating back to 1899 as an innovative, competitive com-
pany driving technology and bringing to the marketplace products and services that
have transformed how people live and work. Today, Sprint is a global communica-
tions company providing wireless, long distance, and local communications services.
Sprint built and operates the United States’ first nationwide all-digital, fiber optic
network. With this network, which includes a global Tier 1 IP backbone, we provide
a broad suite of voice and data services to domestic and global customers.

Sprint built, and continues to deploy, the first all-digital, all-PCS nationwide wire-
less network from the ground up, currently serving more than 24 million wireless
customers in more than 350 Metropolitan Statistical Areas. Sprint has been a leader
in advanced wireless technology and was the first carrier to deploy a CDMA net-
work. Sprint then launched 1XRTT voice and data service, expanding voice capacity
and providing end users wireless access to Internet and other data services. Sprint’s
CDMA network covers 99% of major metropolitan areas, airports, and highways in
48 states, the U.S. Virgin Islands, and Puerto Rico. Together with its affiliates and
roaming partners, Sprint offers wireless service in all 50 states. Sprint offers both
voice and data services (with data speeds averaging 50 to 70 kbps) on its wireless
network.

Sprint has also built one of the largest fiber optic networks in the U.S. This net-
work has significant operational advantages, including the ability to seamlessly
interconnect a variety of technologies, accommodate diverse standards and protocols,
and provide secure communications. Sprint’s wireline network is extensive and ro-
bust. Its U.S. network consists of more than 34,000 physical route miles of fiber
optic cable. Its global network consists of over 75,000 route miles of fiber, including
an ownership stake in major undersea cable systems.

I am pleased to have the opportunity to discuss with you the pending merger of
Sprint Corporation and Nextel Communications, Inc. It is a merger that will create
a robust, wireless-focused company that will be positioned to compete, innovate and
change communications in our nation for the better. Upon receipt of the necessary
approvals, the combined company will have the opportunity to effectively expand de-
ployment of wireless voice and data services, as well as high-speed technologies.
Once necessary approvals are obtained, we also anticipate spinning off Sprint’s in-
cumbent local telephone assets—comprising approximately 7.7 million access lines—
as a strong independent telecommunications company.

Sprint and Nextel combined have net operating revenue of approximately $34 bil-
lion and a market cap of more than $68 billion. The two customer bases combined
have over 40 million wireless subscribers (35 million direct and 5 million through
affiliates and partners). The merger will create a Fortune 50 company that will
bring significant technological and competitive benefits to consumers. As a result of
the combination, capital originally intended to build duplicate networks will become
available. The merged company will be able to deploy that capital to provide con-
}slumers better services and more choices while they are on the go, at work or at

ome.
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With the combined capabilities of Sprint’s nationwide CDMA network and
Nextel’s nationwide iDEN network, the new company will have robust wireless net-
work capabilities and sufficient spectrum to provide the dynamic network services
and data offerings demanded by our customers today. In addition, continued com-
petition in the wireless market will necessitate additional investment in research
and development in order to develop competitive cutting-edge, multimedia products
and services that will generate economic growth and bring tremendous innovation
and value to consumers. This will be a function both of the company’s own research
and development activities and of the vendor research and development activities
that our increased scale and scope will induce. Sprint and Nextel both have distin-
guished histories of innovation. Sprint has been the industry leader in wireless data
services, and Nextel has a proven differentiating feature in its Direct Connect walk-
ie-talkie feature. Sprint Nextel plans to build on these strengths using a next-gen-
eration wireless broadband network to provide new communications solutions and
more choice for consumers.

Fundamentally, this merger is about growth. It is about improving service, driv-
ing innovation, and establishing a predominately wireless communications company
that can more effectively compete with other communications companies. In par-
ticular, the merger will create a robust wireless competitor that will be able to com-
pete very effectively for a broad range of customers in the mobile telephony indus-
try. Verizon Wireless and Cingular each has greater subscriber share and, in many
geographic areas, Cingular will have more spectrum than Sprint Nextel will have.
After closing, Sprint Nextel will derive more than 80% of its revenues from wireless
service and will have a greater ability to compete with these and the other firms
than either company would have separately.

The merger is expected to deliver operating and capital investment synergies with
an estimated net present value of more than $12 billion. Such savings come from
the efficiencies gained by combining our customer bases—both current and poten-
tial—and by combining our networks and other assets. For example, the merged
company will realize economies of scale in connection with the acquisition of net-
work equipment and handsets and other terminal devices. These economies will re-
duce costs and improve the competitive posture of the merged company, to the ben-
efit of consumers.

IMPROVING WIRELESS SERVICES FOR CONSUMERS

Sprint and Nextel, along with other companies that provide either Sprint or
Nextel-branded service, operate networks that directly cover nearly 262 million peo-
ple across the country. The combined company will noticeably improve wireless serv-
ice coverage, capacity, and quality by allowing cost-effective optimization of the
Sprint and Nextel cell sites, spectrum, networks, and operations, resulting in in-
creased signal strength, fewer dropped calls and greater geographic coverage. As a
result of the merger, consumers will gain access to the industry’s leading broadband
offerings and push to talk features, all from one carrier, and the companies’ com-
bined operations will make possible a richer set of products, services, and features.

Following the proposed merger, Sprint Nextel will be a predominantly wireless
company operating both Sprint’s current CDMA network and Nextel’s iDEN net-
work, and prospective customers who visit Sprint Nextel retailers after the merger
will be able to ascertain which network and functionalities most efficiently, effec-
tively, and economically address their needs. Customers who prefer wireless
broadband capabilities will be more interested in CDMA service, currently available
on Sprint’s network and handsets. Customers who prefer the robust, instant-com-
munication push-to-talk functionality available on Nextel’s network will be more at-
tracted to the iDEN network and handsets. The merger will allow Sprint and Nextel
to avoid costly duplication in their development and deployment of new technologies,
and, with a larger customer base, they will be able to undertake projects that would
have been uneconomical (i.e., unprofitable) for either to pursue alone. In short, both
current and future Sprint Nextel customers will have a broader array of services
and features to choose from than either company provides today or would be likely
to provide in the future on a stand-alone basis.

The improved wireless network that will result from the combination of Sprint’s
and Nextel’s wireless assets not only will benefit consumers, but also will be a boon
for public safety. Sprint and Nextel have been dedicated to providing advanced com-
munications systems to the public safety community, and a combined Sprint Nextel
will move forward with an even stronger effort to develop wireless products and
services that public safety officials can utilize to make America more secure. Sprint
and Nextel are committed to addressing communications problems for first respond-
ers and, as a merged entity, we will continue to work with the public safety commu-
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nity to ensure that their communications needs are met. The combined company
will offer first responders and other public safety organizations a wide range of
products and services designed to meet their unique needs, including Wireless Pri-
ority Service, Priority Connect, Emergency Group Connect, Emergency Response
Team, Interoperability Directory, Collaboration Solutions and Emergency Prepared-
ness Services. And, as the companies have made clear since announcing their intent
to merge, Sprint Nextel will continue to move forward expeditiously with the imple-
mentation of the FCC’s 800 MHz band reconfiguration process.

Sprint Nextel will also build on each company’s leadership position in providing
innovative communications solutions for persons with disabilities. Sprint is the na-
tion’s largest provider of wireline telecommunications relay service (TRS) to the deaf
and hard of hearing, with innovative services like Internet Relay, Video Relay and
CapTel. For wireless users with speech and hearing disabilities, Sprint offers a wide
range of handsets that are TTY compatible as well as a suite of mobile messaging
services including text messaging, instant messaging and e-mail. For wireless users
that are blind or visually impaired, Sprint offers a number of handsets with voice
input/output technology as well as robust Voice Command service that provides
voice access to dialing and information services. Sprint offers its blind, visually im-
paired and physically disabled customers free Voice Command service along with 10
free directory assistance calls per month. A combined Sprint Nextel is committed
to making innovative and useful services available to persons with disabilities.

DRIVING INNOVATION

Sprint Nextel will be committed to advancing its industry-leading broadband of-
ferings as it transitions to new third-generation (“3G”) and other advanced tech-
nology platforms. Without question, the mobile telephone business is in a trans-
formational stage, one where our customers not only expect extensive coverage for
their voice calls, but are demanding the availability of e-mail and internet access
wherever they are. Consumer demand for wireless data services is growing tremen-
dously, as demonstrated in part by Sprint’s successes. Millions of Sprint’s current
customers subscribe to data services. At the end of 2004, there were nearly 7.7 mil-
lion direct wireless data subscribers, including 6.2 million Sprint PCS Vision cus-
tomers. Sprint Nextel’s deployment of a 3G platform promises to accelerate these
trends.

In June 2004, Sprint announced adoption of a 3G platform to enhance the PCS
Vision network’s data rate and capacity. This platform provides an order-of-mag-
nitude increase in data rates. The platform is expected to provide a peak downlink
data rate of 3.1 mbps, with an anticipated average data rate of 400-600 kbps.
Uplink data rates peak at 1.8 mbps, with average user data rates in the 300-500
kbps range. Sprint has begun launching this service and plans to make it available
to 129 million people in 39 major cities this year; coverage will be extended to the
vast majority of its licensed markets by year-end 2006.

The merger will ensure that Nextel’s customers have access to this industry-lead-
ing broadband network. At the same time, it will obviate the need for a multi-billion
dollar investment by Nextel in new advanced network facilities that would offer
services that Sprint is already in the process of deploying.

Looking to the future, the companies expect to make key investments in
broadband technology research and development to deliver more advanced offerings
across all of their spectrum holdings. Combining Sprint’s and Nextel’s assets pro-
vides the financial flexibility to pursue opportunities that could have been prohibi-
tively costly or risky for each company individually. Although there will be chal-
lenges, the new company’s goal will be to go beyond 3G capabilities to provide cus-
tomers with a complete interactive multimedia experience. The company expects to
deploy bandwidth-intensive applications that incorporate devices, applications, and
smart network technologies into an intuitive, easy-to-use service that will enable ap-
plications like video-on-demand, document collaboration and video conferencing over
wireless networks. Sprint and Nextel intend to provide this advanced service to a
nearly nationwide footprint, including many rural areas, and would offer high-
speed, low-latency access to high-quality multimedia content at reasonable prices.
Without doubt, the deployment of new wireless, interactive multimedia services has
the potential not only to enrich the lives of millions of Americans through an en-
hanced, visual end-user experience, but also to increase productivity and reduce
costs by providing the ability to access more information and more images on the
go than ever before.
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CREATING A STRONGER WIRELESS COMMUNICATIONS COMPETITOR

Competition in the mobile telephony industry in the United States is vigorous and
dynamic and will remain so after Sprint and Nextel merge. With increased scale,
complementary wireless and IP network assets, and the independence to take on the
biggest phone companies, Sprint Nextel will be in a position to compete effectively
with both wireless and wireline companies. And because Sprint and Nextel intend
that the merged company will spin off Sprint’s incumbent local phone assets, the
combined company will have an unmatched incentive to pursue a wireless future
such that wireless and wireline services increasingly compete for customers, unlike
other large wireless providers that are primarily owned by Bell company parents.
The merger will not change Sprint’s relative market position. Sprint is currently the
third largest wireless carrier, and as a result of merger, the combined company will
still hold the number three position. Sprint and Nextel today have a combined cus-
tomer base of approximately 40 million wireless subscribers, compared to 49.1 mil-
lion at Cingular and 43.8 million at Verizon Wireless. T-Mobile and regional wire-
less players also are key players and compete vigorously in the marketplace.

As a combined entity, Sprint Nextel will enjoy economies of scale and scope that
are expected to improve service quality and reduce the cost of serving an additional
wireless customer and providing an additional minute of wireless service. As a re-
sult, the merger will yield a stronger and more efficient wireless competitor.

After accounting for the costs of integrating the two companies as well as other
merger-related costs, it is estimated that the Sprint Nextel merger will result in
total net synergies of approximately $12 billion on an after tax, net present value
basis. These synergies will be realized through numerous cost savings, including,
but not limited to,

e sharing future costs of undertaking research and development efforts and deploy-
ing innovations to the networks

e sharing the expense of implementing improvements to information technology and
billing, customer care, and sales and marketing systems

e sharing each other’s network coverage in geographic areas where the other is not
as developed, thereby avoiding the cost of duplicating cell sites in those areas

e sharing facilities to collocate a significant number of existing and planned cell
sites which will reduce the cost of cell site deployment and ongoing cell site ex-
penses (as well as improve coverage).

These cost reductions and improvements in quality and technology will enable
Sprint Nextel to be more competitive in the future and will benefit consumers by
improving the coverage, quality and scope of the services we offer them. The cost
savings will also allow us to establish new services that are more favorable—in
terms of value, quality and/or features—than would be available from either com-
pany absent the merger.

The combined company will be able to offer the benefits of Sprint’s wireline net-
work solutions to Nextel’s business and consumer customers. Sprint has one of the
largest fiber networks in the United States. This network has significant operational
advantages, including the ability to seamlessly interconnect a variety of tech-
nologies, accommodate diverse standards and protocols, and provide secure commu-
nications. Sprint’s wireline network is extensive and robust. As noted above, its U.S.
network consists of more than 34,000 physical route miles of fiber optic cable. Its
global network consists of over 75,000 route miles of fiber, including an ownership
stake in major undersea cable systems. As a result of the merger, Nextel’s cus-
tomers will receive access to Sprint’s suite of voice, data and IP products and inte-
grated solutions provided over Sprint’s extensive wireline network.

It is worth noting that Sprint has been a leader in providing other firms with
“second brand” opportunities. Under such arrangements, firms use Sprint’s wireless
and wireline networks to provide service to consumers under their own brand names
(i.e., “second brands”). These second branding opportunities allow companies like
Virgin Mobile and ESPN to provide wireless services without the time delay and
expense of first replicating Sprint’s wireless network. These companies leverage
their marketing capabilities to become nationwide wireless competitors on their first
day of service. And they do this by utilizing the Sprint network facilities, which al-
lows us to make more efficient use of our network and fixed operational costs. The
merger will advance the availability of wireless service from MVNOs by including
advanced services and functionality in their retail product offerings.

Sprint Nextel will be a formidable competitive force with every incentive to opti-
mize the wireless future. Nextel and Sprint are industry-leading companies in tech-
nological innovations and data solutions. These differentiating characteristics will
position the combined company as a strong and innovative competitor. Following the
intended spin-off of Sprint’s ILEC operations, the combined company will lack any



38

material incumbent LEC wireline business restraint on its competitive strategy,
and, with its wireless focus, Sprint Nextel will be a true competitive alternative to
wireline local telephony. I expect, therefore, that this merger will accelerate the in-
creasing substitution of wireless-based services for wireline-based services, thereby
creating growth in the wireless industry.

In closing, I wish to emphasize my view that Sprint Nextel will be the premier
communication solutions provider by providing its customers with an unmatched
portfolio of communications services. Whether it is wireless, IP, data or multimedia,
Sprint Nextel will provide robust integrated wireless and IP-based wireline solu-
tions to businesses and consumers.

Thank you. I would be happy to respond to any questions that Members of the
Committee may have.

Chairman BARTON. We thank you.
And last, but not least, the Chairman and CEO of Nextel, Mr.
Tim Donahue.

STATEMENT OF TIMOTHY DONAHUE

Mr. DONAHUE. Thank you, Mr. Chairman, and thanks to the
members of the committee.

I appreciate the opportunity to be a part of today’s hearing on
the communications industry and how technology is driving change
in the marketplace. It is a theme that captures the entrepreneurial
spirit of our company and speaks directly to Nextel’s founding.

Since 1987, Nextel has been a pioneering, customer-focused com-
petitor with differentiating technology. Nextel is currently the fifth
largest wireless service provider in the United States with a team
of 19,000 dedicated employees serving more than 16 million cus-
tomers. Nextel provides a wide range of digital, wireless, voice, and
data communications services over its all-digital packet data iDEN
technology network. Nextel’s differentiating direct-connect walkie-
talkie feature is a significant and innovative advancement in wire-
less communications that expands typical dispatch service coverage
areas using the spectrum more efficiently and provides extra secu-
rity to important customers, such as public safety and government
users.

The communications industry, and particularly wireless, is one of
the most competitive, dynamic, and fastest growing industries in
the U.S. This is an industry that is characterized by robust com-
petition and innovation. According to CTIA, The Wireless Associa-
tion, wireless subscribers grew from slightly more than 97 million
in 2000 to more than 169 million as of June 2004. Total industry
revenues for 2004 are expected to tally more than $100 billion, ap-
proximately double the industry revenue in 2000. Customer min-
utes of use have increased coverage and service has improved, and
innovative new services are introduced every month. Yet the aver-
age monthly consumer bill has increased less than 10 percent over
the past 5 years, and the price per minute of use has dropped by
an overwhelming 81 percent to under 10 cents in June of 2004.

I am thrilled to be a part of the proposed merger with Sprint,
as this new company will not only accelerate these trends but also
enable the new company to compete more effectively with large in-
dustry leaders. While the proposed combination of Nextel and
Sprint will result in a communications company with more than 40
million customers and networks that cover over 262 million people,
Sprint Nextel will still be only the third largest carrier in terms of
subscribers.
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Sprint Nextel will be well positioned in the most dynamic areas
of the industry, including mobile data and push-to-talk features,
where Sprint and Nextel are innovators in the technology. This
focus, coupled with Sprint’s global Internet network will enable the
new company to provide differentiated communications solutions
through integrated applications for business and government and
new broadband wireless services for consumers. We will be the only
full service communications provider not affiliated or owned by a
Bell operating company.

Following the close of the merger, Sprint Nextel intends to sepa-
rate Sprint’s local telecommunications business, including con-
sumer business and wholesale operations from its other businesses
and then spin this separated company off to Sprint Nextel share-
holders in 2006. This is a pro-competitive combination that will
provide business and consumers with real and compelling product
and service choices.

For business customers, Sprint Nextel will be able to provide ro-
bust, integrated wireless and IP-based wireline solutions. We will
be able to invest in next-generation wireless data services, bringing
new and compelling products to market, including wireless, multi-
media, web browsing, messaging, gaming, and music on the go.
And importantly, for all customers, Sprint Nextel will be able to
cost-effectively invest to improve wireless network quality and cov-
erage.

Sprint Nextel will have a clear technology migration path. The
new company will have robust wireless network capabilities, in-
cluding a nationwide 800 megahertz iDEN network and a Nation
1.9 gigahertz CDMA network, which will enhance—would be en-
hanced to include nationwide cutting-edge EV-DO Rev.A, high-
speed data services. Sprint Nextel will also have the capability to
deploy new wireless interactive multimedia services on the two
companies’ 2.5 gigahertz combined spectrum holdings.

Combining these wireless assets with Sprint’s nationwide global
IP backbone, Sprint Nextel will be positioned as a key partner for
large content providers, system integrators, mobile virtual network
operators, and other new telecommunication entrants. By
partnering with content providers and entrepreneurs, Sprint
Nextel will be able to offer a full portfolio of services, voice, data,
video, wireline, and wireless as well as customized enterprise appli-
cations and integrated business solutions.

Nextel has a long and proud history of working closely with the
public safety community. We support their efforts with products
and services and work closely with them in designing communica-
tion tools that make us all more secure. Sprint and Nextel have
agreed that the combined company will assume and honor all obli-
gations that Nextel has accepted in the Federal Communications
Commission’s 800 megahertz proceeding, “Improving Public Safety
in the 800 Megahertz Band.” Going into our merger discussions
with Sprint, honoring Nextel’s 800 megahertz obligations was a
non-negotiable item for Nextel, and it was also one of the easiest
ones to resolve. Sprint and Nextel are committed to supporting the
public safety community and its unique communications needs.

Mr. Chairman, if I had to describe in one word why this proposed
merger makes sense and should be approved, it is growth. Sprint
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and Nextel share compatible cultures built on a tradition of innova-
tions and competitiveness. Together, Sprint and Nextel will have
the resources to develop and deploy compelling differentiated serv-
ices by unleashing the combined strengths of the two companies,
each of which is recognized as a product and network innovator.
This growth through the merger of equals will enable Sprint Nextel
to be a strong competitor and industry leader that drives innova-
tion, technology, and ultimately benefits American consumers.

Thank you again for the opportunity to share my perspectives on
our pending merger with Sprint. I will be pleased to answer any
questions.

[The prepared statement of Timothy Donahue follows:]

PREPARED STATEMENT OF TIMOTHY DONAHUE, PRESIDENT AND CHIEF EXECUTIVE
OFFICER, NEXTEL COMMUNICATIONS, INC.

INTRODUCTION

Mr. Chairman and Members of the Committee, my name is Tim Donahue, and
I am president and chief executive officer of Nextel Communications, Inc. I appre-
ciate the opportunity to be a part of today’s hearing on the role of technology in
mergers within the telecommunications industry. It is a theme that captures the en-
trepreneurial spirit of our company and speaks directly to its founding.

Since 1987, Nextel has been a pioneering, customer-focused competitor with im-
portant differentiating technology. This customer focus and product innovation has
resulted in Nextel having some of the most loyal customers in the industry. Nextel
realizes by far the highest average revenue per unit and has one of the lowest churn
rates in the industry. Our customers like our products and services and they tend
to use them more heavily than the typical wireless customer.

Nextel is currently the fifth largest wireless service provider in the United States,
with a team of 19,000 dedicated employees serving more than 16 million customers.
Nextel provides its innovative all-digital wireless services in 202 of the largest 300
markets in the U.S. where nearly 217 million people live or work. Together with
Nextel Partners, Inc., we serve 297 of the top 300 U.S. markets where approxi-
mately 261 million people live or work.

Nextel provides a wide range of digital wireless voice and data communications
services over its all-digital, packet data network based on integrated Digital En-
hanced Network, or iDEN ®, wireless technology developed in conjunction with Mo-
torola, Inc. Operating on licenses in the 800 MHz and 900 MHz bands, Nextel’s
iDEN network provides a comprehensive suite of advanced wireless services and
features, including digital wireless mobile telephone service, Nationwide Direct Con-
nect® and International Direct ConnectSM walkie-talkie feature and such wireless
data services as Internet access and short messaging. In particular, Nextel’s Direct
Connect® walkie-talkie feature is a significant and innovative advancement over
traditional analog dispatch services, augmenting critical communications systems
for the public safety community. More specifically, the Direct Connect walkie-talkie
feature expands the typical dispatch service coverage area, uses the spectrum more
efficiently, and provides extra security through digital multiplexing technology.

THE WIRELESS INDUSTRY TODAY

The wireless industry today is one of the most competitive, dynamic and fastest
growing industries in our country and is critical to the nation’s GDP. From the
workplace to the classroom and to the home, wireless devices and their applications
play an expanding role in our everyday lives. According to CTIA—The Wireless As-
sociation, wireless subscribers grew from slightly more than 97 million in 2000 to
more than 169 million as of June 2004. Total industry revenues for 2004 are ex-
pected to tally more than $100 billion, as compared to approximately $50 billion in
2000. Customer minutes of use have increased, coverage and service has improved
and innovative new services have been made available. Yet the average monthly
consumer bill has increased less than 10 percent over the past five years and the
price per minute of use has dropped by an overwhelming 81 percent to under 10
cents in June 2004. This is an industry that is characterized by robust competition
and innovation, and it is an exciting time to be in it.
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SPRINT/NEXTEL MERGER

On December 15, 2004, Nextel and Sprint announced their intention to merge,
with the new company to be called Sprint Nextel. Sprint and Nextel are being val-
ued as equal partners in the merger where shareholders will own 50.1 percent and
49.9 percent, respectively. A highly experienced management team will lead Sprint
Nextel, combining the expertise of both companies. Gary D. Forsee, currently chair-
man and chief executive officer of Sprint, will become president and chief executive
officer of Sprint Nextel, and I will become chairman of the new company. Together
we have a proven track record of leadership and nearly six decades of industry expe-
rience. Further, the Sprint Nextel Board will consist of 12 directors, six from each
company, including two co-lead independent directors.

Following the close of the merger, Sprint Nextel intends to separate Sprint’s local
telecommunications business, including consumer, business and wholesale oper-
ations from its other businesses and then spin this separated company off to the
Slprint Nextel shareholders sometime in 2006, pending customary regulatory approv-
als.

The combination of Nextel and Sprint will result in a wireless company with more
than 40 million customers (35 million direct and 5 million through affiliates and
partners), a strong growth profile, a strong spectrum position, the most valuable
customers and networks that directly cover nearly 262 million people, more of the
U.S. population than any other carrier; yet Sprint Nextel will be only the third larg-
est carrier in terms of subscribers. Sprint Nextel will have a balanced mix of con-
sumer, business and government customers, and the ability to meet the communica-
tions needs of a broader range of customers than either company on its own. We
will be the only full service communications provider not affiliated with or owned
by a Bell operating company.

Sprint Nextel will be well positioned in the fastest growing areas of the tele-
communications industry, including mobile data and push-to-talk features, where
Sprint and Nextel are innovators in technology. With Sprint’s global Internet net-
work, the new company will be positioned to provide differentiated communications
solutions through integrated applications for business and government and new
broadband wireless services for consumers. Without this merger, neither Nextel nor
Sprint would independently achieve all the technical innovations, additional cov-
erage and capacity that I discuss later in my testimony today.

Mr. Chairman, if I had to describe in one word why this proposed merger makes
sense and should be approved, it is “growth.” I am confident that Sprint Nextel will
generate efficiencies that will benefit customers, shareholders and employees and
will allow the new company to invest in innovative new services that each company
would have found to be more difficult and expensive on its own. The new company
will capitalize on its leadership position in key growth areas, unmatched asset mix,
clear technology migration path, brand strength, innovative products and services
and talented employees. We share compatible cultures built on traditions of innova-
tion and competitiveness. We will have the resources to develop and deploy compel-
ling, differentiated services by unleashing the combined strengths of the two compa-
nies, each of which is recognized as a product and network innovator.

The Sprint Nextel merger is a pro-competitive combination that will provide cus-
tomers with real and compelling product and service choices, including wireless
multi-media, web browsing, messaging, gaming and music on the go. For business
customers, we will be able to provide more robust integrated wireless and IP-based
wireline solutions. We will be able to deploy next-generation wireless data services,
bringing new and compelling products to market to benefit consumers and busi-
nesses, including a potential third new platform to the home. And importantly, for
all customers, we will be able to cost effectively invest to improve wireless network
quality and coverage.

There are technology synergies between Sprint and Nextel that make this merger
unique. Sprint Nextel will have a clear technology migration path and valuable and
extensive network and spectrum assets. The new company will have robust wireless
network capabilities, including a nationwide 800 MHz iDEN network and a national
1.9 GHz CDMA network, which it will enhance to include nationwide cutting-edge
EV-DO Rev.A, high-speed data services. We will deploy a high performance push-
to-talk feature on the CDMA network and create interoperable gateways between
the iDEN and CDMA networks, thereby enabling our current and future customers
to select the services that most effectively meet their wireless communications
needs. Sprint Nextel will also have the capability to deploy new wireless interactive
multimedia services on the two companies’ 2.5 GHz combined spectrum holdings
that together can reach 85 percent of the households in the top 100 markets.
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Sprint Nextel will also use Sprint’s nationwide backbone wireline (long distance)
network that includes 30 Sprint-owned metropolitan area networks in the U.S. as
well as 37 international fiber points of presence. These combined capabilities are ex-
pected to make Sprint Nextel a key partner for the largest content providers, sys-
tems integrators, mobile virtual network operators and other new telecommuni-
cations entrants. By partnering with content providers and entrepreneurs, Sprint
Nextel will offer the full portfolio of consumer services - voice, data, video, wireline
and wireless—as well as customized enterprise applications and integrated business
solutions.

As with any merger, there also will be opportunities for savings through
synergies. The combined Sprint Nextel is expected to deliver operating cost and cap-
ital investment synergies with an estimated net present value of more than $12 bil-
lion, over 37 percent of which is expected to come from the avoided network capital
costs of building a separate Nextel next-generation network. These synergies will
also include reduced network operating expenses; reduced network capital costs re-
sulting from sharing cell site locations and facilities; lower access costs as a result
of migrating Nextel backhaul and other telecommunications traffic to Sprint’s long
haul infrastructure; reduced network capital expense after the merger by building
a true IP-based multimedia network; and reduced expenses due to economies of
scale in the combined companies’ sales, marketing, general and administrative and
IT costs.

PUBLIC SAFETY

Nextel has a long and proud history of working closely with police, fire, emergency
communications officials and the rest of the public safety community. We support
their efforts with our products and services and work closely with them in designing
communications tools that make us all more secure. Sprint and Nextel have agreed
that the combined company will assume and honor all obligations that Nextel has
accepted in the Federal Communications Commission’s 800 MHz proceeding, Im-
proving Public Safety in the 800 MHz Band. Going into our merger discussions with
Sprint, honoring Nextel’s 800 MHz obligations was a non-negotiable issue for
Nextel, and it also was the easiest issue to resolve. Sprint and Nextel are committed
to supporting the public safety community and its unique communications needs.

After years of fighting for a comprehensive solution to public safety interference
in the 800 MHz band, Nextel is proud of the role it played in helping to bring about
a solution to this important public safety issue. I want to thank members of this
committee, including Chairman Barton, Chairman Upton, Representative Dingell,
Representative Markey, and Representative Rogers, as well as our partners in the
public safety community and the many others that supported us in seeking a fair,
timely and complete solution to the critical issue of public safety communications
interference. As many of you know, on February 7th 2005, Nextel accepted the
terms of the Commission’s order and we have already begun work on this critical
project. We intend to move as quickly as possible to implement the FCC’s decision.
Our nation’s first responders deserve no less from us.

CONCLUSION

Thank you again for the opportunity to discuss our pending merger with Sprint.
This merger makes sense for our customers, our employees and our shareholders.
It will result in a more formidable communications competitor and will accelerate
the introduction of the new products and services our customers demand. I would
be pleased to answer any questions you might have.

Chairman BARTON. We thank you, Mr. Donahue.

The Chair recognizes himself for the first 5-minute questioning
period.

My first question is to Mr. Whitacre, and it is really a statement
and a question. You know, I joked in my opening that I had just
decided to drop one of my SBC lines at my home in Ennis, but I
think it shows what is going on. I have had two telephone lines
there, because one was a—was called a dial-less line that allowed
a dial-up modem for Internet, and the other is the traditional
phone line that is in the phone book that we have always had. But
we always had a—but I also had a cable outlet for TV. Well, the
cable provides broadband, as does SBC, and so we decided to go to
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broadband on the cable, and once we got that, you don’t need that
second line to have the dial-up modem. But the second phone line
was costing $50. The addition to the cable bill was only $30, so you
save $20. Now that doesn’t sound like a lot, but that is what is
going on all over America as people see that there are competitions.
So Congresswoman Eshoo was talking about you are going to have
less competition, but in a way, you are really going to have more
competition because there are so many different ways to get into
the home. So you know, when you said that you are losing 60,000
phone lines a day—did you say a day or a week?

Mr. WHITACRE. A week.

Chairman BARTON. A week, that shows that the marketplace is
changing, and that is why you need this merger. Did you want to
comment on that at all?

Mr. WHITACRE. Well, I would like to comment on that. I think
that is exactly right. It wasn’t many years ago that there was only
one way into the house for voice. If you remember, I don’t think
the Internet was even mentioned in the 1996 Telecommunications
Act. If it was, it was in passing. Wireless was not contemplated.
We now have so much competition from cable companies, from
wireless companies, and from traditional companies like SBC, that
there are many ways for a customer to get service, not only voice
service, but long distance service, broadband service, all kinds of
services now. So it has changed a great deal since 1996, and that
is really why we are here today. This has to be changed. It is just
not working as it is today.

Chairman BARTON. But your competitors are less and less an-
other phone company as it is an information provider company.

Mr. WHITACRE. Well, that is true, I guess. Some of the so-called
c-lex have gone out of business, although there are many still in
business. But the cable companies we would view as our primary
competitor in the future are offering this broadband path, if you
would, which can handle voice and data and Voice-over IP doing
everything. So there is a tremendous amount of competition now
for customers out there.

Chairman BARTON. My next question is to both Mr. Dorman and
to Mr. Capellas who represent AT&T and MCI. Is there any dan-
ger, as we go through these mergers, that what we call the long
distance segment of the market becomes non-competitive as you
merge with SBC and as you merge? Do we get to a situation where
we have again created a monopoly of the long distance service and
tﬁat?raises prices? Would you two gentlemen like to comment on
that?

Mr. DORMAN. Sure. I think there has been a profound change in
how long distance is provided. In fact, the wireless industry today
probably is originating as much long distance in the traditional
sense as the wireline, and that shift has been going on dramati-
cally in the last 5 years as more and more consumers select wire-
less as their principle tool for communicating and therefore get
long distance service included. I also believe that the number of
competitors in the wireless base, you know, there are at least,
what, five national competitors in wireless, even after the mergers
have taken place, along with the ongoing competition, as Ed men-
tioned, from cable as well as the incumbent telephone company is
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going to provide a range of choices in long distance that will be su-
perior.

Chairman BARTON. Mr. Capellas?

Mr. CAPELLAS. Well, I mean, I think we have already heard
somebody say unfortunately, you know, long distance is almost now
perceived to be free. So if you really look at what people purchase,
I mean, you—how many teenagers now growing up will actually
never own a landline? They will simply go to wireless. So if you
think about what will happen in the future, the concept of long dis-
tance as a product will cease to exist, whether that is in the con-
sumer market or, frankly, in the business market. Nobody builds
an IP network just to put voice on it. Voice simply becomes a fea-
ture on an advanced network. And that is even before we start to
see, for example, Microsoft fully enabling telephony on the desktop.
So one has to think about long distance as a feature on a network
and telecommunications as an integrated provider of different serv-
ices, and the technology blends it all together that you can’t sepa-
rate them apart. So even the notion of long distance, I think, is
something that is rapidly fading from the vocabulary.

Chairman BARTON. Right. I am old enough to remember when
somebody said you are getting a long distance phone call, that was
a big deal, because it was very expensive. And they were charging
you $1 a minute. So if they said long distance, you ran to the
phone, because it was important. Somebody had died or somebody
had had a baby or something. I mean, it wasn’t a call that hap-
pened every day, so——

Mr. CAPELLAS. And the $1 a minute I can assure you is no
longer——

Chairman BARTON. Yeah. My last question, and my time is ex-
pired, but I want to ask Mr. Forsee a question that I asked in my
office to him yesterday. We are going to a marketplace, and again,
we are very interested in the business—the commercial aspects of
this, but all of us, you know, are retail congressmen. We all get
elected by people. And right now, it is—the market, you have got—
you have broadband connection through the phone line. You have
broadband connection through the cable. At what point do you get
the ability for wireless to go head-to-head into the home with some
sort of a broadband capability so that consumers in their homes
not—have just two choices, but three choices?

Mr. FORSEE. I think—Mr. Chairman, I think those choices are
coming very quickly as we continue to deploy data services into the
traditional voice wireless networks. Those choices are being made
as we speak. We estimate as many as 8 to 10 percent of customers
have already cut the cord for basic voice services, and you could
also assume over time that customers will want the flexibility asso-
ciated with wireless data to become untethered from their DSL
service or from their cable modem. Sprint Nextel will have the op-
portunity. As I indicated, we are deploying now our third genera-
tion wireless data network. And as Tim indicated, as we then have
the opportunity with our 2.5-gigahertz spectrum to consider deploy-
ing a nationwide 2.5 spectrum network, which will really be the
fourth generation. At that point in time, I think you have a poten-
tial viable alternative to fixed data, and at that point in time, cus-
tomers truly will have a choice.
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Chairman BARTON. So although we are going to have fewer com-
panies than we are familiar with, very soon we are going to have
actually more competition, is that safe to say?

Mr. FORSEE. That is the case.

Chairman BARTON. Okay.

My time is expired.

I recognize the ranking member of the subcommittee, Mr. Mar-
key, for 5 minutes.

Mr. MARKEY. I thank you, Mr. Chairman.

Mr. Whitacre and Mr. Seidenberg, you are both acquiring compa-
nies that, under different circumstances might have competed
against you for wireline residential customers. When the govern-
ment created its wireless policy, it created a third, fourth, and fifth
license that was not owned by the two incumbents, and that led to
a plummeting of cell phone bills. The same thing happened when
AT&T was broken up by the government. We saw a plummeting
of long distance rates. Will each of you pledge that residential con-
sumers will not see an increase in their phone service bills as a re-
sult of these mergers?

Mr. WHITACRE. Do you want me to take that one, Ivan?

You know, this merger with AT&T, Congressman Markey, they
are leaving, and announced last July that they are not in the con-
sumer markets, so this is—this merger is going to have no impact
on the consumer marketplace. They are not.

Mr. MARKEY. So you aren’t saying it will not result in an
increase

Mr. WHITACRE. No.

hMl‘;. MARKEY. [continuing] in residential rates? So you are saying
that?

Mr. WHITACRE. They will not. They are not in the business. We
are not acquiring a company that is in the consumer mass market
business.

Mr. MARKEY. So do you pledge not to increase rates to
residential

Mr. WHITACRE. I can’t pledge that forever, but I don’t see any-
thing that would impact that in the, you know, foreseeable future.

Mr. MARKEY. How long is the foreseeable future, in your mind?
How long could you make a pledge for that residential rates would
not go up?

Mr. WHITACRE. Well, you know, I can’t make a pledge for any
specific length of time, but I don’t foresee that happening. There
are still many competitors. There is the wireless company——

Mr. MARKEY. No, I understand that.

Mr. WHITACRE. But I can’t tell you a specific number of days or
months.

Mr. MARKEY. You—and again, looking——

Mr. WHITACRE. But I don’t foresee

Mr. MARKEY. We are looking for years, not days or months.

Mr. WHITACRE. I don’t foresee it in years. I really don’t foresee
it. I think the market forces are such, and there are so many peo-
ple in the business, it probably won’t happen.

Mr. MARKEY. Mr. Seidenberg, would—can you make a pledge
that there will not be an increase in costs for residential con-
sumers?
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Mr. SEIDENBERG. No, sir; but what I can do is be—is tell—ex-
plain the record. In the past 15 years, consumer prices, as far as
we are concerned, have gone down. Technology has driven them
down, and competition has driven them down. If you want to ask
that question, then we need the cable companies at the table. We
need everybody who is providing these services. And I think the
bottom line is we are getting so much innovation in the space, unit
costs are going down and prices have been falling.

Mr. MARKEY. So are you pledging that prices will go down for
consumers, given your analysis of what is happening?

Mr. SEIDENBERG. We are going to pledge to be the best compet-
itor we can, provide the best value to customers, and the market
will take care of the answer, as it has for the past 15 years.

Mr. MARKEY. Well, the best value for consumers is always the
lower price, from the consumer’s perspective. That has happened in
wireless. It has happened in long distance. And it has happened in
residential, and we just don’t want to see, as these two competitors
leave the marketplace, that there is an increase.

Mr. SEIDENBERG. That is a fair point, but now if I can address
that, these two competitors or let us say—just let me mention Mi-
chael, in the consumer space, they have decided to get out of the
business not because of us. It was because of the Internet and——

Mr. MARKEY. No, they have decided to exit because of an FCC
decision that was a petition from the Bells to the FCC. That is why
they are out of the business. They would still be in the business,
and that is the only reason they are leaving this business, from
their earlier testimony before the FCC.

Let me ask a question of Mr. Whitacre and Mr. Seidenberg. I am
going to read to you testimony from another witness before the
committee and ask whether you agree or disagree.

“The open access and interconnection requirements placed on
telephone companies should also be applied to the cable industry.
Furthermore, open interconnection can help ensure that competi-
tion can still thrive, even before customers have access to at least
two ubiquitous competing broadband networks. As the Nation
makes the transition to a system of multiple broadband networks,
competition can be safeguarded if all information providers are
guaranteed access.” Do you each agree with that statement?

Mr. WHITACRE. No, I don’t agree with it.

Mr. MARKEY. Do you agree with that statement, Mr. Seidenberg?

Mr. SEIDENBERG. Well, I agree with Ed.

Mr. MARKEY. You agree with

Mr. SEIDENBERG. Ed, yes.

Mr. MARKEY. —Mr. Whitacre? Okay.

Well, can you guess who that witness was and the year? It was
Dick Notabart, the CEO of Ameritech, February 9, 1994, before
this committee, representing the Bells in terms of their view of
broadband networks. That was a hearing. That bill was about
broadband networks. On the same day, Mr. Seidenberg, you testi-
fied that “all providers of similar services should be treated alike.
Regulations should be based on the service provided, not on the
identity or parentage of the entity providing it.” Do you still agree
with that?
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Mr. SEIDENBERG. That is a very smart statement. That is a very
smart statement.

Mr. MARKEY. Absolutely. Would it differ whether the service was
voice or video?

Mr. SEIDENBERG. Well, you know, I have been testifying before
this committee and you, sir, a long time, and I have always felt
that regulation has focused on the facilities in the physical plant,
and it shouldn’t. It should focus on the service. And in my view,
we should be moving toward treating services provided by different
carriers the same way.

Mr. MARKEY. So let me just conclude, if I may. In my view, asym-
metrical regulation for similar providers is unfair, but we must
keep consumer interests first and foremost, and that means fos-
tering direly needed competition while assuring effective consumer
protection. That will be the test of this committee over the next

ear.

And I thank the witnesses.

Mr. UpTON. We recognize co-chairman of the full committee, Mr.
Bilirakis from Florida.

Mr. BILIRAKIS. Thank you, Mr. Chairman.

I have, I guess, the same question to both Mr. Dorman and Mr.
Capellas. Mr. Dorman, what if the deal with SBC did not happen?
Can you tell us what AT&T’s future would be in a year and in 3
years?

Mr. DORMAN. I think that it has been clear of the—our focus on
the business market was one that we believe that we could con-
tinue to be successful in. While I remain concerned about how the
industry would evolve, we believe that AT&T, after making the de-
cision to exit the consumer market, could serve business customers
globally as a competitor. We didn’t see ourselves going out of busi-
ness, certainly.

Mr. BILIRAKIS. And that would be the case for the foreseeable fu-
ture?

Mr. DoOrRMAN. That is what we believe, yes.

Mr. BILIRAKIS. Mr. Capellas, the same question, really. If the
deal—if MCI was not going to be acquired this year, what would
MCT’s future be in a year and then 3 years?

Mr. CAPELLAS. Well, it is really the same answer and a pretty
much similar business model. I mean, the decision to exit the con-
sumer business, that is one we had made a year ago that was clear.
We were in the process of transforming the company to service
large enterprise and government agencies. We would have techno-
logically consolidated to a common IP core and then started to offer
other services. And the question that we would have faced is how
do we vertically integrate the different services in order to service
our customers, and that would have had to have been done with
different relationships and partnerships, but the answer is quite
similar.

Mr. BIiLIRAKIS. All right. Thank you.

A question for Mr. Whitacre and Mr. Seidenberg. In his prepared
testimony for today’s second panel, Mr. Halpern from Sanford
Bernstein makes the following statement. “Absent consolidation,
the four remaining regional Bells would need to spend between $5
billion and $7 billion in operating and capital expenses over the
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next 5 years to build their credibility and competency serving the
enterprise market.” Do you agree with Mr. Halpern’s assessment,
Mr. Whitacre?

Mr. WHITACRE. Congressman, I do agree with that. In fact, we
have announced for SBC alone those kinds of expenditures. We are
just not in that business to get in it as a huge undertaking. We
are in the process of just beginning that. I must admit not doing
extremely well. So it would take those kind of numbers, if not
more.

Mr. BILIRAKIS. Mr. Dorman? I mean, Mr. Seidenberg?

Mr. SEIDENBERG. And I agree with that. The cost for us to enter
the market would be pretty high.

Mr. BILIRAKIS. Okay. Mr. Whitacre, in the public interest show-
ing filed by SBC and AT&T with the FCC, your company states
that the existence of separate local and long distance companies no
longer benefits consumers, so I think that sort of reflects, I guess,
the bottom line of everything we are doing here. Can you elaborate
on why that is the case?

Mr. WHITACRE. Well, I think probably the clearest example is if
you are a wireless company subscriber, it makes no difference
whether you are local or long distance. A call is a call. Long dis-
tance is essentially free. So it is not differentiated at all if you are
a wireless customer. The revenues from our long distance cus-
tomers, which we finally got in in the last year and a half, 2, 3,
or 4 cents a minute. So it is essentially not a cost anymore. It is
not, as the chairman said, not what it used to be. So long distance
and local, there is no difference, and the cost is the same.

Mr. BiLiRAKIS. Thank you.

Mr. Chairman, I yield back.

Mr. UpTON. Thank you.

We recognize Mr. Boucher for questions.

Mr. BoUCHER. Well, thank you very much, Mr. Chairman.

And I would like to join with you in thanking these witnesses for
their excellent testimony today.

As Mr. Whitacre noted in his testimony, the United States is lag-
ging much of the developed world in terms of broadband deploy-
ment. When you look at the percent of the Internet-using popu-
lation that employs broadband, we are number 11, and we can do
far better.

Can we anticipate that these mergers will give you a financial
incentive to accelerate the deployment of broadband over landlines
and perhaps over your wireless networks as well by utilizing 3G
technologies more rapidly than you would in the absence of these
mergers? Mr. Seidenberg, Mr. Whitacre, and Mr. Forsee.

Mr. WHITACRE. Well, I can go first.

You know, the—broadband has been held back by uncertain reg-
ulations. What did it mean? Did we have to build a network and
then sell it to somebody else at below our cost? Just what were the
rules surrounding it? It is really based on business decisions. Some
of that has been clarified recently, and SBC pronounced—for exam-
ple, has announced Project Light Speed, which puts fiber further
into the network, which enables broadband. But today, we are able
to reach, I believe, about 80 percent of our customers with
broadband, those not out in the rural. Wireless is certainly going
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to take care of that, as Mr. Forsee said earlier, because we are
right on the cusp of using wireless broadband deployment. You
know, even late this year or early next year, I think you will see
that go out and go big time. Cable companies are also in
broadband, so I think we are going to move forward rapidly on
broadband. And I think these mergers will help that a great deal.

Mr. BOUCHER. Mr. Seidenberg?

Mr. SEIDENBERG. Yes, Congressman. As most people know, we
already have a very aggressive program to deploy broadband, both
in our land-based business and in our wireless business. What this
transaction will help us do is take further inefficiencies out of
building advanced platforms, having that traffic and those savings
run over to the rest of our business and give us even more financial
strength. So in the long term, what I think this transaction will do
is make our network investment-based activity more robust in the
long term.

Mr. BOUCHER. Thank you.

Mr. Forsee, do you anticipate your merger with Nextel as having
the effect of encouraging the deployment and perhaps making more
rapid the deployment of 3G technology over your wireless network?

Mr. FORSEE. Congressman, I think that is absolutely the case.
Both Sprint and Nextel have been very aggressive in looking at our
network deployment plans, and this combination will allow the
Nextel users to migrate over time to the CDMA network, and as
we do that, we will be putting in, as I indicated earlier, our third
generation—our DO network. That will move to DO Rev.A, which
will allow the features and function that is on the Nextel network
to be compatible with our CDMA network. And as we do that, cus-
tomers will begin to have choices. Customers will have the choice.
If they want the portable service in their home, whether it is on
802-11 or Y-fi or the benefit of true mobility. With the networks
that we are deploying, customers will be able to make those
choices. And as we indicated, customers are doing that today.

Mr. BoucHER. Okay. Thank you very much.

Contrary to what some have suggested, it appears to me that you
are going to have the capability to compete with each other out of
region should you choose to do so. And the arrival of Voice over
Internet Protocol clearly creates a national market that can be ex-
ploited for the delivery of voice-based telephone service, using the
Internet as the delivery mechanism. Could you, Mr. Seidenberg
and Mr. Whitacre, comment on the extent to which you anticipate
offering a national VoIP service and therefore competing with each
other in voice traffic?

Mr. SEIDENBERG. Well, on this point, I would make the comment
we vigorously compete with both Sprint, Nextel and Cingular
today, so it is—shouldn’t surprise anybody that our businesses
have a history in the wireless side of vigorous competition.

In the enterprise market, which is the one we are talking about
this morning, we already compete. We operate in 80 of the top 125
MSOs around the country, and we are competing as others around
the table are doing the same with use. We have a VoIP service that
we have offered. It is available to customers anywhere in the coun-
try. And I think that my comment on this is that we will pursue
what makes sense in the marketplace as we go forward, but the
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transaction will open our eyes and give us capabilities we never
had before. And once we get the transaction completed, we will be
in a better position to see how quickly we can move in some of
these areas.

Mr. BOUCHER. Thank you.

Mr. Whitacre, any comment?

Mr. WHITACRE. I would have the same answer. We compete vig-
orously now on the wireless side. Ivan and I compete vigorously on
the business side and the Voice-over IP space at the present time.
I am in New York and Boston, and he is in Dallas. He is in San
Antonio, so he is everywhere. He is in too many places, but he is
everywhere. And I think that is—what we are going to see is a nat-
ural extension of that into the consumer-type markets. I don’t
think there is any question there will be more competition, not less.

Mr. BOUCHER. Thank you very much, gentlemen.

Thank you, Mr. Chairman.

Mr. UprON. Thank you.

And I will now recognize myself for 5 minutes.

I appreciate, again, all of your testimony, and I, in reading the
full testimony, Mr. Whitacre, you indicated that the teleco industry
has been critical for domestic economic growth. It amounts to about
3 percent of the U.S. GDP. I noticed in Comm Daily last month,
it says the U.S. telecom industry turned the corner in 2004. Spend-
ing grew from 7.9 percent to $784 billion according to TIA’s 2005
telecom market review and forecast. It said that there was a sig-
nificant improvement from gains of 3.6 percent in 2003, 1.9 percent
in 2002. It goes on to further say that equipment spending saw its
first gain after 3 years of decline, TIA said. Total equipment and
software revenue grew 5.2 percent in 2004 compared to cumulative
declines the previous couple of years.

I am interested in everyone’s thoughts. Where are things going
to go with these three mergers if they come about?

Mr. WHITACRE. Well, to preface that, SBC, which is the only one
I can speak for, has been in a revenue decline, earnings per share
decline, been pretty miserable for Wall Street for 4 or 5 years, los-
ing those kind of customers, obviously. There were some regulatory
changes affecting items. New technology has some impact on this,
but for the last quarter of last year, our revenues were actually
slightly positive for the first time in 4 years. That spending, in my
judgment, will continue to—it has turned positive. It will go up.
For example, we are spending a lot in the fiber markets to build
Project Light Speed. There has been some work in Voice-over IP,
so I think in general, maybe the economy, the technology, and some
of these changes in regulation have had an impact, beginning late
last year, and I think we are going to see a slight upturn in going
forward.

Mr. UpTON. Mr. Dorman, did you want to comment?

Mr. DoORMAN. I think the boom and bust cycle that we have wit-
nessed have certainly impacted the total capital spending in certain
areas, the deployment of national fiber. Networks exceeded all fore-
casts of demand. On the other hand, wireless technology deploy-
ment has grown at pace. Where capital budgets in wireless have
actually expanded, new technologies that Mr. Forsee talked about,
taking on new demands. Those equipment providers in the wireless
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base have actually prospered and grown. In our world today, AT&T
is deploying most of its new capital in the IP area. So we are add-
ing capabilities to go from the traditional circuit-switch networks
of the past, the so-called legacy networks, to the IP networks of the
future, and that is both at a local level for the, if you will, on and
off ramps to the network, as well as in the backbone and globally.
So most of our spending, in terms of new spending, is focused in
that area.

Mr. UPTON. Mr. Seidenberg?

Mr. SEIDENBERG. Yes. I—just to make sure I got the question,
this was a—how much money we will spend on technology?

Mr. UPTON. Yeah, well, it is just—the industry itself-

Mr. SEIDENBERG. Right.

Mr. UPTON. [continuing] has finally turned the corner, so are we
going to continue the upward drift?

Mr. SEIDENBERG. We are big believers in investing in our net-
work. Our wireless company is investing—last year, it invested
$5.5 billion in the business. Our telecom invested over $7 billion.
We are very comfortable with that. I happen to believe that the
more that regulation shapes around the market, the more you will
see more investment. I think the places where we haven’t invested
is where we think regulation has lagged and created, I think, dis-
incentives for investment. I think the events of the last 6 months
give me great hope that, if we are allowed to chase the market, we
are willing to take the risks to make the investments.

Mr. UpTON. Mr. Capellas?

Mr. CAPELLAS. Well, I don’t think there is any question that, you
know, if we just sort of look at the traditional world, virtually all
of the testimony said the traditional world will decline. That is a
fact. We understand it. The more interesting question is, as we
have now set a foundation of all of this IP and technology in the
ground, is the next generation comes, what do we put on top of it?
I mean, one of the things that is powerful about the combinations
we are doing here, we now can offer new kinds of services to the
customers. For example, nocontent delivery systems that are en-
tirely on the network that allow you to move voice or video around.
If you ever watched teenagers do instant messaging, the next gen-
eration of, you know, pure peer-to-peer video and what could that
do for an investment. So I think it is a classic case of the tradi-
tional will decline, the IP and the capability of broadband allows
us to build new services, and now the question is the innovation
of what we build on top of that. So I think you will probably see
investment increase, but it is going to be in spaces we have never
been before. And this new integrated service is why we need to
have some of these combinations happen so that we can go to the
next stage.

Mr. FORSEE. Yes, I agree with Mr. Capellas. I think what we
have had the confidence to do is to continue, excuse me, to deploy
network capital, because at the same time, we are investing in ap-
plications and content to ride on those networks. If you only in-
vested with your know-how in building networks but don’t invest
in innovation to create application to customers where they want
to use the network for, then that path won’t work over time eco-
nomically for investors. So we are very confident in our plans, as
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Sprint and Nextel come together, that that is the path that will
work for us as we invest both in networks but also in applications
that can make those networks work better for consumers and for
business customers.

Mr. UpTON. Mr. Donahue?

Mr. DONAHUE. Mr. Chairman, I don’t think there is any question
about the fact that capital spending in the wireless space, espe-
cially when Sprint and Nextel get together, is going to continue to
increase. If you just look at Nextel, for example, this year, this is
the largest program that we have had since our inception, yet we
are in the process of putting together a merger where we are to get
some capital efficiencies. But the demand is so great that we will
spend $2.6 billion this year alone on expanding the footprint and
expanding just to make sure we have quality for the customer.

In addition to that, if you take a look at fourth generation tech-
nologies, which we are very interested in, you are looking at new
network builds on our 2.5, for example. So my view of the world
is going to meet the demands of the customers, and they are sig-
nificant in the wireless world.

Mr. UproN. Well, I wish I could go on further. My time has ex-
pired. But I appreciate your answers.

I yield to Mr. Engel.

Mr. ENGEL. Thank you very much, Mr. Chairman.

Mr. Seidenberg, I want to read part of your testimony, because
I want to highlight it, because I couldn’t agree with it more when
you say that the recent wave of mergers and acquisitions is simply
the latest phase of a process that began several years ago, the re-
structuring of communications around new technologies and new
markets. And then you continued by saying, “It should be evident
to anyone with a cell phone or an e-mail account that the old dis-
tinction between local and long distance is obsolete, as is the need
for separate companies to provide them. Competing technologies,
cable, wireless, satellite, IP, and wireline, now offer consumers a
wide range of choices for voice, data, and increasingly video.” And
I think that my colleagues should really bear that in mind. There
are a lot of things that we didn’t foresee under the Telecommuni-
cations Act of 1996. Technology created new competition that we
didn’t contemplate. No one thought of VoIP then. That eliminated
a lot of barriers. Long distance is certainly cheaper now than it was
many, many years ago.

So I know you had mentioned some of this before, and by the
way, I also agree with your statement if we want to discuss com-
petition, then cable and wireless should really be at the table as
well. Can you tell us, Mr. Seidenberg, the impact of the Verizon
purchase of MCI, what it will be on consumer prices? I know that
Mr. Markey had sort of asked the question, but I am wondering if
you care to elaborate on it.

Mr. SEIDENBERG. Thank you, Congressman.

Look, I think the result of all of this competition and consolida-
tion has been a restructuring of the industry and a reduction in
prices. When we are asked for a pledge, it is hard to pledge, but
the fact is that the practice in the marketplace is prices have been
coming down. And I am sure, as many members have been sitting
here using their e-mails, no one has sent a local e-mail or a long-
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distance e-mail. You send an e-mail. And so we have an industry
that we can’t spend money to build a business around a local e-
mail or a local—or a long-distance e-mail. So we need to integrate
it. So I think when you build these advanced platforms, just like
you reference and my colleagues here have referenced, you lower
the cost of these services and, in return, you pass that on to con-
sumers in the form of lower prices.

I need to make just one last comment on this.

I don’t think it is—anybody, even the consumer groups, have any
complaint about unit costs going down and the pricing of services
going down. What we shouldn’t confuse is the fact that people use
this a lot more than they did in the past, and so it is possible that
usage is up, but in terms of unit pricing, it is way down from
what—from any historical levels that we have ever seen.

Mr. ENGEL. Thank you.

Mr. Whitacre, would you agree with Mr. Seidenberg’s in the
terms of your own merger with AT&T? And I might also add,
thank you for pointing out in your testimony that Mr. Seidenberg
still has me as a customer.

Mr. SEIDENBERG. I would agree with what Ivan said. I think he
is right on target.

Mr. ENGEL. Let me ask you another question, Mr. Seidenberg.

MCI has one of the most important backbones for the Internet
in the world today, and not only do millions of consumers use it
every minute, but the Federal Government relies on it greatly. I
am wondering if you could tell us Verizon’s plans to maintain and
upgrade the MCI infrastructure.

Mr. SEIDENBERG. Well, in our merger agreement, our document,
we have talked about what we need to do to add some capabilities,
and we have indicated we will do that. Now beyond that, to be per-
fectly honest about it, we haven’t sat down and planned through
this. Until we go through the early stages of the merger approval
process and the DOJ, we will probably pick that up later on. But
one of the most important attractions to us of the entire MCI com-
pany was the exquisite relationships and network they have been
building and the services they have been providing to the Federal
Government for a long time. So it is a very important part of where
we are heading. But we don’t have a specific plan laid out yet.

Mr. ENGEL. Thank you.

Mr. Whitacre, could you answer the same question for SBC and
AT&T’s networks?

Mr. WHITACRE. Well, both have an important part of the Internet
backbone. But that is not all. There are many companies that have
part of the Internet backbone, and my recollection is 5 or 6. And
you would know those names, but nobody has a controlling piece
or even a piece over 10 or 15 percent. But we are certainly not
going to do anything to impact that. We would be looking at it with
an eye to improve it and use it going forward for our business pur-
poses for SBC.

Mr. ENGEL. Thank you.

I see my time is up, Mr. Chairman. Thank you.

Mr. UpTON. Ms. Wilson.

Ms. WILSON. Thank you, Mr. Chairman. I also appreciate your
having this hearing this morning.
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I wanted to start out with a question, if I could, to Mr.
Seidenberg. I saw something, and I know all of us here know that
we only—we don’t believe much of what is reported. I—but I did
see something reported that a member of your company called into
question, and I know—and I also know that folks say things when
merger talks are going on and competing bids that maybe they
shouldn’t have said, but the comment was made that the potential
of a Quest merger with MCI raised national security concerns. And
I wonder if you would elaborate on that or if that was just an error.

Mr. SEIDENBERG. Well, I think that one of our executives did
mention that, and with respect to the capital that is required to
sustain investment going forward, we felt that the Verizon-MCI
transaction would offer superior financing and capital capacity over
a long period of time. So in that context, that is probably what you
are referring to.

Ms. WiLsON. Well, I heard financial concerns, but where does na-
tional security come into this, and I—or is that just a—probably
shouldn’t have put it that way?

Mr. SEIDENBERG. Like I said, I don’t know the exact quote that
you are talking about, but I—in my view, it is national concern, na-
tional security is all part of the mix of services that MCI provides.
Michael is right here. He can help me with that. But the issue is
I think one of the driving factors in our transaction has been
Verizon’s financial capability to continue sustained investment in
the network, including national security services.

Ms. WILSON. If there is something more than this that we need
to talk about off-line, I would certainly like to hear about it, and
I—and both in this capacity on this committee and in other respon-
sibilities that I have. So I don’t know what you are referring to,
and if there is something we need to know, I would like to know
about it, but I don’t see a national security issue here, and I would
like to know about it if there is. And if we need to do that in an-
other place, then we certainly can do so.

I also wanted to ask, concerning the—if I look at where we are
going in consumer wireline as well as the business government
market, it looks to me as though this combination of SBC-AT&T,
Verizon and MCI together, these two new companies will control
about 70 percent of the consumer wireline market and nearly 80
percent of the business government market. So what can we do to
make sure that companies and the—and future users of Internet
Protocol have access to the broadband infrastructure that those
companies now control?

Mr. SEIDENBERG. Well, maybe we could exchange information. I
don’t know those numbers you just mentioned. There is no way the
two of us control 70 percent of the consumer wireline and 80 per-
cent of the other, so

Mr. WHITACRE. I agree with that.

Mr. SEIDENBERG. I mean, it is not even close.

Mr. WHITACRE. Those numbers can’t be correct.

Mr. SEIDENBERG. Right. Right. The—I am sure—Mr. Dorman
and Mr. Capellas are here. They may be able to answer what per-
centage the two of them control of the business market, which I
don’t even think comes to half that. But Congresswoman, I think
the point that I would make is that in the enterprise space, our
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view is there are multiple providers that, even with these two
transactions, these two new companies are still not a dominant
part of the enterprise space.

Ms. WILSON. Does anybody else have an answer that you would
like to share on access to the broadband infrastructure?

I think that is going to be a major issue that Congress may ulti-
mately get involved in. Just for the record, the—this is the data
that I am looking at, and the source of the data is Bernstein re-
search, January 21, 2005. And it is business long-distance, voice,
and data by revenues. And maybe their data is wrong.

Mr. SEIDENBERG. Yeah. They are also recommending the Quest-
MCI deal, also.

Ms. WILSON. I am sorry?

Mr. SEIDENBERG. They are also recommending the Quest-MCI
deal, also.

Ms. WILSON. Well

Mr. SEIDENBERG. So the data might be suspect. Yeah.

Ms. WILSON. You may want to question their data, but you asked
what the source of it was, and that is the source of it.

Thank you, Mr. Chairman.

Chairman BARTON. I thank the gentlelady.

And the gentleman from Texas, Mr. Gonzalez, is recognized for
5 minutes.

Mr. GONZALEZ. Thank you very much, Mr. Chairman.

And the first question would go to Mr. Whitacre. There are, of
course, some citizens back in San Antonio and elsewhere and some
of my colleagues, when they hear the word “merger”, they really
believe that is anti-competition, because, by its very nature, if you
merge something and you have less—or fewer a number of competi-
tors out there. How do you respond to that general mindset that
some people have?

Mr. WHITACRE. Well, in this case, I think it is very clear, in our
acquisition of AT&T, they are not in the business we are in, so it
is not a merger of us buying a business they are in or doing the
same business. We are in totally different businesses. We are ac-
quiring AT&T because we don’t have a network, they do, a global,
international network. We don’t have a Voice-over IP platform.
They do. We don’t have a big base in enterprise customers. They
do. So we are not acquiring something that we both already do. We
are getting new skills from them in an effort to change this indus-
try going forward and make some financial sense out of it. So it is
not getting the same skills.

Mr. GONZALEZ. One thing that we don’t talk about, and I know
we talk about things in a domestic sense, domestic markets, and
again, this question is to Mr. Whitacre, regarding your merger and
any other mergers that you foresee or contemplate regarding inter-
national competition.

Mr. WHITACRE. Well, America needs, I believe, a flagship carrier
that can operate internationally. Nobody does that at this point in
time. We have some interest in Mexico. AT&T is in some places,
but this country certainly needs a global flagship communications
carrier that can operate all over the world. And I think this gives
us the ability to do that. We do not have that now.

Mr. GONZALEZ. Thank you, Mr. Whitacre.
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Mr. Seidenberg, I—because I have almost 3 minutes, but I had
a question for you, because you had indicated—I am new on the
committee, and I know one thing that we have always struggled
with is how we define things and whether the Telecommunications
Act—since it did mention the Internet, but you still have the serv-
ice that is being provided, a rose by any other name would smell
just as sweet, and I think that is what they are saying. It is the
nature of the service that is provided. But let me ask you, Mr. Bar-
ton has already indicated that he is basically going to go with cable
because it provides certain advantages, obviously how they bundle
certain services. What do you foresee in the near future regarding
mergers or otherwise that will allow Mr. Barton, our chairman, to
have some choice as to who provides that bundled service to him?
What can we do or what do you see the industry doing?

Mr. SEIDENBERG. Well, okay—well, thank you for the question.
I think the—assuming Mr. Barton were a customer that we served,
I think that we would be doing a lot of the same things that South-
western Bell is doing, which is providing advanced DSL services
and eventually fiber-based services and offering a choice. I think
one of the—probably the unspoken implications of where the indus-
try is heading is that while we were—while Congressman Markey
was seeking some cap on prices that we would control, cable com-
panies are raising prices. And I think if we invest in these ad-
vanced networks, I think the choice that Chairman Barton would
get would be the fact that we would offer broadband services
through DSL, DSL-like, and fiber-based services over time. We
would also do the same thing—we are doing this. Today, we have
a nationwide wireless broadband service that we call EV-DO, which
is advanced generation, which offers customers up to 700 kilobits
of speed in terms of their services.

So I think all of this technology is leading to choice in the mar-
ketplace.

If I just may make one last point.

Mr. GONZALEZ. Go right ahead.

Mr. SEIDENBERG. Your point about mergers, I think the public,
our surveys would tell us this, is skeptical of mergers until after
they see what companies do. Verizon Wireless is made up of 21
companies that were merged into Verizon Wireless. We have a
great network, national reach. Some of our services are on the po-
dium. And if customers see low-price, high-quality, they like the
merger. And I think our record, across our industry, has been we
have done mergers very well.

Mr. GONZALEZ. Thank you.

I yield back.

Chairman BARTON. I thank the gentleman.

And we go to the other gentleman from Texas, Dr. Burgess.

Mr. BURGESS. I thank the chairman, and I thank the panel mem-
bers for being at this hearing. I won’t ask you to take any pledges.

Mr. Seidenberg, I am privileged to represent the town of Keller,
Texas in the 26th Congressional District, and I am very pleased
about the fiber to premises technology project that Verizon has un-
dertaken in this community. In Keller, Verizon has already rolled
out this technology, and it has been very well received. Can you tell
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me about how this purchase of MCI will expand the deployment of
your new fiber technology?

Mr. SEIDENBERG. Well, it is a—thank you, sir. And we are very
excited about the activity in Keller, Texas. And in that case, we are
competing directly with Charter Communication, who is the cable
company there. It is an indirect benefit. This transaction will
strengthen our approach in the enterprise market. We will get
synergies and savings across our national backbone network. As Ed
said, we will avoid having to spend money to build our way into
the enterprise market, and therefore, we will have more resources
available to us to do the kind of thing we are doing in Keller.

Mr. BURGESS. Thank you.

One of the critical benefits of the transaction of the proposed
merger between yourself and MCI remains—that MCI remain a
stable provider of the telecommunication services. Being concerned
about MCT’s ability to continue to provide services to the govern-
ment, can you elaborate—and perhaps Mr. Capellas can also weigh
in on this, can you elaborate on how this transaction helps the gov-
ernment as a consumer of telecommunication services?

Mr. SEIDENBERG. May I defer to Michael on this one?

Mr. BURGESS. Yes, sir.

Mr. CAPELLAS. There are a couple of things that, you know, you
sort of—at—when we look at the merger, I always like to start;
what are the customer requirements, because then it helps to suit
customer requirements. Over the coming period of the last two
major bids we have seen from large government enterprises, and
the next three that we are coming up, they are demanding that
wireless be part of the overall bid. Wireless, whether it is the deliv-
ery of a handset or whether it is the delivery of broadband wireless
to be able to do the application, the end customer doesn’t want to
stitch together an IP network, a wireless strategy, wireless
handsets, wireless broadband, and local access. To the end cus-
tomer, they can’t tell it apart, and so we are now seeing, as a re-
quirement of most big bids, to be able to do bid wireless with it.
We don’t have a wireless capability. So in order to bid those, we
would either have to stitch together a partnership or not bid. So
quite frankly, when we look at what our customers are asking for,
they are asking embed the local, make it transparent, include wire-
less, do end-to-end security. For example, on an integrated net-
work, you can trace security all of the way from the point of entry
all of the way through, which is hugely important for customers
like DOD and certain agencies. So it makes a more secure network,
allows us to bundle wireless, allows us to integrate local with the
IP backbone, and allows us to put on the next generation applica-
tion. So at the end of the day, you know, if you look at government
requirements, it is the natural definition of why we are doing this.

Mr. BURGESS. Thank you.

Mr. Forsee, if I could, I get a question from constituents all of
the time, and I don’t have an answer for it. But why is it that it
is so hard to text message on Sprint equipment? I have a Sprint
phone myself that I use, and my son can text message me. I am
amazed that youngsters today can carry on a conversation with you
face to face and at the same time be typing in a text message with
their thumb. They are truly taking multi-tasking to the next level.
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But I can not communicate with my child, because I have a Sprint
phone and he has a Verizon phone.

Mr. FORSEE. It should be getting better and better all of the
time, Mr. Congressman. We, obviously, over time, have picked our
spots in terms of where we made our technology investment in the
devices and in the applications. Text message is one that, in the
past 6 months, we have come up with some new capabilities that
we have put into our newer devices. And so again, that service is
one that is very important to us. We certainly have seen the trends
develop in this country and around the world, and have been on
top of that issue in terms of—related to what our customers want.
That service is getting better as we speak.

Mr. BURGESS. Thank you.

In my remaining time, Mr. Capellas, I just—it is not really a
question. It is more of a comment. [—taking off from what you said
from point-to-point security, I am excited by that. I think that is
so important. I, of course, carry a Verizon blackberry device with
me wherever I go and can be instantly notified if a chairman is
having an event later in the day that I probably ought to attend.
But as a former physician, I can’t help but think that heart failure
patients could be wired in—their scales could be wired into their
blackberry so when their weight went up on Thursday afternoon,
they could be called into their doctor’s office for an adjustment of
medication rather than an emergency room visit on Friday night
and admission to the ICU. So it is tremendously powerful tech-
nology, and if we can ensure the security so that people can be con-
fident about it, I think that is a—the potential for saving money
down the road is almost limitless.

Mr. CAPELLAS. And it would be interesting if we have this con-
versation in 5 years and we think about communications. We will
be talking about sensors and their relationship, sensors you will ei-
ther wear or the different sensors that will be in the car. We will
actually be talking about the relationship of how the sensors pass
data seamlessly to a core engine. And so we may be having a com-
pletely different discussion, but you know, it is rethinking what
communications is and why I think we are all here today.

Mr. BURGESS. That is correct. Our belts that we wear may say
“Intel inside” in the future.

I will yield back.

Mr. PICKERING [presiding]. Ms. Eshoo.

Ms. EsHOO. Thank you, Mr. Chairman.

I want to thank all of the witnesses for really being outstanding.
I think that this has been an enlightening hearing, which is what
hearings are supposed to be all about. And Mr. Capellas, I think
that you could offer a very successful class on Telecommunications
101 for all Members of Congress. So maybe we could sign you up
for that in the future.

I just want to touch on two questions. I am going to read my
questions and then have you respond to them.

Many of the intermodal competitors that are being touted depend
on access to the Internet backbones over which you now have sub-
stantial control. This is to SBC and Verizon. How can we ensure
that these competitors are not excluded or given inferior access to
this critical infrastructure? And I ask this because my recollection
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is that SBC opposed the MCI Worldcomm and Sprint Worldcomm
mergers on this basis.

And my second question: SBC has successfully partnered with
Yahoo to offer DSL service, and Verizon has a similar arrangement
with Microsoft. As the number of broadband and DSL providers di-
minish, how do we protect the open nature of the Internet and en-
sure that smaller providers of Internet content and web services
are not blocked out of the market?

Mr. WHITACRE. Well, I will try those two.

Your first one, I think, is how can you be assured that inter-
modal competition will remain where nobody is blocked from access
to the network. I think it is pretty plain that that is not going to
happen. First of all, if SBC is successful in this acquisition, and I
suspect this is true for Verizon, there are many other providers,
but we are not going to do that. I mean, the law is pretty clear on
access. It is pretty clear that people can have access to it and under
what conditions. Plus, there are many other providers. And in Cali-
fornia, for example, we have competitors like Cox Cable, who have
been hugely successful against us and done very well. There is no
chance they will be blocked from the network. They have many al-
ternate ways to go. There are many providers of that service. I
think the laws are pretty clear, and so they are not going to be de-
nied that. That is not going to happen. It is not even a factor.

The second thing is, on Yahoo, for example, and thank you for
recognizing that, it has been very successful—there are ways and
there will be ways, and I think that is covered today and covered
very well about what is required to have access to that for ISPs or
whoever wants to be accessed or have access on the Internet, and
that is not going to change either. Nobody is going to be denied a
path on the Internet.

Mr. SEIDENBERG. Given that Ed is the—I would never say any-
thing different. I will agree. Just let me add two quick things.

On the first point, remember, we are one of the biggest users of
Internet traffic on their network. So if you want a policeman to
worry about if he is going to stay in line, it is us.

Ms. EsHO00. Good.

Mr. SEIDENBERG. And he is the same way with us. So I don’t
think there is any issue with respect to this Internet traffic issue,
because I know it is couched in terms of big and little, but every-
body uses the Internet in the same way, and so there is a clear
benchmark to make sure that there is open access on the things
that you mentioned.

With respect to the other question, maybe I didn’t understand it,
but I think it is the marketplace reaction will be just the opposite.
The more we put fiber-based solutions and increase the bandwidth,
the more content providers are going to be able to provide services
and applications over a network, and we see this in wireless. We
have over 500 application providers providing content over our net-
work. And as the experience that SBC has with Yahoo and we have
with Microsoft, we even build greater bandwidth. And then you will
see IP TV, and you will see all sorts of other kinds of things. So
I think the more bandwidth, you lower the entry barrier for content
people to provide services.

Ms. EsHOO. Thank you very much, Mr. Chairman. I yield back.
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Mr. PICKERING. Thank you.

Mr. Murphy.

Mr. MUrPHY. Thank you, Mr. Chairman.

Mr. Seidenberg, I want to address this one to you and actually
have other panel members respond, too, because what we are deal-
ing with here is an issue of competition and a concern that so few
companies will dominate the market and what it will really do to
affect services.

We have seen the market begin to consolidate around one plat-
form that provides voice, video, and data, however many consumers
who reside in rural areas are not afforded access to broadband at
this time. In several instances, municipalities have taken proactive
steps to build their own networks and thus provide broadband to
their residents. In Pennsylvania, for example, this happened in
Kutztown, and Verizon mustered its full force to ensure legislation
occurred—was passed that prevented such independent network
building. And similar issues have occurred in many other States.

Now I fully understand, having met the Pennsylvania Senator
before. There are inherit inequities when a municipality sets up its
own network, namely, they don’t have to comply with the same reg-
ulations. They can raise capital via bond issues, and then use them
over your wires. That is a whole different setup there. However,
the bottom line is that a lot of these consumers feel they are being
left out of the system. So now before me, I see three potential com-
panies that have the potential to really dominate the entire mar-
ket. And so I want to ask what assurances do you provide that in-
novation, price competition, and coverage will actually improve
with such a dominance in the marketplace of a couple companies?

Mr. CAPELLAS. I don’t quite know how to answer that question,
but I think—I have to start with the premise of the question, which
is I don’t think we are as concentrated as some have said this
morning. I think we are big. I would agree with that. But in the
markets that we participate in, we are not the only players. If you
can go to—in the State of Pennsylvania, there are 50 C-lex oper-
ating, at least. In the rural areas, we have satellite TV providers.
We have all sorts of other carriers that are operating in the mar-
ketplace. So I think what guarantees high-quality, low-price is ro-
bust competition. And I believe that if you think about all of the
substitutable forms of services that we have talked about this
morning, consumers every place in the country have more choices
today than they have ever had before, and I am confident that, to
your question, innovation will continue to drive prices down and
you will continue to see higher quality services. I mean, we have
had lots of consolidation in wireless, and yet we have had prices
lower and we have had quality go up. And you will see the same
thing occur with advance platform networks in the enterprise space
and in the consumer space.

Mr. MurpHY. Well, certainly my rural constituents are concerned
that they feel that they have been left out of things, and I under-
stand how the size of a company can help fund innovation, which
would drive down prices, but it is an issue that I certainly want
to go on the record of raising with all of you that it is also an issue
that competition also helps drive down prices. And there is a con-
cern that there is this huge market dominance here. And I would
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just like to know from some of you how you can assure us that
competition will still exist when you have so few companies control-
ling the market.

Mr. WHITACRE. Well, I think—as Ivan said, I think there are
going to be more companies, not fewer. And I know in Texas, for
example, there must be 100 C-lex. The cable companies are—have
now entered the business, the satellite companies, the wireless
companies. The wireless companies are on the verge of offering
broadband to customers in rural areas, and they can reach them
easier than the wireline company can. But in terms of total com-
petitors, I think there is more, not less. There is going to be more.

Mr. MurpPHY. Mr. Dorman.

Mr. DORMAN. I would just add that I think one of the things that
is hard to grasp is that as broadband technologies are deployed,
whether it be cable modem or DSL or fiber into the home or EV-
DO Rev.A whatever in the wireless world, all of these high-capacity
technologies will be able to serve all of the applications that we
have traditionally thought of as simply the domain of the telephone
company, particularly with voice. And frankly, the comment Mr.
Capellas made about long distance really applies to all voice serv-
ice. It is indistinguishable to the user, in most cases, what network
they are using as their voice passes through. We haven’t talked
about companies like Skype and some of the newer pure Internet-
based communications providers. This is a company that was in
Astonia that is now exporting technology that can be loaded on any
PC. And I suspect that the definition problems are still plaguing
us. I believe that there are going to be lots of choices for high-ca-
pacity service, even in rural communities, as wireless evolves. I
think wireless is very important. The idea that we are going to rely
on a copper wire only in the rural communities is not economically
sustainable.

Mr. MURPHY. I appreciate that. I appreciate you getting your
comments in the record regarding this, because it is an issue that
is raised by my constituents. And I also know that much of these
things to make sure we have assured competition, which will drive
innovation, is going to be addressed in the telecomm bill that,
hopefully, this committee will get out soon. And I am sure all of
you will have valuable input on that, too.

Thank you, Mr. Chairman.

Mr. PICKERING. Thank you.

Ms. Baldwin.

Ms. BALDWIN. Thank you, Mr. Chairman. And I also want to join
in thanking our panel.

What is really exciting is that the convergence of these tech-
nologies are providing consumers with new ways to communicate.
I want to follow down a similar angle as our previous questioner,
because it is increasingly clear that, to be off the information su-
perhighway is to really be left out and left behind. It leads me to
a series of related questions.

As we saw historically with electrification and wireline telephone
service, not all areas of our country provided sufficient economic in-
centive to attract service at anywhere close to an affordable cost.
And that appears to be the case still today with some of these tech-
nologies, and particularly, as we have drawn attention to, in rural



62

areas. Assuming you agree, and feel free to point out if you do not
agree with that, my question is specifically where do you expect to
see these gaps in coverage and access closed, the good news, and
the bad news, where do you expect to see them persist? And if you
want to follow up with plans you would have to build out or invest
to those areas where you expect the gaps to persist. I will throw
it open to whoever wants to jump in.

Mr. Whitacre?

Mr. WHITACRE. Well, I will start that, Ms. Baldwin.

I think if we were having this conversation a year from now, you
wouldn’t be so concerned, because I think in the rural areas, for ex-
ample, while we don’t have broadband to all of them now, it is
quickly coming. And we have certainly moved our broadband offer-
ings closer to the rural areas, and we will continue to do that. But
wireless is sitting there very close, and it covers all of the United
States. Wireless is going to be able to offer broadband capability to
all of those rural areas, and I think that happens rather quickly.
So I think while you are—you have a right to be concerned, and
you should, I think we are right on the edge of technology changing
that, as well as, in our case, extending the fiber further out. And
the technology is changing on the wireline side, too, where it is now
possible to offer customers our DSL service further out than we
have ever been able to do it. It is a matter of technology. It is not
wanting to do it. So I think it is about to happen.

Mr. SEIDENBERG. Well, I agree. I—just to make you comfortable,
it—you know most of these statistics, but you know, the cable com-
panies pass almost 90 percent of all of the homes or DSL services
pass 80 to 85 percent of all of the homes. Statistics will show that
85 percent of all teenagers use cell phones, and they don’t distin-
guish between city and rural. There is this universal service fund
issue that is working in the background.

Mr. BALDWIN. That is my next question.

Mr. SEIDENBERG. Yeah, well, I had a feeling you were setting us
up for that.

So I think, you know, from my perspective, the—if it is targeted
correctly and if it is applied in the right way to the people who
need it, it is something that we have always been willing to partici-
pate in. I think the issue with universal service is—that sometimes
the disease—the cure is worse than the disease, so we have to just
be careful that we don’t take this beyond the point. But where
there are legitimate gaps, it is something we will work with on
making sure we have it.

Ms. BALDWIN. Well, let me jump right in with the universal serv-
ice fund question.

If we recognize the need to ensure broader access and to advance
telecommunication services, obviously the need for the USF will be
larger than ever. If we don’t expand the source of funding beyond
traditional wireline services, I suspect we will have insufficient
funds. So I would like to hear your suggestions for how we should
fund the USF in the future and how we determine its scope.

Mr. SEIDENBERG. Well, you know, we have been trying to fix this
for a long time. We have never gotten this right, but I think there
are a couple of principles here. First, I don’t know that we have
ever gotten agreement and how—as to how big it needs to be. So
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I think as we look at all of the deployment of all of these services
and technologies, we need to find a way to take off the table those
places that are really getting the choices that are necessary and
then focus on what is left. And then the principle on what is left
is everybody plays, not just one group of carriers. And we shouldn’t
be administering this through, for example, State commissions or
the FCC. It needs to apply to a broader set of players, and I sus-
pect in the long term that is one of the things Congress probably
should address.

Mr. DORMAN. I would just add that since 1999, AT&T has paid
about $9.5 billion into the universal service fund, and that is about
30-some-odd percent of the total. With the acquisition of AT&T,
MCI, SBC, and Verizon will become the biggest payers, or even
larger payers into the fund. And so I would agree. Everyone pay-
ing, regardless of mode, is very important. As we have said repeat-
edly here today, convergence of capability and substitutes is clear,
having the old wireline long distance regime bearing most of the
cost is not sustainable. So whether it be VoIP, wireless, all of the
other different forms, this is long overdue in terms of funding re-
form and that is, I think Mr. Seidenberg said, I couldn’t agree
more. What is it we are trying to fund is also very important.

Mr. FORSEE. Let me just add quickly. Sprint today is the only
company that owns assets across local access lines, across long dis-
tance, and across wireless, and I think our perspective on this has
been that universal service fund and intercarrier compensation
need to be joined, because those two are economic issues that have
impacted, you know, what has been going on in our industry across
those three sectors. The technology has changed. The basis of com-
petition has changed, and those two issues need to be vectored to-
gether to recognize what has changed, and I agree with the com-
ments of my colleagues here.

Mr. PICKERING. Thank you.

Mr. Terry.

Mr. TERRY. Thank you.

I—just to get on the record, then, on the universal service fund,
I, too, wanted to ask questions—first of all, I agree with your prin-
ciples. I think that absolutely has to be our starting point. As I
have tried to work through the principles to details, that is where
the problems come in. But we will continue to work.

But I received a letter from Grange today that has expressed
concerns that these mergers will reduce your payments into uni-
versal service fund, or at least that is what they are insinuating
in this letter. I don’t know if a merger particularly sets up a reduc-
tion in funds to the universal service fund. Will it or will it not?
Mr. Whitacre and Ivan, either one of you?

Mr. SEIDENBERG. To be honest with you, the States that I deal
with always figure a way around whatever it is they think they
need, so I don’t think the mergers themselves create any change.
But I think what Dave said is right. When you have fewer compa-
nies, we scream louder if we are the sole supporter of the system.
So I think what we need to finally grapple with is changing the
system so we can serve those people and those communities that
need it and do it in a way that is equitable.
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Mr. TERRY. I agree with the principle, but the—I am focusing on
whether there will be a reduction in revenue in the universal serv-
ice fund by the——

Mr. SEIDENBERG. I would be happy to get back to you. I don’t
know that the transaction creates a mathematical change. I
don’t

Mr. TERRY. Well, they don’t set it out in the letter, but——

Mr. WHITACRE. I don’t think so, Mr. Terry. I don’t think there
is any change

Mr. TERRY. All right.

Mr. WHITACRE. [continuing] as a result of this.

Mr. TERRY. Speaking—Mr. Seidenberg, speaking—oh, okay, Mr.
Dorman.

Mr. DORMAN. The fund is based on interstate revenues, and so
that is not going to change, you know, based on they are what they
are.

Mr. TERRY. Yeah.

Mr. Seidenberg, you had mentioned the States. My staff meeting
yesterday, we entered into kind of a discussion about what it takes
to go through a merger like this. What entities are involved in
signing off or express approval. FCC maybe DOJ. Do the States get
involved in this process?

Mr. SEIDENBERG. The States do.

Mr. TERRY. Mr. Whitacre is already going through it, I assume,
and Mr. Seidenberg and MCI will be entering that phase.

Mr. SEIDENBERG. Yeah, we are—I think—I won’t speak for them,
but we will be filing very shortly in a lot of States that—and the
genesis of it is we are seeking to transfer a 214 license or a public
convenience certificate in the State, and therefore, the States feel
they have some sort of a—they have jurisdiction over it in some
place—some States don’t. But in our previous mergers, we have
had to achieve approvals in—between 30 and 35 States in addition
to the Washington agencies that normally oversee these things.

Mr. TERRY. Wow.

Mr. SEIDENBERG. We have——

Mr. TERRY. So even those States that just have the wireless, you
will still have to—those——

Mr. WHITACRE. No, what is in their State law, vis-a-vis their
oversight of a merger, we have already filed in, I think, 28 States.
I think that is all. But we also have to file in foreign countries.
Don’t forget that.

Mr. TERrRY. Well, that is interesting. The—would Verizon have
to?

Mr. SEIDENBERG. Well, sure. Sure. It operates globally, abso-
lutely.

Mr. WHITACRE. It is not an easy process.

Mr. TERRY. No, I wouldn’t expect that. For—with Verizon-MCI,
would it be about 30 or 35 States? Don’t you do business with more
States than that?

Mr. SEIDENBERG. Yeah, I—not every State requires it. My attor-
neys are here scrambling around trying to figure it out, but I think
the answer is somewhere in the 20’s

Mr. TERRY. Interesting.
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Mr. SEIDENBERG. [continuing] is the number of States we will file
in.

Mr. TERRY. What is the length of time estimate that it would
take to get 20-some States and Federal and foreign governments to
sign off?

Mr. SEIDENBERG. Well—

Mr. WHITACRE. Years.

Mr. SEIDENBERG. A year, that is exactly right.

Mr. WHITACRE. Yes, year is a good guess. 12 months.

Mr. TERRY. All right.

In my last 1 minute, I am going to ask a question by one of my
colleagues. I think this is a follow-up to Heather’s. After the merg-
ers, approximately what percentage of the Nation’s Internet infra-
structure facilities will be under the control of SBC-AT&T and
Verizon-MCI?

Mr. WHITACRE. Okay. You answered that.

Mr. DORMAN. Based on publicly available data, the market share
of Internet service providers suggests that currently AT&T and
MCI both have somewhere in the range of 15 to 16 percent of cur-
rent Internet traffic, and Verizon and SBC are not in the top 10
in terms of backbone traffic today. So in the case of SBC-AT&T, we
would see our market share somewhere in the range of 15 to 18
percent of Internet traffic today. In fact, if you look at the two of
us at approximately 30 percent, the other 70 percent is in the
hands of about 30 different competitors.

Mr. CAPELLAS. And that is today. I just certainly agree with
Dave, but then you start streaming video. What is a video? A thou-
sand fold of phone calls over the Internet. Where do those numbers
go when you start streaming video across it? I am not sure how we
answer the question in a year, to be honest with you, as fast as
things are changing on the delivery.

Mr. TERRY. Thank you.

Mr. RADANOVICH. Mr. Stupak.

Mr. StupAK. Well, I thank you, Mr. Chairman.

Like Mr. Terry, we have worked on the universal service fund
and trying to distribute it to the States in a more equitable way.
But universal service fund, the mergers really should not affect the
amount of money going in universal service fund, but rather the
technologies. Isn’t as you use technologies where you don’t have to
make the wire connections, that really determined—that is why
there has been a loss in the universal service fund, isn’t that cor-
rect? I see a lot of heads nodding and

Mr. SEIDENBERG. That is true.

Mr. StUuPAK. That is true? Okay.

Mr. Capellas and Mr. Dorman, let me ask you this question, if
I can. I indicated in my opening statement that Michigan has
reaped the benefits of the competition. In a 5-year period, there
was a steady and continued growth in the percentage share where
the competitive local exchange carrier lines in Michigan from 4 per-
cent in 1999 to 26.5 percent in 2003. Can you explain why you
were able to compete in Michigan and how that competition bene-
fited my constituents and consumers? And what effect did the re-
cent FCC and court decisions have on your ability to grow competi-
tively in Michigan and other States?
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Mr. DORMAN. Well, the mechanism that we use is no longer going
to be available, so

Mr. STUPAK. Because of the FCC and court ruling?

Mr. DoOrRMAN. Right. Basically the construction of the rules
around the platform went to court multiple times. They were re-
manded multiple times. And in the end, the FCC’s construction of
the rules to meet the requirements of the court have fundamentally
changed that. I—looking beyond it, it would be my view that wire-
less competition and cable-based competition, as well as Voice-over
IP competition, have rapidly emerged as a substitute for what that
was offering. While it did uniquely affect, I think, AT&T and MCI
as competitors, those are technologies certainly that the new com-
bined Sprint Nextel in the wireless area will be competing for resi-
dential customers with. So I think that what we have seen is while
we were all arguing about the shape of the playing field and
wireline the last 9 years through these repeated appeals and litiga-
tion, a whole new set of fields had evolved, and customers are tak-
ing advantage of it. And that is the—I think the simple fact of
where we are today.

Mr. STUuPAK. Mr. Capellas, do you want to add anything?

Mr. CaPELLAS. No, I wouldn’t have much to add to that other
than I certainly agree with Dave. It was the perfect storm of cable
delivery plus wireless plus changing the regulatory world that all,
you know, just worked against the economics.

Mr. STUPAK. And Mr. Whitacre, let me ask you this. SBC tried
to sell their entire Upper Peninsula of Michigan system last year.
And it seems to be indicative of a trend that—to sell off rural ex-
changes. At the same time, the Bells are pursuing deregulation in
the States. The Bells have entered into a regulatory compact with
the States in exchange for service territory and an opportunity to
earn a fair return. They must agree to serve anyone who can pay.
It is an obligation to serve all comers. What assurances can you
give us that if you get the deregulation you are looking for from
the States or from the Federal Government that you will stay in
rural areas, areas that are more costly and have fewer customers?

Mr. WHITACRE. I don’t know where you got your information, Mr.
Stupak. We, from time to time, try to value the market of that, but
we never negotiated nor tried to sell the Upper Peninsula, never
got in serious negotiations with anybody.

Mr. StuPAK. Well

Mr. WHITACRE. We are the carrier of last resort.

Mr. STUPAK. Sure.

Mr. WHITACRE. We have a geographical territory. We are, obvi-
ously, obligated to serve, and we will continue to uphold that. We
intend to stand by—behind that.

Mr. StupPAK. I will be happy to send you those articles where it
indicated you were trying to sell the Upper Peninsula.

Mr. WHITACRE. I read those articles, too, but as somebody said
earlier, you don’t believe everything you read.

Mr. StupAK. Well, I will agree with you, that is why I am glad
to see you answer my question, but having been up there for a
number of years and seeing how—that much like when you were
doing pronto, you—SBC was going to do pronto, everywhere in
Michigan but the Upper Peninsula, so that was my concern. I hate
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to see services be offered—but in areas which are rural, or even
inner city areas, which may be under-served areas in the cities,
they are just sort of skipped over for new technologies and that.
And that is what we are trying to protect against as these mergers
go through.

Mr. WHITACRE. And I would like to talk to you, if you are agree-
able, off-line about some of the regulatory circumstances.

Mr. STUPAK. Sure.

But if we are now talking about intermodal competition, I think
we need to recognize the realities of rural America. In my District,
wireless coverage is spotty, at best. And now there will be further
consolidation into wireless service. And in addition to the fact that
Verizon owns Verizon Wireless and SBC and Bell South owns
Cingular, VoIP requires broadband deployment. Cable is not an op-
tion for many of my northern Michigan constituents. How do we
ensure that rural America, again, is not left behind or, as I said
in my opening statement, that the gap doesn’t widen, the tech-
nology gap? I want to make sure that when we have less of—what
less company is doing wireless in this?

Mr. WHITACRE. Well, do you want to answer that, Ivan, for
Verizon Wireless?

Mr. SEIDENBERG. Sure. I will—if I might answer that a little dif-
ferently. I think in the case that you mentioned, having fewer com-
panies in wireless will get you better service, because the problem
that we have had in the past is we have had six, eight, nine car-
riers operating in markets. The market can’t support that number
of players, and therefore people don’t have the capital to deploy in
far regions of the country. We know that every year we keep add-
ing more towers, more coverage every place we go. And what we
find, by the way, here is the good news, the people in rural areas
talk just as much on the phone as anybody else, so it is a great
market for us. And I think it is the financial capacity we need to
make sure we serve those markets. And it is the same thing in
broadband. You have got to get a tipping point where you can start
to deploy further and further out into the rural communities.

Mr. STUPAK. Yeah, I agree with everything you said except when
it comes down to the fact, okay, from the—deployed broadband in
the Upper Peninsula. I need more towers, and therefore, while they
talk just as much on the phone, I can take that same money and
I can go to an area, like Green Bay, Wisconsin, just south of me,
which has more people and where I get the best return on my dol-
lar. It is not the rural areas, it is more in the urban areas. While
there may be less wireless competitors, you are still going to go to
the place where you get the greatest return on that dollar. And un-
fortunately, because of the sparseness of the population in the
Upper Peninsula, 312,000 people, I don’t see anyone coming there.

Mr. SEIDENBERG. Well, this is a chicken and egg problem. I
mean, we all have these areas.

Mr. STUPAK. Sure.

Mr. SEIDENBERG. I get——

Mr. StuPAK. I don’t want to be the chicken or the egg. I just
want to get service.
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Mr. SEIDENBERG. I think the answer is coverage is getting better
every year, and with fewer companies, there is no question that
you will see better coverage every year.

Mr. STUPAK. Thank you, Mr. Chairman.

Mr. RADANOVICH. Thank you.

Ms. Blackburn.

Ms. BLACKBURN. Thank you, Mr. Chairman.

I want to thank our panel. As you all can tell, by the time you
get to me, you are getting to—your time is about over, getting to
the end of the line, but we do thank you for your patience. We
thank you for your frankness and for being here to talk with us.
We certainly appreciate that. And it is fascinating to listen to you
as you talk about competition and the convergence of the tech-
nologies. And they are all things we should think through, not only
as it relates to the mergers that you are discussing, but also as it
relates to the telecom bill and for the lifespan of that bill as we
look at the reauthorization and the speed with which the tech-
nologies that you all deal with every day are changing. Mr.
Capellas, I enjoyed the fact that you used the term “everything
over IP.” And as we do consider the way we are moving in wireless
technology, that is certainly something that we—it behooves us to
be mindful of such.

Mr. Dorman, I do have a question that I would like to talk with
you about. With—we have heard some about R&D and the next
thing coming down in the everything over IP, and then you all
touched on but really didn’t discuss very much, more or less, the
cost and the impact of government regulations and compliance
costs on your businesses. And as you look at a merger, I wish you
would just briefly speak to what you think will be an adjustment
or an increase or a decrease in your compliance cost, and do you
anticipate this—that that will assist you and help you with what
is available for R&D and how you are planning for that?

Mr. DoRMAN. Well, compliance covers a lot of ground. Certainly,
in the current world, we are all focusing on Sarbanes-Oxley 404
compliance certification process. That has taken an enormous
amount of time, effort, and money. As a combined company, pre-
suming that both SBC and AT&T are compliant, we won’t be pay-
ing for that money twice through separate processes. And the con-
text of regulatory compliance, we do have to file in some States for
service provision different ways. You know, today, the state of de-
regulation differs greatly State by State and at the Federal level.
And as you know, we have witnessed a fairly significant power
struggle between States and Federal regulators over the jurisdic-
tion of things like Voice-over IP. All of those things have costs. And
to the extent that we can’t adequately predict them or understand
them, it adds to the risk profile and, frankly, dissuades further in-
vestment waiting for clarification. Some people may be so bold as
to build ahead of knowing the answer. I can tell you that over the
last 6 years in telecom, many people who did that paid a huge price
as things changed or evolved or were clarified. It would be my hope
that, as new telecom legislation is contemplated, that we would
look carefully at the last 10 years and say should we debate wheth-
er the telecom act failed or succeeded may be interesting histori-
cally, but where we are today, in my view, is the writers of the Act
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can say for whatever set of reasons, we now have competition
across multiple modes. People have more choice. There is a lower
price. There has been a huge impact on the incumbent businesses,
as Mr. Whitacre said, and job loss, a boom and bust cycle of invest-
ment. But I do think we are at a point now where we can look at
this industry going forward in all forums and say this should be
a healthy, vibrant industry that can grow at the rate of GDP or be-
yond, because it serves the needs to so many constituents: cus-
tomers, governments, consumers, and businesses alike.

And I would just like to say that hopefully we are going into an
era of much less regulation and much more market managed com-
petition than more compliance.

Ms. BLACKBURN. Thank you, sir. My hope would be that we
would be moving toward something that is free market oriented
and that we do our part to be certain that you all stay vibrant,
American companies. You did reference some of the international
competition as we look at wireless and other forms.

Mr. Seidenberg, very quickly for you, I represent Fort Campbell.
That is located in Montgomery County, Tennessee. I have had the
opportunity to meet with some of those folks and to do a little bit
of training with our troops as they are getting ready to re-deploy.
You all have a lot of contracts, government contracts. If you will,
just speak very briefly to the impact that the merger would have
on our military operations, both here and as our troops are de-
ployed.

Mr. SEIDENBERG. Well, I think we would look to increase our
penetration of services to military and to use the vast resources
available to the two companies to do as much as we can, like we
always have.

Ms. BLACKBURN. Thank you.

I appreciate that, Mr. Chairman. I yield back.

Chairman BARTON. Thank you. The very patient gentlelady from
California, Ms. Solis, is recognized for 5 minutes.

Ms. SoLis. Thank you very much, Mr. Chairman.

I want to change the subject a little bit and address my question
to Mr. Whitacre from SBC. And you talk—when we talk about
mergers, we don’t often talk about the human resource potential
there. And my understanding is that if this merger takes place be-
tween yourself and AT&T, that we are looking at a job loss of about
12,000 employees before the merger and 13,000 after. That is a
total of 25,000 jobs, a large number, to say the least. And during
your testimony, you spoke of the benefits you believe the merger
will generate. With the job losses over 25,000, and most of them
from highly skilled individuals, my question to you is who, then,
is reaping the benefits here? And is it difficult then—or for me it
is a little difficult to believe that it would be for—benefits for the
employees and the consumers. And this is a big issue for many of
us, because my question also goes toward, well, if we are going to
downsize and consolidate, are we also then outsourcing jobs, be-
cause I have heard, from many of my constituents who are em-
ployed by your organization, as well as others that are seated at
the table, that in fact they train employees from other countries for
their jobs? So if you could, please elaborate on that, and give us
some cost——
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Mr. WHITACRE. Sure.

Ms. Souis. [continuing] savings that are truly going to be bene-
ficial for the consumers.

Mr. WHITACRE. Okay. I will be glad to do that, and it is a good
question. And job reductions, if any, I point out, are a function of
how well we do after this acquisition is completed. So with that ca-
veat, if we do very well, there is obviously going to be less or none
or maybe we will grow. And that certainly would be where we
would start from. And that is a function of how well we can man-
age it. We normally, at SBC, lose every year about 12,000 employ-
ees just from normal attrition. That is retirements or people change
their jobs. They don’t want to work at SBC anymore. Mostly retire-
ments. But we would do 1,000 a month, or 12,000 a year. And that
is a standard number for us. It goes back many years. There are
obviously going to be duplicate jobs when we do this—complete this
deal, and I think good examples are we will have people in net-
works that overlap functions or perhaps in marketing or sales, but
I can’t give you an accurate number. It is going to be a substantial
number, but again, it is a function of how well we do. But I guess
what I am saying is I think a number has been published of about
13,000, and you can’t add those two numbers. You can’t add 13,000
and 12,000. It was 13,000. We normally lose 12,000. If you net
that, it is really only 1,000, if you look at it that way. I wish I could
give you a number, because I don’t know what is going to be re-
quired as we go forward, but I would like to tell you that we are
going to do everything humanly possible to not have that, and if
we do, to deal with that in a way you would want us to deal with
it. And if we are successful, I hope we can grow this company and
put some excitement in Wall Street and maybe good things will
happen, not necessarily the bad stuff that everybody thinks is
going to happen.

Ms. SoLis. Could you tell me——

Mr. WHITACRE. So we are just going to have to wait and see.

Ms. Sowuis. Could you tell me how many jobs have been
outsourced?

Mr. WHITACRE. We have done some outsourcing. We have a few
software or programming jobs in India. I think it is less than 1,000.
I think it is around 600. I would have to go back and check, which
I would be glad to do.

Ms. Soris. Could you, please?

Mr. WHITACRE. Sure.

Ms. SoLis. And maybe

Mr. WHITACRE. But it is about that number.

Ms. Soris. Okay.

Mr. WHITACRE. And then we do some customer service contact
work in the Philippines. And incidentally, those jobs were turned
down by the union that represents us. You should know that, be-
cause those jobs didn’t pay as well, and they really weren’t inter-
ested in them at one time. I can’t tell you that number, either, but
it is not a huge number, and interestingly enough, we are moving
some of those back to this country.

Ms. SoLis. Why is that?

Mr. WHITACRE. Because we find that customers—and we are try-
ing to be responsive to that. The customers react more favorably
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when they talk to somebody here, which doesn’t surprise anybody.
It is a matter of cost and how you deal with that.

Ms. Soris. Right. Thank you. If you could pass that information
on.

My next—oh, well, I don’t have enough time.

Chairman BARTON. You can ask one more question.

Ms. SoLis. Okay. I just wanted to ask

Chairman BARTON. You waited a long time, so you ought to get
to ask another question.

Ms. Souis. This is directed to Verizon. This whole issue of uni-
versal access and service, copper lines versus fiber, that is a big
issue in the State of California in different parts, and I am con-
cerned that what happens to those poor communities where we still
have copper lines. Do we get neglected? Are you going to continue
to service those areas? What amount of money and timeframe will
you have to try to bring up those areas that are still not in the
fiber main?

Mr. SEIDENBERG. Our highest penetration of DSL in our company
is in California.

Ms. SoLis. Well, rural areas and others?

Mr. SEIDENBERG. Well, it is—well, we serve about 20 percent of
the State, and over 80 percent of all of those lines have

Ms. Soris. Okay. But what about other parts of the country——

Mr. SEIDENBERG. Well—

Ms. Souis. [continuing] that you have kind of heard from other
members here?

Mr. SEIDENBERG. Yeah, well, the way we have our telephone
franchise, we have excellent deployment, so the answer to your
question is we spend money every year to continue to deploy DSL-
based technologies, and we will continue to do that.

Ms. SoLis. The information that I have indicates, I guess, there
has been a drastic change, for example, in the State of New York,
areas like Westchester and Nassau Counties where there have—
where there are differences——

Mr. SEIDENBERG. No.

Ms. SoLis. [continuing] in terms of——

Mr. SEIDENBERG. I am not exactly sure what you are reading
from, but when we deploy fiber, we don’t do it every place at the
same time, so you pick and—you make choices.

Ms. Sonis. So you—do you pick higher income areas and it
leaves

Mr. SEIDENBERG. No.

Ms. SoLis. [continuing] the lower incomes behind or

Mr. SEIDENBERG. No. We pick—as a matter of fact, we have
picked locations in every State, and they have—and they are based
on a lot of factors.

Ms. SoLis. Random? What is your criteria?

Mr. SEIDENBERG. Well, the criteria is pretty clear. It is based on
where we get market penetration

Ms. SoLis. Um-hum.

Mr. SEIDENBERG. [continuing] where we could physically do it,
Whézre it is cheaper to do it, where we can get the cost savings,
an

Ms. SoLis. And a higher rate of return.
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Mr. SEIDENBERG. Higher rate of return, but by the way, we get
a higher rate of return every place when we eventually deploy it
when you get the scale. But this is not a question of not deploying.
This is a question of how quickly we can deploy as many places as
we can get the technology out there.

Ms. SoLis. Okay. Thank you very much, Mr. Chairman.

Chairman BARTON. Thank you.

The gentleman from Mississippi, Mr. Pickering, the vice chair-
man.

Mr. PICKERING. Thank you, Mr. Chairman.

Each of you have testified that these mergers and acquisitions
can bring about the benefits of increased competition, choice, in-
vestment, innovation, and I do believe that that can happen, but
it is not guaranteed. And I think much of that depends on the deci-
sions that you make, but also the decisions that we will soon make
in upcoming legislation.

To that end, I would like to ask a few questions.

Mr. Whitacre, you had responded to Ms. Eshoo that as far as
competitive access to your network that the laws are clear and
won’t change and that you will continue to have competitors either
through IP or other forms of communication, having that access to
network—to your network. Does that mean—is that your belief
that the laws are now clear after the decision, after the court deci-
sion, after the FCC’s tri-annual review. Do we—the current rules
on access to the network, is that something you support?

Mr. WHITACRE. No, it is not clear. And that has been one of the
problems

Mr. PICKERING. Right.

Mr. WHITACRE. [continuing] it has not been clear for years.

Mr. PicKERING. Now—but to Ms. Eshoo, you said the law was
clear. I wanted——

Mr. WHITACRE. In terms of access. For example, anybody can buy
a local loop from SBC. That is pretty clear. That is settled. That
is done. That is over. That is clear. It is not clear on special access.
It is not clear on—totally on broadband. So it is not clear at all,
in its totality. Some pieces of it are clear, but it is not totally clear.
And it needs to be cleared up with a new law.

Mr. PICKERING. Now Mr. Dorman

Mr. WHITACRE. Does that make sense?

Mr. PICKERING. Yes.

Mr. WHITACRE. Okay.

Mr. PICKERING. And to be honest, that was what I expected you
to say.

Mr. WHITACRE. Oh, okay.

Mr. PICKERING. But Mr. Dorman and Mr. Capellas, as you know,
you all have been voices for access so that competition could
emerge and so that competition could be sustained. With these
mergers, your voices on those positions could go away. Do you
think that the current rules by the FCC on access to networks
should be reformed or changed or maintained as we go forward
with these acquisitions?

Mr. DORMAN. As I said before, I think you can debate this, per-
haps, internally, but the courts have spoken as to what FCC
proposed
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Mr. PiCKERING. Well, we do advocate future changes as we de-
bate now.

Mr. DORMAN. Well, [——

Mr. PICKERING. And based on these acquisitions, and for the fu-
ture of competition, should we maintain the access that we now
have, or should that be reformed as Mr. Whitacre suggests?

Mr. DOrRMAN. I would agree that the current state of affairs
leaves a crazy quilt of regulation between States and Federal juris-
dictions, and it leaves some services defined in the historic past. I
am on the record as saying that, for instance, an intercarrier com-
pensation reform, I have nine different rate structures that I cur-
rently pay to local telephone companies for access. There are inter-
state jurisdictions, intrastate, ESP waiver, reciprocal compensation,
bill and keep, and also VoIP, which pays, you know, virtually noth-
ing. That has got to be dealt with. I think the most important thing
that I would say to public policymakers and lawmakers at this
point is that universal service and intercarrier comp reform are
very much tied together. There is an abundance of volume to sup-
port universal service if it is done in a technology-neutral way. So
I think, in my view, when you talk about access, it has got to be
done for all players on a very neutral basis, whether you are cable,
telecom, historical long distance, VoIP provider, wireless. And if we
do that, I think we can deal with a lot of the concerns that those
representing rural constituencies have about deployment, because
we can focus, as Mr. Seidenberg said, on where the real needs are
if there is an information divide. We can do that.

Mr. PICKERING. Mr. Dorman, I—excuse me for cutting you off,
but [—my time is running out, and I have a couple of other ques-
tions that I hope—that I can ask.

The question that I just asked pertains to going forward rules
and what we may do here, but your decisions, your marketplace
business decisions, are equally or more important. Mr. Seidenberg,
will you—and with MCI, will you be going into SBC territory and
other Bell territory now to compete for residential and business?

Mr. SEIDENBERG. We are going to follow the technology. And in
wireless, we are going to definitely do that, and in the enterprise
space, we will definitely do that. And we will see what happens
with national VoIP services, how they develop. But we are going
to follow the technology that we invested, and we will definitely be
nationally competitive for us where it makes sense.

Mr. PICKERING. For example, you need a major new platform in
the south, I would assume, so you need a—to be able to compete
in all of those markets, and I hope that the new Verizon South
could come in to, say, some facilities in Mississippi——

Mr. SEIDENBERG. Yeah.

Mr. PICKERING. [continuing] to——

Mr. SEIDENBERG. Okay. Well—

Mr. PICKERING. Just off the top of your head of-

M;" SEIDENBERG. Actually, why don’t we ask Donahue that ques-
tion?

Mr. PICKERING. Okay.

Mr. SEIDENBERG. He is sitting here doing nothing. Let us see
what he is going to say.

Mr. PICKERING. Yeah, that is right.
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Chairman BARTON. Your time has expired, Mr. Pickering.

Mr. PICKERING. Mr. Chairman, could I ask one question of Mr.
Forsee?

Chairman BARTON. If it is a quick one.

Mr. PICKERING. It is a quick question.

Dr. Burgess had a question about his Sprint phone not being
able to get a text message from his son, who may have a Verizon
phone. Is that a software question or an interoperability question?
And do we need to have some type of going forward rules on inter-
operability, especially on the data, so that networks can commu-
nicate? And again, are—competitive positions are most logical?

Mr. FORSEE. And the answer is—really is both. We operate in the
wireless space and on two different platforms, one GSM one
CDMA. There has to be extra provisions made, software provisions
made for those two networks to interoperate. We do that today on
global phones and other capabilities to allow us to make that work.
Certainly, as our merger comes together with Nextel, we will be
interoperating our networks so that our users get the benefit of
both sets of services. So it clearly is achievable, and with our merg-
er, we will be able to do that. And any other relationships we
would have with Verizon, for example, on CDMA technology, we do
have roaming agreements so our networks can interoperate today
at the voice level.

Mr. PICKERING. Should that be legislated

Chairman BARTON. One question.

Mr. PICKERING. [continuing] as a requirement, interoperability?

Chairman BARTON. Mr. Inslee is waiting very patiently.

Mr. PICKERING. Okay.

Mr. FORSEE. No.

Mr. PICKERING. No.

Mr. FORSEE. It should not be legislated.

Chairman BARTON. In Texas, that question would be a Ph.D. the-
sis, but I guess in Mississippi, that is a quick question.

The gentleman from Washington, Mr. Inslee.

Mr. INSLEE. Thank you.

For Mr. Seidenberg and Mr. Capellas, another CEO, Dick
Notebaert, in the Wall Street Journal talking about the potential
plans of this new unit, and he said that after this merger, “the
odds are that these behemoths would not compete head-to-head in
most local markets but would instead flex their muscles to squeeze
out smaller competitors, emptying the playing field.” What could
you tell us about competition in local markets and the behemoths
not competing in the local markets?

Mr. SEIDENBERG. Well, let me not address the specific comment,
but the general thing we have talked about this morning is that
we are a big company, true. We will be bigger with MCI, but the
fact is in the markets that you are talking about, the consumer
markets, every single one of the markets that we operate in has
cable providers, they have wireless providers, as well as us. There
is plenty of robust competition. This transaction changes nothing in
the consumer space. It is just a different transaction. This is a
transaction that is focused in the business market, sir, that is not
focused on the consumer. So I think what we tried to—the point
we have tried to make here this morning is that these mergers




75

don’t change the technological direction that the market is taking
with respect to these consumer-based technologies.

Mr. CAPELLAS. The only thing I would add, as Dave and I have
both said, it is that our decisions to exit a constructively consumer
market were made long ago.

Mr. INSLEE. Right.

This is an open question to anyone who wants to chime in, but
is there a general concept that ultimately the ultimate, if there is
such a thing, players here are going to be providing content as well
as just communication, just data, either business or consumer and
that ultimately the markets driving whoever the real communica-
tion players are going to be, some were to provide the entertain-
ment content as well as personal and business communication? I
don’t think we have talked a lot about that here this morning. I
just wonder if any of you could address whether that is the dy-
namic of the market or there are some dynamics to go the other
way that actually drive you to be a more specific, more niche play-
ers as opposed to providing movies, video games, personal data, et
cetera. Which—where are the dynamics going here?

Mr. WHITACRE. Mr. Inslee, I can speak for SBC, but I think we—
I know we have made it pretty plain. We intend to go in the TV
video business, which means you have to have content. And so we
have made that commitment. We have spent hundreds of millions
of dollars to put a video network. We have done a deal with Micro-
soft, Yahoo, and others, and so we are clearly going into the video
business. That is our intent.

Mr. DORMAN. I would say that the publishers of content of all
kinds are morphing. Artists are now contemplating having their
own distribution vehicles, going around traditional record company
contracts, being able to get to any consumer who would like to hear
their music, whether it be popular artists or even libraries that
exist. What I have heard content players say over and over is they
welcome more distribution channels beyond the traditional cable
distributors, and those who make the content welcome it as well.

Mr. INSLEE. Are these mergers driven a little bit by this dy-
namic, the need to be in the content business? They—are they a
player in these decisions at all or not?

Mr. WHITACRE. Sure. We believe that the consumer or customer
wants all of these services available from one company bundled, if
you will, and video is a critical piece of that. And to do that, in our
world, you have got to have Voice-over—or you have got to have
the Internet Protocol broadband networks. Sure. That is part of it.

Mr. DONAHUE. I think it is important that we provide the facili-
ties in which you can enable content, but in our space, for example,
we work with multiple third parties to provide the content for us.
And I see that model continuing as you move forward. So for exam-
ple, Sprint has an affiliation with ESPN, who is the perfect exam-
ple of that, and I think that trend will continue.

Mr. SEIDENBERG. If I might, where it may be a teeny bit dif-
ferent, directionally, I understand where we are, but this is a
smaller transaction. MCI doesn’t have any particular expertise in
video distribution or in the consumer marketplace outstanding in
the enterprise market, so for us, this transaction is driven by mov-
ing into the enterprise base.
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To your question directionally where is Verizon going, I think we
are more interested in the distribution and packaging and bundling
of content than we are in the making of movies. So I think we want
to fill up the networks that we have as opposed to getting the video
business the way you might think cable companies get in the video
business, because they both own the networks and also, to some ex-
tent, own the content. I don’t know where we—this will go eventu-
ally, but our initial—into this is really more in the network side
of it distributing, packaging, and bundling it.

Mr. INSLEE. Well, we are just happy that many of you are using
great Microsoft products from my District, so thank you very much.
Take care.

Chairman BARTON. I thank the gentleman.

The gentleman from Indiana, Mr. Buyer.

Mr. BUYER. I thank the gentleman.

I—Mr. Seidenberg, I am not surprised at all that, as a business-
man, you would say that you have to follow the technology. I think
that is very clear. We—even some of my colleagues that are now
sort of scratching their heads that really don’t follow this issue, say
well, how can a baby Bell now merge with an AT&T? And my coun-
sel to them is because we created this problem. And you don’t find
Members of Congress willing to say we caused a problem, but we
have caused this problem. In fact, we thought we got it right. And
I hate to go back to visit this, but we thought it was all about the
voice. We set out these regulations. Our fears were about all of this
competition that we—where these monopoly power—those of whom
could exert monopoly power with they could actually compete, and
so we created this problem.

And I am concerned about a couple of things. I want to make
sure in the rewrite we get it right, and when I—we move in that
direction, I am a good listener. I think it was Mr. Whitacre that
said please make sure there is a light touch with regard to tech-
nologies. I think that was very well put, but it should also be a
light touch to the framework to which we got wrong. And that
framework to which you have, you call it the “patch.” You know,
we were very clear of saying well, we are going to go in there and
we are going to regulate with regard to the baby Bells, but we are
not going to regulate over here and we repeal the Cable Act and
we have this explosion of technology. And it is exciting. And now
I have—there is no question that you have to follow that, because
you can not exist under that framework—the box that we had you
put in. So as we do a rewrite, we want to do a rewrite that does
what? Draws down the walls of the box that we had you in? Yeah,
I think so. Now there—some may disagree, because they still want
access to networks, so what? How fair is that, though, to continue
to build out if we are going to allow people, then, to be parasitic
upon your build-out? So I think that we are going to have a very
strong tussle doing this rewrite, because you are still going to have
people who have interest in gaining access to your investments.
And so you wonder why Wall Street doesn’t want to invest. I think
it is pretty clear why they are hesitant at times.

I opened up in my opening with regard to four questions. I have
been informed that you have covered several of them. But please
let me know about—with regard to the—to verizon-mci. MCI, you
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have a lot of government contracts, interagency. Please let me
know the effect of this merger upon the interagency, not only in
DOD but in their cooperation with Homeland Security and first re-
sll)onders and how this is going to work out with existing contracts,
please.

Mr. CAPELLAS. Obviously, while specific operating principles and,
you know, the short strokes of how we will execute haven’t been
determined, I don’t think there is any question that we are con-
tinuing to invest in those networks through the merger. I don’t
think there is any question that the financial strength of Verizon
will allow us to even extend it farther. I don’t think there is any
question that from how you actually execute security on a network
the fact that we have recently purchased, you know, another small
company that deals in security to extend our footprint helps. I don’t
think there is any question that the size of some of the capabilities
on local access to be able to go end-to-end and be able to do
tracability all of the way across the endpoint of the network actu-
ally proves that. So frankly, from our government perspective, and
even if I sort of look at the reaction of our employees in our Federal
space, it is nothing but positive.

Mr. BUYER. All right. Thank you.

Do you concur?

Mr. SEIDENBERG. Oh, absolutely. By the way, can I go for extra
credit?

Mr. BUYER. Sure.

Mr. SEIDENBERG. Yeah. Your comment about the refreshing of
the Act and being willing to be accountable, before we reinvent a
brand-new mousetrap, if we look at some of the things that actu-
ally work well, like wireless, there is a model that we could extend
there rather than think we have to start raising the house and
building the whole thing over. So there are some examples of how
the marketplace has helped achieve the things that you articulated.

Mr. BUYER. Well, when government gets out of the way. If gov-
ernment gets out of the way and lets the marketplace work and
free enterprise creativity initiative, at-risk capital, exciting things
happen. People benefit. Competition brings lower prices, not gov-
ernment interaction making demands upon you, keeping you in a
box, and saying, “Oh, we are going to help the consumer.” No, we
limit the choice, and we hurt the consumer. Right?

Mr. SEIDENBERG. Right.

Mr. BUYER. I mean, that is how I rate this one.

The—well, gentlemen, I would like to work with you. I would like
to work with your Washington offices how we do this rewrite for
all of you, because we want to make sure we get it right this time.
Do you know how I think we get it right? By having less govern-
ment involvement and creating a very big box, because we can’t
keep up. This committee can not keep up. We don’t visit these
issues very often, and I think we need to give greater latitude,
depth and breadth, for you to operate within that box for the soci-
ety to benefit.

Thank you.

Chairman BARTON. I thank the gentleman.

We have got a few more questions, but you all have been here
for 3 hours. If you all want to rotate for personal convenience, it
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is acceptable. Just don’t more than one of you go at a time, because
we want to keep this—keep the hearing going.

So with that, we are going to recognize the gentleman from Chi-
cago, Mr. Rush, for 5 minutes.

Mr. RusH. Thank you, Mr. Chairman. Mr. Chairman, I really
want to commend you for holding this timely hearing. It is very im-
portant.

I want to commend all of the witnesses who have participated
over these last 3 hours. It has been very informative, and I cer-
tainly appreciate it, and my constituents appreciate it.

d may I regard, I just want to acknowledge and single out
the—Mr. Whitacre. I really appreciate your involvement in helping
to close the digital divide in my District, particularly in the Engle-
wood community and also, Mr. Seidenberg, you are—to a lesser ex-
tent, you are really have done a remarkable job working with some
of my constituents, and I appreciate that.

I have a couple of questions that I—and these are some—in an
area that I don’t think has been touched on in previous—until now.
With these mergers—and this is to everybody here. With these
mergers, do you envision areas where you would have to invest
some of your assets and if so, what areas or regions are you looking
at investing these assets? And you can—if your—if the answer is
yes, would you also answer this question along with that question?
Where would the opportunities for minority entrants to acquire—
be to acquire some of these assets? So I am looking—okay, you are
getting ready to merge and a lot of other kind of rippling effects
are getting ready to occur. Are there opportunities for minorities to
become owners of some of your divested assets?

Mr. Whitacre, start.

Mr. WHITACRE. Thank you, Congressman.

We are taking the position, and I think rightfully so, that since
we don’t overlap in any businesses, we shouldn’t have to divest
anything, because we are not in the same businesses. So I guess
we will have to wait and see as it goes through the process whether
that occurs or not. But as you know probably better than anybody,
in the past, we have worked with minority groups in those cases,
and in fact, have sold some businesses and divestitures. But we are
taking the approach it is not an overlapping business, and we will
have to see how the process goes. If that unfolds, then maybe we
can discuss that as we go down the line.

Mr. SEIDENBERG. Well, just quickly, I agree. We don’t think this
transaction will cause the need to divest things the way we see it.
But let me just add, we just participated in the FCC auction on
wireless, and there were plenty of opportunities for a designated
entity, which is another way of looking at minority ownership, bid
on a lot of the licenses in terms of who we partner with down-
stream. So there are opportunities for minority ownership in the
wireless area.

Mr. FORSEE. Similarly, we don’t believe that the Sprint Nextel
merger itself will require any divestitures of assets. We have made
the decision to spin-off to our share owners our local business,
which we operate in 18 States with close to 8 million access lines,
so that will occur after our merger closes. And we would expect
that would occur 6 to 9 months after the close of a merger with
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Nextel. So we don’t expect there to be any other assets that we re-
quire because of the merger to be divested.

As Mr. Seidenberg said, we also participated in Auction 58,
which was, again, specifically identified for designated entities, and
that is how Sprint acquired, through that vehicle, the spectrum in
that caution.

Mr. RusH. This merger, how will it help ensure that more Ameri-
cans receive the benefits of broadband and the new services it
makes possible, such as Voice-over IP and video? And specifically,
how would you assure that under-served areas have access to
broadband services, particularly the African American and His-
panic households? And let me just give you, if I could, a framework.
This is a testimony that came in from the Consumer Federation.
And you have probably seen this before. And I am just going to
quote it, and that would—might give you the framework so you can
pinpoint the answers. It says, and I don’t necessarily agree with
this, but I am just—I want you to know this is what is being pro-
posed here. “Unfortunately, the telecommunications industry looks
like it is headed in the direction of cable. SBC and Verizon are
scrambling to put together their own bundles. To do so, they want
to be excused from the public interest obligations of video service
providers, such as community-wide build out and local access chan-
nels. For example, in one of the’—well, it says, “SBC and Verizon
are seeking to be excused from serving undesirable customers and
simultaneously seek to prevent local governments from serving
those same very—those very same customers.” And then they want
to say—they called this redlining. Is there any truth to that posi-
tion? And if not, clarify it for me, will you please?

Mr. SEIDENBERG. Not only do I disagree, it is offensive to me, be-
cause that is not the way we do business. We deploy our tech-
nology. We don’t redline. We deploy it across the whole State. Our
systems are open. Cable systems are not open. So I think, Con-
gressman, that—I think that—I think our record should speak to
this, and I think the CFA, you know, they have their objections to
these transactions. It is sort of theological. It is religious. They just
don’t like any mergers, let me say that. But our record, in all of
the transactions we have done, is we have never done that, and we
have a good record to support that.

Mr. MURPHY [presiding]. The gentleman’s time has expired.

Mr. RusH. I agree.

Thank you.

Mr. MURPHY. The gentlelady from Wyoming is recognized.

Ms. CuUBIN. Thank you. And I, too, would like to thank you for
being patient and lasting for these 3 hours.

Most of the—well, all of the questions that I had prepared before
I came have been asked, so I will be brief.

But I want to bring up a subject that I am tired of bringing up,
and I am sure those of you who listen to me are tired of hearing,
but I am talking about real rural America. My cellular phone, my
voice wireless, is with Verizon when I am in Wyoming. And I had
the wonderful experience to be traveling all over Wyoming while
we were home for the last 2 weeks. And as I traveled from New-
castle to Torrington, Wyoming, which is 50 to 60 miles, I had no
wireless, I had no voice. My cell phone didn’t work. There was no
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service. Now that is not just a little spot. That is almost an hour
where I don’t have any access to voice. I understand the dynamics
of investing in service. I know that you have to make money, but
I also think there is something about service. So when I have heard
the discussion here today about wireless broadband deployment
and I don’t even get wireless voice, I am just skeptical. And that
is just one example. By the way, this area is flat. The area that
I am talking about. It is not as though there are big mountains in-
terrupting that—the service. This area is flat. It just doesn’t have
any service.

So competition isn’t working so well in Wyoming for us. The de-
ployment of broadband fiber is very limited. And so I guess I would
like you, Mr. Seidenberg, to just respond to that, because your com-
pany is what I use. Mr. Inslee read an article where someone said
that the—this merger will squeeze out small companies. We are
not getting this service from the big guys.

Mr. SEIDENBERG. Well, I wrote it down, Newcastle to where?

Ms. CUBIN. To Torrington, Wyoming.

Mr. SEIDENBERG. Excuse me?

Ms. CUBIN. Torrington.

Mr. SEIDENBERG. Torrington, Wyoming. Okay. We are going to
find out. Thank you for having our service. At least we serve most
of the other places you operate.

Ms. CUBIN. Well

Mr. SEIDENBERG. Okay.

Ms. CUBIN. [continuing] my point is, you know, this isn’t—you
know, everyone accepts that there is spotty service.

Mr. SEIDENBERG. Yes.

Ms. CuUBIN. Everybody—everyone accepts that. But all over Wyo-
ming, this is the rule, not the exception.

Mr. SEIDENBERG. Yeah. No, I think the simple answer to your
question is we could do better. I don’t have any debate or any dis-
agreement that the issue is we could do better. And what I need
to find out is whether or not we serve that jurisdiction. But let us
assume we did. I need to find out why—or what the sequencing of
events of putting more towers in. But I will go back to what I said
before. You happened to choose us. Obviously, if there were another
carrier serving it, you would have switched, and so maybe there
isn’t any carrier there. So the issue is all of us together need to
keep filling out the footprint across the country, and I think—I
don’t want to speak for my colleagues, but I know that Donahue
would agree with that. He absolutely would agree.

Ms. CUBIN. Well, my next question was going to be for him. And
I wanted to ask how the Sprint Nextel spectrum will serve wireless
broadband in rural America. And will Wyoming be left behind like
it is in voice? I mean, what I want to say is when the rewrite comes
up, you have heard everybody—practically everybody up here today
talk about rural America and service to rural America. And I want
you to know we are serious. We demand services. And whatever we
have to do to get them, I am willing to do that. I represent 500,000
people over 100,000 square miles. That is really rural America.

Anyway, so if you would answer my question.

Mr. DONAHUE. Well, thank you for your question.

Ms. CUBIN. And Mr. Forsee, too, if you have any——




81

Mr. DONAHUE. Of course. And as much as it pains me, I will say
that Mr. Seidenberg is right that we—all of us are taking a look
at expanding our footprint. If you take a look at our 2 to 5-year
bill plan, it covers a significant amount of rural America moving
forward. And so it is our intent to continue to increase the cov-
erage. And I think that this merger is going to help accommodate
that, because we are going to have the financial resources and the
wherewithal to get that done.

Now in terms of broadband, I think that if you take a look at our
spectrum position and what our future plans are, we are taking a
look a deploying not only the third generation technology on the
current networks, but we have an opportunity for a fourth genera-
tion technology using our 2.5 spectrum, and that spectrum is na-
tionwide across the entire country, and it will give us a much bet-
ter opportunity to cover those areas in rural America that aren’t
covered today.

And finally, I would say that technology is getting more efficient.
And as the technologies get more efficient, it gives us the capability
of rolling out more coverage, because from a financial perspective,
it makes much more sense for us.

And finally, I would say the demand is there, and we see it all
of the time. And we are very cognizant of it and are working very
hard to try to increase coverage in rural America.

Ms. CuBIN. Thank you.

I don’t have anything further, Mr. Chairman.

Mr. MURPHY. The gentlelady’s time has expired.

The gentleman from Texas is recognized.

Mr. GREEN. Thank you, Mr. Chairman.

I was going to tell our guests that they could all be excused in
le; few minutes, but I see my colleague from New Hampshire back

ere.

I have got a couple of things. One, SBC predominately provides
the local telephone service, and of course, I have a Verizon Wireless
center in Houston that is very familiar with us, but now with your
District, you and I share part of Verizon’s service area in Baytown
in East Harris County. And so I have some questions concerning
that, just like my other colleagues. But I have visited the SBC call
centers in Houston that are predominately for the Hispanic mar-
ket, and I don’t know if any—see, I was there with both SBC and
CWA representatives, so they didn’t say they didn’t want those
jobs, at least in Houston. I don’t know about California.

But let me ask both Mr. Whitacre and Mr. Dorman. I would like
to hear your views on the state of phone competition in both con-
sumer and business markets in the major metropolitan areas, like
Houston. And I think the area is a good example, because I have
Time Warner, who is beginning to roll out their Voice-over IP, and
service and bundled it with video and broadband. And one of the
goals I think of everyone on the committee is make sure there is
competition. And would be SBC be able to—at some time, be able
to provide that competition for not only the phone service but also
the broadband and video? I know you can do broadband now.

Mr. WHITACRE. We are in the broadband now, Congressman, as
you say. We do offer a video product through a dish network, so
we can provide video now, but it is satellite video, and what we are
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attempting to do is provide video through our infrastructure that
we are building. I certainly hope that we can. The state in Hous-
ton, for example, is an amazing amount of competition. There are
many C-lex. There are cable companies. There are wireless compa-
nies. On the business side, there are some big-name companies
doing a lot of things there, so there is a lot of competition in all
of the cities, and it is certainly our hope with this merger we can
provide more than we are presently doing.

Mr. GREEN. Okay. What do you think from—Mr. Dorman, from
AT&T’s side?

Mr. DORMAN. I really don’t have anything to add. The business
environment has continued to have dozens of competitors, particu-
larly in places like Houston, and we see them every day.

Mr. GREEN. Okay. But Mr. Whitacre, your goal is to be able to
do the video over your infrastructure, not necessarily always have
to do the satellite?

Mr. WHITACRE. No, we are going to do it over our infrastructure,
and we have got Project Light Speed going full blast, and we hope
to be out there with a video product near the end of this year,
through our infrastructure and not satellite.

Mr. GREEN. Good.

Mr. Seidenberg and Mr. Capellas, I would like to ask a similar
question, but the answer may be different, given the different com-
panies that you have, and the committee is focusing on the conver-
gence of phone service, residential business, and broadband and
video. What would the merger with Verizon and MCI, would that
be similar to what SBC and AT&T? Because, again, since I have
Baytown and East Harris County now, I am interested in making
sure they have some of those same services and competition to our
local cable that does a great job, but I like to see the competition.

Mr. SEIDENBERG. Well, just quickly, I think it is similar, but we
are a smaller transaction, and we are focused on the enterprise
market mostly, so I think you will continue to see robust competi-
tion for business services, and the government.

Mr. GREEN. Okay.

And the last thing, again, since it is in Houston and with the
merger of SBC and AT&T, what does it mean to our jobs in our
community, and I guess, Mr. Whitacre, you could probably answer
that the best? I think AT&T probably has 100 employees in Hous-
ton, and I know SBC has thousands.

Mr. WHITACRE. We do have a large employment base there.
Again, it is—it depends on how successful we are going to be, but
in a local area like Houston where we have an operation center and
AT&T does, too, I don’t think it will have any impact at all. I don’t
see any job changes there of any significance.

Mr. GREEN. Okay.

Mr. Chairman, I have a few seconds left. Mr. Whitacre, just say
hello to a former colleague of mine, John Mumford, who I served
with in the State Senate and who was a good friend for many
years. Just

Mr. WHITACRE. I will do that, Congressman. He is very busy with
the Texas legislature.

Mr. GREEN. I understand, having been there, but again, just
make sure he knows I said hello.
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Thank you, Mr. Chairman.

Mr. MurpHY. I think I am going to do the prerogative and ask
next.

Mr. Seidenberg, I think as reported recently in the Washington
Post that there is alleged certain VoIP traffic is being blocked by
some major providers. And I think the FCC is looking into this
issue. I am concerned that post-merger Internet transport will be
significantly consolidated to the point that network discrimination
against unaffiliated VoIP providers will become a more frequent
headache for the industry, and I guess Congress and the FCC,
through complaints. I guess you could even raise anti-trust con-
cerns. It seems that this is potentially an issue and could be rea-
sonably addressed, perhaps, voluntarily as a condition to these
mergers, just the case in point. I guess the question is are you open
to such a suggestion?

Mr. SEIDENBERG. Well, first of all, I am going to check into this,
but I don’t think that exists with us, I mean, not that I know of,
and——

Mr. MurpHY. Okay. Well, I would ask Mr. Whitacre, too, the
same question.

Mr. SEIDENBERG. And just quickly, if I might, we also need to
hand off VoIP traffic to others, so I don’t know why we would block
it if we needed others to carry our traffic.

Mr. MURPHY. Are you familiar with the Washington Post article
I am talking about?

Mr. SEIDENBERG. I am not, and I will look into it, but——

Mr. MURPHY. Okay.

Mr. SEIDENBERG. [continuing] it is the Washington Post, so——

Mr. MURPHY. Yeah. Okay.

Mr. Whitacre, would you like to—had—you are familiar with the
Washington——

Mr. WHITACRE. I am not familiar with that article, either, but I
am sure we are not doing that.

er. MURPHY. Maybe my staff is the only one that read this arti-
cle.

Mr. Forsee, Sprint is also a major government contractor when
it comes to communications services. And if the SBC and AT&T
and Verizon-MCI deals are approved, what impact, if any, would
the deals have on the government service businesses, and do you
see a reduction in competition in that market?

Mr. FORSEE. I think Sprint has been a long-time government con-
tractor. Nextel has as well. As our two companies come together,
we would intend to continue to invest disproportionately in public
safety and homeland security. The issues have been very important
to our country. And I see no diminishment of the competition today
on any government bid. There are multiple providers that are will-
ing to step forward. Wireless has become a much more important
part of that discussion, and with Sprint’s global IP capability, I
think you will continue to see us invest in the government business
and certainly with Nextel to continue to lead in the public safety
sector.

Mr. MurpHY. Okay.

Another question for you. I think you indicated earlier that
Sprint will be ruling out wireless broadband services aggressively
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this year. And I guess the question is can you safely say, I guess,
will the price of that service be competitive with DSL and with the
cable modem services?

Mr. FORSEE. Yeah, the service we are rolling out this year, Mr.
Congressman, is what we will consider our third generation wire-
less data network. The speeds on that network will not yet be up
to the speeds of the landline-based services, like could be acquired
from a DSL service or from a cable modem. But nevertheless, it
will be significantly better than what wireless data networks that
are deployed today as we continue to step up that capability. Tim
mentioned earlier, as we consider deploying a fourth generation of
wireless data, which would be in the 2007 and 2008 timeframe,
perhaps, then you are at the point where there could be, if cus-
tomers choose to use it for a substitution for DSL and broadband
and rest assured price competition, because another alternative
would be available, would certainly be part of that discussion.

Mr. MURPHY. This is just a question of personal—I just got back
from Europe, and I had a phone, the Trio 650. And I could use it.
And Cingular was the provider for this one. And I could use it in
Germany and France. And I was sitting next to a man who was
CEO of T-Mobile. And he pulled out a phone that he could use in
150 countries. And it combined everything the 650 Trio had, but
it seemed to have a little bit more capability. And the idea of the
reciprocity between European countries and the United States and
the access for Americans when they go over there to use it has
been a little bit of a problem. And I guess I would ask Mr.
Seidenberg, do you see Verizon being able to provide the service
that—in 150 countries you could use your service and still use it
in the United States with ease?

Mr. SEIDENBERG. No, absolutely. I think in our case, you know,
we measure this. You know, less than 5 percent of our customers
roam in Europe. But we—you are probably one of them, I guess.
But what I think—or Ed’s customer. But I think in the long-term,
we will have roaming agreements and interoperability agreements
with all of the international carriers, and I think that is something
that the industry will take care of over the course of the next few
years.

Mr. MURPHY. Also, when I went on the web, when I first got to
Germany, I couldn’t get on the web with the 650, but it seemed
after a day, it suddenly kicked in. So I guess there was a period
there when I was roaming and that these interoperable agreements
that they had, it either couldn’t find it or something, so it came in.
So bv(s)/hat you are saying for the voice is also true for probably the
web?

Mr. SEIDENBERG. I don’t know this, but in your—in that case,
somebody may have just needed to validate the number and it took
a little bit of time for that to happen.

Mr. MURPHY. Yeah. Okay.

My time is expired.

The gentleman

Mr. BAss. Am I recognized, Mr. Chairman?

Mr. MurPHY. The gentleman is recognized.

Mr. BAss. Thank you.

Mr. MURPHY. Absolutely.
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Mr. Bass. Thank you. Thank you very much, and I apologize for
keeping you guys here. Ten o’clock was a long time ago. I will be
very brief.

Mr. Seidenberg, I—one of the many memories of 9/11 and its
aftermath that I will not forget is my visit with some of my col-
leagues here on the committee to the West Street facility and the
heroic efforts that many of your employees were making to—in
fact, the chairman was there in the same trip. In the—on the
streets of New York trying to reconnect all of the wires and the
work that they did is truly extraordinary.

Now I also understand, of course, since that time, you have had
a number of other national security events, including the GOP and
Democratic Conventions and others. My question is, by merging
with MCI, you are going to have—you are going to be responsible
for considerably a greater number of Federal agencies and clients.
And are you willing to put the resources into homeland security
and cybersecurity activities if the merger is approved that would—
you would—that would normally have been expended? And do you
see any special challenges facing the new company as a result of
that merger in this particular area?

Mr. SEIDENBERG. No, actually—thank you for the question, be-
cause it should be just the opposite. We want to do more, and we
will do both. I don’t think there is any—this is not an either/or
question. Our interest in surveying large-scale projects like the
GOP or the Democratic Convention or the Federal Government, we
have a great interest in doing that, and we will put the resources
to make that happen.

Mr. Bass. The—if you merge, a lot of the technology that went
into the creation of the Internet will be merged into your business,
most notably Ray Tomlinson at BBM in Cambridge, Massachusetts
who came up with the @ for the Internet and the—Vint Cerf who
is now at MCI created the Internet Protocol that we use today. De-
spite this legacy, many critics point to the rate of deployment of
DSL and other advanced services by Verizon and claim that it has
been too slow and only occurs when competitors offer the service
first. How, in your opinion, would the merge firm use its—this leg-
acy or its legacy to bring these innovations to all Americans, in-
cluding those who live in rural areas, such as found in my District?

Mr. SEIDENBERG. Okay. Am I blessed with this question, too?

Mr. Bass. Sure.

Mr. SEIDENBERG. Yes. Okay. The—here is the way I would re-
spond to that. Very quickly, when we have had an absence of regu-
latory interference, we have deployed technology as fast as anybody
in the industry. Just look at what we have done in wireless. I think
what MCI lets—gives us the capability to do, as Michael mentioned
before, all of the platforms, all of the Ethernet access, and all of
the—all of those services that customers on the enterprise level, we
will do that. And as far as the deployment of consumer-based tech-
nologies, I think, as we have said during the hearing, all of this
will just increase the capacity of the company to generate the sav-
ings and the earnings and the capital formation to do that.

Mr. Bass. Okay. Fair enough.

Thank you very much, Mr. Chairman.

Mr. MUrPHY. Thank you.
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And anyone else seek time?

We want to thank you for your long patience and forbearance
here, and you are excused. And we will ask the second panel to
come forward: Dr. Mark Cooper, Director of Research, Consumer
Federation of America; Mr. Jeffrey Halpern, Senior Equity Re-
search Analyst at Telecommunication Services; Mr. Jim Speta, As-
sociate Professor, Northwestern University School of Law; and Mr.
Phil Weiser, Associate Professor of Law and Telecommunications,
and Executive Director of Silicon Flatirons Telecommunications
Program at the University of Colorado School of Law. I want to
welcome all of you here, and we welcome your opening statement
of 5 minutes, and we will start with Dr. Cooper.

So if we will just make sure the people in the back are quiet for
you, Mr. Cooper, I think we are—I beg your pardon, you each have
7 minutes. I have been corrected. So you have 7 minutes for your
opening statement.

And with that, Dr. Cooper, I think we will start with you.

STATEMENTS OF MARK N. COOPER, DIRECTOR OF RESEARCH,
CONSUMER FEDERATION OF AMERICA; JEFFREY HALPERN,
SENIOR EQUITY RESEARCH ANALYST, U.S. TELECOMMUNI-
CATIONS SERVICES, SANFORD C. BERNSTEIN & CO., LLC;
JAMES B. SPETA, ASSOCIATE PROFESSOR, NORTHWESTERN
UNIVERSITY SCHOOL OF LAW; AND PHILIP J. WEISER, ASSO-
CIATE PROFESSOR OF LAW AND TELECOMMUNICATIONS,
AND DIRECTOR OF SILICON FLATIRONS TELECOMMUNI-
CATIONS PROGRAM, UNIVERSITY OF COLORADO SCHOOL OF
LAW

Mr. CooOPER. Thank you, Mr. Chairman.

We told you that the law wouldn’t work. Mr. Buyer has stood up
and said we have—he has to admit it. We told you to vote against
it when it came to the floor. But frankly, this shell game you heard
this morning is not going to solve the problem. And it was quite
a shell game. You heard Mr. Whitacre say, “The law says we can’t
discriminate, so we won’t.” But then he is there at the FCC seeking
to be excused from Section 201 and 202 of the Communications
Act, which is the obligation to not discriminate.

Mr. Seidenberg says, “We don’t redline. We serve everybody,” but
in Pennsylvania when they forbade cities from providing commu-
nity wireless networks, they committed to building out by 2015.
That is 15 years rural Pennsylvania falls behind: 3, 4, 5 genera-
tions on the Internet. Justice delayed is justice denied.

We heard wonderful figures about a 15 or 20-percent market
share in Internet backbone, but access to Internet backbone is a
local commodity. I can’t connect to the Internet in Houston with fa-
cilities in Dallas. You have to look at this at a—as a local market.
And those local market shares are much more concentrated than
all of the numbers you heard this morning. You did hear a bit of
truth this morning when all of the people at the table said, “We
have exited the consumer market.” I represent consumers. They
have exited our market. But of course, what happened was the
Bells killed the competition by leaning on the FCC, and now that
the competition is dead, they say, “Nothing to lose here, because
there is no competition in wireline facilities.”
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The merged entities you had before you today are essentially Bell
behemoths reconstituting their Bell operating system. For the resi-
dential customer in local markets, they will have a 90-plus-percent
market share of dial tone, a 70-plus-percent market share of long
distance, and a 40 to 50-percent market share of wireless. They
will own and control the assets of the public switch network and
have the same anti-competitive incentives that the old Bell system:
to discriminate, to price squeeze by overcharging for access. And
they are seeking the legal right to discriminate against competitors
and application service providers who want to use their networks.

The weakness of this industry structure from the residential con-
sumer point of view is absolutely clear. The baby Bells you had
here today, the Bell behemoths, will not sell naked DSL. I realize
we have to be careful where that word is in public these days on
TV, “naked DSL” means you sell someone DSL with—on a stand-
alone basis. They require you to buy their voice service when you
get DSL. Well, why would any consumer buy two voice services?
How is VoIP going to compete when all of the DSL lines in their
service territory require that—you to buy their voice service? And
of course, the cable operators won’t guarantee VolIP service’s qual-
ity of service. All VoIP service providers will be subject to the dis-
criminatory practices of the network owners.

This is not competition. This is a crummy duopoly. In order to
get VoIP, you have to have broadband. 70 percent of the people in
this country don’t have broadband. So in order to get VoIP, they
would have to double or triple their phone bills. That is not com-
petition. That is what in business we call a crummy duopoly.

So from our point of view, the steps to reforming this industry
are quite clear. The box, so to speak, that Mr. Buyer talked about,
has to be built with certain fundamental principles. One, non-
discrimination in the access to the networks. That has been a prin-
ciple of communications in this country since its founding. Two, ac-
cess charge reform so there are no price squeezes. Three, commu-
nity wireless, community services so that when, in fact, some com-
munities aren’t served, they can engage in some self-help. And
community wireless is actually significantly less expensive than the
services that these entities are rolling out.

Meaningful universal service, the way the FCC has treated
broadband, it will not be eligible for any support under universal
service, because it is not a telecommunications service. That is a
disaster for rural America. That is a disaster for low-income Amer-
ica, because the base of funds to support a ubiquitous affordable
network will be destroyed. So yes, there is a way to reform this in-
dustry. But what we must not allow to happen is the thin competi-
tion between a couple of facility owners to destroy the vigorous
competition we have had at the level of applications.

And finally, the worst shell game you have heard today was the
promise that this is the next merger that will unleash competition.
We have been coming up here for 8 years. Each year, another
merger, another promise. “This is the one that will get me competi-
tion.” And maybe there will be a new competitor in 2009 or 2010.
The simple fact of the matter is that Congress adopted a bad law
and has bought a bill of goods from entities who have now reconsti-
tuted the Bell operating system.
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Thank you.
[The prepared statement of Mark N. Cooper follows:]

PREPARED STATEMENT OF MARK N. COOPER, DIRECTOR OF RESEARCH, CONSUMER
FEDERATION OF AMERICA ON BEHALF OF THE CONSUMER FEDERATION OF AMERICA
AND CONSUMERS UNION

SUMMARY

The recent wave of proposed mergers in the telecommunications industry—SBC
attempting to gobble up AT&T, and Verizon trying to swallow MCI—mark the ulti-
mate demise of the era in which consumers could expect more and more choices and
lower prices for local, long distance, wireless, and new Internet-based services ex-
ploding on the market.

The Consumer Federation of America (CFA)! and Consumers Union?2 believe that
the drumbeat of consolidation and ill-conceived regulatory policies have already un-
dermined consumers’ greatest hopes for ongoing and expanding competition. If not
rejected or dramatically altered, these mergers could set the marketplace back to
a world more akin to monopoly than competition.3

OVERVIEW OF THE INDUSTRY

The Failure of Vigorous Competition for Residential Customers

We urge you to ponder the following anecdote from the computer world, which
demonstrates the level of competition consumers would like to see in the tele-
communications sector—particularly the increasingly consolidated wireless and
wireline industries. When asked about whether his company would buy another
computer manufacturer, Michael Dell is reported to have said: “I like to acquire my
competitors one customer at a time.” That competitive ethic simply never took hold
among the Regional Bell Operating Companies (RBOCs).

Instead of entering one another’s service territories and competing to win cus-
tomers in a new location, our nation’s largest telecommunications companies chose
to merge and buy each other up. As the companies acquired a larger and larger foot-
print, it became harder and harder for new entrants to gain a toehold in the market.
The proposed SBC-AT&T and Verizon-MCI mergers, if approved, will be the final
nails in the coffin of the local competition experiment the Congress launched in the
1996 Act.

The residential consumer today is faced with at most only two facility-based alter-
natives—the local telephone and cable companies. These two form what Business
Week has called a “crummy duopoly.”4 They do not compete vigorously on price or
innovate. They are more concerned about protecting a core franchise product (phone
or cable services) rather than in competing against the other’s core product through
lower price or better quality. Because their prime profit-maximizing customer base
consists of upper-income households that purchase many telecom and video services,
they tend to offer high-priced bundles of services that the majority of consumers ei-
ther do not want or cannot afford. As a result, to get a variety of good marketplace
choices and prices, consumers must buy extra services—DSL tied to local phone
service, or cable modem service tied to a cable video package or cable Internet Serv-

1The Consumer Federation of America is the nation’s largest consumer advocacy group, com-
posed of over 280 state and local affiliates representing consumer, senior, citizen, low-income,
labori) farm, public power an cooperative organizations, with more than 50 million individual
members.

2Consumers Union is a nonprofit membership organization chartered in 1936 under the laws
of the state of New York to Provide consumers with information, education and counsel about
good, services, health and personal finance, and to initiate and cooperate with individual and
group efforts to maintain and enhance the quality of life for consumers. Consumers Union’s in-
come is solely derived from the sale of Consumer Reports, its other publications and from non-
commercial contributions, grants and fees. In addition to reports on Consumers Union’s own
product testing, Consumer Reports with more than 4 million paid circulation, regularly, carries
articles on health, product safety, marketplace economics and legislative, Judmlal and regulatory
actions which affect consumer welfare. Consumers Union’s publications carry no advertising and
receive no commercial support.

31 am making available to the committee for the record several studies prepared by our orga-
nizations in the past year that document how anticompetitive behavior and regulatory failures
made it impossible to develop the vigorous competition that Congress hoped for in the 1996
Telecommunications Act.

4Yang, Catherine, “Behind in Broadband,” Business Week, September 6, 2004
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ice Provider (ISP). In order to get the benefits of this “bundle-only” competition, the
average household must double or triple its spending.>

At the end of the day, the Bell behemoths will have reconstituted and extended
a dominant “Ma Bell-type” company in their service areas. They will have about a
90 percent market share in residential local wireline,® 70 percent in long distance,’
and 40-50 percent in wireless.8 They will have the incentive and opportunity to dis-
criminate by using a price squeeze against competitors (both ISPs and telephone
service providers, TSPs) that need access to the local or interstate long-haul net-
works.? If these mergers are not blocked or substantially altered by the Antitrust
Division of the Department of Justice (DOJ) and the Federal Communications Com-
mission (FCC), these so called Baby Bells will become regional Behemoth Bells that
swallowed up their original parent company (AT&T) and its main competitor (MCI),
leaving consumers almost no better off than they were before the old Bell monopoly
was originally demolished.

Making matters worse, the cable industry is dominated by behemoths as well.
What’s more, cable’s two largest companies—Comcast and Time Warner—are
threatening to become even larger with an acquisition of the Adelphia properties.
The average cable operator has over a 75 percent market share in video 1° and over
an 80 percent market share in advanced services for high speed Internet.!! They too
have an incentive to discriminate against ISPs and TSPs.!2

5A Nation Online, (Washington, D.C.: National Telecommunications Information Administra-
tion, September 2004), Current Population Survey Data Base, for subscription to specific serv-
ices. Zimmerman, Paul R. , Reference Book of Rates, Price Indlces and Household Expenditures
for Telephone Service (Washington, D.C.: Industry Analysis and Technology Division, Wireline
Competition Bureau, Federal Communications Commission) for local and long distance bills.
Bundle prices are from visits to web sites of major carriers. Comparisons based on average basic
local plus average long distance. Cable modem service costs about $45 per month. DSL service
costs about $30. However, the local phone companies serving 85 percent of the nation require
DSL customers to also take voice, making the basic connectivity costs for a high speed line that
will support VOIP even more expensive. UNE Fact Report 2004, Prepared for and Submitted
by BellSouth, SBC, Qwest, and Verizon, In the Matter of Unbundled Access to Network Elements,
Review of Section 251 Unbundling Obligations of Incumbent Local Exchange Carriers, WC Dock-
et No. 04-313, CC Docket No. 01-338, October 2004. Federal Communications Commission, Ref-
erence Book of Rates, Price Indices, and Household Expenditures for Telephone Service, 2004.

6Federal Communications Commission, Local Telephone Competition: Status as of June 31,
2004, December 2004, Tables 6, 11, show this figure at just over 80 percent of SBC and just
under 80 percent for Verizon. This is prior to the impact of the UNE-P decision.

7Precursor, Telecom Vital Statistics: Pillars of the Bell 2005 Competitive Respite Thesis, Janu-
ary 24, 2005, put Verizon and SBC long distance market shares at close to 40 percent at year-
end 2004, and predicted a gain of another 10 percent, without the mergers. AT&T and MCI na-
tional market shares were approximately 30 percent and 20 percent, respectively, as reported
in Industry Analysis and Technology Division, Trends in Telephone Service (Washington, D.C.:
Federal Communications Commission, May 2004), p. 9-5. Because of their respective geographic
foci, the in-region market share of the long distance companies being acquired respectively is
likely to be higher than the national average. Thus, a 70 percent residential market share is
a cautious estimate.

8 Consumer Federation of America and Consumers Union, Letter to Chairman Michael Powell,
September 16, 2004.

9See Cooper, Mark, The Public Interest in Open Communications Network (Washington, D.C.:
Consumer Federation Of America, July 2004), Chapter IV, for a discussion of past anticompeti-
tive practices of telephone companies against CLEC and ISPs. For a discussion of the problem
of vertical leverage against intermodal competltors see “Petition to Deny of Consumer Federa-
tion of America and Consumers Union,” In the Matter of Application for the Transfer of Control
of Licenses and Authorizations from AT&T Wireless Services Inc., and Its Subsidiaries to
Cingular Wireless Corporation, WT Docket No. 04-70, May 3, 2004 and “Reply of Consumer Fed-
eration of America and Consumers Union,” In the Matter of Application for the Transfer of Con-
trol of Licenses and Authorizations from AT&T Wireless Services Inc., and Its Subsidiaries to
Cingular Wireless Corporation, WT Docket No. 04-70, May 20, 2004

100n a national average basis, cable has just under an 80 percent share of the MVPD market
(see Federal Communications Commission, In the Matter of Annual Assessment of the Status of
Competition in the Market for the Delivery of Video Programming, Eleventh Annual Report MB
Docket No. 04-227, February 4, 2005, Table B-3). Since the market share of head-to-head cable
competitors (overbuilders) is only about 1 percent (Eleventh Annual Report, pp. 48-49), the cable
market share is certainly greater than 75 percent. Moreover, the competitive overlap between
cable and satellite is not perfect, with satellite still having a substantial rural base. Thus, on
a market-by-market basis, cable’s market share may be over 80 percent.

11 Federal Communications Commission, High-Speed Services for Internet Access, June 30,
2004, Table 4.

12The vertical problem in the cable video and high speed Internet markets are discussed in
Cooper, Mark, Cable Mergers and Monopolies: Market Power in Digital Communications Net-
works (Washington, D.C.: Economic Policy Institute, 2002), Chapters 4 and 5; see also The Pub-
lic Interest in Open Communications Networks, Chapter IV.
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Administrative and Congressional Action That is Needed to Protect Consumers

The proposed telecommunications mergers would lead to such high levels of con-
centration that we believe the antitrust and regulatory authorities should not allow
them to proceed without imposing extensive nondiscrimination requirements and re-
quiring substantial divestitures of assets to restore competition in numerous in-re-
gion markets dominated by SBC and Verizon. These mergers must not be allowed
to proceed until public policy ensures that these companies will not have the oppor-
tunity to squeeze out their competitors through inflated access charges or other
anti-competitive practices.

However, even if regulatory and antitrust authorities diminish the anticompeti-
tive effect of these two mergers, the vigorous competition Congress had envisioned
during passage of the 1996 Telecom Act has failed to materialize. Congress must
take action to correct fundamental errors in the FCC’s implementation of the Act.

Congress must restore the obligation of nondiscriminatory interconnection and
carriage that the FCC has abandoned. Communities must be allowed to meet the
needs of their citizens to ensure ubiquitous, affordable service. This would also
Oensure that communities have the right to jump-start competition by providing
telecommunications services. Policymakers must expand the availability of unli-
censed use of the spectrum so that entrepreneurs and citizens are no longer depend-
ent upon monopoly networks to expand competition across all telecommunications
and media services. And Congress must reaffirm the goal of universal service, tak-
ing action to bring affordable telephone and broadband services to all citizens.

THE REINTEGRATION AND RECONSOLIDATION OF THE TELECOMMUNICATIONS INDUSTRY

Today, RBOCs claim that they are no longer monopolies and face substantial com-
petition within the wireline market and from cross-technology competitors. This is
not even the case today, pre-merger. If there is even further consolidation in the
market, the problem will only grow worse for consumers.

Local Voice Competition

Those who point to competitive local exchange carriers (CLECs) as the source of
competition had better look again. SBC and Verizon have litigated, stymied, and
strangled local voice competition until it has almost completely withered, and the
CLECs that were supposed to offer so much competition to the dominating Bells are
dying in droves.!3 Born as local monopolies, the RBOCs have remained anti-competi-
tive to the core. Once the 1996 Act was signed into law, the RBOCs immediately
set out to bulk up their local monopolies into regional monopolies through mergers
and acquisitions. In the end, they never competed in one another’s regions as envi-
sioned by Congress.

There was a moment, however, soon after the 1996 Act passed when these
telecom giants were considering whether to take on one another. Instead of growing
by competing, however, they decided to do the opposite—to expand by merging,
bringing more consolidation to the industry and less competition. Rather than earn-
ing an out-of-region market share one customer at a time, the way that Michael Dell
had envisioned, the RBOCs decided to buy the entire out-of-region market, to create
a bigger footprint. Verizon dominated the Northeast through the merger of Bell At-
lantic and NYNEX and added to its heft with the acquisition of GTE. Texas-based
SBC dominated the middle of the country as a result of its acquisition of Ameritech
and held outposts on the coasts, with its acquisition of Pacific Telesis and Southern
New England Telephone.

Even when they promised to compete out of region, as a quid pro quo, as in SBC’s
“national local strategy” pledge in the Ameritech merger, they never did.!4 It was
(and remains) always the next merger that should unleash competition, but it never
does. Only in the fantasy world of industry-funded think tanks do we get competi-
tion without competitors.

And in the residential market, SBC and Verizon today have about an 80 percent
market share,!5 and that number will go up as a result of the latest acquisitions
and the decision of the FCC to eliminate unbundled network element platforms
(UNE-Ps), which AT&T and MCI—the two largest local-residential service competi-

13 Cooper, Mark, Stonewalling Local Competition: The Baby Bell Strategy to Subvert the Tele-
communications Act of 1996 (Consumer Federation of America, January 1998); Competition At
The Crossroads: Can Public Utility Commissions Save Local Phone Competition? (Consumer
Federation of America, October 7, 2003)

14Cooper, Mark, The Consumer Case Against the SBC-Ameritech Merger (Consumer Federa-
tion, et. al, January 20, 1999)

15See note 6 above.
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tors—relied on to compete.!¢ By buying up their largest competitors and eliminating
UNE-P, the market share of these two behemoths will likely exceed 90 percent in
the residential sector.

The big business service market, known as the “enterprise” market in the indus-
try, appears to be only barely more competitive. On average, these two companies
have about a 75 percent market share for medium and large business lines.!” These
two proposed mergers, if allowed to go through, will increase this market share sub-
stantially. Because AT&T and MCI are the largest players in the enterprise market
and because of the geographic patterns of competition, the in-region market shares
of SBC and Verizon in the enterprise market for voice would rise to the mid-80 per-
cent range.!8 These regional fortresses would also anchor their dominance of na-
tional corporate accounts.

Given this increasingly consolidated market for landline services, and especially
considering the demise of the CLECs, it is critical for policymakers to consider the
geographic distribution of the SBC and Verizon markets when analyzing these two
mergers. MCI had its most intense competitive presence in Verizon’s service terri-
tory; the MCI-Verizon merger will eliminate Verizon’s most vigorous in-region com-
petitor.!® The situation with SBC “AT&T is similar. AT&T has a large presence in
SBC’s service territory. If these mergers go through, SBC and Verizon will effec-
tively be buying market power to eliminate their strongest in-region competitors.
The market is concentrated enough now; these mergers would make it much more
S0.

Long Distance

SBC and Verizon have run a brutal bait-and-switch game with long distance serv-
ice. After having been allowed to re-enter the long-distance market because policy-
makers determined local markets were open—a finding that was overwhelmingly
based on the availability of UNE-Ps—they launched a vigorous campaign to elimi-
nate the availability of UNE-Ps. SBC and Verizon’s gambit was a success and, as
expected, the competition is drying up.

The two corporations each already has about a 40 percent market share in the
residential long-distance market within their regions, but if this merger is approved,
this will increase substantially to an estimated 70 percent.2? This is, of course, well
above the threshold where antitrust authorities become concerned about the abuse
of market power. Once again, this merger would further concentrate and already-
too-concentrated market.

Voice Over Internet Protocol (VoIP)

Given that 70 percent of households don’t have broadband service and therefore
cannot take advantage of Voice over Internet Protocol (VoIP) calling,2! which re-
quires such a connection, VoIP is not an effective competitor to the traditional
landline. It is one thing for big-spending residential customers to consider VoIP as
an alternative, notwithstanding its lower reliability (because it does not run when
the power goes out) and lack of a fully functional E-911 service.?2 It is quite another
to expect those families who pay an average $25 per month23 for local service to

16 Facilities-based competition accounted for only about one-fifth of total competition (Local
Competition, Table 10). Most of this competition was in the medium or large business market.

17 Local Competition, Tables 6 and 11.

18 Matt Richtel, “Valuing MCI in an Industry Awash in Questions,” New York Times, February
2, 2005, C-4, puts AT&T’s national market share for the “corporate telecommunications market”
at 15 percent and MCI’s at 12 percent.

19The fact that the geographic overlap of assets is more concentrated in specific regions and
products than the national average has been noted in the press accounts of the proposed merg-
ers. Almar Latour and Dennis K. Berman, “Qwest Presses Its Bid for MCI,” Wall Street Journal,
February 4, 2005, C-4, the Wall Street Journal described Verizon and MCI as follows: “A tie-
up between Verizon and MCI also could fact cultural challenges: The companies have been fierce
competitors and have been at loggerheads in court.” The map accompanying Matt Richtel, “Val-
uing MCI in an Industry Awash in Questions,” New York Times, February 2, 2005, C-4, shows
a concentration of MCI data centers in the Northeast.

20 See note 7 above.

21 Cooper, Mark, Expanding the Digital Divide and Falling Behind in Broadband Falling Be-
hind in Broadband, (Consumer Federation of America and Consumers Union, October 2004),
shows that penetration of the Internet into homes has stalled below 60 percent, while just over
half of all Internet households have broadband.

22“Comments Of Consumer Federation Of America and Consumers Union,” In The Matter Of
IP-Enabled Services, Petition Of SBC Communications Inc. For Forbearance, Before The Federal
Communications Commission, WC Docket No. 04-29, 04-36, July 14, 2004.

23 Reference Book of Rates, Table 1.6.
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pay another $30-$50 for broadband in order to have access to VoIP, which costs an-
other $25-$30.24

Making matters worse, SBC and Verizon also use an anti-competitive bundling
tactic to ensure that VoIP can never effectively compete with their basic local voice
services. Neither Verizon nor SBC will sell a consumer DSL on a stand-alone basis,
what is known as “naked” DSL. Both force consumers to buy their voice service in
order to get a DSL line. So a consumer who wants to buy VoIP from a competitor
has to pay for local service twice.

While they cite VoIP as a competitive threat, SBC and Verizon are seeking to be
excused from the obligation to allow VoIP service providers to have access to the
underlying telecommunications network in a just, reasonable, and nondiscrim-
inatory manner. They will do to these unaffiliated telephone service providers
(TSPs) exactly what they did to CLECs and what the cable modem operators did
to ISPs—foreclose, discriminate, and delay until they wither and die.

Ironically, when AT&T and MCI exited or pulled back from local competition as
a result of the FCC’s decision to eliminate UNE-P, they both declared that they
would look to VoIP as an alternative approach to putting the bundle of local and
long distance together. These mergers, if approved, will remove the two largest po-
tential VoIP competitors from the market where they are needed most—in the home
service territories of the two largest RBOCs. AT&T will no longer exist to compete
against SBC’s wireline business in SBC’s service territory. The same holds for MCI,
which will no longer compete against Verizon’s wireline business in Verizon’s service
territory.

Wireless

Two critical factors limit the ability of wireless services to effectively compete with
wireline. First, even with a big bundle, wireless costs about ten cents a minute for
the typical pattern of use of local calls, five times as much, on a per-minute basis,
as local flat-rate dialtone, which is the staple of local service. Wireless is also less
reliable than wireline and still does not have 100 percent access to the E-911 sys-
tem. Second, Cingular and Verizon Wireless, the nation’s two largest cell phone
companies, are owned by two large RBOCs—SBC (with BellSouth) and Verizon, re-
spectively—and therefore have little incentive to compete with their own wireline
business.25 Through mergers and acquisitions, as well as their brand name promi-
nence, SBC and Verizon are each the leading wireless supplier within their local
RBOC market.2¢

Backbone Services

These mergers also pose severe problems because they would increase the vertical
integration of assets (i.e., when a firm owns the inputs into the process, making it
that much more difficult for competitors to get those inputs). AT&T and MCI are
large providers of Internet and interstate transport (backbone). As independent com-
panies, their interest is in maximizing traffic. SBC and Verizon are larger pur-
chasers of Internet and interstate backbone services. As unaffiliated buyers, they
make up a large portion of the market. From a competition standpoint, it is impor-
tant to keep SBC and Verizon, which need the Internet and interstate backbone
services as inputs, separate from AT&T and MCI, which provide this critical input.
Otherwise, SBC’s and Verizon’s competitors will have difficulty gaining this input
and are more likely to go out of business.2”

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

As a vertically integrated entity, both of the resulting behemoth companies would
have an incentive to maximize profits by using their leverage in the form of a price
squeeze. Unfortunately, the opportunity to run a classic price squeeze will be readily
available in the form of excessive access charges. The RBOCs have been over-
charging for access, particularly special access that was prematurely deregulated by
the FCC. AT&T and MCI were the leading critics of the access charge system.
Should these mergers go through, those who profit from those overcharges will have
swallowed those who sought lower access charges that drive down prices for con-

24These prices are based on web site visits, exclusive of short term promotions.

25 “Petition to Deny” and “Reply Comments,” see note 9 above.

26 Letter to Michael Powell, September 16, 2004.

27See Cable Mergers and Monopolies, note 12 above, and “Petition to Deny” and “Reply Com-
ments,” note 9 above.
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sumers. These mergers should not be allowed to proceed until access charges are
reformed.

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

Intermodal Competition

Intermodal competition is also limited, with a “crummy duopoly” an ineffective
base of competition, and it is not substantial enough to protect the public from
abuse. For evidence, just look at a parallel industry—cable—where operators were
also born as monopolists and have faced only limited competition from satellite.28
Not surprisingly, they have remained anti-competitive to the core in order to maxi-
mize their profits.

Cable prices have been unaffected by intermodal competition from satellite (which
lacks the capacity to deliver high-speed Internet, a critically-valued bundled prod-
uct, particularly among the desirable high-income customers). Since the passage of
the 1996 Act, the average monthly cable bill has more than doubled. Consumers are
offered almost the very same type of choice they were nine years ago: take the bun-
dle, switch to a similarly high-priced satellite alternative, or live without a decent
package of television programming.

Cable operators continue to have a market share in the 75 percent range in the
multi-channel (MVPD) market 2—well above the minimum threshold level to count
as a monopoly under antitrust law. Their high-speed Internet market-share in the
residential sector is also in the same range.3? In fact, when one looks at what the
FCC calls “advanced services” (those with at least 200k in both directions), cable
has over an 80 percent market share.

Cable companies bundle their services in a brutally anti-consumer and anti-com-
petitive fashion. They discriminate against unaffiliated VoIP service providers, re-
serving for themselves quality-of-service guarantees, while relegating others to best
effort delivery of voice traffic.3! They force consumers to pay for their affiliated ISP
and foreclose competition for Internet access services.32 This has the effect of under-
mining ISP competition over the cable wire/platform. They create a virtual tie be-
tween the provision of video and Internet service. Consumers who only want to buy
cable modem service are charged $55 to $60, but for those who buy the underlying
cable service, the price is lower—$40 to $45 dollars.

This anticompetitive strategy substantially weakens satellite’s ability to compete
with cable. Moreover, cable companies bundle video programming and use it as
lever to exclude competition (directly by refusing to sell programming they own and
distribute through coaxial cable/fiber optic lines and indirectly where they can lever-
age their power over distribution to deny competitors unaffiliated programming).

Unfortunately, the telecommunications industry looks like it is headed in the di-
rection of cable. SBC and Verizon are scrambling to put together their own bundles.
To do so, they want to be excused from the public interest obligations of video serv-
ice providers, such as community-wide buildout and local access channels. For ex-
ample, in one of the most outrageous examples of corporate chutzpah in recent
years, SBC and Verizon are seeking to be excused from serving “undesirable cus-
tomers” and simultaneously seeking to prevent local governments from serving
those very same customers. This is redlining taken to a new level; “we won’t serve
these customer and you cannot.”

THE ECONOMIC AND SOCIAL CONSEQUENCE OF THE FAILURE OF TELECOM COMPETITION

The “crummy duopoly” that now confronts residential customers—a cable wire
centered on defending its franchise video market and a telephone wire centered on

28 Cooper, Mark, The Failure of “Intermodal Competition in Cable and Communications Mar-
kets (Consumer Federation of America and Consumers Union, April, 2002).

29 See note 10 above.

30 See note 11 above.

31Scovill, Kim Robert, “Cable/Telephony IP Network Basics and the Relationship to Comcast
Digital Voice,” Pennsylvania Public Utility Law Conference, PBI NO. 2005—3354, Vol. III, p.
433.

32Public Interest in Open Communications, Chapter IV.
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defending its franchise voice product—simply will not serve the public or the nation
well, especially if these two wire owners are excused from the obligations of non-
discriminatory interconnection and carriage. The vigorous competition that we have
enjoyed in the applications marketplace created by the Internet is being strangled.
Regulators have allowed feeble facilities-based competition to strangle vigorous ap-
plications-based competition, and antitrust authorities have allowed huge cross-plat-
f(irm, vertically integrated behemoths to dominate the telecommunications market-
place.

Policymakers have made a gigantic public policy mistake, and all of us are paying
a huge economic price for it. The United States has slipped from third in the world
in broadband to fifteenth.33 Americans pay more on a megabit basis for broadband
than a dozen countries around the world, and the explanation is not population den-
sity or government subsidies; rather, it is the lack of competition and the abuse of
vertical market power. With lagging penetration, innovation in the applications
layer has gone abroad. Jobs follow the exit of innovation.

Moreover, the digital divide that FCC Chairman Michael Powell belittled in his
first press conference as a “Mercedes Benz divide”34 has substantially worsened
during his tenure. Penetration of the Internet in households has stagnated. Half of
all households with incomes above $75,000 per year have broadband; half of all
households below $30,000 do not even have the dial-up Internet at home.35 Black
and Hispanic households are particularly hard hit by Chairman Powell’s “Mercedes
Benz” divide; white households are fifty percent more likely that Black or Hispanic
households to have Internet access at home and twice as likely to have high speed
access.

The false characterization of the ever-increasing digital divide as a “Mercedes
Benz” divide highlights the reason why the bundled quadruple-play (local phone,
long-distance/wireless, video and broadband) competition that the cable and telcos
are pushing does not do the average consumer any good. There is little competition
for voice, video, and high-speed Internet. Three-quarters of Americans do not have
high-speed Internet access, so they can’t benefit from VoIP. In order to get the “ben-
efit” of intermodal competition the average American household has to double or tri-
ple its monthly bill.

THE POLITICAL LANDSCAPE

Policymakers and authorities in various arenas and at all levels of government
c%ulddtake action to alleviate some of these concerns. Here is a preview of what lies
ahead:

The Supreme Court’s review of the Brand X case has the potential finally to press
the FCC to restore the obligation of nondiscrimination in interconnection and car-
riage. The 9th Circuit Court of Appeals held, properly in our view, that the ad-
vanced telecommunications services offered by cable operators to the public are tele-
communications services and therefore are subject to regulation and open access.
The 9th Circuit decision might have finally persuaded the FCC to enforce the obliga-
tion for nondiscrimination on the advanced telecommunications networks of the 21st
century. Even if the Supreme Court upholds the Ninth Circuit, the FCC seems de-
termined to go in the opposite direction, which the Congress should not allow.

We hope the Department of Justice and the FCC will understand the brutally
anticompetitive in-region impact of the SBC-AT&T and Verizon-MCI mergers and
order large-scale divestitures of long distance/backbone capacity and impose non-
discrimination/fair access charge requirements as they review the mergers. Unfortu-
nately, this is an equally unlikely outcome.

On the state front, we hope state legislatures will resist the efforts by the RBOCs
to completely deregulate basic phone service based on the smoke and mirrors of
competition from wireless—owned by the very same Behemoth Bell—and from
VoIP—available only to those households that can afford broadband and only if the
cable and telephone behemoths do not strangle VoIP competitors with discrimina-
tion and price squeezes. As important, state legislatures must stop RBOC-led cam-
paigns to prevent local communities from meeting the needs of their citizens, by

33 Expanding the Digital Divide.

34To quote Michael Powell’s exact words: “I think the term [“digital divide”] sometimes is dan-
gerous in the sense that it suggests that the minute a new and innovative technology is intro-
duced in the market, there is a divide unless it is equitably distributed among every part of
society, and that is just an unreal understanding of an American capitalist system...I think
there’s a Mercedes Benz divide, I'd like one, but I can’t afford it...I'm not meaning to be com-
pletely flip about this—I think its an important social issue—it shouldn’t be used to justify the
notion of, essentially, the socialization of deployment of infrastructure

35 Expanding the Digital Divide.
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banning community Internet systems. There are tough fights brewing all across the
country and the outcome is up in the air.

THE ROLE OF CONGRESS: THE TELECOM ACT REVISITED

Given the troubling track record of the regulatory authorities and the behavior
of these two “crummy duopolists,” it is imperative that in its review of the Tele-
communications Act of 1996, Congress takes a critical look at the communications
landscape.

This time, Congress will have to restructure the landscape to ensure the existence
of competitive markets and provide as little room as possible for the FCC to flaunt
the will of the Congress. This will be even more important if the telecommunications
market becomes even more concentrated through the approval of the proposed merg-
ers. At the very least, Congress will have to address the following issues to even
begin to create a semblance of competition.

Nondiscriminatory Interconnection and Carriage

Congress must clearly establish that the obligation to provide nondiscriminatory
access to the means of communications, which has been part of our national and
cultural heritage for centuries, is inviolable. The tried and true principle of non-
discrimination is clearly stated in the Act

All charges, practices, classifications, and regulation for and in conjunction with
such service, shall be just and reasonable...It shall be unlawful...to make any
unjust or unreasonable discrimination in charges, practices, classifications, reg-
ulations, facilities or services for or in connection with like communications
service, directly or indirectly, by any means or device, or to make or give any
undue or unreasonable preference or advantage to any particular person, class
of persons, or locality or to subject any particular person, class of persons, or
locality to any undue or unreasonable prejudice or disadvantage.

This sounds good to consumers. Congress defined telecommunications service pro-
viders clearly in the 1996, regardless of the facility used. The FCC ignored this
language and invented a new definition to let cable operators escape form the obli-
gation of nondiscrimination. It is seeking to let the telephone companies evade the
obligations as well. Just as the Congress recently took away the authority of the
FCC to set the cap on national broadcast ownership, Congress should remove from
the FCC the ability to abrogate the most basic right of nondiscriminatory treatment.

Community Access to the Public Airwaves

Congress must reaffirm the interconnected principles of community-based provi-
sion of local services, which has been part of our heritage since the founding of the
Republic, and public ownership of the airwaves, which has been recognized for al-
most eighty years. When Congress says that “any entity” should be allowed to pro-
vide communications services, it should mean any entity, not just the ones the Bell
or cable behemoth want.

Unlicensed use of the spectrum, which is the transmission medium that supports
Wifi and community Internet applications, must be expanded. The practice of licens-
ing the public’s spectrum for exclusive use by a single entity was adopted as an ex-
pedient, second-best solution eighty years ago in a response to weak technologies
that could not handle interference well. Technological progress over the past century
has rendered this expedient, second-best solution unnecessary. Allowing unlicensed
use of the spectrum by all citizens subject to simple rules of noninterference is far
more deregulatory and pro-competitive than the status quo and serves the aspira-
tion of the First Amendment to ensure “the widest possible dissemination of infor-
mation form diverse and antagonistic voices” far better than the current regime of
exclusive licenses.

Universal Service

Congress must give much more precise meaning to the goal of universal service,
which has been the cornerstone of the communications marketplace for seventy
years. The Act has

the purpose of regulating interstate and foreign commerce in communications
by wire and radio so as to make available, so far as possible, to all people of
the United States, without discrimination on the basis of race, color, religion,
national origin or sex, a rapid, efficient, nationwide and worldwide wire and
radio communications service with adequate facilities at reasonable changes.

More specifically, it set forth the following requirement:

Consumers in all regions of the Nation including low-income consumers and
those in rural, insular, and high cost areas, should have access to telecommuni-
cations and information services, including interexchange services and advanced
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telecommunications and information services, that are reasonably comparable to
those services provided in urban areas and that are available at rates that are
reasonably comparable to rates charged for similar services in urban areas.

The FCC must be required to take this goal seriously and not cut advanced tele-
communications services off from universal service by misclassifying them as infor-
mation services.3¢6 A Mercedes Benz divide has nothing to do with today’s problem
of affordable telephone and high-speed Internet services.

Sometimes traditional values are the best. The balance that this nation struck be-
tween private investment and public obligations has worked remarkably well since
the founding of the republic. We need to return to those basic principles.

Mr. MURPHY. I thank the gentleman.
Mr. Halpern, welcome.

STATEMENT OF JEFFREY HALPERN

Mr. HALPERN. Thank you, Mr. Chairman and members of the
committee, and thank you for inviting me to testify on the future
of the telecomm industry at this exciting time in its development.

I am Jeff Halpern, Senior Equity Research Analyst at Sanford C.
Bernstein covering U.S. Telecomm. And those not familiar with
Bernstein, we are the oldest and one of the best respected inde-
pendent equity research firms.

To keep Bernstein’s lawyers happy and the SEC, I have to sub-
mit that—for the written record, a set of disclosures relative to the
business we do with the companies we have discussed.

Mr. MURrPHY. By unanimous consent, so ordered and put in as
part of the record.

[The information appears at the end of the hearing.]

Mr. HALPERN. Thank you.

In the interest of brevity, I have organized my prepared remarks
this morning into three parts.

The first is the impact of consolidation on mass-market wireline
customers. The second is the impact on enterprise customers. And
third is the impact on the wireless segment.

I have also submitted for the public record, several pieces of re-
search that I have authored over the past 2 years that directly ad-
dress a few of the topics I will discuss.

Looking at the consumer and small business wireline services
segment, I see no immediate risk to the competitiveness of the
market from the proposed mergers. Specifically, the consumer and
small business market can be divided into three competitive fronts:
the Bells, who today dominate the retail voice services market; the
large interexchange carriers, who have built positions competing on
wholesale connections, as we have heard about; and the cable
multi-system operators, who have the strongest positions in multi-
channel video and broadband data.

Within the past year, the changes in the regulatory landscape
surrounding wholesale competition have fatally eroded the econom-
ics for the wholesale competitors, like AT&T and MCI, in the mass
consumer and small business markets. These changes led both
companies to announce their withdrawal from active customer ac-
quisition or attention long before the proposed mergers were nego-
tiated. This competitive capitulation, however, occurred at the
same time that technological advances supporting the carriage of

36 “Brief for the Respondents States and Consumer Groups in Opposition to Petitioners,” Na-
tional Cable & Telecommunications Association, et. al. v. Brand X, Nos. 04-277 & 04-281.
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voice services over broadband connections has emerged. This capa-
bility is generically referred to, as we have heard, as Voice-over IP,
or VoIP. By our estimates, over the next 5 years, the cable MSOs,
the leading facilities-based providers for consumer VoIP services,
as a group, will win at least as much share of the consumer pri-
mary connections as the Bells lost over the past 5 years to whole-
sale competitors. And importantly, the MSOs will compete against
the Bells with far more favorable marginal economics than the
wholesale competitors had. Therefore, we believe it is very reason-
able to believe that—to expect that despite the withdrawal either
organically or through consolidation of AT&T and MCI from this
space, that voice prices in the future will fall at least as rapidly as
they did over the past 5 years. And for comparison, that is about
7 to 8-percent on average for a bundled local and long distance line.
Thus while the Bells are proposing to buy their largest consumer
market competitors, we would note that those same companies are
doing nothing to pursue new customers or retain existing ones and,
thus, do not believe the mergers are inherently bad for consumers
or small business competitors to choice—sorry, small business com-
petition or choice.

Turning to the enterprise market, we would draw the commit-
tee’s attention to two reports authored over the past few years in
a series entitled a “Tough Nut to Crack.” This series title attempts
to say it all.

This is a very tough market to enter. Providers competing for
share of the large enterprise in government communication serv-
ices market must be capable of delivering very high quality of serv-
ice, provide redundancy, custom solutions, and frequently global
connectivity. In addition, they must have the relationships and the
credibility necessary to convince a customer the size of Citigroup
or the Department of Defense that they can secure, monitor, and
maintain mission critical communications under adverse condi-
tions. To date, the Bells have been scrappy competitors relegated
to the provision of only the most commoditized services. AT&T,
MCI, and Sprint dominate this segment while backbone providers
like Level 3 and Global Crossing, and I might add, about ten oth-
ers, play price spoilers for basic transport. Absent consolidation,
the four remaining regional Bells would need to spend, as we heard
earlier this morning, my estimate is about $5 billion to $7 billion
at least, over the next 5 years to build their credibility and com-
petency serving this market. In our opinion, for their investment,
the Bells would add relatively little to the innovation in the indus-
try and would likely drive the ultimate demise of AT&T and MCI,
at least over the next 10 years, if not sooner. Thus, while on the
one end I could argue that combining the most likely share gainers,
the Bells, with the incumbents and largest share losers, AT&T and
MCI, is not inherently pro-competitive, it does, in my opinion, sim-
ply hasten the ultimate end game, which would have been the
eventual removal of AT&T and MCI from the landscape.

Finally, let me turn to wireless. Wireless is a business built on
a capitalistic investment model, not a regulated monopoly one.
Market forces drive quality and innovation. As evidence, I submit
that T-Mobile and Verizon Wireless, the two carriers that have won
the greatest number of customer satisfaction awards over the past
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several years, have also been the leading share gainers. By com-
parison, AT&T Wireless and Cingular, which have received the
poorest service marks, have been the largest share losers. As we
look at the impact of consolidation, I would say that so long as the
U.S. is not allowed to devolve into a duopoly market structure in
which the Bells control all of the scale wireless carriers, competi-
tion, investment, and innovation should remain robust.

So where does this leave us? My conclusions are four-fold.

First, none of the proposed wireline mergers is intuitively a rec-
ipe for higher consumer prices or reduced choice.

Second, the SBC-AT&T and Verizon-MCI combinations will likely
result in modestly greater stability for enterprise service pricing
than we have seen over the past few years, but competitors like
Level 3 will continue to exert downward pressure for less differen-
tiated services.

Third, in wireless, so long as there are three scale competitors
and a handful of smaller players, I would not be overly concerned
about choice pricing and service quality.

And fourth, if there is a concern regarding the longer-term com-
petitiveness of the industry once the cable companies and Bells
achieve a measure of stability in their own consumer market posi-
tions, then I would very strongly encourage this committee and the
FCC to jointly focus attention on fostering the development of addi-
tional broadband pipes to the home, not, again, shackling the Bell
companies with outdated regulations.

Finally, if T can just set the record straight on something Mr.
Seidenberg said earlier, I have not actually endorsed any combina-
tion with MCI but think that both possible combinations, in a
Verizon-MCI and a Quest-MCI combination, both have merit and
both have risks. And I can elaborate at the committee’s pleasure.

And that concludes my prepared remarks.

[The prepared statement of Jeffrey Halpern follows:]

PREPARED STATEMENT OF JEFFREY HALPERN, SENIOR EQUITY RESEARCH ANALYST,
U.S. TELECOMMUNICATION SERVICES, SANFORD C. BERNSTEIN & Co., INC.

Good morning Mr. Chairman and members of the committee and thank you for
inviting me to testify regarding the future of the US telecommunication services in-
dustry at this exciting time in its development. I am the Senior Analyst at Sanford
C. Bernstein covering the US Telecommunications industry. For those of you not fa-
miliar with Sanford Bernstein, we are the oldest and one of the best respected inde-
pendent sell-side equity research firms in the industry. We do no investment bank-
ing, and thus, have no conflicts on that front. I have, however, submitted for the
written record a full list of relevant disclosures concerning my and my company’s
ownership of and business dealings with the all of the companies we will likely dis-
cuss today.

In the interest of brevity, I have organized my prepared comments around the
various wireline customer segments of consumer, small business, and enterprise and
then separately address wireless. I have also submitted for the public record several
pieces of research I have authored over the past two years that directly address a
few of these topics.

CONSUMER & SMALL BUSINESS COMPETITION

Looking at the consumer and small business wireline services marketplace, I see
no immediate risk to the competitiveness of the marketplace from the proposed
mergers. Specifically, the consumer and small business market can be divided into
three competitive fronts: the Bells—who, today, dominate the retail voice services
market; the large interexchange carriers—AT&T, MCI most notably—that have
built positions competing on wholesale connections leased from the Bells; and, the
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cable multi-system operators or MSOs who have the strongest positions in multi-
channel video services and broadband data.

Within the past year, the changes in the regulatory landscape surrounding whole-
sale competition due both to FCC and court actions has fatally eroded the economics
for competitors like AT&T and MCI, leading both companies last year to announce
their intention to harvest their positions and to actively do so through the cessation
of advertising and promotional activity. This competitive capitulation, however, has
occurred at the same time that technological advances supporting the carriage of
voice services over broadband connections has emerged. This capability, generically
referred to as Voice over IP, offers those competitors capable of providing or
transiting a broadband connection very favorable economics. By our estimates, over
the next five years the cable MSOs as a group will win at least as much share of
consumer primary connections as the Bells lost over the past five years to wholesale
competitors. And, importantly, the MSOs will compete with the Bells on owned net-
works not wholesale ones and, thus, will have with far more favorable marginal eco-
nomics than did the wholesale competitors competing over Unbundled Network Ele-
ment Platform or UNE-P lines. Thus, it is reasonable to expect that despite the
withdrawal either organically or through consolidation of AT&T and MCI from this
space, that voice prices in the future could fall at least as rapidly as the 7-8% rate
experienced over the past five years. Further supporting this point, I would high-
light that where the Bells have already been competing head-to-head against the
cable companies, in the consumer broadband market, prices have fallen on average
over 10% annually—and at times faster—for the past five years. Thus, while the
Bells are proposing to buy their largest consumer market competitors today, we
would note that those same companies are doing nothing to pursue new customers
or retain existing ones and, thus, we do not believe the mergers are inherently bad
for consumer or small business competition so long as the cable companies and, po-
tentially, other facilities-based competitors continue to pursue sales of bundled serv-
ices.

ENTERPRISE SERVICES COMPETITION

Turning to the enterprise market, we would draw the Committee’s attention to
two reports we authored over the past few years in a series entitled a Tough Nut
to Crack. The title attempts to say it all.

Providers competing for share of the large enterprise and government communica-
tion services market must be capable of controlling and delivering high quality of
service on their own networks. In addition, they must be able to provide redun-
dancy, custom solutions and, frequently, global connectivity. And, finally, they must
have deep sales relationships with the customers and the credibility necessary to
convince a customer the size of Citigroup or the Department of Defense that they
can secure, monitor and maintain mission critical communications under adverse
conditions. To date, the Bells have been scrappy competitors relegated to the provi-
sion of only the most commoditized services for this customer segment. AT&T, MCI
and Sprint dominate this segment. While backbone providers like Level 3, Global
Crossing play the price spoiler role for basic transport. Absent consolidation, the
four remaining Regional Bells would need to spend between $5 billion and $7 billion
in operating and capital expense over the next five years to build their credibility
and competency serving this market and that investment would not even begin to
cover the buildout of long-haul transport capacity for which each would still need
to contract. In our opinion, for their investment, the Bells would add relatively little
to the innovation in the industry and would likely, over the course of the next five
to ten years, drive the demise of AT&T and MCI. Thus, while on the one hand I
can argue that combining the most likely share gainers (the Bells) with the incum-
bents and largest share losers (AT&T and MCI) is not pro-competitive, it does, in
my opinion, simply hasten the ultimate end-game which would have been the even-
tual removal of AT&T and MCI from the landscape.

WIRELESS COMPETITION

Finally, let me turn to wireless. Two years ago, we had six national competitors
fighting aggressively for marketshare. Despite that competition, average monthly
revenue per user didn’t fall. Why? Because demand remained robust and network
differentiation drove price stability. Though I know there has been an outcry for
quality of service regulation for wireless, I would posit for the committee that wire-
less, a business built on a capitalistic investment model not a regulated monopoly
one, will be far better served allowing market forces to drive quality and innovation
than regulation. As evidence, I submit that T-Mobile and Verizon Wireless, the two
carriers that have won the greatest number of customer satisfaction awards have
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also been the leading share gainers, have high customer loyalty and have shown
some of the strongest average revenue per user trends. By comparison, AT&T Wire-
less and Cingular which have received the poorest service marks have been the larg-
est share losers among the big-six carriers over the past three years. As we look
at the impact of consolidation, I would say that so long as the US is not allowed
to devolve into a duopoly market structure in which the Bells control all of the scale
wireless carriers, competition, investment and innovation will remain robust.

SUMMARY

So where does this leave us? My conclusions are four fold:

First, none of the proposed wireline mergers is intuitively a recipe for higher con-
sumer prices or reduced choice;

Second, the SBC-AT&T and Verizon-MCI combinations will likely result in mod-
estly greater stability for enterprise service pricing than we have seen over the past
few years but it should also be noted that pricing in that market has been declining
at very unhealthy rates since the bursting of the internet bubble unleashed massive
overcapacity for transport services.

Third, in wireless, so long as there are three scale competitors and a handful of
smaller players, I would not be overly concerned about choice, pricing or service
quality; and,

Fourth, if there is concern regarding the longer-term competitiveness of the indus-
try once the cable MSOs and Bells achieve a measure of stability in their consumer
market positions, then I would encourage this committee and the FCC to jointly
focus attention on fostering the development of additional broadband pipes to the
home not once again shackling the incumbents. Further, given the Bells’ desire to
deploy video services in competition with another former monopoly business, the
cable companies, I would encourage this committee to focus efforts on removing the
outdated roadblocks currently standing in the way of that innovation and competi-
tion.

Thank you, again, for the opportunity to share my thoughts.

Mr. MurpPHY. Thank you, Mr. Halpern.
We now want to hear from Mr. Jim Speta, who is an associate
professor of the Northwestern University School of Law.

STATEMENT OF JAMES B. SPETA

Mr. SPETA. Thank you, Mr. Chairman.

I am grateful to you and to the committee for the opportunity to
testify on these topics. Telecom’s policy and, in particular, competi-
tion policy for the emerging broadband era are the focus of my
scholarship.

Following on the testimony this morning, I don’t want to dwell
on the technological drivers that have changed the communications
marketplace. Increases in bandwidth, in computing power, and in
conversion and transmission protocols have made possible the new
data-centric networks that we have heard about on which applica-
tion services whether they are voice or video will ride merely as ap-
plications. And increasing penetration of these platforms into the
mass market will increase competition in markets where we have
traditionally seen relatively little: basic voice services and basic ac-
cess services.

I, therefore, want to address the bulk of my comments to what
Congress can do to continue and perhaps even to accelerate the
path of increasing competition, and that is to accomplish funda-
mental spectrum reform.

The two wireline mergers that we here discussed of AT&T and
SBC and of MCI and Verizon provoke the fear, which have been
variously stated, that mass market consumers will face only two
huge companies, their incumbent local telephone companies and
their cable companies, for all of their communication services. And
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while two is better than one, having only two companies in the
market, is not the ideal of competition.

The best answer to getting a third competitor or a fourth compet-
itor is to get a third platform, get it soon, and that is fundamental
spectrum reform. I do not claim to be able to out-guess the market
as to where telecommunications technology is going, and that is
one thing we should have learned in the last 8 years since the 1996
Act. But we do know that decreasing barriers to entry into wireless
services can allow new technologies to come to market. And we are
seeing glimpses of high-speed wireless data services, vast Internet
access provided by wireless technologies. Incredibly exciting things
are happening in this market. But more spectrum needs to come
to the commercial market for wireless to ensure the entry of new
broadband competitors. And that new spectrum ought to be struc-
tured so that companies can use it with whatever new technologies
develop. The Commercial Spectrum Enhancement Act, which was
signed last December, was a step in the right direction. But that
spectrum is likely to be used for premium mobile services, and
most of the services that we heard about this morning are still pre-
mium services. Getting more spectrum into the market would allow
trlllly mass-market data, wireless Internet access services to de-
velop.

In my written testimony, I have described in more detail some
steps Congress should take in spectrum reform, which would in-
crease the competitiveness of the total market.

First, existing licensees ought to be given the fullest opportunity
to introduce new, innovative services, even if that means ceasing
to provide the services originally contemplated by their licenses.
This sort of transition, creative destruction, if you will, is one of the
central engines of this great American economy. And it just fol-
lowing on the technological development that has changed the
structure of the communications marketplace.

Second, the transition to digital television must be completed by
a hard date and soon. The subcommittee recently held a hearing
on this, but the analog TV licenses represent some of the most at-
tractive spectrum for new broadband wireless data services.

Third, legislation should increase incentives for government spec-
trum users to economize on spectrum to enable more of it to move
to commercial uses.

I have described in my written testimony some other steps that
Congress could take to ensure that the law helps create conditions
for increased competition wherever it may come from. And of
course, the total right of the Communications Act has enormous ap-
peal. The number of us academics are coming together with the
Progress and Freedom Foundation to work on language for a new
digital age communications act, and hopefully, over the summer,
we will have some more to present to the committee on this ques-
tion.

But even apart from a complete rewrite, spectrum reform can be
the first, most important step. It will create a third platform, and
that third platform can have multiple companies competing with
each other and in competition with cable and telephone companies.
Perhaps equally significantly, wireless can bring true broadband
data services to rural areas and other areas in which there is no
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broadband to address the concerns of a number of the members.
Rural wireless ISPs, while still in relatively few areas, are an
emerging success story that true spectrum reform could accelerate.

As T said, this is an incredibly exciting time. Things are hap-
pening in the wireless space, and spectrum reform can be a first
step toward increasing competition in the data-centric world we are
entering.

Thank you.

[The prepared statement of James B. Speta follows:]

PREPARED STATEMENT OF JAMES B. SPETA, ASSOCIATE PROFESSOR, NORTHWESTERN
UNIVERSITY SCHOOL OF LAwW

SUMMARY

We are beginning to see in the marketplace the effects of a technological conver-
gence that began in earnest fifteen years ago, with the advent of fiber optics and
digital transmission in long-haul communications networks. Today, developments in
electronic switching, high-capacity transmission, and conversion and computing pro-
tocols are having three significant effects on the structure of the communications
marketplace. First, distance is increasingly irrelevant as a matter of economics. Al-
though capital costs still depend on distance, at the margin the transmission of data
is largely insensitive to the distance it travels. Technological and legal distinctions
between “local” and “long-distance” services should increasingly disappear. Second,
transmission platforms are no longer service-specific. “Services”—be they voice or
video or newer services—can be provided as applications on any data platform of
sufficient bandwidth. Third, these advances are increasing competition in some mar-
kets that have historically seen little. Voice-over-Internet-protocol telephony is al-
lowing cable companies to become more competitive for voice services; but the hype
over VoIP hides the increasing competition that cellular telephony has brought to
traditional telephone services. Similarly, assuming the announced build-outs by the
telephone companies occur, video over IP will be the next stage of marketplace de-
velopment, and will introduce a substantial new competitor in that domain. The an-
nounced mergers between SBC Communications, Inc., and AT&T Corp. and between
Verizon Communications, Inc., and MCI, Inc., reflect many of the changes that tech-
nology has brought to the market structure.

Looking to the future of the communications marketplace, several imperatives ap-
pear. First, Congress should ensure that competition continues to develop, by cre-
ating the conditions necessary to enable new access platforms to challenge those
owned by the telephone and cable companies. Spectrum reform is of utmost impor-
tance: wireless could be a third, full-service access platform (with multiple providers
in each market), but more spectrum, with flexible use rules, needs to come into the
commercial market. Second, Congress should ensure that the Federal Communica-
tions Commission has adequate authority to preempt state laws that create barriers
to or uncertainty for the development of new communications platforms, such as
wireless and broadband over power line. Third, should it turn to a comprehensive
re-write of the Communications Act, Congress should create a telecommunications
law that is technologically neutral, that links regulatory authority in most regards
to the principles of competition law, and that seeks to pursue social goals such as
universal service through transparent and competitively balanced mechanisms.

INTRODUCTION

I am grateful for the opportunity to testify before the Committee on changes in
telecommunications technology and the changes in the marketplace that techno-
logical change has wrought. My testimony here summarizes some of the work that
I have been doing on broadband competition policy and on the need for legislative
action to eliminate legal and economic barriers to the development of additional
competition in the future.! The catalysts for this Hearing, the announced mergers

1See, e.g., James B. Speta, Deregulating Telecommunications in Internet Time, 61 Wash. &
Lee L. Rev. 1063, 1069 (2004) (outlining a “comprehensive program to substantially increase the
prospects for intermodal competition in local telecommunications services” and telecommuni-
cations more generally) (also available at http:/ssrn.com/abstract=614523); James B. Speta, FCC
Authority To Regulate the Internet: Creating It and Limiting It, 35 Loy. U. Chi. L.J. 15 (2003)
(also available at http:/ssrn.com/abstract=490122); James B. Speta, A Common Carrier Ap-
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between SBC and AT&T and between Verizon and MCI,2 are signs of a convergent
and increasingly competitive marketplace. They are not, as some have suggested,
simply the reincarnation of the Bell System twenty years after its breakup. For one,
these two companies have the potential to compete with one another in many mar-
kets. More importantly, technological advance is allowing cable and wireless compa-
nies to be increasingly competitive with the traditional local telephone companies
in their core local access markets. To be sure, competition in these and other tele-
communications markets is not the perfect competition of micro-economics text-
books, due to the substantial investments required to build a network and the need
to interconnect with multiple other networks to provide services. But, with a few
cautionary notes, technological convergence seems to be advancing competition.

Looking to the future, communications law can either provide a hospitable envi-
ronment for continuing technological change and the introduction of new, competing
platforms and services, or it can itself be a barrier. The first priority should be to
address the barriers that currently exist to the introduction of new competitive ac-
cess platforms, and, here, the first priority is spectrum reform. Congress should con-
tinue the path set by the Commercial Spectrum Enhancement Act3 and move addi-
tional spectrum into commercial service, subject to flexible licensing or to full pri-
vate ownership. Second, Congress should ensure that state and local regulation does
not present a barrier to emerging technologies and services. Third, Congress should
begin to address the competitive neutrality of the communications law as a whole,
either through a strategy that essentially deregulates new platforms or that re-
writes the Act from the bottom up.

I. WHERE TECHNOLOGICAL CHANGE HAS BROUGHT US

Technological change, in the form of microwave technology, was one of the prin-
cipal drivers of the break up of the Bell System in the early 1980s.4 That technology
was rapidly replaced by fiber optics and the digitalization of the long-haul portions
of the telecommunications network. On a largely independent track, the Internet
protocols allowed the development of general purpose data networks, which could
carry the data created by any application over any interconnected physical infra-
structure.5 Today’s telecommunications market reflects these revolutions in trans-
mission and computing power and in the techniques of data conversion and trans-
mission.

The technological change experienced in the communications marketplace can
usefully divided into three types. First, advances in electronics and in materials
have greatly increased the bandwidth that carriers can deploy. Modern fiber optics,
boosted by the development of dense wave division multiplex transmission elec-
tronics, can carry enormous amounts of data over long distances almost instanta-
neously. Similarly, digital transmission technologies in the access networks—such
as cable modem service, DSL, and digital cell phone service—have increased the ca-
pacity of those systems far beyond anything imagined when cable TV or wireline
and wireless telephony were initially conceived. Demand has, of course, increased
exponentially as well, and the bandwidth of many access services in the United
States still lags. Telephone company DSL networks are not yet fast enough to pro-
vide multi-channel video services; in South Korea, by contrast, video over DSL is
common.® Still, this greater bandwidth begets new services.

Second, advances in internetworking have allowed communications networks to
transmit services widely, as soon as the new services have been deployed. In this
category, the Internet protocols are the most notable. But advances in electronic
switching and the development of multiple, high-capacity interconnections among

proach To Internet Interconnection, 54 Fed. Comm. L.J. 225 (2002) (also available at http:/
www.law.northwestern.edu/faculty/fulltime/Speta/Speta.html).

2As of the date of this written testimony, Qwest Communications International, Inc., con-
tinues to have a counter-offer pending for MCI, and the foregoing should not be read as a state-
ment about the eventual acquisition of MCI. The two transactions have much in common from
a structural marketplace perspective, however, and do not substantially affect the conclusions
that I offer here.

3Pub. L. 108-494 (signed Dec. 23, 2004).

4See generally Joseph D. Kearney, From the Fall of the Bell System to the Telecommunications
Act: Regulation of Telecommunications under Judge Greene, 50 Hastings L.J. 1395 (1999); Glen
O. Robinson, The Titanic Remembered: AT&T and the Changing World of Telecommunications,
5 Yale J. on Reg. 517 (1988) (reviewing Peter Temin, The Fall of the Bell System).
L 5See generally Philip J. Weiser, Law and Information Platforms, 1 J. Telecomm. & High Tech.

. 1 (2002).

6See generally James B. Speta, Policy Levers in Korean Broadband, 5 J. Korean L. 1, 6 (2004)
(noting widespread availability of 20 megabit DSL service in South Korea, by contrast to typical
1.5 megabit service in the U.S.).
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Internet backbones have also played a significant role. These technologies erode the
traditional barriers between types of networks and will, over time, completely erase
the barriers between “telephone networks,” “cable television networks,” and “Inter-
net networks.” In the core of the networks, such distinctions are almost without
meaning today.

Third, the increased computing power available to users of the telecommuni-
cations networks—in their telephones, cameras, and personal computers—drives the
creation of digital information and new services for the use of that information.
Scanning a picture at home and e-mailing it to far-away relatives was but a pre-
cursor of video instant-messaging and multiplayer on-line gaming.

The consequences for market structure are significant. Costs of service have been
falling, and platforms are now capable of providing multiple services. This has in-
creased competition in several dimensions. Core network providers have substantial
capacity and can serve the needs of large businesses, but they can also carry aggre-
gated traffic from individual users and small businesses.

This technological change is also introducing competition into historically less
competitive access markets—reducing the so-called last mile problem. Although
VoIP has been garnering much of the attention, cellular telephony has been quietly
gaining ground on traditional, wireline voice. We are reaching a point at which
there are at least as many wireless telephones as there are traditional, switched ac-
cess lines to the telephone network. In fact, the number of traditional telephone
lines has been falling in recent years, from a high of just over 192 million lines in
2000 to under 180 million lines in mid-2004, while the number of wireless phones
reached almost 170 million.” The FCC reports an estimate that 5-6% of U.S. house-
holds have dropped wireline service entirely, in favor of wireless, and another that
23% of all voice minutes are originated from wireless telephones.8

The hype around VoIP seems justified to a large degree, as one research group
has reported a 900% increase in the number of cable VoIP subscribers in just the
past year,® with total current VoIP subscribers being estimated variously between
600,000 and 1 million.!® As cable companies convert existing voice customers to
VoIP and as the technology otherwise matures, the service will continue to grow to
reach the millions by year end.!!

The story is similar in multi-channel video services, where over the past 10 years
DBS has gone from a mere 3% of the market to more than 25% of the market.!2
Here, both technological advance and regulatory change were necessary to allow
DBS to carry local television channels, which was important to its ability to compete
with cable service. Nevertheless, DBS’s growth rate of subscribers far exceeds that
of cable.!3

These are significant changes, although competition is in many respects still
emerging. Incumbent local telephone companies continue to dominate basic residen-
tial and small business voice services in most markets.!4 VoIP service, although
itself competitive in price with traditional telephone service, requires the subscriber
to have broadband access, at least doubling the total price. For the nearly 30 million
subscribers to high-speed services,!> VoIP may be in the same market as traditional
service; for those not subscribing to high-speed services, the analysis is more com-

7See FCC, Industry Analysis and Technology Division, Local Telephone Competition: Status
as of June 30, 2004, table 1 (Dec. 2004); FCC, Industry Analysis and Technology Division,
Trends in Telephone Service, tables 7.1, 11.1 (May 2004). To be accurate, the number of
switched wireline access lines does not reflect all voice telephone lines, as many businesses use
their own premises equipment to aggregate calls from extensions (both those that have their
own telephone number and those that do not) and deliver those to the telephone network over
a higher capacity connection.

8 Implementation of Section 6002(b) of the Omnibus Budget Reconciliation Act of 1993, Annual
Report and Analysis of Competitive Market Conditions With Respect to Commercial Mobile
Services, Ninth Report, FCC 04-216, at para. 212 n.575, 213 (Sept. 28, 2004).

9See Cable VoIP Subs Jump 900%, Light Reading, Feb. 23, 2005 (http://www .lightreading.com/
document.asp?site=lightreading&doc id=67093) (reporting data from Infonetics Research).

10See, e.g., Ben Charny, Year in Review: VoIP’s Voice Gets Stronger, Cnet.com, Jan. 5, 2005
(http:/mews.com.com/Year+in+review+VoIPs+voice+gets+stronger/2009-7352—3-5499915.html).

11See also Ben Charny, Cablevision Rings in 270,000 Subscribers, zdnet.com, Feb. 23, 2005
(http:/mews.zdnet.com/2100-1035gG7X22-5587465.html).

12See Annual Assessment of the Status of Competition in the Market for the Delivery of Video
Programming, Eleventh Annual Report, FCC 05-13, table B-1 (Feb. 4, 2005).

13]d. at para. 53.

14 See, e.g., Local Telephone Competition: Status as of June 30, 2004, supra note 7, at 1-4.

15FCC, Industry Analysis and Technology Division, Wireline Competition Bureau, High-Speed
Services for Internet Access: Status as of June 30, 2004, at 1-4 (Dec. 2004).
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plex.!¢ Similarly (but more speculatively), if developing services require significant
increases in both up and downstream throughput to users and if the telephone com-
panies do not quickly increase the amount of fiber optics in their local access net-
works, then the cable companies may not have a substantial competitor for these
services in the mass market (barring the development of new access networks).!?
Even if telephone companies do upgrade their networks and otherwise keep pace
with the bandwidth possible over cable networks, the residential and small business
high-speed access market will most likely have only two competitors for the foresee-
able future.!8

Despite these cautionary notes, this emerging competition is cause for optimism,
for two reasons: it is platform-based, and it is often intermodal. Because this emerg-
ing competition is among facilities-based carriers, it stands in sharp contrast to the
type of competition envisioned by the unbundling provisions of the 1996 Act, which
were premised on the idea that local telephone company networks would not be du-
plicated.!® Facilities-based competition, especially where companies try different
technologies to provide services, allows the market to reward efficient providers and
efficient technologies.

II. WHERE WE SHOULD GO

The regulatory issues raised by these technological advances, by developing con-
vergence, and by expanding competition are multifarious, and they range from those
traditionally linked with sector-specific regulation, such as interconnection policy, to
the social policies of telecommunications regulation, such as universal service, to the
broader questions of efficient tax policy, for some states and local governments today
raise significant revenues by taxing some communications services. The breadth of
these challenges have led many—inside and outside of government—to call for a
comprehensive re-write of the nation’s communications laws, and I am one of the
co-chairs of a project centered at the Progress and Freedom Foundation to write a
new Communications Act for the Digital Age.20

A. Spectrum Reform

Short of writing a new statute, however, some legal reforms should follow as a
response to these changes in market structure, in order to build on the possibilities
of competition. As noted above, the most likely market structure for mass market
broadband IP access is one in which only the incumbent telephone companies and
the cable television companies are significant players.2! Two companies are certainly
better than one, but, as a rough rule of thumb, competition is increasingly likely
when the market includes at least three substantial competitors.22

Wireless is the leading possibility for a third platform to challenge the telephone
and cable companies, but the prospects of such wireless competitors are reduced due
to the lack of available spectrum for such services. Although the Commercial Spec-
trum Enhancement Act (CSEA) took an important step to make spectrum available
for third-generation wireless services, more such spectrum should be made available
for new data platforms. The FCC has been taking substantial, beneficial action in
this regard, re-tasking certain underutilized spectrum and introducing a degree of

16 The 1992 Horizontal Merger Guidelines focus on an increase in price of the relevant goods
of, usually, 5% (sec. 1.1). Thus, a wide disparity between the price of two products suggests that
they would not be in the same market.

17Compare Nondiscrimination in the Distribution of Interactive Television Services over
Cable, Notice of Inquiry, 16 FCC Red. 1321, 6 (2001) (discussing possibility that only cable tele-
vision companies could offer the interactivity necessary for interactive television services).

18 A second cable company provides service in only a few locations. See generally Eleventh
Video Report, supra note 12, at paras. 66-70. DBS provides competing video service, but its two-
way Internet service is not comparable. Some emerging wireless services, such as EVDO and
WiMax, could provide another access platform. As I discuss later, this prospect justifies atten-
tion to spectrum reform.

19T do not share the unrelenting scorn that many have heaped on the 1996 Act’s unbundling
regime. See Speta, Deregulating Telecommunications, supra note 1, at 1151-53. But, there is no
doubt that facilities-based competition is much more effective. See Jean-Jacques Laffont & Jean
Tirole, Competition in Telecommunications 207-09 (2000) (discussing competitive difficulties of
competition through unbundling, where squeezing monopoly profits out of wholesale prices de-
creases incentives to deploy new facilities while permitting incumbents to earn monopoly profits
in their wholesale prices makes competition soft).

20 See Progress and Freedom Foundation Website (http:/www.pff.org/daca/).

211n business markets, the possibility of multiple facilities-based carriers is greater.

22 Competition may improve as the number of market participants increases above three, but
it is not the case that more competitors always increases the level of competition in a market.
More importantly, this is not a law of economics, simply a rule of thumb based on experience.
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flexible use rights,23 but legislative action to confirm and accelerate these moves
would be useful.

Indeed, wireless has, in several significant episodes, provided important competi-
tion to wireline incumbents. MCI originally used microwave transmission, the eco-
nomics of which were more favorable, to challenge AT&T’s long-distance monopoly.
As noted above, DBS today provides the main competition to cable video services.
The increasing numbers of especially young people dropping wireline service is an-
other confirming factor, although these current wireless services are not competitors
to high-speed IP-based services.

Glimpses do exist of the wireless future, with higher-speed data services from cell
phone companies now coming to market, such as Verizon Wireless’s 300-500 kbps
service. But truly broadband services, such as WiMax or EVDO, using speeds that
compete with cable and DSL services, are still a few years away.2 More impor-
tantly, widespread deployment of these services will certainly require that addi-
tional spectrum be made available to the market. FCC Chairman Michael Powell
has linked the availability of additional spectrum to the development of potentially
competitive wireless broadband platforms.25

A significant move in the direction of spectrum reform requires two steps. First,
more spectrum must be made available to commercial markets, and such spectrum
can only come from either government or existing private users.26 The CSEA’s tech-
nique of using auction proceeds to fund the relocation of government users and the
purchase of more efficient equipment does provide some balance between commer-
cial demand and the interests of government users,2’ but the Act does not provide
any systematic incentives for government users to economize on spectrum or release
it for commercial uses. This could be done by giving government agencies the right
to monetize their spectrum by auction or, in a more extreme version, requiring them
to do so. Under this approach, government agencies would have to purchase spec-
trum rights on the open market, much as they must do with real property.28 Alter-
natively, government users could be required to include within their budgets ex-
pense amounts for the use of spectrum. This proposal has been made and well-re-
ceived in the United Kingdom.29

Current commercial licensees should also be given the right to auction their spec-
trum to those who would use it for new, more valuable uses.30 Although some have
objected to this proposal on the ground that it creates a “windfall” where the li-
censes were originally granted without charge (or even by auction, but restricted to
a limited term),3! this objection should not stand in the way of a transition to a
more efficient, market mechanism. Today, many if not most of the holders of the
most valuable licensees purchased those licenses on the secondary market at prices
that included the economic value of the license. Any “windfall” from the no-cost allo-

23Many of these actions are summarized in the FCC’s Spectrum Policy Task Force Report.
See FCC, Spectrum Policy Task Force Report, ET Docket No. 02-135 (2002) (available at http:/
/hraunfoss.fcc.gov/edocs—public/attachmatch/DOC-228542A1.pdf/).

24Richard Shim, WiMax To Lead Broadband Wireless Market, Cnet news.com, April 21, 2004
(http:/news.com.com/2102-1305—3-5196795.html).

25F.g., Chairman Michael K. Powell, “Broadband Migration III: New Directions in Wireless
Policy, Remarks at the Silicon Flatirons Telecommunications Program,” University of Colorado
at Boulder, October 30, 2002 (available at http:/www.fcc.gov/sptf/).

26 Spectrum is theoretically unlimited, and substantial open spectrum exists at extremely
short wavelengths. But not all spectrum is created equal. Some has better propagation charac-
teristics, such as the ability to penetrate walls, and transmitters and receivers are more expen-
sive to produce in some ranges.

27 See Pub. L. No. 108-494 (amendments to 47 U.S.C. § 923(g)).

28 See Ewan Kwerel & John Williams, A Proposal for a Rapid Transition to Market Allocation
of Spectrum, FCC OPP Working Paper No. 38, at 28-30 (Nov. 2002).

29 See, e.g., Martin Cave, Independent Review of Spectrum Policy (2002).

30This proposal is made in a number of articles, in addition to the Kwerel & Williams paper
(supra note 28) and builds on Ronald Coase’s seminal article pointing out that spectrum rights
could be treated equivalently to private property. Ronald Coase, The Federal Communications
Commission, 2 J.L. & Econ. 1 (1959). Several central articles, which themselves provide entry
into most of the other literature, are: Stuart N. Benjamin, Spectrum Abundance and the Choice
Between Private and Public Control, 78 N.Y.U. L. Rev. 2007 (2003); Thomas W. Hazlett, The
Wireless Craze, The Unlimited Bandwidth Myth, The Spectrum Auction Faux Pas, and the
Punchline to Ronald Coase’s “Big Joke”: An Essay on Airwave Allocation Policy, 14 Harv. J.L.
& Tech. 335 (2001); Gerald R. Faulhaber & David J. Farber, Spectrum Management: Property
Rights, Markets, and the Commons, in Rethinking Rights and Regulations 193 (Lorrie Faith
Cranor & Steven S. Wildman, eds. 2003); Ellen P. Goodman, Spectrum Rights in the Telecosm
To Come, 41 San Diego L. Rev. 269 (2004).

31 Norman Ornstein & Michael Calabrese, A Private Windfall for Public Property, Wash. Post,
Aug. 12, 2003, at A13.
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cation of licenses was received by the original licensees who are now long gone.32
Moreover, the statute already recognizes very strong expectations of renewal of li-
censes and of transfer approval and, in these two regards, the rights are already
very similar to property rights.33 Thus, any “windfall” is likely small, and an accept-
able cost of moving to a market-based system of allocation.

Short of a full-blown change to spectrum allocation policy, the Congress can con-
tinue to work to free up government and commercial spectrum. In the latter regard,
the Committee has previously given attention to the need to accelerate the transi-
tion to digital television, because television broadcasters’ analog licenses represent
some of the most desirable spectrum for new data services.3* Current statistics show
that more than 85% of all U.S. households subscribe to either satellite or DBS.35
The transition raises important issues, but the value of moving that spectrum to
other uses must be weighed against any transition costs suffered by the relatively
small number of households receiving terrestrial service. Moreover, the cost of dig-
ital television tuners is falling rapidly, and is now below the $200 mark even for
HDTYV functionality.

It is my sense that new spectrum rights ought to be privatized, to allow owners
instead of government to determine the most appropriate and efficient uses. At a
minimum, licenses should permit the maximum amount of flexibility in use. Some
spectrum should be dedicated to unlicensed uses, such as local networking and other
low-power services that have proved recently successful. But property rights in spec-
trum have the advantage that a single provider can more easily internalize all of
the coordination problems that a new service may entail, such as equipment stand-
ards, operating protocols, and interconnection with other networks. Similarly, a
spectrum owner captures all of the gains from monitoring spectrum use, increasing
the efficiency of equipment, and eliminating interference.3¢

B. Reducing Legal Uncertainty

Short of re-writing the Communications Act from top to bottom (on which more
below), Congress could make several salutary changes that would have the effect
of decreasing the barriers to entry for new services. The 1996 Act forbade state and
local laws that prohibited (or had the effect of prohibiting) the provision of tele-
communications services by any entity.37 But, to ensure that new services are not
subject to the heavy-handed utility regulation of Title II of the Communications Act
(which governs telecommunications services), the FCC has generally characterized
newly emerging data services as “information services.” 38 In so doing, the FCC exer-
cises its so-called “ancillary” authority under Title I of the Act to prevent states and
localities from themselves placing burdensome regulations on these new services,3°
but the scope of the FCC’s authority to do so is uncertain and subject to attack.40

Congress should confirm the FCC’s authority to preempt state and local regula-
tion of any emerging, facilities-based two-way data network, to decrease the barriers
to entry for such services. To be sure, some networks will need to be regulated, to

32Current licensees who would sell their licenses as property would receive an increase in
value if those licenses had greater flexibility of use, but trying to recapture that value is prob-
ably not worth the transaction and delay costs involved.

33 See generally Howard A. Shelanski & Peter W. Huber, Administrative Creation of Property
Rights to Radio Spectrum, 41 J.L.. & Econ. 581 (1998); Douglas W. Webbink, Radio Licenses and
Frequency Spectrum use Property Rights, 9 Comm. & L. 3 (1987).

34 Most recently, the Subcommittee on Telecommunications and the Internet held a hearing
on February 17, 2005, entitled “The Role of Technology in Achieving a Hard Deadline for the
DTV Transition.”

35Eleventh Video Report, supra note 12, at para. 8.

36 See generally Speta, Deregulating Telecommunications, supra note 1, at 1118-21 (arguing
that the need to develop intermodal competition from wireless to wireline platforms suggests
a property rights approach to spectrum reform); Farber & Faulhaber, supra note 30.

37See 47 U.S.C. § 253.

381ts ability to continue to do so will be at issue in the Supreme Court’s consideration of the
Brand X case, which is scheduled to be argued later this Term. See Inquiry Concerning High-
Speed Access to the Internet over Cable and other Facilities, Declaratory Ruling and Notice of
Proposed Rulemaking, 18 FCC Red. 4798 (2002) (classifying cable modem services as informa-
tion services), rev’d in part, Brand X Internet Servs. v. FCC, 345 F.3d 1120 (9th Cir. 2003) (ad-
hering to prior opinion that such services were telecommunications services), cert. granted.

39 Most recently, the FCC has issued an order preempted state and local regulation of many
aspects of VoIP. See In the Matter of Vonage Holdings Corp. Petition for a Declaratory Ruling
Concerning an Order of the Minnesota Public Utilities Commission, Memorandum Opinion and
Order, FCC 04-267 (Nov. 12, 2004).

40 See generally Speta, FCC Authority To Regulate the Internet, supra note 1. But see Philip
J. Weiser, Toward a Next Generation Regulatory Strategy, 35 Loy. U. Chi. L.J. 41, 66 (2003)
(suggesting that FCC has adequate Title I authority to address new services, and advocating
a common law approach, informed by antitrust principles, to regulation).
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ensure the meeting of non-economic goals such as 911 service and law enforcement
intercepts. But, as has been the case with VoIP, the FCC should have the power
to move toward these goals in a manner that does not compromise the initial deploy-
ment of the services. Universal service (and other state and local revenue needs)
will also require consideration, but a continuing patchwork of state and local regula-
tion of telecommunications services can create a hurdle to entry of new services.

Apart from confirming FCC authority, Congress should also consider a new cat-
egory of federal regulation for new, two-way, facilities-based data networks. Such a
move would not require eliminating the current service categories of the Commu-
nications Act, which continue to serve some important purposes. A new category of
services—what Chairman Powell has called an IP-migration model—would allow the
market, if deploying new facilities, to move itself into a much more unregulated sta-
tus.

C. A New Act?

Of course, the most intellectually appealing approach would be to draft a new
Communications Act from the ground up. There is a widespread consensus that the
current service-based categories of the Communications Act, which provide signifi-
cantly different levels and kinds of regulation based on service classifications that
are tied to legacy status, no longer match the converged data platforms that techno-
logical change has made possible. The European Union has recently adopted a new
regulatory structure that attempts to address all “electronic communications,”4! and
commentators have offered a number of other models, ranging from a regulatory
scheme built on the technical “layers” of the network 42 to the use of a common-law,
but antitrust-principles grounded, case-by-case approach to regulation.*3

Because our work on this continues and given the scope of this Hearing, I will
only outline a few of the principles that should govern consideration of a new tele-
communications statute.#4 First, telecommunications law—as an independent body
of law, superintended by some expert regulator—should continue. An expert regu-
lator will address changing technology better than generalist antitrust courts. More
importantly, telecommunications markets present problems that are beyond the tra-
ditional scope of competition law. For example, even where the market for tele-
communications services is structurally competitive, each individual carrier will
have a “terminating monopoly” on services delivered from other carriers or networks
to that individual carrier’s customers. As two leading economists have shown, even
competitive carriers will have the incentive to raise off-network termination charges,
resulting in inefficient multiple marginalization.4> Price-setting regulation, or man-
datory bill-and-keep rules, can increase efficiency.

Moreover, government may wish to assure that network competition does not
eliminate fundamental interconnection. Two-way telecommunications networks,
such as telephone, Internet, and integrated data networks, exhibit direct network
effects.4¢ If network competition is simultaneous, with numerous relatively small
communications networks competing against one another, then each network will
have a strong incentive to interconnect with the others, ensuring that all consumers
can reach one another as well as reaching all services and content available on

41The centerpiece of this effort is Directive 2002/21 of March 7, 2002, on a Common Regu-
latory Framework for Electronic Communications Networks and Services, O.J. 2002 L108/33
(“Framework Directive”). See generally J. Scott Marcus, The Potential Relevance to the United
States of the European Union’s Newly Adopted Regulatory Framework for Telecommunications,
in Rethinking Rights and Regulations 193 (Lorrie Faith Cranor & Steven S. Wildman, eds.
2003); James B. Speta, Rewriting U.S. Telecommunications Law with an Eye on Europe, in Con-
necting Societies and Markets (forthcoming 2005).

42FE.g., Richard Whitt, A Horizontal Leap Forward: Formulating a New Communications Pub-
lic Policy Framework Based on the Network Layers Model (MCI Layers Paper) http:/glob-
al.mci.com/about/publicpolicy/presentations/horizontallayerswhitepaper.pdf.

43 See Weiser, supra note 40.

44] have discussed most of these matters in greater depth in Speta, Deregulating Tele-
communications, supra note 1.

45 Jean-Jacques Laffont & Jean Tirole, Competition in Telecommunications 184 (2001).

46 Such effects may be, in the language of network economics, either direct or indirect. A direct
network effect is where the good itself is a connectivity good, such that value derives from the
number of others that one can connect with—such as telephony or fax machines. Indirect net-
work effects prevail in markets characterized by a hardware and a software good—such as com-
puter operating systems and software applications or video tape players and prerecorded mov-
ies—such that greater numbers of consumers purchasing the hardware good drives demand for
a wider variety of software goods, which variety in turn makes the hardware good itself more
valuable. See generally Michael L. Katz & Carl Shapiro, Network Externalities, Competition, and
Compatibility, 75 Am. Econ. Rev. 424, 426-27 (1985). Some network goods, such as the Internet,
exhibit both characteristics.
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other networks.47 But, if competition among networks is monopolistic or serial, then
networks effects suggests that denial of interconnection may be a strategic tool in
inter-network competition.4¥ Regulation to maintain interconnection may increase
total welfare (or serve non-economic goals, such as maintaining a single community
of speakers and access to information), even if it cabins the dimensions on which
competition can occur.#® In particular, mandatory interconnection rules seem valu-
able at the physical and logical layers of communications networks—so that com-
petition is channeled to the quality of service and price dimensions and away from
the possibility of fragmenting an integrated communications network. Although
such interconnection could potentially entrench certain kinds of networks, the social
and economic benefits of maintaining an interoperable network probably outweigh
the risks of entrenchment.

Second, apart from maintaining fundamental interconnection, regulatory action
under a new telecommunications law should be keyed to an affirmative finding of
market power in a relevant market. The principles of antitrust law and economics
provide a strong guide to reduce the burdens of regulation generally, by ensuring
that regulation responds to a consumer welfare interest and not merely to the inter-
ests of other competitors. As Frank Easterbrook has noted in the antitrust context,
“the economic system corrects monopoly more readily than it corrects [regulatory]
errors,” 30 and legislatures, agencies, and courts should be circumspect about inter-
vening in markets without a showing of market power in need of correction.

Third, a new statute ought to treat all newly-deployed, emerging data networks
similarly, without regard to the legacy of their providers. Although the 1996 Act em-
braced competition, it did relatively little to address convergence. A new Commu-
nications Act would eliminate regulatory separation and competitively unbalanced
treatment of identical services offered using different technologies and focus on the
economic realities of the services.

Fourth, social goals regulation—and especially universal service funding—should
be applied broadly (in the sense of subjecting services to similar burdens), but
should not be the basis for maintain regulatory separation or public utility regula-
tion.5! It is necessary to reiterate that the most economically efficient manner of
providing universal service is through the general income tax, and not through a
specific tax on telecommunications services.>2 But if sector-specific funding is nec-
essary, that funding should be spread more widely. Currently, the universal service
charge on interstate telecommunications is just over 10%, and the total tax burden
on telecommunications services (but not Internet and not VoIP) in some areas
reaches 25%. Given that telecommunications technology is itself an input into many
other processes and increases their overall productivity, heavily taxing telecommuni-
cations is counterproductive. A statute designed to treat services equally would
spread taxes in a competitively neutral manner.53

CONCLUSION

Technological advance is continuing to restructure telecommunications markets.
The transition to IP networks and IP services effects several significant changes:
platforms become service independent, distance diminishes in importance, and serv-
ice competition can increase. In consumer markets, traditional cable and telephone
companies will likely go head-to-head with a similar package of services. Spectrum
reform is needed to enable a third competitive platform, with potentially multiple
competitors, to challenge these two wireline platforms. And legislation should begin
to eliminate utility regulation, to create a level playing field for these new data-cen-
tric services.

47 See generally id. at 190.

48 See Stanley Besen & Joseph Farrell, Choosing How To Compete: Strategies and Tactics in
Standardization, 8 J. Econ. Persp. 117, 119 (1994).

49 See generally id.; James B. Speta, Handicapping the Race for the Last Mile?: A Critique of
Open Access Rules for Broadband Platforms, 17 Yale J. on Reg. 39, 81-85 (2000).

50 Frank Easterbrook, The Limits of Antitrust, 63 Tex. L. Rev. 1, 15 (1984).

51Tt will be necessary to reevaluate the scope of the universal service commitment, and espe-
cially to consider whether Internet or video services should be brought further within its ambit.
Those matters are beyond the scope of this paper. See generally Speta, Deregulating Tele-
communications, supra note 1, at 1148-51.

52 See, e.g., Gregory Rosston & Bradley S. Wimmer, The ABCs of Universal Service: Arbitrage,
Big Bucks, and Competition, 50 Hastings L.J. 1585, 1606 (1999).

53This may mean taxing access—whether that access is voice, Internet, or other interactive
service—or it might mean pegging the tax to the use of public telephone numbers. Although
these would change the general notion that IP-based services should not be taxed at all, leveling
the playing field requires addressing tax policy as well.
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Chairman BARTON. Thank you, sir.

Last but not least, we have Mr. Phil Weiser, who is an Associate
Professor of Law and Telecommunications and Executive Director
of the Silicon Flatirons Telecommunications Program at the Uni-
versity of Colorado School of Law. Welcome, sir, and you are recog-
nized for 7 minutes.

You have to push that button.

Mr. WEISER. How am I doing now?

Chairman BARTON. There you go.

STATEMENT OF PHILIP J. WEISER

Mr. WEISER. Thank you, Mr. Chairman. I appreciate the oppor-
tunity to testify today before you.

And I would like to make one central point about the role of tele-
communications regulation and anti-trust law in the information
industries, which is vitally important to protect the possibility of
technological change and innovation. As I think history teaches us,
most of the established players in the information industries, like
other industries, are unlikely to develop the new technologies and
the disruptive technologies that will bring vast benefits to con-
sumers. It was MCI and Sprint who developed fiber optic tech-
nologies and some of the precursors for today’s Internet age that
we are living in. It is Vonnage, a scrappy upstart, that helped us
develop Voice-over Internet Protocol and finally Tivo who helped
pioneer digital video recorders. In these cases and others, the es-
tablished companies will come in afterwards and compete with the
upstarts, giving consumers double benefits. But it is vitally impor-
tant that we protect the opportunity for innovation and new entry
in these industries.

Thus, the role of regulation, in a period of technological change,
should be to look for market failures and to prevent the abuse of
market powers, that any company could prevent entry. In the era
of the Bell system, that was the major problem. As I recount my
testimony, Dow Corning invented fiber optics and wanted to come
in with this vastly better technology in the long-haul market.
AT&T responded, “Look, we are not going to lay off our existing
network. And once we want to put in fiber optics, we will do it our-
selves in about 20 years.” So if AT&T still had a monopoly grip on
long distance, we probably would still be waiting for fiber optics.
We would probably still be waiting for the Internet.

The point is, the vast era we have had with deregulation has en-
abled new entry and new technologies. And as we go forward, the
most critical role for regulation, and the concern of this committee,
should make sure that that form of entry can continue to happen.

And I would like to echo what—a couple of things that have been
said earlier. First, it is vitally important that we look to facilitate
a new platform, because if you only have two rival platforms, that
limits the opportunity for experimentation and innovation. The pos-
sibility of four, I think this was getting back to Congressman Mar-
key’s comment, the final four, if you get four platforms, that raises
the possibility of innovation and entry. And the best opportunities
we have for a third and fourth broadband platform is wireless, and
the best opportunity to get more of those, a spectrum of four, I
know you are pushing hard on the DTV transition, in short, that
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is why it is so important. And today’s regime says if I am a UHF
broadcaster and nobody is watching over the air, I can’t sell my
spectrum to a broadband provider who could provide rural services.
That is crazy. The FCC is trying to figure out whether it can help
on an unlicensed basis, wireless ISPs come in and provide wireless
broadband where it won’t disrupt existing transmissions. These
sorts of initiatives are critical to our broadband feature, and I en-
courage the committee’s leaderships in this regard.

Finally, I want to get to one point that was talked about and
eluded to by Dr. Cooper, which is in a broadband world, one of the
exciting opportunities for innovation is I can be an applications
provider of Voice-over Internet Protocol or Video-over Internet Pro-
tocol. I don’t need to own my own platform. And so a critical oppor-
tunity is if all sorts of application providers can provide new serv-
ices, what they need to know, and I believe this was asked by Con-
gressman Stearns, that they won’t be discriminated against. And
so one concern that the FCC has had is to ensure that anyone can
provide their applications on a broadband network. That concern is
an important one, and frankly, the state of the law in this area is
somewhat cloudy.

Finally, I would like to just underscore what many people have
said, which is today’s mergers are reflective of a changing market-
place environment. The expectations of the United States Tele-
communications Act have not come to pass, but lots of other impor-
tant things in wireless and broadband have. That has rendered this
Act totally antiquated, focused on irrational distinctions, like local
versus long distance, broadband services provided by cable compa-
nies as opposed to those provided by telephone companies. And in
time, I am sure this committee will help to change those distinc-
tions.

Going forward, protecting the innovation and entry that we have
seen is a critical role for regulation. Regulation should be smart.
It should be succinct, and it should focus on avoiding market fail-
ures and abuses of market power. It also should invite the large
companies to respond and to provide the benefits to consumers that
will be a double benefit with respect to the original innovators.

Thank you very much.

[The prepared statement of Philip J. Weiser follows:]

PREPARED STATEMENT OF PHILIP J. WEISER, ASSOCIATE PROFESSOR OF LAW AND
TELECOMMUNICATIONS, UNIVERSITY OF COLORADO

Mr. Chairman and members of the Committee, thank you for the opportunity to
speak with you today. Since working in the Justice Department’s Antitrust Division
from 1996-1998 as a senior counsel, I have observed, taught, and written about tele-
communications policy. Most recently, I have co-authored the book Digital Cross-
roads: American Telecommunications Policy in the Internet Age (MIT Press) (with
Jonathan Nuechterlein). I also have founded and serve as the Executive Director of
the Silicon Flatirons Telecommunications Program, which holds regular conferences
and seminars on cutting edge topics in technology policy, including the recent con-
ference on “Rewriting the Telecom Act.” Finally, I am involved in the Progress and
Freedom Foundation’s Digital Age Communication Act project, which is developing
a set of recommendations for Congress to consider in its deliberations over tele-
communications policy.

Today’s topic is a very timely one, as it focuses on the main challenges of tele-
communications policy: keeping up with technological changes as well as facilitating
innovation. In my remarks, I will explain how competition and innovation have re-
shaped the telecommunications industry and how regulation can continue to facili-
tate competition and innovation in the future. In short, my bottom line is that the
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principal benefit of promoting competition is to facilitate innovation that challenges
today’s incumbents. Historically, both telecommunications policy and antitrust pol-
icy have promoted that objective to great effect and they should continue to do so.

THE ESSENTIAL RATIONALE FOR COMPETITION

In the midst of a number of high profile mergers that some claim are the effort
to put Ma Bell back together, many consumers are asking whether the basic ration-
ale of the 1996 Act—to facilitate competition and innovation in telecommuni-
cations—was sound. My answer is that the essential logic of the Act was sound,
Even (if a number of its particular tactics and statutory provisions have proved

awed.

To appreciate the power of competition, let me highlight one of the often under-
appreciated aspects of the original antitrust case against AT&T. In general, com-
mentators often underscore the cost savings that consumers enjoyed in long distance
service as a result of the break-up. But equally important was the boom that the
break-up provided to innovation in general and for the Internet in particular.

In the late 1970s, Dow Corning began developing fiber optic technology and ap-
proached AT&T about installing this innovation in its long haul network. In re-
sponse, AT&T replied that it would be thirty years before it installed fiber into its
network and when it did, it would develop the technology itself. Thus, if AT&T still
maintained its monopoly grip on telecommunications, as it had in the 1970s, con-
sumers would probably still be waiting for the deployment of fiber optic technology.

Almost immediately after the AT&T break-up guaranteed long distance competi-
tors equal access to local telephone lines, both MCI and Sprint announced plans to
deploy fiber optic long haul networks. And after Sprint began advertising that con-
sumers could hear a pin drop on its network, AT&T wrote off its undepreciated long-
haul assets and invested in its own fiber optic network.

In terms of the Internet, AT&T evinced an attitude similar to its approach to fiber
optic technology. In a famous rebuff of the Defense Department’s request that it op-
erate the Internet backbone, an AT&T executive replied that “it can’t possibly work,
and if it did, damned if we are going to allow the creation of a competitor to our-
selves.” ! Consequently, the Internet developed in spite of AT&T and without its as-
sistance, leaving both MCI and Sprint to play important roles in its development.

Finally, the development of the market for telecommunications equipment pro-
vides yet another powerful reminder of how facilitating entry and innovation can
pay huge dividends to consumers. After the FCC finally rejected the AT&T’s stalling
tactics to enable equipment to attach to the telephone network, rival manufacturers
of a number of products from cordless telephones to fax machines to computer
modems entered the market and brought a vast array of benefits to consumers.

DIGITAL DISRUPTION

The principal oversight of those who criticize the Telecom Act as failing to produce
benefits in the local telephone market is that they have defined success in tele-
communications policy too narrowly. On a narrow definition that fails to appreciate
the benefits of innovation, even the AT&T break-up can be judged a failure. After
all, some consumers, like my grandmother, continued to rent her telephone from
AT&T and did not change long distance providers. Unfortunately, for consumers
who are unable to take advantage of technological progress, deregulatory policies
will often present greater hassles and confusion than benefits.

The continuing pro-competitive agenda in telecommunications policy has facili-
tated new technologies that have spurred significant consumer benefits. In tele-
communications, the greatest consumer benefits have emerged in the long distance,
wireless, and Internet-related markets—a number of which have challenged and
have caused the prices of traditional telecommunications products and services to
fall. Commenting on this trend, Qwest CEO Richard Notebaert put it succinctly:
“[t]he voice industry—whether long distance, local or wireless—finds itself in a com-
modity market with deflationary pricing. Volumes will rise, but prices will fall even
faster.”2

Like the long distance example outlined above, the increased competition in wire-
less telecommunications markets provides consumers with significant benefits. In
the late 1990s, wireless providers began offering packages of bundled minutes that
did not distinguish between local and long distance services, leading consumers to
increasingly rely on their cellphones for long distance calls. More recently, Sprint

1JOHN NAUGHTON, A BRIEF HISTORY OF THE FUTURE 107 (2000).
2Scott Woolley, Into Thin Air, Forbes (April 26, 2004) (http:/forbes.com/forbes/2004/0426/
098 print.html).
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has enlisted an array of resellers—whom it invites to use its network on a wholesale
basis—to use a variety of marketing techniques to lure new subscribers to its net-
work. Of particular note is Virgin Mobile, which is a so-called “Virtual Mobile Net-
work Operator” and has used a creative marketing approach and reliance on pre-
paid services to lure many first-time cellphone subscribers onto Sprint’s network.

The most fundamental force transforming telecommunications today is the in-
creasing shift of the entire system of communications toward the Internet.3 Initially
developed as an academic curiosity, the Internet is increasingly the Pac-Man of tele-
communications: gobbling up everything in its path. Part of why the Internet is
such a disruptive force in telecommunications is that data traffic provides con-
sumers far more value for the bit than traditional voice traffic. Thus, when a con-
sumer signs up for a broadband connection, they will increasingly use email instead
fax or instant messaging instead of telephone calls. More particularly, when con-
sumers sign up for a voice over the Internet service—such as those provided by
Vonage and, increasingly, the cable companies—they can actually make telephone
Vo(iice calls at a far cheaper rate than they can with their traditional service pro-
viders.

THE ROLE FOR TELECOMMUNICATIONS POLICY

Some argue that in a world of “creative destruction” and increasingly dynamic
technological change, there is no role for telecommunications regulation. To be sure,
there is no useful role for a telecommunications policy that distinguishes between
local and long distance calls; data and voice traffic; or cable companies and tele-
phone companies that provide broadband Internet access. In short, the statutory
silos of the 1996 Act continue to impede sound communications policy and must be
discarded for a more holistic view of the marketplace as it is being re-shaped around
the Internet.

In terms of the principal role for a new policy framework, its key objective should
be to address important concerns about supporting rival service providers and en-
suring that innovation and entry are not stalled or deterred by incumbent providers.
Moreover, it can also be crafted to achieve certain social policy goals—such as sup-
porting universal service—but those goals should be advanced in a manner that
does not distort efficient entry and innovation.

The recent spate of mergers is causing some to ask at what point consumers
should worry about losing the benefits that comes from rivalry between different
service providers. In short, Chairman Powell eloquently answered this question in
explaining “[m]agical things happen in competitive markets when there are at least
three viable, facilities-based competitors.”4 In the wireless market, for example, the
merger of Sprint and Nextel would leave consumers with four rival national service
providers, almost assuredly still providing this “magical rivalry.” In continuing to
provide such rivalry, we can expect Sprint to continue its practice of affording out-
side innovators—such as Virgin Mobile—access to its network.

In the case of broadband platforms, the Holy Grail remains spurring additional
competition in this important market. The most promising opportunity for addi-
tional entry is through the use of wireless spectrum, such as either next generation
mobile services (the so-called 3G offerings) or fixed wireless services such as the
much touted Wi-Max standard. At this point, we are still a long way away from
knowing whether these new technologies will succeed. Among other challenges, it
is critical that the FCC and Congress press ahead in reforming the legacy regulation
of wireless spectrum to ensure that more opportunities for both licensed and unli-
censed spectrum are available to those who are developing new wireless tech-
nologies.>

In the current broadband environment, where cable companies and telephone
companies are the primary service providers, there is an important role for tele-
communications policy to ensure that all application and content providers are able
to enjoy non-discriminatory access to broadband platforms. In terms of appreciating
the role of outside innovation, it is important to recall, as Andrew Odlyzko observes,
that “[iln spite of many attempts, the established service providers and their sup-

3By “the Internet,” I mean Internet technology generally (including private or managed IP
networks) and not simply the “public Internet” in particular.

4Michael K. Powell, Remarks at the Wireless Communications Association International 1
(June 3, 2004) (http:/hraunfoss.fcc.gov/edocs public/attachmatch/DOC-248003A1.pdf).

SFor the Report from the FCC Spectrum Policy Task Force, see http:/hraunfoss.fcc.gov/
edocs public/attachmatch/DOC-228542A1.pdf. For Chairman Powell’s explanation of its this
initiative, see Michael K. Powell, “Broadband Migration III: New Directions in Wireless Policy,”
Remarks at the Silicon Flatirons Telecommunications Program, University of Colorado at Boul-
der, October 30, 2002 (http://www.fcc.gov/Speeches/Powell/2002/spmkp212.html).
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pliers have an abysmal record in innovation in user services...The real “killer
apps,” such as email, the Web, browsers, search engines, [instant messaging], and
Napster, have all come from users.” ¢

The role for regulation to ensure continued access to broadband networks does not
necessarily mean a heavy-handed approach to ensuring access to broadband net-
works. Rather, as Chairman Powell’s Net Freedom initiative underscores, policy-
makers can announce the forms of protection they advocate and await any depar-
tures from it before taking action.” If there are any attempts to discriminate against
or block rival services, it is critical that the FCC not tolerate those that lack a legiti-
mate business purpose (such as those related to reasonable network management).8

The FCC’s legal authority to regulate broadband platforms is under great strain
and a set of currently litigated cases (namely, the Brand X case now at the Supreme
Court and the Broadcast Flag litigation at the D.C. Circuit) will test whether its
regulatory authority holds up. In particular, (1) if the FCC is not able to use its
“ancillary jurisdiction” to regulate broadband; or (2) if it is afforded only limited au-
thority under that doctrine, its ability to regulate broadband platforms effectively
will be greatly compromised. In short, if the FCC loses on either score in court, Con-
gress will almost assuredly have to remedy the matter by providing the FCC with
sufficient and appropriate authority to regulate broadband markets.

THE ROLE FOR ANTITRUST POLICY

The challenge of reviewing mergers that emerge out of a deregulatory environ-
ment is one of the most difficult jobs assigned to antitrust authorities. In many
cases, antitrust authorities will not have a prior baseline to examine in assessing
whether a particular merger would truly restrain competition. At the same time, the
artificial market structures that emerged from a regulated era may well mean that
certain combinations will produce more efficient operations. Balancing the expected
competitive harms and benefits is the mainstay of antitrust analysis and the au-
thorities’ access to a variety of documents, business plans, and experts enable them
to make the best informed judgments they can.

My respect for the fact-intensive nature of the merger review process makes me
reluctant to offer too many observations about any specific merger that will undergo
such a careful scrutiny. Nonetheless, in the case of two major pending long distance-
Bell mergers, I will offer two preliminary observations that will be, I suspect, a
starting point for the relevant antitrust reviews.

First, it is very important for policymakers to get past the “emotional logic”
against a merger of AT&T (or MCI) and a Bell company. Notably, AT&T and MCI
were the firms who were supposed to be the main competition to the Bell companies
and thus a merger between them strikes many as antithetical to the goals of the
Telecom Act. This “supposed to,” however, is increasingly at odds with reality, as
AT&T and MCT’s base of long distance customers is eroding and their future is in-
creasingly cloudy. To be sure, one could imagine a recent history in which AT&T
(or MCI) emerged as a far more formidable and important competitive force than
it is today. But due to a series of unfortunate circumstances (ranging from
Worldcom’s accounting fraud to AT&T’s overpaying for its cable assets), events did
not turn out that way.

Second, in examining the real areas of overlap between the long distance and Bell
companies, the one that is likely to attract the most scrutiny is where the companies
own competitive assets that would go to waste if combined into a single firm. In
particular, I am confident that the antitrust authorities will take a close look at the
fiber networks that MCI and AT&T purchased over the last ten years to compete
directly with the Bell companies for big business customers. At the height of the
boom, both AT&T and MCI (then Worldcom) paid billions of dollars for companies
specializing in local access networks; whether those assets can and should be di-
vested are likely to be a main area for antitrust authorities to scrutinize carefully
on a market-by-market basis. Although I raise this as a concern, I recognize that
this issue requires a careful fact-specific inquiry and thus I am not in a position
to judge how antitrust authorities should address this issue.

6 Andrew Odlyzko, Telecom Dogma and Spectrum Allocations 7 (June 20, 2004) (http:/
wirelessunleashed.com/papers/TelecomDogmas.pdf).

78See Michael K. Powell, Preserving Internet Freedom: Guiding Principles for the Industry, Re-
marks at the Silicon Flatirons Telecommunications Program, University of Colorado at Boulder,
February 8, 2004 (http:/hraunfoss.fcc.gov/edocs public/attachmatch/DOC-243556A1.pdf).

8For my suggestion as to how the FCC could do this, see Philip J. Weiser, Toward a Next
Generation Regulatory Strategy, 35 Loy. U. Chi. L.J. 41, 66 (2003) (http://www.luc.edu/law/activi-
ties/opportunities/docs/weiser revised II.pdf).
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THE ROLE FOR CONGRESS

The Telecommunications Act of 1996 is unquestionably broken. It was designed
primarily to address the expected entry of the Bell companies into long distance and
the long distance companies into the local Bells’ markets. It did not anticipate the
rise of the broadband Internet or even the increased importance of wireless services.
Almost ten years later, it is quite clear that broadband and wireless services are
increasingly defining the challenges of telecommunications policy. In many impor-
tzi\nt respects, the recent mergers are both a recognition of and response to this re-
ality.

In evaluating any possible revisions to the 1996 Act, Congress should be careful
not to codify a particular technology or vision of competition into law. Similarly,
Congress should be succinct in drafting the relevant statutory provisions and thus
avoid the risk of providing self-contradictory instructions to the FCC. In providing
self-contradictory and vague instructions to the FCC in the 1996 Act, Congress set
the stage for an array of litigation that undermined many of the Act’s goals and
left a legacy of legal uncertainty.

To be more specific, Congress should seek to transition away from a number of
policies that are in tension with the current realities of the telecommunications
marketplace. In particular, the rules governing both the hand-off of traffic between
different networks (the matter of “intercarrier compensation”) and universal service
support for subsidized telephone service are increasingly out-of-date and a hin-
drance to efficient competition. Similarly, ensuring the most effective use of spec-
trum—including allowing some users (such as UHF broadcasters) to sell to others
(say, wireless broadband providers)—should be a very high priority for Congress and
the FCC. Finally, Congress should evaluate how best to reform the FCC itself so
‘;hat it can carry out a mission very different from the one it was designed to per-

orm.°

CONCLUSION

The anxiety over the developments in the telecommunications marketplace is un-
derstandable and can be constructive if it helps to frame the appropriate policy de-
bate. That debate should not center on what some may have expected to happen
or what some wished would happen in the wake of the 1996 Act. Rather, it should
focus on the realities of the telecommunications marketplace and ask how regulation
can continue to facilitate entry, technological change, and innovation.

Chairman BARTON. Thank you.

And we want to thank all of you gentlemen for waiting so pa-
tiently to provide your testimony.

The Chair recognizes himself for 5 minutes.

I am going to start with you, Dr. Cooper. I was visiting with
some of my local constituents and wasn’t able to be here in person,
but I did listen to it on a television set. You are very opposed to
these mergers. Could you consolidate—I mean, do you—your pri-
mary reason, you just think the market will not work. Is that why
you oppose them?

Mr. COOPER. The—there are two levels of concern here. One is—
as I said, there is a bit of a shell game here. The dial tone competi-
tion we had from C-lex was killed by a regulatory decision, which
was pushed by the baby Bells. And so we are losing the people who
competed for basic telephone service, not VoIP and not the big bun-
dles, because you need broadband. So we are losing those. The fact
that these two companies that are about to be bought out exited
the market after that decision doesn’t change the fact that that de-
cision will hurt consumers. First answer.

Chairman BARTON. But we are not repealing the universal serv-
ice requirement for basic telephone service. So everybody is still
going to be guaranteed one basic phone line if they don’t want any-

9All of these issues are taken up at length in JONATHAN E. NUECHTERLEIN & PHILIP J.
WEISER, DIGITAL CROSSROADS: AMERICAN TELECOMMUNICATIONS POLICY IN THE INTERNET AGE
(MIT Press, 2005).
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thing else, and that will—that basic service will still be regulated
in terms of the price at the State level.

Mr. COOPER. Well, it——

Chairman BARTON. So what——

Mr. COOPER. [continuing] may be, it may not be. In Texas, there
are proposals to do away with that. The problem here is—though,
if you look at the two mergers, what we have here is a series of
markets in which the acquiring companies are, in one sense, elimi-
nating competition. And you could hear a little bit of it. Well, they
are buying up the people who serve most of the local competitors
for dial tone. Even though AT&T and MCI had stopped getting new
customers, they have the bulk of the old customers of the C-lex.

Second of all, they are eliminating competition for enterprise cus-
tomers, especially in region, but also a little bit out of region.

Third, they are vertically integrating between the local public
switch network and the Internet backbone. And that is exactly the
vertical integration that gave us trouble in the old Bell system, be-
cause once you are vertically integrated, you have a different set
of incentives about how you are going to let other people inter-
connect with your network. And of course, at the same time that
they are vertically integrating, they are asking the FCC to elimi-
nate the obligation of nondiscrimination.

Chairman BARTON. Well, I have got—I would love to have a—I
mean, I am sincerely glad you are here to present that—and I don’t
mean this facetiously, because it needs to be presented and both us
and the Justice Department need to think about those kind of
issues. So I have got a few other questions, but you know, we may
follow up with you in writing on some of those questions.

Mr. Halpern, you gave us more information than anybody—ev-
erybody else put together. You have got about a 100-page document
where you have looked at the telecom industry. And if I could sum-
marize it, you are very bullish on the cable companies, and you are
not nearly as bullish on these companies, these merged companies.
Why do you think that the cable platform is going to be preferred
over these merged platforms that are based on the more traditional
telephone service? And if I have misstated your thesis, then correct
me on that.

Mr. HALPERN. When I tried and—said it a little bit—my thesis
a little bit differently than you put it, which is, first, I don’t cover
the cable companies. To say I am bullish on them is outside of my
realm of expertise. But what I would say is when you look at the
telephone companies, and there is plenty of research that also—
that I have done that shows that if you look at how many employ-
ees that have been cut out of the telephone companies over the last
couple of years, the regional Bell companies, since 2000, it is about
25 percent of the workforce is—has been reduced, and largely a
function of the competition that the Bells have faced as a result of
wholesale competition from AT&T and MCI, which as we now
know, is going away. That said, costs have stayed almost com-
pletely flat. So you are talking about companies who are losing a
tremendous amount of people out of their workforce and still can’t
cut costs. That is a function of the networks they are operating
under—the networks are operating with. When you look at the con-
sumer market, and I respectfully disagree with Dr. Cooper, I think



117

that you are going to have a tremendous amount of competition in
the consumer market, and I think the cable companies are going
to be the largest drivers of that competition. They have a cost
structure for voice services that will be very, very competitive
against the Bell companies. Just to give you an example, Cable-
Vision, when it came into New York, Verizon’s prevailing price for
a bundle of local and long distance was $59.95. That is what I was
paying every month. CableVision came in, and they offered $35.
That i1s approximately a 40-percent discount to Verizon’s prevailing
rate. That is a very difficult—if you can’t cut your costs and you
are competing against a competitor who is willing to be incredibly
aggressive on your core business, that has nowhere to go but
straight—you know, to take money straight out of your bottom line.

Chairman BARTON. So you believe that while you may not have
the traditional type of competition, you are going to have different
sougces of competition that will be just as effective. Is that safe to
say?

Mr. HALPERN. I think that is—and it is very safe to say, and 1
would add to that that I think that that competition will drive
some very significant investment by the Bell companies. One docu-
ment I didn’t submit, which would have been another 100 pages for
you, was another one of the big studies that I did, which was on
fiber and the economics thereof. And one of the things that we
showed in that was that if the Bells roll out fiber, I can actually
make you a financial and economic justification, if they do a certain
way, for why it makes tremendous sense to do it. And that is not
fiber everywhere with respect to some of—you know, some of the
other Congressmen and women here who cover more rural mar-
kets. Those are not going to be markets that are—that the eco-
nomic case is particularly justifiable for fiber, which is very expen-
sive. But there is a very real economic case to be made for a fiber
network.

Chairman BARTON. And my—I will let Dr. Cooper comment, and
then I have a question for Mr. Weiser, and then we are going to
go to Mr. Stupak.

Mr. CoOPER. One simple point. The $35 for VoIP assumed $45
for your cable modem service. So that is $80. And 70 percent of the
American people don’t pay the $45. The average local bill is $25.
So at one level—

Chairman BARTON. But for basic telephone service.

Mr. CoOPER. For basic telephone service, but—so at one level,
the comparison is between that $25, and throw in $15 for long dis-
tance, even. So $40 versus $80, okay. And that is the fundamental
problem for %2 to 34 of the American

Chairman BARTON. Well, there is no question that if you are not
a wired household, and you are not of—if you are a low-income
household and you have basic phone service and over-the-air tele-
vision service, so you don’t have a cable, then to participate in this
revolution is going to cost you more, unless you decide to ditch all
of that and get a wireless telephone. You can get a wireless tele-
phone, and you can get basic wireless service for $30 a month.
And—anyway, I need to ask Mr. Weiser a question, because you
talk about allowing the innovation—these entrepreneurial compa-
nies that we don’t know who they are but we want to protect their
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right to get into the marketplace to force the big boys to do some-
thing, it is very difficult proactively to protect something that
doesn’t exist. So when we get ready to rewrite these—the Tele-
communications Act, which we are going to do, and Mr. Speta
talked about that, how do we proactively protect and guarantee
entry into a market that we don’t even know might exist?

Mr. WEISER. It is a terrifically important question. Let me offer
a couple perspectives. One is the importance of spectrum policy. I
believe a sound spectrum policy allows a healthy role for unli-
censed spectrum. And one role that unlicensed spectrum has prov-
en exceptionally good at is allowing lots of innovation and new de-
velopments, like Y-fi, which came from outside the established
players. And Y-fi is an unbelievable, you know, revolution in terms
of this marketplace growing hugely every year, using, you know,
outside innovation.

Another important role is ensuring access to broadband plat-
forms. The FCC’s authority to ensure that anyone, like Vonnage or
like the next Video-over IP player, can make sure that their appli-
cation is available to you on your SBC DSL line or me on my cable
modem line, or what have you. And the FCC’s authority to ensure
that is shaky. There are some court cases going on now about that,
and at the end of the day, who knows how it will get settled out.

Chairman BARTON. That would be something to put into the stat-
ute at some——

Mr. WEISER. That is right. To make clear the FCC—that is right.

Chairman BARTON. Access guarantee.

Mr. WEISER. That is right. And if there are reasons for concern
about whether people will get that access, it is going to be a huge
deterrent for innovation. So these people who don’t know who they
are, they are going to be deterred from innovating.

Chairman BARTON. I would assume, Dr. Cooper, you would sup-
port that.

Mr. COOPER. Yeah, I—there is not a lot of disagreement on this
panel. I mean, some form of nondiscrimination is critical. I support
the use of spectrum. I prefer to unlicense, which is the Y-fi exam-
ple. I bet we could agree on universal service reform pretty quickly,
because I firmly believe, as was said earlier, we need to get every
connection. We need to shift, in my opinion, to a connection-based
fee where we count cable, we count everybody who is hooked to
that public network contributes. So I think the principles for re-
form are clearer now, after 10 fairly ugly years in the industry, of
how to go forward.

Chairman BARTON. All right. Last comment before I go to Mr.
Stupak.

Mr. Halpern, you have been raising your hand, which you don’t
have to do when you are—but

Mr. HALPERN. Quick question—a quick point on that, which is
when do—we haven’t said it all, but when we are talking about
other platforms, I would—we have one—we already have one there,
and that is the power lines. You have power line coming into the
home. You know, I think there—and I could certainly provide this
committee, you know, some research that we have done on power
line, but there are tremendous opportunities for the power compa-
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nies to do what we are talking about, to provide a third broadband
pipe into the home.

Chairman BARTON. That is a very good——

Mr. HALPERN. And one of the biggest issues, if you want to create
an incentive for them, is allow them to cross-subsidize it, if you
need to. Because the benefits actually fall under the ability to man-
age the power grid better, more reliably and more securely, et
cetera. And then there is a secondary opportunity, which is the
ability to provide a broadband pipe.

Chairman BARTON. Very good i1dea.

Okay. Congressman Stupak.

Mr. StuPAK. Well, thank you, Mr. Chairman.

You mentioned power companies. I actually mentioned in my
opening statement, because I would like to see them come to rural
areas, like I represent, because many times that is the only—where
we are going to get anything done. I would have to disagree with
my chairman that all people would have to do is get a wireless
phone and they would be connected, because where I come from,
one part of my house I can get cell phone service, the other part
of my house, I can’t get it at all. So we do need some better devel-
opment and competition in rural areas, which I think the FCC has
taken away from us underneath the current law. So—and in fact,
my blackberry, you know, after 9/11 they gave us all of these black-
berries to keep in instantaneous touch with Members of Congress.
It worked beautifully everywhere in the United States except my
District. They couldn’t get a hold of me if they had to. It is just
crazy.

But Dr. Cooper, let me ask you this, because some of the ques-
tions that the chairman asked I was interested in. What do these
mergers mean for rural broadband deployment in phone service?
The Bells have argued that if Congress relieves them of the overly
burdensome State regulations, they can go and invest in broadband
for rural America. It is basically, like, “Unleash us and we will go
build it.” That is sort of the argument they make. And I know Mr.
Whitacre and I went back and forth a little bit, you know, when
I said they were going to pull out of the Upper Peninsula of Michi-
gan, and he said, “No, no. Those are just news stories. Don’t believe
it.” But at the same time, they are talking to Michigan Public Serv-
ice Commission basically saying, “You better stop regulating us or
we will pull out of the Upper Peninsula of Michigan.” So I had my
facts based on more than just what I read in the newspaper. So
what is the evidence that this has happened in States that have
deregulated?

Mr. CooPER. Well, I think rural America is a tremendous chal-
lenge for these kinds of services. We have a 70-year commitment,
which was strengthened in the 1996 Act, to assure ubiquitous, af-
fordable, comparable service for all areas of the nation. That
doesn’t always make economic sense. It makes darn good political
and social sense from my point of view. So the fundamental—and
the claims that we will have more resources so we will build out
in more rural areas, they are going to go where the money is, and
low-density rural areas are not the most attractive places. That is
why I mentioned the Pennsylvania statute, which promises to build
out to serve the whole State in 10 years a 1.5 megabit network, at
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the same time, denying local communities the possibility of build-
ing their own networks next year for 5 megabits. All right. And so
from our point of view, the—we can not analyze service in rural
America as a purely economic issue. It is a social issue. We thought
we handled it well in the 1996 Act. We didn’t get there. I have
been—I have participated in cases where the companies decided
that relatively—reasonably comparable cost—was relationship to
cost. They wanted to charge people $150 a month for a phone in
rural areas under the statute. This commission—this committee
has to really write a commitment, a genuine commitment to uni-
versal service, which we point out in my testimony.

Mr. STUPAK. Well, go ahead, Mr. Speta.

Mr. SPETA. If T could just say something about wireless in rural
areas, and that it is about spectrum reform and especially the dig-
ital television transition, because not all spectrum 1s created equal.

Mr. StUuPAK. Correct.

Mr. SPETA. Right. Your cell phone spectrum probably isn’t the
kind of spectrum that really penetrates walls very well, and it
needs a lot more towers a lot more closely spaced together. It——

Mr. STUPAK. Which is more expensive for them to put in——

Mr. SPETA. Right.

Mr. STUPAK. [continuing] if they are going to come to the rural
areas.

Mr. SPETA. Spectrum reform can get us the

Mr. STUPAK. Right.

Mr. SPETA. [continuing] kinds of spectrum at an economic case
where the price of buying that spectrum at auction goes down to
make the business case for rural areas a lot better.

Mr. StupaK. Well, that was my next need, because you and both
Professor Weiser mention the spectrum and spectrum reform. And
I was going to ask you to explain why is it important for wireless
development and competition, and what would your recommenda-
tions for this reform be? And then this—let these—and then we
will go back to

Mr. WEISER. Sir, let me start with one point, which is painful
from a policy standpoint. In the UHF spectrum, because of the way
it was originally allocated, they are spaced really far apart, right,
so channel 55 and then channel 45.

Mr. StuPAK. Right.

Mr. WEISER. If you could get some of those people, literally, off
the air, you free up an amazing amount of spectrum, which is re-
ferred to as beachfront property.

Mr. STUPAK. Right.

Mr. WEISER. What you can do with that for public safety, for
commercial providers, and with unlicensed spectrum is tantalizing.
For example, in the case of your house, you can have community
networks that can help strengthen existing cell phone coverage
that you and your neighbors can get together to do.

Mr. STUPAK. Sure.

Mr. WEISER. You can have new generation of technology, which
will have a cell phone, which will actually work over your home
wireless networks. So it will actually move between where you
have cell coverage. It will work on that, and where you don’t it will
work over a Wi-fi network. And
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Mr. STUPAK. But we have to change the spectrum to do that.

Mr. WEISER. You have to change the regulations and laws gov-
erning spectrum to do that. That is right. And you have to be more
thoughtful about universal service policy, which is to say it is not
going to be a one-size-fits-all program.

Mr. StuPAK. Correct.

Mr. WEISER. If you can allow for some experimentation and ad-
aptation so that where you can support innovative wireless-based
universal service programs, that might well be superior to a tradi-
tion notion of universal service. And so the amount, I think, of
thought and flexibility that should go into the new Act is a point
I can’t stress enough.

Mr. COOPER. The ultimate kick in the pants about spectrum is
that in the Upper Peninsula, most of that beachfront property is
empty.

Mr. WEISER. Correct. Yes.

Mr. COOPER. Because you only get 2 or 3 broadcast stations, and
all of it—the rest of it is right there, so you don’t even have to kick
anybody off. You just have to have the right to use it. And it has
essentially been laid—it is laying fallow. And so that is the area
where we can solve those kinds of problems, and it is very, very
effective stuff.

Mr. STUPAK. But you are going to need some incentive to go in
there to use that

Mr. COOPER. Well—

Mr. STUPAK. [continuing] because there is only 300,000 people
spread across

Mr. CooPER. That—well, and so you need to support that with
a universal service fund. As long as the service provider is willing
to commit to what we consider basic telephone service.

Mr. StupAK. Well, as we all know, universal service fund is
shrinking because technology is making:

Mr. COOPER. Well, we have to——

Mr. STUPAK. [continuing] it less——

Mr. COOPER. [continuing] fix the fund.

Mr. StuPAK. Well, we brought that up a little bit earlier in the
first panel. Go ahead, Mr. Halpern.

Mr. HALPERN. Well, I was going to say, but there is a solution
to that——

Mr. STUPAK. Sure.

Mr. HALPERN. [continuing] and I think we have talked about it.

Mr. StuPAK. I would like to hear it. Sure.

Mr. HALPERN. Which you have, you know—if you look—assume
the universal service is, first and foremost, a voice service capa-
bility or you want to ensure. Now the President has obviously indi-
cated his desire to have universal service for broadband. That
raises a whole list of other types of issues. But what I would say
there is the North American Numbering Plan does—you know, why
not just have universal service funded through the North American
Numbering Plan? If you are assigned a number, there is a tax on
your bill that is associated with funding it, and it spreads across
everybody, and it solves that issue.

Mr. STUPAK. And even if you had the money available, we wrote
the rural utility service, which it brought up forth Federal money
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to do it. And then as soon as we tried to put it in the Upper Penin-
sula, because we are identifying with Traverse City below the
bridge, which is a more affluent area, we were denied the whole
application by the regulator. It goes back to the regulation of the
Department of Commerce. And——

Chairman BARTON. This will have to be the gentleman’s last
question.

Mr. STUPAK. Thank you.

Chairman BARTON. You might want to comment on what he just
said before we go.

The gentlelady from Tennessee, Ms. Blackburn.

Ms. BLACKBURN. Thank you, Mr. Chairman, and I thank all of
you for your patience with us today.

A quick question for Mr. Weiser, Mr. Halpern, and then I will go
to Dr. Cooper.

Mr. Weiser, I—you have worked with the end trust division of
the Department of Justice, and I would like for you just to com-
ment a little bit. Talk about the sure number of competitors in a
market as opposed to the financial health of those companies. And
if you would quickly just talk about which do you see as being the
most important.

Mr. WEISER. This is a really important question. Let me start by
saying that this marketplace, the telecom marketplace, generally,
is not like the market for sandwich shops, so in my neighborhood,
there are probably about—within walking distance, about eight
sandwich shops. They are very low-entry barriers. We have much
more, what we think about as textbook competition. These markets
are capital-intensive. There tend to be less numbers to providers.
In terms of, I would say, a safety zone or a comfort level, I would
disagree slightly with Mr. Halpern. Let us say in wireless, I am
comfortable with four providers. With three, I would say it de-
pends. Clearly, if it gets down to two major wireless providers, I
get very uncomfortable. So the current wireless marketplace has
generally been very healthy. If it stays at four, I continue to be
comfortable.

The question is how do you find the right balance between the
concerns about making the capital investments, financial health, as
opposed to consumer welfare. In the broadband marketplace, we
are sort of at an opposite perspective, which is we have two major
broadband providers, and the question is how do we get more,
which is not so much a question of anti-trust policy, it is more the
regulatory policy concerns we have talked about.

Ms. BLACKBURN. Okay.

Mr. WEISER. And I think—does that answer your question?

Ms. BLACKBURN. Yeah, it does. And I thank you. I thank you for
that.

I—you know, as we look at the options that are there, as we look
at convergence and the different technologies, and as one of our
former panelists had said, everything over IP. You know. I think
that it does cause us to think more closely on those issues.

Mr. Halpern, very quickly, what do you see with the financial
condition of AT&T and MCI in 5 years or 3 years or a year if the
merger doesn’t take place?
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Mr. HALPERN. I think that you see AT&T continue to shrink at
rates similar to what you have seen now. What happened—if you
think about AT&T, think about it as a bunch of waves. The first
wave was very much the Bell companies getting into long distance
and consumer. That broke on the side of their—you know, their
ship and caused a massive degradation. I think the average decline
rate in the consumer business over the last 4 years, average per
year, has been about 20 percent of revenues.

The next wave was, obviously, the wholesale—the impact on
wholesale from regulation and the courts. And that has just further
exacerbated the situation ultimately that led them to exit that
market.

The next wave is here and coming, and that is really the small
business market. And you are seeing that now. And the following
on that, you are going to have the Bells basically going into the en-
terprise market, you know, the way we have described, which is a
slow, organic, you know, very unpleasant strategy for the Bells to
undertake, but they will do it. And it will take, you know, 4 or 5
years, and it is going to be a very tough thing, and it will continue
to cause AT&T a tremendous amount of pain. As I said in my open-
ing comments, I personally would bet that, you know, 7 to 10 years
from now, AT&T would not be here necessarily.

Ms. BLACKBURN. Okay. Thank you very much.

Dr. Cooper, I have got two things for you.

First of all, in your testimony, you express concerns about con-
centration in the cable industry, and then your testimony seems to
call for more regulation on the R-box, and even as they plan to
offer IP TV and trying to get into competition. So I am trying to
figure out if you are for more competition or if you are for more
regulation. What is most important to you?

And let me ask a second question to finish this.

I also noticed in your testimony, when I was reading through
this last night, you kept referencing a crummy duopoly and crum-
my duopolist. And so this morning, I went in and pulled this Busi-
ness Week article that you referenced. And you even, when you
were doing your testimony, referenced that. It—and the article
talks about a cozy duopoly. So did you just misappropriate the
term, or is there something there that we are missing?

Mr. CooPER. Well, I—if you are a consumer and you have got
two duopolists who are cozy, from your point of view, it is pretty
crummy, because they don’t compete very hard. And that is the
point here. I think here is a way to describe the balance between
competition and regulation that we need now, because you have
heard discussion about 2 or 3 or 4. We need another platform,
which is the facilities, okay. But my point is that—and so we want
more facilities, but two is not enough. They won’t compete. They
will—it is too easy for two guys to figure out, or two gals to figure
out, how not to really go at it head-to-head, how not to drop prices.
And that is why we have been falling behind the rest of the world.
But the point is, we want more. We want 2—we want 3 or 4. There
is an expression in economics that 4 is few and 6 is many, but the
problem is, these are very capital-intensive industries.

But here is the question. Suppose I have four platforms. Do I
want to allow those platform owners to pick and choose, discrimi-



124

nate against, the VoIP providers so that each platform owner only
has one VoIP provider who can then—so now I have taken what
could be competition among 50 applications companies and shrunk
them down to 4 or 3. Right. I don’t want to give up the vibrant
competition we have had on the Internet for this crummy competi-
tion among facilities owners. So that is the balance. I want more
competitors, but given the facilities, it is not going to be enough.
I need some regulatory principles to let me capture the other bene-
fits as well as applications competition. And that is a balance that
I think was struck in the 1996 Act. The courts may decide other-
wise, but I think this committee needs to make some form of non-
discrimination among application service providers. The more plat-
forms, the better. If we were talking about ten platforms, you prob-
ably wouldn’t listen very long, because ten is a big number. But we
are only talking 2, 3, or 4. And that is not enough to really guar-
antee me competition.

Chairman BARTON. The gentlelady’s time has expired.

Ms. BLACKBURN. Thank you, sir.

Chairman BARTON. For our last round of questions, the good doc-
tor from Denton, Texas, Dr. Burgess.

Mr. BURGESS. Thank you, Mr. Chairman.

I—and I apologize for being out of the room, and if this question
has already been answered, but Mr. Halpern, if we could just start
over today with a blank sheet of paper, what—from a financial per-
spective, what types of companies would be the strongest competi-
tors and what, ultimately, would be best for the consumers?

Mr. HALPERN. Boy, there is a tough question for you.

Chairman BARTON. That is why we saved him for last.

Mr. HALPERN. Well, I am going to actually ask the question back
again, which is when you say start over with a clean sheet of
paper, how far back are we going with—in getting clean? Are we
going to eliminate the

Mr. BURGESS. The stone tablets. The Ten Commandments. I
don’t know. You pick a point in history and go forward from there.

Mr. HALPERN. All right. I mean, if I look and I say, okay, we
can’t do anything about where we are today, to some degree, and
you say okay, so what would I do if I were going to figure out, you
know, what I was going to do from here, you have in front of you
a bunch of companies saying they want to get together. On the
wireless side, as I said in my opening comments, I feel pretty com-
fortable. I agree 3 versus 4—I mean, ideally you would really want
four big-scale competitors, but frankly, I am not sure how you get
four big-scale competitors. Right. At this point, I am very happy to
see Sprint and Nextel getting together, because you know they will
provide a—you know, a sort of a safety net in the market for com-
petition against, sort of, the Verizon Wireless, Cingular Wireless,
you know, behemoths. And they will be able to compete, I think,
very effectively at that. If I look at the—and I separate wireline
and wireless. I recognize these things are all sort of converging in
their own ways. If I look at the enterprise market, I mean, you
know, Verizon conveniently used a bunch of my research this
morning, which I thought was humorous that Mr. Seidenberg, you
know, then said he had no idea, you know, what I had been saying
and it was wrong, even though he didn’t know what it was. But




125

I thought the Congresswoman from New Mexico may—you know,
when she asked him the question, I will tell you there are, you
know, 13. I—literally, I counted up 13 backbone providers in the
U.S. Right now it is true. Level 3 does not get nearly the credibility
when they walk into an enterprise customer, but they certainly
play a price spoiler role. Right. And those 13 backbone providers,
to go to Mr. Cooper’s 10, I have got 13, and that is a lot. If I could
write who would buy what and who would be where and feel com-
fortable with it, I don’t really personally care if Verizon gets MCI
or Quest gets MCI from a regulatory perspective. I think similarly
why Sprint and Nextel is a good thing. I think certainly a Quest-
MCI deal is probably better regulatory-wise than a Verizon-MCI
deal. Verizon can, frankly, do it themselves if they wanted to.
Quest is going to have a very hard time organically building its
own, you know, scale, and so they really need to go merge with
someone like MCI to get that scale. But from a clean slate, it is
hard to say, because, you know, it is a difficult question that way.

Mr. BURGESS. Just in the remaining time that I have, I get a lot
of questions from my Ham radio operators about broadband over
power line, but what can I tell them? What comfort can I give
them?

Mr. HALPERN. Well, I—the issue of interference on BPL is—it is
a real issue. I have—from what I have been told by people who are
much more technically savvy than I am, there are ways to carve
out, you know, where there is—where the interference resides.
That alone is not—I don’t think a reason not to pursue BPL. I
think that there are technological workarounds on the interference
for Ham radio operators. And I think—if you just think about from,
again, consumer good, right, I think anything you can do to try to
encourage another emphasis—and now I am going to put the em-
phasis on the word scale, another scale competitor, to the regional
Bell companies and the cable companies, the guy—the only guy I
think of that is going to give you that scale on day one is going to
be a power company.

Mr. WEISER. Let me—one thing to tell them, which is important,
this effort by the FCC is a regulatory innovation. They are putting
a little bit of burden on the Hams to quickly identify interference
and report it, and at which point the power guys have to remedy
it. And so the traditional model of spectrum management was let
us be as proactive, preventing any possibility of any interference.
The consequence was a lot of spectrumalized fallow. That is a little
bit why we have this UHF problem that Dr. Cooper referred to ear-
lier. The Hams now are suffering a little bit in the new model,
which is, we will take some risks but make sure to remedy them
very quickly if they actually materialize. So tell them the FCC is
putting them a little bit at risk, but that there is a regime in place
so that the risk will get remedied very quickly, as soon as they can
report that they are experiencing interference.

Mr. CooPER. I want to go back to the first point, because this
also will go back to the first question that Mr. Barton asked. Mr.
Halpern has outlined in his scenario in which it is quite clear that,
boy, it is hard to break into markets. Verizon will have to spend
a bunch of money to get in. That is what capitalism is about. The
interesting thing here is that the proposition he has offered is the
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following: If Quest acquires MCI, they will be in the enterprise
market, and Verizon will have to get in it as well, which is the dif-
ferent—so I end up with two competitors when I would have had
one. Now we don’t always do that thinking right, but the—and cer-
tainly anti-trust authorities don’t get into that game, but this com-
mittee needs to think about that and say, “Well, too bad. You
know. You have to earn your way into this market.” And so if I can
end up in a situation where I have two competitors or three com-
petitors or four competitors as opposed to losing that competitor,
that is a public policy concern.

Mr. BURGESS. Thank you. My time has expired, I yield back.

Chairman BARTON. We thank the gentleman.

I want to thank this panel and our audience. I want to make one
announcement since there was quite a bit of discussion in this
panel about digital transition. I expect to introduce very quickly a,
hopefully, bipartisan bill with a hard date of December 31, 2006 for
digital transition, and we are working with Mr. Upton, Mr. Dingell,
and Mr. Markey to get the details. And of course, we have to work
with the Senate where the senior Senator over there, Mr. Stevens,
has indicated some support for a hard date, but not necessarily
that hard date. So your testimony had an added benefit in that it
has put on the record some support for that concept.

I want to thank you all. We may have written questions for each
of you, and if so, you know, reply very quickly. I would tell Mr.
Speta, who talked about an academic group that is being formed,
to look at putting together some legislative language for a rewrite
of the Telecommunications Act. This committee is going to work
more quickly than your academic committee. I think we are going
to—Mr. Upton has every indication to put a bill together and re-
port it out this summer and report it to the floor before August.

Mr. SPETA. We will get moving.

Chairman BARTON. Yes. If your group is going to do something,
you better put your saddle on and put the spurs on the horse, be-
cause we are going to move on that.

The last announcement, the Energy and Air Quality Sub-
committee is going to hold a hearing in this room, and it is going
to start at approximately 3 this afternoon. This hearing is ad-
journed.

[Whereupon, at 2:35 p.m., the committee was adjourned.]

[Additional material submitted for the record follows:]

ALLIANCE FOR PuUBLIC TECHNOLOGY
March 10, 2005

The Honorable JOE BARTON, Chairman
Committee on Energy and Commerce
U.S. House of Representatives

2125 Rayburn House Office Building
Washington, DC 20515

DEAR MR. CHAIRMAN: The Alliance for Public Technology (“APT”)! applauds the
Committee’s decision to conduct hearings on a number of recently announced merg-
ers within the telecommunications industry. APT respectfully requests that this let-
ter be included in the Committee’s hearing record.

The pending and proposed transactions highlight a number of significant trends
within the telecommunications industry: the end of meaningful distinctions between

IAPT is a nonprofit membership organization based in Washington, D.C., which was founded
in 1989 to foster public policies that ensure access to advanced telecommunications technologies
for all Americans.
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markets for local and long distance voice services; the growing importance of IP-
based services and wireless technologies; the impact of intermodal competition on
incumbent providers; and, the need for many companies to be able to serve cus-
tomers of all sizes, on a national, if not global, basis. Without question, these merg-
ers will reshape the telecommunications marketplace, and they are likely to spur
additional deals among the remaining industry players. As the Committee’s title for
this hearing suggests, however, such transactions are less the cause of the massive
changes underway within the industry, than they are reactions by corporate entities
to the technological forces that are rapidly changing how we communicate in the
21st century.

You and your colleagues asked a number of critical questions of the merging par-
ties, and they will face many more as they undergo the formal process of dem-
onstrating that their specific transactions serve the “public interest, convenience
and necessity.” At this time, APT does not seek to comment on the merits of any
particular merger or proposed combination. Instead, we wish to urge the Committee,
as well as the FCC and the state regulatory bodies specifically charged with review-
ing the transactions, to examine them in light of whether they promote the goals
of Section 706 of the Telecommunications Act of 1996: to “...encourage the deploy-
ment on a reasonable and timely basis of advanced telecommunications capability
to all Americans...”

The issues the reviewing agencies must consider include the following: What ef-
fect will a particular transaction have on deployment of affordable broadband serv-
ices in rural areas, communities with lower income residents, or among Native
American populations? Will a resulting entity be better equipped to ensure the ac-
cessibility of advanced services and equipment to persons with disabilities or other
functional limitations? Will a merged company be in a position to improve access
to essential health care facilities and educational opportunities, in every community
it serves? Will a transaction help or hinder the achievement of important social
goals, including better public safety communications and E911 services? As a com-
bined entity seeks to derive potential cost savings from the integration of previously
separate operations, what will be the impact on its future investments in human
capital, new equipment, and research and development?

In short, the names and structures of the corporate entities that compete in the
communications marketplace of the 21st century will surely continue to evolve. The
technologies that are deployed within our telecommunications networks will con-
tinue to change, as well. What will not change, however, is the need for all Ameri-
cans to have affordable access to a modern telecommunications infrastructure. The
FCC and the state regulatory agencies that review such mergers should remain
mindful of their ongoing obligations under Section 706 to take appropriate measures
to promote such access.

Finally, these transactions and your hearing have helped to focus national atten-
tion on how the legislative framework established by the Telecommunications Act
of 1996 has been impacted by rapidly evolving communications technologies. APT
agrees that these technologies are making a number of the core provisions of the
1996 Act increasingly outmoded or irrelevant. Our current regulatory structure may
be serving to discourage needed investments and growth in our telecommunications
industry. We are pleased that your Committee has commenced the process of consid-
ering necessary legislative reforms, and APT’s members stand ready to work with
you in these efforts. In part, our goal should be a structure under which future tele-
communications deals will be made for sound economic, business, and public service
reasons, not because current regulations may favor certain providers and tech-
nologies over others, in contravention of the “competitive” and “technological” neu-
trality mandates of the 1996 Act.

Thank you for your consideration of APT’s views.

Sincerely,
DAN PHYTHYON
Public Policy Director

cc: The Honorable John Dingell
The Honorable Fred Upton
The Honorable Ed Markey

RESPONSE FOR THE RECORD FROM TIM DONAHUE, NEXTEL COMMUNICATIONS
THE HONORABLE JOSEPH R. PITTS

Question #1: Early last year, many wireless companies, including yours, were
ready to unveil a wireless directory assistance program. This received significant op-
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position from the public and Sprint withdrew its decision to participate in the direc-
tory. What will the plan be for directory assistance for the new company?

Response: Sprint and Nextel will remain competitors until the merger is complete
and thus we have not made a joint strategic decision concerning WDA.

Question #2: It has become clear over the last 18 months that the biggest wireless
companies are planning to implement a wireless directory assistance service. This
met significant resistance from the public and Sprint, along with Alltel, withdrew
their participation in the directory. No such decision was made by Nextel. Once your
companies merge how will the new company approach the directory? Will you par-
ticipate? If so, how will you inform subscribers? If not, can you please share your
reasons?

Response: The proposed merger between Sprint and Nextel has not been com-
pleted and as such any decision regarding WDA on behalf of the merged company
has not yet been made.

SPRINT
April 4, 2005
The Honorable JOE BARTON
2125 Rayburn House Office Building
Washington, D.C. 20515

DEAR CHAIRMAN BARTON: Thank you for giving me the opportunity to appear be-
fore the Committee on Energy and Commerce on March 2, 2005, to present Sprint’s
views on “Competition in the Communications Marketplace: How Technology is
Changing the Structure of Industry.”

I am in receipt of your follow up questions regarding Wireless Directory Assist-
ance (WDA) asking whether a merged Sprint-Nextel company will participate in a
WDA, and, if so, how subscribers would be informed that they may be listed. Due
to the still pending Sprint and Nextel merger application, it would be premature
to comment on the company’s future business plans with respect to offering WDA.

Sprint believes that there are substantial numbers of customers who want to have
their wireless numbers listed. As you note, however, Sprint has elected not to offer
WDA at this time. I can assure you that if we decide to implement WDA at some
point in the future, it would be offered in a consumer friendly manner that respects
the privacy of our customers.

Sincerely,
GARY D. FORSEE
Chairman and Chief Executive Officer

cc: Congressman Joe Pitts
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A Tough Nut to Crack: The
Hegemony of AT&T and
WorldCom in the Fortune
1000 Market

Research Findings of the Bernstein 2002 Corporate Tele-
com Spending Decision-Maker Research Study

Spending by Fortune 1000 companies represents 75-80% of the fastest-
growing telecom industry segments and is expected to grow 36% faster
than the total industry

Communications services appear to be the lowest beta category in Fortune
1000 IT budgets; Fortune 100 buyers are likely to grow spending 5% in
2002

AT&T and WorldCom are likely to retain their leading primary supplier
roles for at least the next three to five years as the RBOCs struggle to gain
traction with enterprise customers

Qwest is distinguished as an up-and-comer, with a strong foundation of
credibility already established in IP networking

Sprint is considered the weakest of the leaders, suffering from insufficient
sales coverage, below-average customer care and a mix weighed to
steadily declining voice products

Among the Bells, Verizon has established the broadest geographic
relationships and is seen as likely to pull further ahead of SBC and Bell-
South over the next year

MARCH 2002
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Portfolio Manager’s Summary

Investing in the US. large-cap telecom space has become a game of
avoiding land mines. The largest players, the Regional Bell companies,
were hit hard in 2001 by sluggish entry into the rapidly declining voice
long-distance (LD} market, above-expectation access line losses, technology
substitution by wireless, DSL and cable-based data services, and, most re-
cently, an indication that the state public utility commissions may serjously
re-evaluate the way wholesale element pricing is calculated. On a relative
basis, however, the pain the RBOCs suffered pales in comparison to the
two-year slides of AT&T, WorldCom and Sprint. AT&T has been hit by dis-
appointments in its cable business, the effect of a slowing economy on its
business services unit, and the loss of share to the RBOCs in its consumer
unit. WorldCom has been hit by the rapid commoditization and pricing
collapse of long-haul transport services, and an economy-driven slowdown
in corporate IT spending,.

Looking forward, the battleground will shift. If the pundits are correct,
the economy will recover in mid- or late-2002. The RBOCs will continue to
gain LD approvals, albeit at a rate slower than previously expected. And, as
the RBOCs gain their approvals, they will focus their sights on the Fortune
1000 market, the historical stomping ground of AT&T, WorldCom and
Sprint. But all is not lost for AT&T and WorldCom. The corporate market is
large, difficult to crack, and growing telecom services, they are spending
36% faster than the telecom industry as a whole. It was this understanding
that drove us to commission the 2002 Corporate Telecom Spending Deci-
sion-Maker Research Study. The key objective of the study was to better
understand the depth of the risk to the incumbent primary providers of
communications services to the Fortune 1000, from both a further economic
slowdown and the eventual entry of the Regional Bells.

The results of our study were interesting and conclusive. At an indus-
trial level, we found that telecom services has the lowest beta of any IT
category, unlikely to fall further in a continued slowdown, but equally
likely to see a more modest recovery in an upturn. We found that AT&T
and WorldCom dominate the enterprise customer market. Somewhat sur-
prisingly, they are expected to do so well past RBOC entry into iong dis-
tance, for at least the next three to five years. Following the failure of the
WorldCom merger, Sprint was thrown into disarray characterized in our
study by poor sales coverage and even worse customer service. Sprint’s de-
cline - in practice and perception — contrasted sharply with our respon-
dents’ view of Qwest as a strong up-and-comer with particular credibility
in the area of IP networking, the next big spending initiative for many of
our study’s participants. AT&T and WorldCom will be challenged, but in
the near term that challenge will likely come most significantly from Qwest
and only in the long term from the other regional bells.

We maintain our outperform rating on AT&T and market-perform rat-
ings on Verizon and SBC. We are initiating coverage on Qwest and World-
Com with outperform ratings and on MCI with a market-perform rating.

Jeffrey Halpern
(212) 407-5958
halpernjz@bernstein.com

Gwendolyn Elnaggar Gil Luria
(212) 756-4017 (212) 756-4082
elnaggargv@bernstein.com luriagb@bernstein.com

March 1, 2002
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Exhibit Financial Overview

Q WCOM T VZ SBC MCIT SPX
Price 2/27/02 3830 $7.64 $15.45 347.24 $37.80 3683 $1.109.89
52-Week Range 37-342 $6- 821 314821 $43 - 357 $34 - 351 $6-318 $945 - 81316
YTD Relative Pecformance {37.9)% {42.4)% (11.5)% 2.7% 0.2)% (42.9)%
Stock Rating? O o] 0 M M M
Earnings per Share
1999 $0.39 $0.79 $1.95 $2.83 $2.15 na $50.78
2000 039 G98 0.74 2.84 2.27 na 56.25
2001 0.05 070 0.19 3.00 2.35 $0.72 44.00
200283 0.23 075 0.38 315 233 {1.57) 48.50
200383 044 017 913 341 2.54 213
EPS Growth Rate
1995-61 (64.2)% 5.7)% {68.8)% 30% 4.5% {17% {©.4)%
2001-06E 66.2 [g) {36.2) 19 {37.0) {229.6)
Dividends per Share
2001 $6.05 $0.00 $0.15 $1.54 $1.03 $1.20
2002E 005 - 0.15 1.54 1.03 2.40
Unadjusted P/E
2001 184.4x 169x 81.3x 15.7x% 16.1x 5.5x 252x
2002E 333 10.2 0.7 50 162 4.4
Relative to S&P 500 {2001} §52% 43% 322% 62% 84% 8%
Historicat Fwd? Rel, P/E w2 130 103 80 85 na
Dividend Yield 06 o0 1o 33 27 176
EBITDA per Share
1998 3382 §233 $53.81 3827 $5.87 $35.32
2000 436 2,68 362 5.89 6.33 37.74
2001 443 2.76 3.59 10.66 6.56 1335
2002E 420 282 3.65 1He7 8.67 5.09
EBITDA Growth Rate
1999-01 9% 9% (15)% 6% 4% an%
2001-08E 8 & 0 H 2 @2)
Adjusted Enterprise Value'/ EBITDA
20028 5.1x 2.8x 6.3x 59% 8.5x 104x
2003E 45 3.1 6.7 54 6.9 129
Other Statistics
Net Debt {Per Share 2001) $H4.75 $8.02 51192 $23.48 $7.66 $46.99
CAFPEX 2001 8.543 7.500 9.310 17,371 13392 594
CAPEX/Share 2001 (8) $5.11 32.56 $2.56 $6.37 $3.94 35.08

1 Market Capitalization + Net Debt less Hidden Asset Value.
2 O=0utperform, M=Marketperform. U=Underperform,
3 EPS Numbers Include Adjustment for Implementation of FAS-142.

Source: Corporate reports and Bernstein estimates.
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Significant Research Conclusions

“They 're all kind of negative: you re getting less service than ever;
half of them are in Chapter 11 or reorganizing; they oversel] at the
front end and underdeliver at the back end: the bigger companies
are treading water and the little ones who show promise disappear
or merge.

In the end, however, mostly the same vendors would be the
likely suppliers in the IP category.”

Fortune 100 Chief Technology Officer

During the first quarter of 2002, we conducted 25 one-hour interviews with
Fortune 1000 CI0s, CTOs and VPs of Telecom Services, in order to asses the
competitive supplier positioning within the enterprise communications
setvices market and the budgeting trends that underlie the segment's
spending. Our survey confirmed not only how well-entrenched AT&T and
WaorldCom are in the enterprise communications services market, but also
that the near- and mid-term threat to their top-tier position is more likely to
come from the likes of Qwest and IBM than from Verizon, SBC or Bell-
South. The study also confirmed our belief that even in a continued eco-
nomic slump, little additional downside exists to current communications
services spending.

Spending from the Fortune
1000 Drives Telecom Services
Growth

With significantly more exposure to the fastest-growing segments of the
telecom industry — local and long-distance data and wireless — telecom
services spending by the Fortune 1000 is expected to outpace overall tele-
com industry revenues by 36% over the next five years (see Exhibit 2). Spe-
cifically, of the $302 billion spent in 2001 on telecom services, we estimate
the Fortune 1000 accounted for nearly 35%. And against an estimated in-
dustry growth rate of 5% over the next five years, we expect telecom
spending by the Fortune 1000 to reach nearly 7%, an estimate we view as
conservative given our assignment of most wireless revenues to bill-paying
consumers irrespective of whether the consumer is reimbursed for the ex-
pense.

* BERNSTEIN RESEARCH
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IT Budgets Show Clear Signs of Our interviews indicated a broad range in 2002 IT budget growth estimates,

Flight-to-Quality similar to the pattern exhibited in 2001. This dispersion in spending seems
to be driven by market consolidation, business cycle timing and differences
in the assumptions made about the economy.

Reflecting the broad market shakeout and flight-to-quality, Fortune 100
companies are more likely to see increased IT budgets in 2002 than the
broader Fortune 1000 (see Exhibit 3). Companies with more than 50,000 em-
ployees are growing their IT budgets by an average of 5%, as compared to a
5% average expected reduction in IT budgets for companies with fewer
than 10,000 employees. The biggest-of-the-big demand global suppliers,
reinforcing AT&T's and WorldCom's incumbent positions and highlighting
the challenges facing the RBOCs as they seek to enter this market. This
trend also reaffirms AT&T's strategy of focusing on the multinational and
large enterprise market at the expense of the mid- and small-company mar-

ket.
Exhibit 3 Expectation of IT Budget Growth by Size (Number of Employees)
6% 1 5%

4% 5%

4% A

2%
0%

0%

(2)% 4

(4)% 4

(5)%

(6)% -
Under 10,000 10,000-50,000 Over 50,000

2001 320028

Source: Bernstein analysis

The Spending Pyramid Is Still ~ For most of our respondents, the communications spending “pyramid” is
Voice-Heavy But Shifting to /P stil] bottom-heavy (see Exhibit 4). Voice (including wireless) still comprises
by 2003 41% of their communications services spending, aithough many com-

mented that this number is likely to decline steadily over time. The decline
will be a result of effective price decreases in voice being greater than the
decline in other spending categories as price reductions taken over the past
few years continue to ripple through the customer base. The shift away
from voice will also be driven by new product introductions in P, Web
hosting and managed services, as well as by increased connectivity needs.
The decline in the voice segment, we believe, will mark the descent of
Sprint from the top tier of providers.
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Breakdown of Commu

Communications
Outsourcing!

* Network Monitoring. 13%

Hardware E-Business infrastiucture
22% .

7%

Web Hosting Intraétructure

IT Services
%

Network Services

41%

1 Excluding professional services such as ASP or Web design.

Source: Bernstein survey and Bernstein research.

Our survey confirmed that within network services, spending will
move away from traditional data services (x.25, private line, frame relay
and ATM) towards IP-based solutions. This shift is expected to gain mo-
menturn in 2003, but would accelerate with an early and robust economic
recovery in 2002. According to our interviewees, IP services will increase to
over 40% of their spending in 2003 from 27% in 2002, almost entirely at the
expense of traditional data services. The widespread sentiment was that IP
services, such as IP-VPN and voice-over-IP, are cost-effective, discuptive
technologies likely to see significantly increased penetration over the next
year or s0.

The use of IP-VPN-type services will benefit the leaders in IP-based
value-added services — AT&T, WorldCom and Qwest — and are expected
to drive increased use of managed services offerings from these carriers.
And though AT&T and WorldCom also have the most to lose from IP sub-
stitution of legacy data services, a common caveat about using new or mul-
tiple providers was that such a shift would not be made at the expense of
reliability. All acknowledged that "in the end, however, mostly the same
vendors (AT&T and WorldCom) would be the likely suppliers in the IP

category.”
Communications Services Relative to other IT spending categories, Communications Services appears
Segment Appears More to have a somewhat lower beta. Our respondents consistently indicated
Resilient Than Other IT that in a further economic downturn, their budgets for communications
Categories services were less likely to be cut than those for other IT categories (see Ex-

hibit 5). Not surprisingly, in an economic recovery, communications serv-

&7 BERNSTEIN RESEARCH



139

A TOUGH NUT TO CRACK: THE HEGEMONY OF AT&T AND WORLDCOM IN THE FORTUNE 11
1000 MARKET

ices also maintains a smaller head of steam based on the percent of our re-
spondents indicating a likely increase in a recovery. This low probability of
further cuts, we believe, provides a floor for all the providers in the space
should the current economic slowdown worsen before it improves. And
while the upside from a recovery may not be as high as that for other IT
services, an economic recovery will still clearly benefit the providers with
the greatest leverage to the highest-quality customers, AT&T and World-
Com.

Parcent of Companies That Would Increase Spending in a Recovery

(Decrease Spending in a Downturn)

Downside Upside

80%]

4%
Comrmunications Services 20%
Percent of respondents that 24%) Percent of respandents that
would reduce spenqu in would increase spending in
this category if economic Software 32% | this category if economic

conditions were worse than conditions were better than

they expected they expected
28%

Hardware 36%

Seurce: Bernstein survey and Bernstein research.

Good Money Should Still Be on  Although Fortune 1000 customers re-evaluate their service providers every

the Seven Footers (AT&Tand  two to three years (a “jump ball”), they have most often rotated among the

WorldCom) top-tier providers rather than shifting significant portions of their commu-
nications spending towards second-tier or niche providers. Despite broad
dissatisfaction with the quality of sales and care received from all the carri-
ers serving the market, at the point of decision, CIOs and CTOs are left
with an immutable set of criteria when selecting their provider: ability to
offer a seamless global network, ability to guarantee and deliver very high
network reliability and ability to offer the full array of services.

Thus, AT&T and WorldCom appear secure in their position as the top-
tier providers, with both a high share-of-mind with CTOs and global net-
works capable of providing the full array of services demanded {see Exhibit
6). While Sprint is likely to be dragged down by an unfavorable mix of
products weighed to voice, Qwest is favored to replace it as it continues to
expand its sales reach to the Fortune 1000.
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Enterprise Communications Services Market

Strong Regional Provider Primary Provid

Presence in CTO's Mind

Regional Provider Emerging Provider REQC

Source: Bernstein researeh.

»

Global Network, Broad Array of Services

Our survey leads us to believe that Verizon, SBC and BeliSouth are still
several years away from capitalizing on the opportunity in the enterprise
communications services market. The three “pure” RBOCs (Verizon, SBC
and BellSouth) will struggle to meet the three criteria our interviewees ar-
ticulated as driving their selection of primary service providers. Of the
three RBOCs, however, Verizon is seen as likely to be the first to move into
the top tier as it begins to leverage its Genuity stake for product line
breadth. Assuming the three RBOCs choose to focus on the enterprise mar-
ket once they have secured all of their long-distance entry approvals {not a
foregone conclusion), our interviewees perceive that it would take them
two-and-a-half years to gain enough traction to be successful, Somewhat
surprising, this perception was broadly held and independent of whether
the three RBOCs chose to enter through acquisition or to build an enterprise
business internally (a nuance we probed during the questioning).

impediments to RBOC
Penetration of the Fortune 1000
Structural Not Sentimental

The immediate and clear impediment to significant market-share gain for
the three RBOCs was seen as their inability to offer seamless global net-
work connectivity. All of our Fortune 500 respondents (60% of the total
sample) require global communication services. Although it is possible to
buy network services on a regional basis, the bias was clearly towards en-
gaging providers capable of servicing all of the enterprise’s global needs. A
global network allows customers to use managed services seamiessly
across their disparate international subsidiaries and affiliates without fear
of finger-pointing in the event of a network outage, a key consideration for
the large multinationals in our study. Our survey respondents expressed
concern over the size of the investments necessary for the RBOCs to com-
pete organically, the risks to them of having the RBOCs compete on a resale
basis and the disruptive potential of the RBOCs undertaking acquisitions of
existing top-tier providers. Qwest clearly stood apart from its RBOC breth-
ren in this category with strong existing credibility in TP networking and
with its KPNQwest venture.
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In terms of reliability, the reactions toward the three RBOCs were
mostly negative. Many referred to the existence of significant historical
problems in relationships with the local service providers. Often cited were
complaints over the RBOCs® “monopolistic thinking” yielding unreasona-
bly high prices and poor responsiveness. We heard numerous examples of
mistakes in local loop service that effected the whole enterprise. Many of
the interviewees were cognizant of the fact that in order to achieve a global
footprint, any of the RBOCs would have to undertake a major acquisition.
an outcome which created angst about service integration headaches. One
interviewee put his concerns into graphic metaphor: “You talk about
WorldCom having a lot to integrate — the RBOCs would have even greater
digestive pains.”

Our survey indicates a perceptual divergence among the RBOCs.
Qwest and Verizon are seen as far better able to deliver a broad array of
enterprise communications services than are SBC and BeliSouth. SBC and
BellSouth are not currently, nor are they expected to participate during the
next two to three years in the highest-growth areas of communications
services — network services, Web hosting and managed services (see Ex-
hibit 7). Verizon was considered a top-tier provider of a limited set of net-
work and communications outsourcing services by several companies
headquartered within its geographic region. However, its stature on a
stand-alone basis and vis-a-vis the other RBOCs was not as lofty. with cus-
tomers headquartered beyond its regional boundaries. Qwest, on the other
hand. ranked well in the same areas as Verizon, but was also cited as an up-
and-comer likely to gain share and climb into the top tier of providers more
rapidly than the other Bells. Our interviewees told us that the three “tradi-
tional” RBOCs need to build a reputation more like Qwest to be afforded
the same level of respect as a provider, an opportunity seen as taking the
next five years.

W BERNSTEIN RESEARCH



142

A TOUGH NUT 10 CRACK: THE HEGEMONY OF AT&T AND WORLDCOM IN THE FORTUNE
1000 MARKET

AT&T
WorldCom
Sprint

Qwest

Verizan

SBC

Belt South
Global Grossing
Level3
Broadwing
Cadle & Wireless
Exodus

18M

EDS

Equant

Hughes

Verio

Current and Future Service Providers by Service Category

(Percent of Respondent Mentions)?

Current Primary Potential Primary
Provider Provider
Communications AT&T 16% WorldCom  20%
Outsourding WorldCom 12 ATRT 12
T% Verizon 12 188 12
18M 8 Verizan 8
AT&T 32% ATST 24%
| 13% WarldCom 20 WorldCom 20
i Managed 1BM 16 BM 20
! Services Quest 8 Qwest 8
Exodus 16% WoridCom  16%
79 | Web Hosting WorldCom 12 Exodus 16
Infrastructure Qwest 8 Qwest 12
Sprint 8 iBM 8
AT&T 40% AT&T 40%
WaorldCom 44 WorldCom 44
32% / Network Services Sprint 20 Sprint 20
Verizon 12 Qwast 20
AT&T 40% WorldCom 48%
. WoridCom 40 ATET 44
41% Veice Sprint 28 Sprint 32
Verizon 20 Verizon 24

1 Doesn’t add 1o 100 due to multiple responses.

Sourge: Bernstein survey and Bernstein research.

Qwest as the Up-and-Comer

While Qwest was not always as top-of-mind for some of our interviewees
as, say, AT&T and WorldCom — indicating some unevenness in marketing
pressure and sales coverage — Qwest clearly has separated itself from the
other RBOCs. Specific strengths cited were its global network, technological
capabilities, strategic focus, and breadth of products. In fact, several par-
ticipants suggested that Qwest may have more momentum, and may be
making more forward progress in the category, than any other provider,
confirmation of the carrier's own statements. This traction is likely to yield
it a pole position next to AT&T and WorldCom in at least a portion of the
Fortune 500 market within the next two years.

Risks

The main risk to our forecast of continued leadership from AT&T and
WorldCom relates to the extent they are threatened by Qwest and IBM. In a
scenario where Qwest and/or IBM come to dominate IP networking and
the shift to IP accelerates rapidly, AT&T and WorldCom may compromise
some of their market share.

WorldCom also stands the risk of deteriorating reliability, though our
own research into the degree of network integration already completed by
WorldCom gives us comfort that the company has made significant prog-
ress. The perception among our respondents was of a company still strug-
gling to pull its multitude of acquisitions together into a cohesive whole.

The risk to our view on Qwest is of a potential drag from the acquisi-
tion of U § West. The momentum achieved in the enterprise market could
be diluted by the focus required to turn around what had been a lagging
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RBOC. In addition, nagging consumer-service quality issues remain, po-
tentially causing management distractions

The three RBOCs — Verizon, SBC and BellSouth — would be able to
disprove our two- to three-year timeline for entry with a quick acquisition
of AT&T or WorldCom. Should they find the required regulatory opening
and complete such an acquisition within a year, a significant presence in the
enterprise space would follow shortly, though integration challenges would
certainty follow as well.

Investment Conclusion

Current investor sentiment appears to discount a doomsday scenario for
AT&T, WorldCom and Qwest, the three companies we believe will domi-
nate the Fortune 1000 market over the next few years. And while AT&T and
WorldCom are certain to cede some of their existing hegemony to Qwest,
we do not believe at their current valuations any of the three are properly
reflecting the inherent value of their business-focused wireline franchises or
the potential upside all three will enjoy from an economic recovery given
their leverage — more so for AT&T and WorldCom — to the enterprise
customer space. On the flip side, Verizon, SBC and BeilSouth are expected
to take longer than current expectations to crack into the Fortune 1000 and,
thus, will ultimately disappoint the investment community or be forced to
attempt an acquisition of one of the other players in that market. AT&T,
WorldCom and Qwest are rated outperform and Verizon and SBC are rated
market-perform,
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Why Fight for Fortune 1000
Share of Wallet?

As the title of this report indicates, we do not subscribe to the "offer it
and they will come” philosophy of RBOC share gains in the Fortune 1000
market. Not only must a carrier develop sales relationships with the com-
panies, but they must develop and train their sales and provisioning forces
to offer a full suite of services and must endure relatively long sales cycles
and contract lives. As a result, the battle to crack the spending nut of the
Fortune 1000 is expected to be difficult and time-consuming for the RBOCs.

So why do it? Why expend the money, resources and effort to break
into this customer segment when a dominant position with the consumer
population is assured and a majority share position with Small-Medium
Enterprise customers (SMEs) is highly likely? The answer, we believe,
comes back to long-term growth, Communications spending by the Fortune
1000 is expected to outstrip aggregate industry growth by more than 36% or
180 bp, and the overall business market (including the Fortune 1000) by 90
bp. For the RBOCs, whose dominant local voice businesses represent an
average of 53% of their total revenues and which will, at best, show zero
growth over the next five years in this category, gaining exposure to the
Fortune 1000 market is the only way to bolster a flattening growth rate.

Industry Held Back by

Flattening Local Voice Growth

and LD Voice Declines

We expect the United States telecom services market to grow at a 5.0%
CAGR from 2001 to 2006, reaching nearly $386 billion by 2006 (see Exhibit
8). This growth rate is 230 bp higher than the expected GDP growth over
the same period, primarily due to a continued ramp in penetration of
wireless and broadband services.

Domestic Telecom Services: Retail Revenues ($ billion)

Centribution to

CAGR Growth
1998 1999 2000 2001 2002E  2003E  2004E  2005E  2006E  1998-01 2001-06F 1898-01 2001-06E
Lacal Voice $87.2 3910 92l $93.9 3933 $925 $91.5 $90.1 3896 2.5% {0.8)% 0.9% 0.3)%
Long-Distance Voice 752 76.2 72.5 66.5 57.6 488 40.6 334 275 4O {162} 4. 2.3)
Wireless 37.8 450 588 72.0 834 833 108.1 1199 1301 240 126 45 35
Local Data 125 16.7 216 218 34.4 413 483 548 603 305 188 28 2.0
Long-Distance Data 18.2 27.0 350 412 46.1 52.9 60.3 69.0 781 314 136 30 2.2
Total Telecom Services  $230.9 $255.8 32800 83015 83148 33308 $3489 3672 33856 93% 5.0% 9.3% 5.0%
Meme: Y/Y Change 10.8% 9.5% 7% 4.4% 5.1% 5.4% 5.3% 5.0%
GDP {§ bil) $8,640  $9,037 39383  $9.681 310024 $10.308 $i0641 510985 311340 5.9% 27%
Telecam as a Percent of
GoP 2.7% 28% 2.9% 3.1% 3.1% 12% 3.3% 3.3% 3.4%

Source: Berpstein estimmates and analysis.

Within the total industry numbers, however, the local voice segment —
the largest segment of the industry at $93.9 billion — will flatten from its
roughly 3% historical growth rate as average retail revenues decline with
competition and lines are lost to wireline competitors and technology sub-
stitution from wireless and broadband services. Long distance voice, too,
will continue to see negative trends as falling wholesale prices and RBOC
entry collude to drive retail pricing down at an expected mid-teen rate and
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retail volumes continue to be lost at a double-digit rate to wireless and e-
mail substitution.

Data Drives industry Growth

The highest growth segmenits of domestic telecom services will be local and
long distance data, combined driving 84% of total industry growth. Indi-
vidually, the local data business — dominated by local private lines, but
also benefiting from increased penetration of broadband services — is ex-
pected to post 16.8% average revenue growth between 2001 and 2006, to
end our forecast at $60.3 billion, or 15.6% of total industry revenues, Mak-
ing these growth numbers more impressive is the realization that they will
be posted in an environment characterized by 15-20% declines in local pri-
vate-line pricing and, at best, flat DSL and cable modem pricing.

Increasing Internet penetration and, hopefully. an economic recovery
modeled to begin in 2003. should also help drive growth back into the LD
data market. Specifically, we expect LD data services, including corporate
network transport and managed services, Internet transport and Web
hosting, to grow at a robust 13.6% rate over the next five years. This seg-
ment will drive 44% of the total growth of the telecom industry from 2001
to 2006, to end the forecast representing 20.3% of total industry service
revenues.

A secondary driver of the LD data market, behind basic increases in
Internet demand, will be IP-based solutions in the enterprise market. The
rapid growth of Web hosting and IP-VPN, as well as the emergence of
voice-over-IP, will drive long-distance data segment growth of 13.6%. The
spike in demand for IP-based solutions is a result of the cost-effective na-
ture of these products and the opportunity for new functionality, such as
remote access to corporate LANs over broadband connections.

Wireless Also Expected To
Support Business Market
Growth

Although we expect the penetration rate for wireless services to moderate
over the next few years from an average of 650 bp per year over the past
two years to 600 bp over the next two, total wireless revenues are still ex-
pected to grow an average of 12.6% over the next five years. In contrast to
the data market, where corporate usage will drive most of the growth, in
wireless, increasing consumer penetration will be the largest driver, Hid-
den behind the revenue numbers is an assumption of mid-single-digit price
declines for commoditized voice services mostly offset by incremental
revenue per user for data offers. Thus, one risk to our wireless forecast is
the as-yet unproven adoption rate and pricing power for new data services
and the speed of pricing decline to be experienced in the voice segment. To
date, the wireless carriers have been able to convince consumers that a
4.000-minute plan represents a benefit over a 2,500-minute plan. We con-
tinue to watch this marketing gimmick with disbelief, and dread the day
the first of the six major carriers decides that the bundled-minute strategy is
less effective in securing incremental share than a slightly lower price.

Fortune 1000 Service Revenue
Growth Will Outpace the Rest
of the Market

Clearly, if data growth is driving industry growth and the Fortune 1600 rep-
resents 75% of total industry data spending, the total growth in telecom
spending for the Fortune 1000 will be 36% higher than that for the industry
as a whole (see Exhibit 9). Specifically, we expect the Fortune 1000 telecom
services market to grow at a 6.8% CAGR from 2001-06, compared to a 3.9%
rate for the rest of the business market which, in turn, compares to 5.0% for
the industry and 4.1% for the residential market.
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The Fortune-1000 segment will enjoy the strong push to [P-based solu-
tions. Web hosting, IP-VPN and other solutions with increased importance
to large global companies. will be the main drivers of growth. As Web sites
become increasingly media-rich and mission-critical, larger companies will
be driving a disproportionate part of the demand for Web hosting. Demand
for remote access and cost-effective network connectivity will drive the IP-
VPN segment. The IP-VPN product set is also particularly attractive for
large corporations with multiple interconnected locations.
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Trolls on the Mountaintop

AT&T and WorldCom appear secure in their position as the top-tier pro-
viders of communications services to the enterprise market with both high
share-of-mind with CTOs, and a global network with a broad array of
services. While Sprint is likely to be dragged down by an unfavorable mix
of products weighed to voice, Qwest should be able to replace Sprint as a
supplier to many Fortune 1000 accounts as it improves its sales force cover-
age. Verizon could possibly move closer to the top tier as it leverages its
Genuity stake, but none of the "pure” RBOCs (Verizon, SBC and BeliSouth)
are expected to pose a material threat to the hegemony of the top players
for at least the next three to five years. Exhibit 10 provides our assessment
of the current positioning in the enterprise services space and the shifts in
competitive positioning we expect over the next two to three years.

Exhibit Enterprise Communications Service Market

Strong Regional Provider | Primary Provider

‘sBC

Presence in CTO’s Mind

RBOC

Regional Provider Emerging Provider

»
>

Global Network, Broad Array of Services

Source: Bernsiein research.
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Current Landscape s WorldCom's and AT&T's respective market shares understate their pres-
Dominated by AT&T and ence as suppliers to the Fortune 1000. Nearly all of the corapanies we inter-
WorldCom viewed had two to three "primary” relationships, which account for 75-80%

of their total communications services spending. In many of these cases,
one provider gets the dominant stake with the other a somewhat or signifi-
cantly smaller piece of the pie. The typical distribution falls into one of two
scenarios:

Scenario 1: Carrier A ~ 50%; Carrier B - 25%; Others - 25%.

Scenario 2: Carrier A - 35%; Carrier B - 25%; Carrier C - 25%:

Others - 15%.

Since large enterprise customers tend to have two to three primary
suppliers and two to five niche suppliers, we found that AT&T and World-
Com were almost ubiquitously represented. In fact, all of the 25 companies
in our sample used one of the two leaders, and 68% used both (see Exhibit
11). Among the Bells, Verizon was the best represented outside of its re-
gional footprint, a likely outcome of having the densely populated East
Coast and having acquired GTE which had existing enterprise customer
relationships by virtue of its ability to offer long-distance services when the
RBOCs could not. Qwest had the greatest consideration as a primary sup-
plier, while BeliSouth and SBC were botht seen as niche players with Bell-
South not considered a primary provider by any of the companies in our
sample. including those headquartered within its own local footprint (see
Exhibit 12).

Exhibit 11 d WorldCom Overlap

Neither
WorldCom Only 0%
8%

ATET Only
24%

AT&T and WorldCom
68%

Source: Bernstein survey
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Current Providers of Enterprise Communications Services

100%

0%
20%
0%
0%
50% | 0%

40% 1

30% 1
48%

20%

100% out of footprint
T0% out of footpring

10%

67% out of footprint

13% oul of footprint

%

0%
BeliSouth

ATET WorldCom Verizon

Source: Bernstein survey.

QwestMoreof aThreat Than  One of the most startling findings of the study was the degree to which

the Other RBOCs both Qwest and IBM have secured share-of-mind and, more importantly,
consideration as primary communication services suppliers to our study’s
interviewees. Qwest, specifically, appears to be gaining significant mo-
mentum in the middle of the services value pyramid shown in Exhibit 13
By comparison, while Qwest seems well positioned in three of the four
nonvoice categories, SBC and BellSouth are entirely missing as primary
providers of communications services, even for voice service. Verizon
clearly maintained some strength in the voice and outsourcing categories,
{the latter a positive surprise), but failed to appear as a primary supplier for
any data services. Verizon wireless’ domination of the wireless market was
cited as supporting Verizon's strong showing in the voice category. How-
ever, with gaping holes in their global reach, mediocre reliability records
from the perspective of our survey’s respondents and relatively narrow
product sale and delivery capabilities, none of the “pure” RBOCs were seen
as likely to quickly penetrate the top tier of enterprise communications
services providers.
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Current and Future Service Providers by Service Category

{Percent of Respondents Mentioned)

AT&T
WorldCom
Sprint
Qwest
Verizon \f’
SBC . . .
BeliSouth Current Primary Potential Primary
Global Crossing Provider Provider
Level 3 Communications AT&T 168% WorldCom  20%
Broadwing Outsourcing WorldCom 12 AT&T 12
Cable & Wireless % Verizon 12 iBM 12
Exodus 1BM 8 Verizon 8
1BM AT&T 32% ATST 24%
EDS 13% WorldCom 20 WorldCom 20
Equant y Managed iBM 16 iBM 20
Hughes Services Qwest 8 Qwest 8
Verio

Exodus 16% WorldCom 16%

79,/ Web Hosting WorldCom 12 Exodus 16
°( infrastructure Qwest 8 Qwest 12
Sprint 8 IBM 8
AT&T 40% ATST 40%
WorldCom 44 WaorldCom 44
32% / Network Services Sprint 20 Sprint 20
Verizon 12 Qwest 20
AT&T 40% WoridCom 48%
. WorldCom 40 ATET 44
1% Voice Sprint 28 Sprint 32
Verizon 20 Verizon 24

Source: Bernstein survey and Bernstein research.

While Qwest was not always as top-of-mind for some of our interview-
ees — indicating, we believe, unevenness in marketing and sales coverage
~- it has clearly differentiated itself from the other RBOCs in terms of its
global network reach, technological and network management/design ca-
pabilities, strategic focus on the enterprise market, and breadth of product
offering.

Outsourcing and Managed Data  As the weight of communications services shifts away from voice, it is be-

Services Play to IBM's Hand coming increasingly relevant to IBM, as well as to other outsourcers such as
EDS and CSC. A look into the composition of the typical CTOs wallet
shows that in the operations part of the budget, there is an increasing
overlap in the services provided by communications service providers and
those offered by IT outsourcers (see Exhibit 14). The overlap consists pri-
marily of Web hosting, managed services and solutions {i.e.. using a service
provider for the design and management of communication functions}). Ex-
hibit 13 also shows that IBM will likely reinforce its leadership position in
these three categories, at least within the realm of companies we surveyed.
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Exhibit 14 The s Wallet

Source: Bernstein research,

Capital Expenditure Operating Expenses

(Build) {Maintain)

The overiap between IT outsourcers and
pommunications services providers is mostly
in Web hosting, managed services and
communications outsourcing {i.e., using a
service provider for the management of
communication funclions)

The importance of Web hosting is often underestimated by investors, as
the “pure play” Web-hosting companies have fallen on hard times and now
have valuations measured in pennies riot tens or hundreds of dollars. The
importance of Web hosting, we believe, stems from its ability to generate
demand for core products while creating a platform from which to deliver
value-added services for carriers, These value-added services include such
managed services as Web administration, e-business infrastructure, Web
conferencing and network monitoring. In addition, a strong presence in
Web hosting cross-fertilizes professional services such as Web design and
ASP. Whether selling to an existing infrastructure customer or bundling
these services for new customers, AT&T, WorldCom and Qwest increase
their pricing power and reduce capital intensity.

The other IP products that will be critical to success in this market are
IP-VPN and voice-over-IP. The widespread sentiment among our survey
respondents was that IP-VPN and voice-over-IP would help decrease costs
and increase network reliability and efficiency. The perception is that IP-
based products are easier to manage and enable applications heretofore
cost-prohibitive to deploy.
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Wireless: An Undersold
Opportunity Seen as Able to
Partially De-commoditize Voice

Within the rapidly declining — rapidly commoditizing — voice category,
the only ray of hope came from comments surrounding wireless, Few re-
spondents reported any aggressive pursuit of this segment by the carriers.
Our interviewees reported that, in their experience, asking their sales rep-
resentatives about wireless offerings often leads to confusion at the carriers
as they atternpt to involve two separate sales organizations. Nonetheless,
Sprint and Verizon appeared to have the highest share-of-mind, a phe-
nomenon, ironically enough, attributed to their aggressive consumer-based
marketing. One interesting, though not unexpected finding was the popu-
larity of Blackberry-type products. What was particularly notable was the
inability of the survey respondents to quantify the ROI of deploying a
wireless data solution or even to articulate the tangible benefits of a Black-
berry-like service. In the context of the size of the other categories on which
IT managers spend their dollars, we do not expect the Blackberry phe-
nomenon to drive overall budget growth.

Despite Jump Ball Every Three
Years, Incumbents Maintain
Advantage

Our interviewees communicated in no uncertain terms that their loyaity to
their service providers is only as deep as their contract is long. One CTO
summarized his feelings best as: “They're all kind of negative: you're get-
ting less service than ever; half of them are in Chapter 11 or reorganizing;
they oversell at the front end and underdeliver at the back end; the bigger
companies are treading water and the little ones who show promise disap-
pear or merge.” Rotation among carriers is common with the cycle reported
to be “very dynamic — two to three years,”

Interesting though, the negative remarks concerning customer service
were applied to all the providers, and were not limited to any specific com-
pany. Although there are some differences in customer-care quality, it was
clear from our interviews that share gain and loss in the enterprise market
is not directly based on customer satisfaction. Low satisfaction ratings did
correlate to size of customer. Among the companies interviewed, the small-
est clearly experience greater turnover in support personnel and slower re-
sponse times for complaint resolution from their carriers.

Although customers switch service providers relatively often, they ap-
pear mostly to rotate among the top-tier providers, having tried some of the
smaller ones and been burned. Ultimately, when they have to choose pro-
viders, they are left with the same decision criteria that directed them to
AT&T and/or WorldCom in the first place: a seamnless global network, high
network reliability and breadth of services.

With this in mind, it is not surprising that our interviewees not only
identified AT&T and WorldCom as their current primary providers, but
grudgingly expect them to remain such well into the future. One CIO
summarized his feelings as follows: “That’s a sore subject, The market lead-
ers aren't the greatest, but you're forced to work with them because of their
dominance...you end up choosing on the basis of market share and inter-
national coverage, more than anything else.”

We see Qwest as having the potential to replace Sprint as the third top-
tier provider of enterprise services. We observed the early signs of this shift
when we asked for an unsolicited list of the top providers in the space.
While three-quarters named Sprint to the short list, half also named Qwest
(AT&T and WorldCom were mentioned by all respondents). Many added
that they see Qwest as the up-and-comer in the group and Sprint as the
loser.
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When Will the Fault Lines Show?

Verizon, SBC and BellSouth appear to be at least two to five years away
from breaking into the top tier of enterprise communications service pro-
viders, while Qwest is well-positioned to join AT&T and WorldCom in the
top tier within the next one to two years. The three RBOCs (Verizon, SBC
and BellSouth) will struggle to meet the three criteria our interviewees set
for "primary” status — a seamless global network, high network reliability
and a broad array of services. Assuming the three RBOCs focus on the en-
terprise market as soon as they secure all of the in-region long-distance en-
try approvals, our interviewees perceive that it would take them another
two to five years to be successful. Interestingly, this perception was inde-
pendent of whether the three RBOCs entered through acquisition or built
their enterprise businesses organically.

RBOC's Presence Based Mostly
on Existing Regional Footprints

While all four RBOCs were identified as providers to about half of the
companies in our sample, only Qwest and Verizon had any meaningful
presence outside of their home regions. In fact, numerous respondents
made a clear distinction between Qwest and the other three RBOCs, ac-
knowledging Qwest’s efforts to build its out-of-region presence over the
past few years.

While most of Qwest mentions by our respondents came from compa-
nies headquartered outside its 14-state footprint (which has low corporate
headquarter concentration}, most of the mentions for the other RBOCs
came from companies located within their respective footprint states (see
Exhibit 12). In fact, Qwest and Verizon were much more likely than SBC
and BellSouth to be a primary provider outside of their home state (see Ex-
hibit 15). Importantly, the three “pure” RBOCs were likely to be providing
enterprise customers only voice and very basic in-region local data services,
neither of which were seen by customers as either complex or particularly
value-added. Verizon was distinguished from the other companies by its
wireless offering and Qwest was noted for its broader array of value-added
data offerings, particularly Web hosting, IP and managed services.
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30%

25% T 24%
20% J
15%
10%

5% 4

0%

Percent of Out-of-Region Companies in Which RBOC Is a Primary Provider

16%

0% 0%

Qwest

Source: Bernstein survey.

Verizon SBC BeliSouth

The Opportunity for Share Shift
Exists...

An opportunity to shift market share certainly exists in the enterprise mar-
ket, Low satisfaction levels with current providers were broadly communi-
cated across practically all the providers in the space. We were told that
providers “give you the big song and dance, get the contract and then they
leave — you never hear from them again. They're paid for the sell-in, not
the retention — there is no incentive.” Although switching costs are high,
we were told that "We're constantly switching and going through these
painful installations.”

...But Not for the RBOC Profile

Although many different decision criteria were mentioned, our surveyed
ClIOs and CTOs talked mostly about three key decision factors for choosing
a primary communications services provider:

Global Network — the immediate and clear impediment to significant
market share for the three RBOCs is the lack of a seamless global network.
Practically all enterprise customers require services at a global level, as with
all the CIOs/CTOs we interviewed. Although it is possible to buy network
services on a regional basis, the bias was clearly to engaging a provider with
a global network. A global network also allows customers to use various
managed services on a global basis, a key factor for large multi-nationals.

We heard that “coverage is a big factor -— you need to be global and
they (the three RBOCs) are not” and that “you end up choosing on the basis
of market share and international coverage, more than anything else.” As
for the option of the three RBOCs building out their own network — “that
requires huge dollar investments — they may be the middlemen, the resel-
lers for a long time out.”

Qwest clearly stood apart from the other RBOCs with its robust IP net-
work cited often {completely unaided).

Many of the interviewees were cognizant of the fact that in order to
achieve a global footprint, any of the three RBOCs would have to acquire
other operators. They showed concerns over such a merger considering the
complex integration. One interviewee put the matter in perspective — “you
talk about WorldCom having a lot to integrate — the RBOCs would have
greater digestive pains.”
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Network Reliability — Perceptions of the RBOCs' ability to run their
networks reliably were generally negative. Nearly all of our respondents
who continue to count the RBOCs as suppliers had specific experiences to
which they could point of unmet needs or network failures that were not
remedied in a timely or satisfactory fashion, They pointed to the RBOCs'
“monopolistic thinking” in local voice and data that often lead to what they
perceived as unreasonable pricing practices and lack of responsiveness.

The choice of a primary provider is often influenced by what one of our
interviewees referred to as “the ‘mever make a bad decision picking IBM’
mentality at work — go with the safe, higher-profile solution, so you can
never be second guessed by the CEO.” Although in local voice and data this
works in favor of the RBOCs, in the broader enterprise market this trans-
lates to strong entrenchment by AT&T and WorldCom.

On the positive side, we heard frequently that the RBOCs are seen to be
financially strong, which is important in establishing reliability. Some of the
CI0s/CTOs in our study had been burned with handing off small portions
of their networks to poorly-capitalized CLECs in the late 1990s, only to
have them go under and force the reintegration of the outsourced business.
Today. they are reluctant to hand off any major pieces of their communica-
tions business to any carrier for which they question the longevity.

Service Breadth — Our survey indicates a significant divergence be-
tween Qwest and Verizon and the other RBOCs in the perceived ability of
the former to deliver a more-or-less full suite of enterprise communications
services. SBC and BeliSouth are perceived as not currently participating in
the highest-growth areas of communications services — network services,
Web hosting and managed services (see Exhibit 12). Verizon did appear to
be in the top tier of providers for network services and communications
outsourcing, although all of the customers that named Verizon were head-
guartered within its footprint.

Our interviewees communicated the importance of a solid reputation
for delivering technologically advanced services. As most indicated that
they have not yet been approached by the RBOCs with nonvoice service of-
ferings, they expect that the three RBOCs will need to deploy a significantly
greater marketing and sales effort in the future to gain their confidence and
consideration.

Our survey indicated that the RBOCs potential enterprise customers
perceive them as having a consumer-oriented strategy incongruent with
selling large sophisticated enterprise services. The companies we inter-
viewed were unlikely to go with a primary provider if it appears consumer-
focused. One opportunity seen for the RBOCs, however, was their ability to
leverage their DSL networks to sell IP-VPN remote access services. As one
of the fastest-growing IP products, this could provide some degree of trac-
tion for the RBOCs outside the voice arena.

Qwest One to Three Years
Ahead

With incomplete global networks, reliability concerns and a limited set of
enterprise services, SBC, BeliSouth. and to a large extent Verizon, have lim-
ited prospects of quickly penetrating the top tier of enterprise communica-
tions services providers. Our interviewees told us that the three RBOCs
have “got to build a reputation, like Qwest — they will have a chance
within five years, assuming a shakeout.” Some were not quite as bleak —
“RBOCs will lag unless they do an acquisition — it will take them two to
three years to establish a global position.”
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Given these criteria, Verizon is better positioned than SBC and Bell-
South, although not as well as Qwest. Considering its stake in Genuity,
Verizon will be able to benefit from a global network and a broad array of
services before SBC and BellSouth.
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IT Budgets — Now and in a
Recovery

Key Findings CIOs and CTOs report a wide range of expected growth rates for their 2002
IT budgets (see Exhibit 16), similar in breadth to the rates reported for 2001
spending (see Exhibit 17). This dispersion appears to be driven by differ-
ences in assumptions made about the economy, market consolidation and
business cycle timing. Some of the companies also reported relative budget
insensitivity to the economic environment, limiting the downside for 1T
suppliers. Larger companies were more likely to report an increase in 2002

spending over 2001,
Exhibit 16 Growth in 2002 IT Spending
35% 1
30%
30%
26%
25%
20% 7%
15% 1
0% 9% 9%
5% -
0% 0%
0% 4 . o :
<(20)% (20)-(10)% {10){5)% {5)-0% 0-5% 5-10% 10-20% »>20%

l Average 2002 Growth = 2% ’

Source: Bernstein survey.

Exhibit 17 Growth in 200117 Spending
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Source: Bernstein survey.
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Flight-to-Quality Means Within our sample, the smallest companies showed the greatest economic
Facusing on the High End sensitivity of their IT budget, reporting essentially no budget growth from

2000 to 2001 and a significant contraction in their spending in 2002 versus
2001 (see Exhibit 18). Mid-size companies in our sample (remember, all still
classify as Fortune 1000) actually reported the most stability in their budgets
both in 2001 and looking forward into 2002. Finally, the largest companies
interviewed reported having slowed their spending in 2001, to essentially
hold it to low single-digit growth versus 2000, but are expecting to increase
spending in the mid-single digits in 2002 versus 2001. The expected in-
crease in spending by large companies plays into the hands of the incum-
bent providers to this market, AT&T and WorldCom, who are best posi-
tioned to enjoy the benefits of a cyclical recovery when these companies
open their purse strings.

Exhibit 18 Expectation of IT Budget Growth by Size (Number of Employees)

6%
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4%

2% A
0%
0%

@)% 4

{4)% A

{5)%

(6)%
Under 10,000 10,000-50,000 Over 50,000

[ mao0t 20028 |

Source: Bernstein survey.

The spending patterns also remained the same within the sample from
2001 to 2002. Of the companies interviewed, only 12% switched from an in-
crease in spend to a decrease in spend or vice versa. This is further sign of
the polarization of IT spend between the haves and have-nots. Again, well-
entrenched carriers such as AT&T and WorldCom will benefit as they grow
with their large customers.

Differing Assumplions on When asked about assumptions concerning 2002 economic conditions, the
Economic Prospects, as f They  opinions were mixed as shown in Exhibit 19. Interviewees who indicated
Even Matter they expected the economy to do better, represent companies that will

grow the IT budget by an average of 4% vs. 0% for companies that expect
the economy to do worse. The sentiment within the largest group, which
expects the economy to do slightly better, is for a flat first half and a pick-
up in activity during the second half of the year, a view consistent with that
espoused by most of the large-cap telecom carriers, as of the fourth quarter.
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Exhibit 19 Budgeting Assumption About 2002 Economy
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Budgeting

Source: Bernstein survey.

As a consequence of last year's budget constraints and subsequent lay-
offs, it is not surprising that most of the CIOs/CTOs did not see much room
to reduce their budgets even if the environment worsened in the first haif.
In fact, 24% of interviewees reported that the state of the economy was im-
material to setting their 2002 IT budget. These technology leaders reported
having corporate initiatives to which they are committed regardless of the
state of the economy. We were told on several occasions that since many
aspects of IT planning are done on a longer-term horizon with vendor
commitments, there is not always the desired level of flexibility to adjust
the budget for prevailing business conditions.

Early Cycle Pattern Favors A final driver of the dispersion in reported IT budget growth rates is eco-
Carriers with Financial Services nomic sector, and leverage therein to economic cycles. While manufactur-
Customers ing companies in our sample reported an average of 3% contraction in IT

budgets in the low point of an economic cycle (see Exhibit 20), financial
services companies (especially the bulge bracket and super-regional banks)
start investing in the trough in anticipation of an upturn, a boon for carriers
supplying the financial services industry.
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Exhibit 20 Expectation of iT Budget Growth by Sector
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Source: Bernstein survey.
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Communications Services
Has the Lowest IT Beta

Key Findings Communication services will grow slightly faster than overall IT spending,
will be characterized by lower downside in a worsening environment and
should enjoy almost as much upside as other IT categories in an economic
recovery. These findings led us to dub communications services the lowest
beta category of the 1T budget. The lack of downside from here in the cycle
indicates that we have likely reached the floor for most of the providers in
the space. In conjunction with recent valuation trends, this realization led
us to upgrade the group in mid-February from a portfolio underweight to a
market-weight. The decline in the voice segment will mark the descent of
Sprint from the top tier of providers, while the increased spending on IP
services will mark the ascent of Qwest and the increasing presence of IBM
in the communications category.

Winners Are Planning to Invest Communications services spending shows a similar pattern to overall IT
in Communications Services  spending, with a wide distribution of budget growth plans {see Exhibits 21
and 22) and generally higher growth in 2002 versus 2001. As a conse-
quence, within the Fortune 1000, we expect communications services will
grow slightly from 23% of overall IT spending in 2001 to an estimated 24%
in 2002 (see Exhibit 23). The dispersion will actually widen in 2002 with the
percent of outliers (companies changing their spending by 20% or more)
increasing from 5% in 2001 to 31% in 2002. The average communications
services expenditure will grow by 6%, compared with an average 3% in
2001. The existence of haves and have-nots will favor incumbent providers
that will be able to grow by expanding the share-of-wallet of their large

accounts.
Exhibit 21 Growth in 2002 Communications Services Expenditures
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Source: Bernstein survey.
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Exhibit 22 Growth in 2007 Communications Services Expenditures
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Change in Communications Services Share of iT Spen

& Communications.

Services. Services
4.2%
23.1% 22

Communications
Hardware Services IT Services Software
2000 24.1% 23.4% 33.8% 18.7%
2001 240 231 335 18.3
2002 220 24.2 32.0 21.8

Source: Bernsiein survey.

To put these shares in context, the 2002 budget for communications
services, among those willing to supply a figure, ranged from just under $1
million for the smallest companies in our survey to $750 million for an in-
ternational financial services conglomerate. And though we could not get a
specific breakdown, of recurring and nonrecurring — a significant portion
of the $750 million outlier’s budget was attributable to its rebuilding efforts
following September 11 — the company reported upwards of $100 million
in annual recurring communication services spending. More generally,
communications services budget size had far more to do with the nature of
the business than with the overall size of the operation. Some of the largest
companies in our sample spend comparatively little on communications
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services (such as a large electronics distributor and a leading e-commerce
development company) versus, for example, a home building entity that
was spending twice other companies its size in our sample.

Aimost No Downside from Here Our interview respondents see communications services spending as less

for Providers flexible than other IT spend categories (see Exhibit 24). Most of their com-
munications services spending is on operating current business functions,
not building out new ones. A company is unlikely to stop its phone service
or deny remote users Internet access. It can, however, take longer to replace
its servers and routers and push out large CRM implementations. The lack
of downside risk from current levels means the carriers are not at risk of
having their key market disappear in a continued downturn, and the losses
experienced to date have limited further downside.

Percent of Companies That Would increase Spending in a Recovery

{Decrease Spending in a Downturn)

Downside Upside

80%

52%

4%
Communications Services 20%

|
Percent of respondents t.hat 24% Percent of respondents that
would reduce spending in would increase spending in
this category if economic Software] 32% | this category if economic
conditions were worse than f conditions were better than
they expacted i

28%
Hardware 36%

they expected

Source: Bernstein survey,

Of course, communications services spending is not entirely inflexible,
Some interviewees reported they renegotiated their services contract prices
in order to cut this expense category. Others pointed out that as their
workforce shrarnk, the volume of communications services went down.
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The category that would be most effected in a further economic downturn
is IT services. The iterns that would get cut are consultants and staff, both of
which fall into this category. This would effect companies such as Accen-
ture and KPMG, but not IT outsourcers such as IBM and EDS. The rigidity
of IT outsourcing spending is similar to the rigidity of communications
services spending — IT outsourcing expenditure is for operations, not
build-out (Exhibit 14}.

Some Upside to Come with a
Potential Early Recovery

On the upside, although not as many of the interviewees appeared willing
to rapidly ramp spending on communications services in an upturn as on
software and hardware, many of the IT executives indicated uses for a
larger communications services budget. Mentioned as likely splurges were
network upgrades and end-user demand-driven items such as IP-VPN re-
mote access and Blackberry-type devices. This growth was seen as frosting
on the cake of previously expected spending on new networks, and capac-
ity expansion on existing networks driven by number of users and in-
creased volume.

The relative inflexibility of communications services spending has im-
portant implications on the providers, in that it clearly limits their down-
side in a worsening economy, but somewhat dampens their potential up-
side in a recovery.

Despite Data Growth, Spending
Remains Voice-Heavy

For most of our respondents, the communications expense “pyramid” re-
mains bottom heavy with voice (including wireless) comprising an average
of 41% of our respondents’ communications services budgets {see Exhibit
25). Many indicated that they anticipate rapid declines in the coming years
as a result of pricing pressure and the migration of voice onto shared pipes
with data traffic (the result of anticipated shifts to [P). The relative decline
in spending on voice products was likened by several respondents to
Sprint’s Achilles’ heel.
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Exhibit 25 akdown of Communications Services Expenditures
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Source: Bernstein survey and Bernstein research

Spend Will Be Shifting Rapidly  Spending on network services (including data and IP) is rapidly ap-
to Non-Voice Services proaching that of voice. The respondents in our sample clearly identified
that the combination of netwaork services, Web hosting infrastructure and
managed services now accounts for the majority of their communications
doliars, a shift from the ratio only a few years ago. Though clearly not a
statistical sample, the average split across the five communication services
categories was 41% voice, 32% network services, 7% Web hosting infra-
structure, 13% managed services and 7% other communications
outsourcing. Although it may be considered a managed service, we in-
cluded VPN in network services, and conversely excluded Web hosting
from IP network services. We defined managed services for our interview-
ees to the exclusion of the other categories, using as examples network

monitoring, e-business infrastructure and data security.

The shift away from voice services is being driven largely by new
product introductions in [P, Web hosting and managed services, as well as
increased connectivity needs for basic data services like ATM and frame
relay. New products such as voice over [P and the increased use of existing
products such as IP-VPN were mentioned as likely contributors in the net-
work services category. Connectivity needs are expected to increase with

the addition of new network elements and new users.

About a third of our interviewees said that their companies do not use
an external Web host, confirming the opportunity for growth in the Web
hosting market as penetration increases, We expect Web outsourcing to in-
crease due to the economies of redundancy, increased complexity and vari-
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able demand. A good portion of the companies that do not use an external
Web host today are planning to outsource their hosting in the future. The
early leaders in this segment — WorldCom, Qwest and IBM — are ex-
pected to reap the benefit of this trend.

The overlap between IT services and communications services is evi-
dent from the conflicting views our interviewees held on which category to
classify Web hosting. The divergence of opinions underscored our belief
that Web hosting and managed services will be a battleground between the
traditional hardware players like IBM, that have developed a presence in
the Web infrastructure business, and the traditional carriers like AT&T,
WorldCom and Qwest.

Outsourcing: A Low-Margin,
Refatively Low-Penetration
Business

Communications outsourcing was only used by a quarter of the
CIOs/CTOs with whom we spoke. We defined communications
outsourcing as the use of a service provider for the design and/or man-
agement of communication resources. We were careful, however. to distin-
guish between pure managed services and the professional services nature
of outsourcing. For companies that currently used outsourcing services,
these services accounted for 15-20% of their total communication services
expenses. We expect the number of companies using outsourcing services
to increase (for reasons similar to those we expect will drive outsourced
Web hosting — economies of scale, complexity and flexibility). In addition,
a further move to consolidate suppliers (either for simplicity or as part of
the flight to quality) will also increase the trend toward outsourcing, as the
suppliers will have greater control over the management of the client’s
network.

AT&T Solutions, EDS, and a few other consultancies are the current
leaders in communication services outsourcing, a concentration we expect
to persist for at least the next few years, but one that eventually will become
diluted as the RBOCs gain traction within the Fortune 1000 and develop the
expertise and sales coverage to sell a solutions-like service.
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Teaching an Old Network
New IP Tricks

Key Findings Our survey confirmed that over the next one to two years network services
spending will move away from traditional data services toward IP-based
solutions. This shift will occur mostly in 2003, but could accelerate if the
economy recovers substantially in the second and third quarters of 2002.
The use of IP-VPN services will benefit the leaders in corporate IP services
— WorldCom, AT&T and Qwest — although our interviewees saw this
market as wide open.

Traditional Services Still Traditional data services currently account for about two-thirds of our re-
Account for the Lion's Share of  spondents’ network services spending (20% of communications services
Spending spending), while IP services account for 27% and other (mostly paging and

Blackberry-type devices) for the remaining 10% (see Exhibit 26).

Exhibit 26

akdown of Network Services Spend

Communications
Qutsourcing?

10%
Managed
Services
Web Hosting 27%
Infrastructure
64%

1 Excluding professional services such as ASP or Web design,
2 Excluding Web hosting.

Saurce: Bernstein survey.
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With a few exceptions, the majority of traditional data spending in 2002
will be behind frame relay, although a few of the companies in our sample
indicated that private-line services are currently the most critical to their
data transmission strategy. While some might be looking to ATM service
for the future, few respondents indicated a meaningful role for ATM at this
time, confirming our own recent management conversation at WorldCom.

The Switch to IP-Based The widespread sentiment in our sample was that IP services such as IP-

Services Is Inevitable and Rapid VPN and voice-over-IP would help to decrease costs, increase presence
and, potentially, improve network reliability. [P-based products are consid-
ered easier to manage and open possibilities for new applications. Some
companies report seeing significant end-user pull for IP-VPN remote access
products. We heard a general sentiment that the shift from frame relay to IP
would occur over the next several years, with the expected time span
ranging from one to five years to complete the transition.

The replacement of traditional data services (frame relay. ATM and
private line) with IP was a foregone conclusion for most of our respon-
dents. IP services are expected to increase from about a quarter of network
services spending in 2002 to about 40% in 2003, almost entirely at the ex-
pense of traditional data services (see Exhibit 27). Our only caveat to this
dramatic result is that only about a third of our interviewees were willing
to discuss their specific 2003 IP spending with us, which likely skewed the
result upwards. A company that has specific 2003 IP targets is more likely
to have already made a significant strategic shift in this direction.

Exhibit 27 Network Services Budget

100% -
90%
80%
70%
0%
50%
40%
30% A
20% A
10% -

0%

QOData @B1P WOther

Source: Bernstein survey,

The shift to IP services will come from both the use of IP for new net-
works and network elemnents as well as from the replacement of existing
networks (see Exhibit 28). Not only did over 90% of our respondents say
they would deploy IP for their new networks, but also three-quarters plan
to convert some of their existing networks to IP.
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Exhibit 28 Transition from Traditional Data to IP-Based Networks
100%

91%
90% T
80% 4
70%
60% A
50% o
40% -
30%
20% 4
10%
0%

6%

Use IP for New Network Deployment Transition Existing Netwarks to IP

Source: Bernstein survey.

Despite the Low Volatility in The acceleration of the shift to IP products will be very sensitive to the

Overall Communications economy. Over half of our respondents stated that they would accelerate
Spending, IP Suffers in a Weak  their current conversion plans to IP when the economy reaches a level of
Economy steady growth. As their businesses (and budgets) expand, most

CI0s/CTOs intend to deploy new IP networks.

The main concern we heard relating to the use of IP-VPN was security.
Some of our interviewees felt their data were more secure with private line
solutions or, to a lesser extent, frame relay. As IP encryption, encoding and
tunneling technologies evolve and gain respectability, these concerns will
weigh less on the purchasing decision. As long as these concerns exist,
however, the larger, stable carriers will be in the position of having to reas-
sure customers hesitant to make the move to IP.

These results support recent statements by AT&T’s senior management
that IP is rapidly becoming the dominant data protocol and would soon be-
come a primary transport medium for voice traffic. Once the network man-
agement software improves, more customers will rely on carriers with a
complete suite of IP services to move all of their traffic over integrated net-
works.

Although for some, the steady shift to IP widens the pool of potential
providers in the network services purchase decision, most of our interview-
ees acknowledged that they are more likely to purchase these services from
the same major communications providers they consider their primary
suppliers today. Most of our respondents recognized that, in the end, the
same vendors from whom they are buying their services today — World-
Com, AT&T, Sprint, Qwest — will be carrying most of their traffic for the
next two to five years.
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Appendix - Methodology

The analysis presented here is based on feedback from a series of 45-60 mi-
nute in-depth interviews conducted among Fortune 1000 communications
services purchasing decision makers whose corporate home office is located
in the United States. The interviews were conducted on our behalf by
Greenfield Consulting Group, a professional market research firm with
whom we have undertaken other successful primary market research proj-
ects.

By design, our respondents had to be their company’s primary com-
munications decision-maker. While not all respondents were CIOs and
CTOs, all were ultimately responsible for the selection process of communi-
cations service providers for their respective companies. The titles of our
respondents included CTO, CIO, Senior VP, VP of Communications, etc.
They are all responsible for overall communications spending and ideally
the entire IT budget. As part of their responsibilities they evaluate commu-
nication service providers and make final selection decisions.

During the interviews, respondents were asked to access a Web site
containing visuals to help stimulate the conversation. Many of these visuals
provide the basis for the exhibits found in this report.

Our focus on larger companies, reflected by 60% of interviewees com-
ing from companies with more than 10,000 employees, stemmed from the
top-heavy nature of overall IT spending.

Industries represented within our sample were financial services, me-
dia, technology, healthcare, retailing and manufacturing. We excluded gov-
ernment agencies and educational institutions. The sample was slightly
overweight on financial services, a factor that provided good insights into
an early cyclical sector.

The overall risk to results presented as quantitative is the relatively
small sample size (25 companies) from which we draw our conclusions and
the overall qualitative nature of our survey. The in-depth interview format
seeks to develop insight and direction rather than offer quantitatively pro-
jectable measures.
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A Tough Nut to Crack II:
Oligopoly Returns to the
Enterprise Telecom Market

Findings of the Bernstein 2003 Enterprise Telecom Deci-
sion-Maker Study

Enterprise buyers are consolidating their business with fewer carriers,
thereby building leverage while simplifying service-provider relationship
management — resulting in enterprise telecom services being centered in
the hands of AT&T, MCI and Sprint

The mantle of “up-and-comer” appears to have decisively shifted from
Qwest to Sprint over the past year, with Qwest now seen as in retreat

AT&T and Sprint appear to be gaining share of incremental business,
while MCI has done an impressive job of maintaining the incumbent
position with large accounts where it already had a primary provider
relationship

The RBOCs showed remarkably little progress improving their relative
positions in the enterprise market over the past year, despite the financial
troubles of MCI and Qwest; corporate buyers consistently noted their
expectation that acquisition rather than organic development would be
the RBOCs' path to entry

Network technological advantage is perceived to be transient, suggesting
that differentiation is better achieved through superior network reach,
salesmanship and service delivery

The outlook for 2003 IT budgets is flat versus 2002, with 2004 expected to
show a 3-4% rebound; within that context, most of the telecom buyers in
our study expect their future communications spending to either stay flat
or increase modestly as a portion of total IT budget

May 2003 SEE THE LAST TWO PAGES OF THIS REPORT FOR
ANALYST CERTIFICATIONS AND IMPORTANT DISCLOSURES
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Portfolio Manager’s Summary

With the telecommunications services industry expected to deliver little
more than 3% growth over the next five years, without improvements in
pricing or consolidation, the focus — both the carriers’ and investors’ —
will increasingly be on segments of the market capable of delivering the
highest growth. Thus, the spotlight will be on the large enterprise market,
which is expected to grow 80% faster than the overall telecom services in-
dustry from 2003 to 2008. That superior performance will be driven by
30%+ volume growth in enterprise data services and high-single-digit
revenue growth in wireless services, partially offset by continued low-
double-digit price erosion in data and by negative price and volume
growth in voice services,

Benefiting from the enterprise market’s strong growth characteristics
will be the three incumbent players: AT&T, MCI and Sprint. And lest the
bears challenge this assertion, we point to the findings of our second Enter-
prise Telecom Decision-Maker Study, encompassing more than 30 hours of
interviews with the top decision makers at Fortune 1000 companies — the
results of which are discussed herein.

A clear finding of the study was that oligopolies still exist in the highly
competitive telecom services industry. The hegemony of AT&T and MCI,
about which we first wrote in a similar study last year not only remains, but
has been reinforced in the past 12 months. Where last year we found that
Qwest was poised to become a thorp in the sides of the incumbents, this
year we learned that Qwest has disappeared from the enterprise services
map. Where last year we heard that Sprint was floundering and losing
share to Qwest, this year we learned that Sprint has regained its footing and
has even been able — with the help of global partnering arrangements — to
sit at the table with AT&T and MCI and bid on some global contracts.

And where last year we heard that the largest RBOCs were 2-3 years
away from being players in the enterprise market, this year we
heard. ..exactly the same projection. In fact, with the exception of apparently
having satisfied potential customers that they understand the basics of tele-
com technology, the RBOCs appear to be precisely as far away from pene-
trating this last bastion of telecom growth as they were a year ago, despite
WorldCom's bankruptcy and Qwest's well-publicized financial problems.

So what will be the drivers of share in the enterprise market? Not tech-
nology. We heard loud and clear that enterprise buyers see technological
advantage as transient. Instead, the edge will go to the carrier demonstrat-
ing top network reliability, high-quality salesmanship, on-time proj-
ect/service delivery, ease of relationship management and competitive
pricing. Today, AT&T scores well on about half of these criteria. while MCI
tends to win kudos for the other half. No carrier was universally loved, and
none reviled, leaving the enterprise market as AT&T's to lose. We believe
that, with an attitude adjustment, AT&T can keep its hold, a key reason
why we rate the stock outperform, amid a market-weight recommendation
for the U.S. telecom group.

Jeff Halpern +1 (212) 407-5958
halpernjz@bernstein.com

Josh Harrington +1 (212) 756-4627
harringtonjw®@bernstein.com

May 21, 2003
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BeliSouth Verizon SBC ATEY Qwest
Price as of May 18, 2003 ($) $26.78 $37.16 $24.78 31744 $4.45
52-Week Range (8) 18-34 26-45 19-38 13-29 18
YTD Relative Performance @)% {11.9)% {16.3)% 40.8)% {18.6)%
Target Price? $25 $46 330 325 56
Stock Rating M M [¢] &) M
Revenues {$ miltion}
2002 $28.497 $67.002 $51,755 $37.828 $16.571
20038 28,208 £8.381 50,800 34932 14,658
20048 29.287 71058 51,655 32,684 14753
Five-Year CAGR (2003E-08E) 2.2% 38% 2.5% (4.3)% 08%
EBITOA ($ milfion)
2002 $12.488 $23.253 $20.881 $10.687 $5.059
Margin 438% 437% 40.3% 28.3% 30.5%
2003E $11.976 $28.583 $18.115 $8.195 $4,116
Margin 425% 41.8% 35.7% 23.5% 28.1%
2004E $12.113 $29.165 $17.807 $7.316 $4,767
Margin 41.4% 41.0% 34.5% 22.4% 32.3%
Five-Year CAGR (2003E-08E) {1.0} Lo 0.2) (104 48
EPS §§)
2002 $2.09 $305 $2.24 $1.26 $(0.40)
2003E 197 273 1.58 1.80 027
20048 210 278 1.64 130 0.14)
2002-038 Pet Chng, 5% {10.5)% 28.5)% 42.9% na
Z003E-048 Pet Chng. 6.6 11 38 27.8) na
2003€ Consensus $1.96 $2.73 $1.81 32.02 0.30)
2004E Consensus 1.96 274 161 1.54 ©.22)
Mkt Cap. {8 million) $49,463 $102.025 $82.253 $13.708
2003E Net Debt {3 million) 11710 41,641 14,108 14,160
EV ($ mitlion} 61,173 143,666 96,361 27868
2003F, EV/EBITDA §ix 5.0x 5.3x 34x
2004F EV/EBITDA 5.1 48 5.4 38
2003E P/E 13.6 136 15.7 a7
2004E Price/Fwd Eatnings 128 134 15.1 134
1DCF based,

Source: Corporate reports and Bernsiein estimates and analysis.
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Significant Research Conclusions

Prove to me that you want my business. Telecom services
is about S-E-R-V-I-C-E. Who knew?
- Fortune 50 VP of Telecom Services

Our Second Decision-Maker
Study

During March and April of 2003, we conducted the second Bernstein En-
terprise Telecom Decision-Maker Study. which entailed a series of 29 one-
on-one interviews, each lasting 60-90 minutes, with predominantly Fortune
500 senior telecom purchasing decision-makers. The key findings from the
study can be summarized into four conclusions.

First, the enterprise communications services market remains an oli-
gopoly. with the top three providers maintaining a strong lead over the
longer-term entrants, the RBOCs. Second, the logical entry strategy for the
Regional Bells is through an acquisition of an incumbent rather than or-
ganic development of relationships and product capabilities.

Third, technological advantage is seen as transient, requiring competi-
tors to differentiate themselves on network reach and reliability, sales and
product delivery, something each has attempted with only mixed results.
And fourth, though suffering through stagnant to declining IT spending
levels in 2003, enterprise telecom buyers expect a modest rebound to low-
single-digit spending growth in 2004, with most seeing communications
services either retaining or increasing its slice of the IT pie.

The findings of our study suggest that, at least for the next several
years, the lead in the market is AT&T's to lose. Nevertheless, to insure its
long-term leadership, the company has a long way to go toward improving
the ease with which customers interact with it and the competitiveness of
its pricing.

Why Care About Enterprise
Telecom?

We have conducted two major research studies, published two black books
and devoted so much effort over the past two years to understanding the
enterprise telecom market because of its size and superior growth com-
pared to the overall telecom industry. Specifically, enterprise services is an
estimated $90 billion market and represents about one-third of total tele-
com industry spending. In addition, the expected five-year growth rate for
the enterprise market — at 4.7% — is nearly 80% faster than the overall
telecom market's 2.6% (see Exhibit 2). Driving the outsized growth in en-
terprise spending is the market's significant leverage to wireline data and
increasing demand for wireless data services.

Buyer Consolidation of
Purchasing Reinforces Supplier
Oligopoly

While competition is intensifying in most areas of the telecom industry, the
enterprise market appears to be maintaining its oligopoly structure with
surprising tenacity. This year's interviewees highlighted the fact that only
AT&T, MCl and Sprint have any real credibility as either primary or secon-
dary communications services providers {see Exhibit 3}. In addition, for
more than half of our participants whose communications needs can be
classified as global, only AT&T and MCI are seen as capable of providing
seamless worldwide connectivity.
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Contribution of Enterprise Telecom Spending

to Overall Telecom Industry Growth ($ billion)

2003E 2008 CAGR 2003E-08E Contribution to Growth
Total Forttne Total Fartune Total Fortune Total Fortune
Industn 1000 Industry 1000 Industry 1000 Industs 1000
Local Voice $81.7 $233 $77.5 5241 {1L.D)% 0.7% 0.3% 0.2%
Long-Distance Voice 400 135 188 6.6 {14.0) {13.3) (1.4) {1.4)
Subtotal Voice $1217 §36.8 $96.3 $36.7 {4.8)Y% (3.6)% (1L.7% {1.2)%
Local Daa $338 $235 $48.2 3312 T4% 5.8% 0.9% 1.5%
Long-Distance Data 33.8 247 49.8 374 81 88 11 2.5
Subtotal Data 3676 $48.3 $98.0 368.6 1.7% 7.3% 2.0% 4.0%
Wireless $98.9 36.8 $133.6 $16.0 6.2% 18.7% 2.3% 1.8%
Total industry $288.2 3918 $328.0 $1153 2.6% 4.7% 28% 47%

Source: Bernstein analysis.

Sprint appears to have executed a sound reversal in its share slide as
described in last year's study (see Exhibit 4). Driving that change has been
Qwest's apparent withdrawal from the large corporate market. While our
study last year suggested that Qwest was within a year of being a credible
threat to the incumbents (largely at the expense of Sprint), its emergence
stalled as its financial condition worsened, and today, the perception
among corporate buyers is that the company is in retreat.

As for the RBOCs, we were surprised to hear that they have made al-
most no progress in cracking into the high-end corporate market over the
past year, despite the opportunity presented by the financial unraveling of
WorldCom and Qwest. While the RBOCs have elevated buyers’ perception
of their technological competency, those same buyers view the Regional
Bells as unable to execute out of their own regions on anything other than
cobbled-together networks.

Exhibit 3 Perceived Market Structure: 2003 Exhibit4 Perceived Market Structure: 2002
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Source: Bernsiein 2003 Enterprise Telecom Decision-Maker Study. Saurce: Bernstein 2002 Enterprise Telecom Declsion-Maker Study.

Acquisition Broadly Viewed as  We have held that the most likely driver of wireline consolidation in tele-
the Logical RBOC Entry comrnunications services would be the RBOCs’ desire to enter the enter-
Strategy prise market — a market sufficiently difficult to enter that we have now
titled two black books on the subject “A Tough Nut to Crack...” (our first one
was published in March 2002). Our study’s respondents this year echoed
this view loudly, highlighting that, even though the RBOCs have done
much to gain technological credibility, they remain largely invisible in the
bidding process as suppliers of anything other than regional services. In
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addition, those same buyers note their own reticence to award contracts to
carriers unable to carry the majority of traffic on their own networks, citing
the propensity for finger pointing between carriers when problerns arise.

As a result, when asked for their expectations about how the RBOCs
would enter the broader enterprise services market, most of our study's
participants suggested acquisition over organic development. And while
the potential buyers and sellers in any M&A dance are easily identifiable,
assigning probability to the various possible combinations is far more diffi-
cult.

Looking at the logical buyers — Verizon, SBC and BellSouth — it is
possible to at least identify the possible barriers to consolidation. For exam-
ple, Verizon's Chairman and CEO Ivan Seidenberg has been vocal about his
intention to build the company’s enterprise presence organically, suggest-
ing that either Mr. Seidenberg doesn’t want to tip his hand about potential
future plays, or that Verizon is the least likely RBOC to lead the next wave
of wireline consolidation. We would posit that the latter is the more likely
case, and support this view by pointing to the company's limited financial
flexibility due to its higher debt load.

Similarly, in our recent management meetings with SBC, it was clear
from CFO Randali Stephenson’s comments that he has little appetite for a
merger with a traditional interexchange carrier at current prices. Thus, we
would rank SBC second on the list of M&A instigators, leaving BellSouth at
the top of the list, a position it deserves given its historical appetite to pur-
sue such deals (Sprint in 1999).

On the target side, ranking is more difficult. AT&T strikes us — par-
ticularly after completing this study — as the premier enterprise market
supplier. However, for an RBOC to buy AT&T, we believe the company
would need to proactively, or as a concession to secure regulatory support,
divest AT&T Consumer Services. Such a divestiture would most likely take
the form of a spinoff of the Consumer Services business as a special divi-
dend to shareholders {not as a tracking stock).

MCI poses a host of different issues centering around its questionable
financials and cobbled-together network infrastructure. Sprint strikes us as
a mediocre merger partner given its subscale enterprise business and undif-
ferentiated wireless franchise. Adding complexity to an RBOC-Sprint
merger are the incompatible wireless network technologies between PCS
and Cingular. Thus, a combination of Sprint with either SBC or BellSouth
would necessitate either dissolution of the Cingular joint venture or dives-
titure of Sprint PCS.

When the Primary Provider
Defends, Watch Qut!

One axiom communicated by nearly every respondent in one form or an-
other was that the legacy dominant providers to large corporate accounts
deliver service well above that of the second- and third-tier providers. This
description came through clearly no matter which carrier was the primary
and which was the secondary on the account. Equally important was the
related finding that secondary providers give second-tier service. Among
our study participants, AT&T was the clear leader in both voice and data
services, being named as the primary provider by a surprising 60%-+ of our
respondents and as secondary for another 30-ish percent {see Exhibits 5 and
Exhibit 6).
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Exhibit5 Named Primary Voice Provider Exhibit 6 Named Primary Data Provider

Sprint Sprint
15%

8%

MCH
28% MCH

22%

Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
Stop Looking for MCl to MCI is broadly expected by enterprise telecom buyers to emerge from
Disappear bankruptcy protection a stronger, leaner and more rational competitor. This

belief contrasts with the consensus view on Wall Street {(and one with
which we disagree) that, with a lower debt load to support (company fil-
ings suggest $3-$4 billion), MCI will be less rational and will intensify the
price deflation in the industry in an effort to regain lost share.

Our thesis remains — supported by the findings of the study and recent
company filings with the court — that MCI will emerge from bankruptcy
this fall, and that it will strive to rebuild its tarnished reputation (something
not often aided by pricing irrationally) and will focus its attention on the
accounts with which it is already the dominant provider to solidify its po-
sition. Longer term, we would expect MCI to win back much of the share
lost to Sprint as a secondary provider, and even some of the share lost to
AT&T as a primary provider.

Technological Advantage is Technological advantage is perceived to be transient by corporate buyers of

Transient telecom services, with differentiation only occurring through network
reach, salesmanship and service delivery. As shown in Exhibit 7, AT&T
scores well on general presence and the quality of its network, but gets
mixed results with respect to its sales force {particularly relative to its flexi-
bility and price competitiveness) and service.

Related to our comment above on primary versus secondary supplier
service, customers for whom AT&T is the primary supplier rated the com-
pany significantly more favorably on service than those for whom AT&T is
the secondary provider. The same dynamic was also true of MCI, though
the overall perception was less favorable (likely in part a result of the
dominance of AT&T as a primary supplier within our sample).
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Exhibit 7 er Summary of Key Evaluation Metrics
AT&T MCI Sprint  RBOCs
General Presence and Strength © © e} =3
Network @ @ o) @
Sales =] [} e} @
Service o o) e} 3
Legend
L] ] O @ | ]
Best Mixed Worst
Review

Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.

1T Spending Is Likely to Remain  Though the outlook relative to the late 1990s is still modestly dour, we were

Weak for the Foreseeable heartened by the expectation among respondents that 2004 would see
Future modest increases in IT spending versus 2003 (see Exhibit 8 and Exhibit 9).
Exhibit8 1T Spending Outlook for 2003 Exhibit9 IT Spending Outiook for 2004
50% ] Projected Average = 0.6% 90% 1 Projected Average = 3.1%
45% 80% -
40% 70% 4
£ 35% % 60% 1
3 2/, o4
B 0% B 50% o
6 25% 2
2 7 40% 4
& 20% K]
o
= 15% = 30% 1
10% 4 20% 4
5% 10% 1
0% 4 0% A
25)% 10 (15%to (5)%to +5%to +15%to (25)%to (15)%t0 (5% 1lo +5%to +15% 10
(15)%  (5)% +5%  +15%  +256% (15)%  (5)%  +5%  +15%  +25%
Spending Outiook Spending Outicok
Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
Risks At the highest level, there are two risks to our investment thesis on the en-

terprise space: (1) the timing and magnitude of a cyclical recovery in IT
spending and (2} MCI's behavior following its emergence from bankruptcy
court protection this fall.

Relative to the former, we believe we have been conservative in the de-
gree to which we embed a recovery into our industry and company finan-
cial forecasts. We currently assume that on the local side, business lines will
rebound to a growth rate equal to one times real GDP growth of 3% (versus
a five-year history of 1.5-2.0x). Furthermore, we assume ongoing double-
digit price declines on all long-distance services, with mid-single-digit vol-
ume decay in long-distance voice services due to technology substitution
from IP, email and wireless. We assume no material impact of an economic
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recovery on long-distance voice services. In fact, the only area we give the
carriers the benefit of the doubt in an economic recovery is on the volume
side of data services. Specifically, in long-lines data, we assume volumes
rise from their mid-20% growth in 2002 to low-30% for 2003 and 2004. For
reference, volume growth in long-lines data was nearly 50% in 2001, a year
noted for its back-half downturn,

As for MCI's anticipated behavior, we can point investors to four facts
that support our thesis that the company’s pricing behavior is more likely
to be rational than irrational following its emergence from bankruptcy.
First, in MCI Chairman and CEO Michael Cappellas’ own statement in
April, he acknowledged the company’s price aggressiveness in bankruptcy,
but noted his own expectation that the direction for pricing from here was
toward relative stability. Second, MCI's own filings to the court show (10)-
(30)% annualized top-line declines, suggesting that being a price aggressor
has done little to stabilize the company's share loss. Third, also from the
filings, one can see that MCI's aperating margins (margins before servicing
debt obligations) remain 1,000 basis points below those of AT&T, the closest
comparable company. And, finally, with expenditures for maintenance and
expansion running at 1-5% of revenues, MCI has been significantly under-
spending the normal level of 10-12% for a company with its network pro-
file. All of these facts, taken together, support our belief that MCI will
emerge from court protection a more rational competitor, not less.

investment Conclusion

Our 2003 Enterprise Telecom Services Decision-Maker Study presents a
mixed bag of findings relative to our existing investment theses for AT&T,
Verizon, SBC. BellSouth and Qwest. On the points of consistency, we have
never given the Regional Bells much credit for rapid penetration gains in
the large corporate services market and that predisposition was strongly
reinforced by the findings of our study. In addition, we have assumed that
Qwest's traction had slipped as its focus shifted away from enterprise to-
wards shoring up its balance sheet. However, of modest concern is the con-
sensus that Qwest is actually losing ground and not simply failing to gain
incremental share. Thus, relative to the Bells, we remain comfortable with
our market-perform ratings on Verizon, BellSouth and Qwest and our out-
perform rating on SBC.

Relative to AT&T, we were a bit sobered by the degree to which the
company's inflexibility (in many respects), “sense of entitlement” and diffi-
culty with which to do business continue to be described in the present
tense. However, with the RBOCs still 2-3 years away from being seen as
credible threats and AT&T’s having solidified its dominant market position
over the past year, the findings are insufficient to justify either a reduction
in our numbers or a ratings downgrade of this undervalued company.
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A Note About Methodology

In March and April, 2003, we undertook the second in a series of our an-
nual market research studies on the telecommunications spending patterns
of large enterprises. A survey was undertaken using a Web-enabled tele-
phone interview format — an approach that, while not providing statisti-
cally projectable results, gives a far better perspective on the decision-
making process than quantitative surveys do.

The respondents for this year’s study were carefully screened to meet a
number of important criteria. First, each had to be the primary decision-
maker for communications carrier and service selection at his or her com-
pany regardless of title. Second, the survey recruiter was charged with de-
livering participants from a diversity of industry segments. Third, the par-
ticipant's corporation had to be listed in the Fortune 1000, and at least 75%
of our participants had to be from the Fortune 500 (our final tally was 23 out
of 27, or 85%).

Each 60-90 minute interview was conducted by telephone with simul-
taneous access to a Web interface, providing Bernstein-developed graphics
to aid the discussion. All of the interviews were conducted by a trained
moderator leveraging a set of questions and objectives developed by
Sanford Bernstein’s U.S. Telecom Services Research Team. In the end, 28
interviews were conducted, with 27 retained and two discarded for poor
quality.

Of the fully completed interviews, 14 of the companies had truly global
telecom needs, another four were primarily national in scope but with in-
ternational divisions, while most of the remainder could be described as
North American-focused (including the United States, Canada and Mexico).
Exhibits 10 and 11 show the distribution of participant companies by rank
in the Fortune 1000 and by broad industry segment, respectively.

Exhibit 10 Participants by Fortune 1000 Rank Exhibit 11 Participants by Industry

7 - Financial [
Service:

Miscetlaneous |

Packaged
Goods |

Information {7
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Megial
Entertainment

Wholesale/
Retait

Healthcaral
HC Tech

1-50 50- 100- 250- 400- 800- ¥ T T T 4 T T T d
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Rank No. of Companies
Seurce: Bernstein 2003 Enterprise Telecam Decision-Maker Study, Source: Bernstein 2003 Entecprise Telecom Decision-Maker Study.
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Dimensioning the Market:
Price x Volume = Revenues

Summary In 2002. the total domestic telecom market was approximately $285 billion
in size (see Exhibit 12) — with the Fortune 1000 segment accounting for
over 31% (close to $90 billion) and expected to increase steadily as a per-
centage of the total. This share gain will be driven by the outsized growth
of the enterprise market relative to the industry. Specifically, where we ex-
pect the telecom services industry to deliver less than 3% average annual
top-line growth from 2003 to 2008, we see the enterprise market growing
80% faster at 4.7%.

With voice declines expected to continue, this higher growth rate is due
to greater leverage to the relatively fast-growing wireline data segments,
and an increased push for wireless business data spending. Combined, the
data and wireless segments are expected to grow at 9% for the Fortune 10060
versus only 6.8% for the overall market. Underlying our forecast are as-
sumptions for continued price decay in the 10-20% range for nearly every
segment, modestly offset by double-digit unit volume growth in the data
segments.

For the RBOCs — whose dominant local voice businesses represent a
significant portion of their total revenues, and which will, at best, show
zero growth over the next five years in local voice — gaining exposure to
the Fortune 1000 market is the only way to bolster a flattening growth rate.
Thus, we expect the battle for market share in this space to become in-
creasingly important for the future of the industry and strength of the ma-
jor players.

Exhibit 12 Domestic Telecom Services: Retail Revenues ($ hillion)

Contribution

CACR to Growth

1999-  2003E-  1999-  2003F-

1999 2000 2001 2002 2003E  2004E  2005E  2006E  2007E  2008E 2002 08E 2002 08E

Local Voice $86.6  $89.! 8872  $B41 3817 3807  $795  $788  §7BL  §7I5 20% 1LU% 07% 03)%
Long-Distance Voice 76.3 69.9 564 467 400 343 294 253 218 188 (151) {140 3.9 (1.4)
Local Data 19.6 248 2838 305 319 347 7.3 391 406 416 171 54 4 08
Long-Distance Data 185 254 362 37 33.8 38.2 42.2 45.3 477 498 177 8.1 15 W]
Wireless 319 670 819 91.9 989 1060 1131 1204 1276 1336 210 8.2 50 23

Total Telecom Services  $256.2 32761 $284.4 $284.9 $2863 $2938 §301.5 33089 §3158 83213 36%  23%  36%  23%
Memo: Y/ Yr Change 10.5%  7.8% 0%  02%  05%  26%  2B%  24%  22% 17%

Source: Bernsteln estimates and analysis.

Enterprise Market Spending The telecom and enterprise communications markets can be divided into

Breakdown five primary segments: local voice, long-distance voice, local data, and
long-distance data and wireless. Assuming no price rationalization or con-
solidation, the U.S. telecom industry is forecast to grow a modest 2.6% an-
nually over the next five years. By comparison, over that same period, the
enterprise telecom subsegment will grow 4.5-5.0%, a rate 80% faster than
the industry overall {see Exhibit 13). Said differently, enterprise telecom
spending will drive over half of the industry’s total growth of 260 basis
points.
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Contribution of Enterprise Telecom Spending to Overall Telecom Industry

Growth ($ billion)
2003E 2008E CAGR 2003E-08E Contribution to Growth
Total Industry  Fortune 1000 Total Industry  Fortune 1000 Total Industry Fortune 1000 __Total Industr: Forgune 1060

Local Voice $81.7 $233 3775 $24.1 (1L1)% 87% 0.3)9% 0.2%
Long-Distance Voice 400 35 188 66 (14.0) (13.3) [{K1) (L4)
Subtotal Voice $121.7 $3538 $96.3 $30.7 (4.6)% (3.6)% (1.71% (1.2)%
Local Data $338 $23.5 $48.2 $312 7.4% 5.8% 0.9% 15%
Long-Oistance Data 338 247 49.8 374 8.1 86 8] 2.5
Substota! Data 3676 $48.3 398.0 $68.6 7.7% 7.3% 20% 4.0%
Wireless $98.9 $638 $1336 $16.0 6.2% 18.7% 2.3% 1.8%
Total Industry $288.2 918 $3z28.0 31153 26% 47% 26% 4.7%

Source: Bernstein analysis,

Enterprise Voice Expectedto  From a product perspective, domestic voice services (local and long dis-

Be Only Slightly Better Than tance) will likely register negative 4.6% average annual growth over our

the Industry five-year forecast horizon. The large enterprise voice segment — with less
local wholesale competition and with customers already enjoying long-
distance voice pricing only a penny or so above marginal cost for the carri-
ers — should decline slightly less rapidiy at (3.6)% (see Exhibit 14).

These declines will be more than fully offset by continued growth in the
data and wireless service segments. In wireless specifically, the prolifera-
tion of wireless email devices {such as Palm and Blackberry) within large
corporations will help propel an ever-increasing percentage of total wire-
fess revenues from the enterprise segment.

Exhibit 14 Wireline Voice Forecast
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Enterprise Growth Driven by Within the enterprise telecom market, data will drive fully 86% of the

Data growth, more than offsetting the declines in voice resulting from technol-
ogy substitution (such as IP for circuit, and wireless and email for long
distance). Making these growth numbers more impressive is the realization
that they will be posted in an environment characterized by 15-20% de-
clines in pricing, offset by a combination of organic volume growth of 25-
30% and a 500-basis-point {or roughly 20%) estimated boost in growth from
a cyclical recovery in [T spending (see Exhibit 15).

On the local corporate data side, a historical analysis shows a high cor-
relation between dedicated access demand and the theoretical capacity of
corporate local area networks (as measured by potential throughput of
network interface cards in networked PCs, as shown in Exhibit 16). Similar
to our expectations for the long-distance enterprise data market, we expect
close to 10% ongoing unit price reductions in access data services offset by
14% volume gains, netting to 6% average revenue growth over the next five
years (see Exhibit 17).

Corporate Long-Distance Data and IP Forecast
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Source: Bernstein analysis.

Exhibit 16 Corporate Local-Data Forecast:

Exhibit 17 Local Private-Line Forecast
NIC Potential Demand vs. Data VGE
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Increasing Internet penetration and, hopefully, a recovery in IT spend-
ing in 2004 should help boost growth back into the data market, with the
migration to IP-based solutions providing a further increase. The rapid
growth of IP-VPN as well as the emergence of voice-over-IP should con-
tinue due to the cost-effective nature of these products and the opportunity
for new functionality, such as remote access, to corporate LANs over
broadband connections.

General Perceptions of Pricing

While we recently have heard of instances in which customers are seeing
higher unit prices, the general trend has been clearly downward. Despite
such declines, few customers indicated any ability to realize short-term
benefits from price corrections, having to wait at least one year and oftens
until the expiration of their contracts to realize savings.

There is also no consistency as to whether customers are pocketing any
savings they realize from price declines or are leveraging the savings to in-
crease volume purchases. Often, this choice is based on whether the enter-
prise is in a growth or mature mode, i{s experiencing severe budget pres-
sures, or is in the midst of a migration to IP technology.
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Dissecting Enterprise Spending
Summary With some consistency, large-enterprise telecom buyers express guarded

optimism for modest growth in overall IT spending in 2004 off an essen-
tially flat 2003. More importantly, 70% of our study's respondents expected
that communications spending within the IT budget would either remain
flat or increase during the next 18 months versus 30% that expected modest
declines. Consistent with this sentiment, they note that communications
spending should maintain its roughly 25% weighting. Within enterprise
communications services budgets, voice and data transport account for
more than 80% of total dollars spent, with frame relay the dominant data
protocol and AT&T the dominant voice, data and managed service pro-
vider.

Telecom Within the IT Budget

Exhibit 18 Actual IT Budget Breakdown: 2002 Exhibit 19 Expected IT Budget Breakdown: 2002

Other IT
34%

Large-enterprise IT budgets vary widely depending on the industry of the
company in question. However, when averaged across a broad-enough
cross-section of companies, the results offer surprising consistency over
time. In our 2002 Enterprise Telecom Decision-Maker Study, we learned
that approximately one-quarter of the 2001 IT budgets of our participants
was allocated to communications services and that in 2002 they expected a
similar allocated share {see Exhibits 18 and 19). Our 2003 study confirmed
the stability of this share (see Exhibit 20).

What is interesting to note in this year’s study, however, is the shift of
spending toward the “other IT" category {largely internal 1T spending)
from the hardware and software categories. In total, the other IT category
picked up 600 basis points of budget support, all to the detriment of
spending on hardware and software. And while we note that given our
sample size, this shift is more directional than statistically significant, we do
believe it reflects the shift in focus during tough economic times on im-
proving utilization of internal resources over spending on capital projects
or equipment.

Comm.
Services Other IT
23% 32%

Comm.
Services
24%

Software Hardware Software Hardware
19% 24% 229 22%
Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
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Exhibit 20 Expected IT Budget Breakdown: 2003

Comm.
Other 1T Services
38% 26%

Hardware
18%

Software
18%

Source: Bernslein 2003 Enterprise Telecom Decision-Maker Study.

Modest IT Budget Growth The participants in our 2003 study took on a normal distribution pattern in
Expected in 2004 With an their outlook for IT spending for 2003, though expressed an outlook for
Economic Recovery 2004 modestly skewed to the positive. Specifically, nearly 45% of our par-

ticipants expect their companies' IT budgets to remain flat (defined as =5%
versus 2002) in 2003 (see Exhibit 21}, while over 95% expect 2004 to be flat
to up versus 2003 (see Exhibit 22). The projected average change in IT
budget for 2003 within our study group was 0.6%, while the average out-
look for 2004 was 3.1% growth.

Exhibit 21 Projected IT Spending Trends: 2003 Exhibit 22 Projected IT Spending Trends: 2004

50% Projected Average = 0.6% 90% 1 Projected Average = 3.1%
45% 80%
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2 Iy
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i
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(25)% 1o (15)%to (5)%to +5%ic +15%to (25)%t0 (15)%tc (B)%to +5% it +15%io
{15)% {8)% +5% +15% +25% {15)% 5)% +5% +15% +25%
Spending Outlook Spending Cutiook
Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source; Bernstein 2003 Enterprise Telecom Decision-Maker Study.
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Communications Spending Somewhat encouraging from our vantage point was the fact that 70% of our
Longer Term study participants noted the expectation that communications services

would at least hold share within the IT budget. A subset, representing a
little over 20% of the total base, noted an expectation for an increase {see

Exhibit 23).
Exhibit 23 Trend of Communications Services as a Percentage of Tolal IT Spending
60% -

50%

40%

30% A

20% -

% Respondents

10%

increasing Flat Decreasing
Trend

Soutce: Bernstein 2003 Enterprise Telecom Decision-Maker Study.

The Voice-Data Equation Within the communications services budgets of large enterprises is a heavy
weighting toward transport voice and data services, with managed services
and Web-hosting platforms garnering only $0.17 out of every dollar spent
{see Exhibit 24). Our 2003 participants averaged 37% of their spending on
voice services, 46% on data, and the remainder on managed services, Web
hosting and consuiting/internal oversight. By comparison, in our study last
year, respondents noted that data transport services accounted for about
32%, a much lower percentage of the budget. The share for voice services,
Web hosting, managed services and consulting/outsourcing all registered
modest declines year-over-year.

Reported Communications Spending by Category

50% 4 46%

% of Comm. Services Budget

Voice Data Web Hosting Managed Services Consutting/

QOutsourcing

™ 2002 Study 82003 Study

Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
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Data Disaggregated

Within the overall data category, roughly two-thirds of the dollars are
spent on non-IP services (see Exhibit 25). The anticipated acceleration of the
shift to IP-based products as described in the results of last year’s study has
proven as sensitive to economic growth as expected: The results of this
year's study show that little progress has been made in the upgrade to IP,
with our sample reporting nearly identical category spending percentages
across data and IP as for 2002 and far below the jump expected.

Specifically, last year our participants reported that 64% of their data
services budgets would go to traditional data protocol services, with two-
thirds of the remainder allocated to IP. They further articulated their ex-
pectation for 2003 was for a mix heavier in [P, with 41% of data spending
on IP and only 49% on traditional data services. The results this year show
that the migration never materialized, likely due to the severe cutbacks in
the capital-project spending bucket in which communications hardware in-
vestments like IP PBXs fall {see Exhibit 26).

Exhibit 25 Data Spending by Category Exhibit 26 Data Services Spending Expectations:

2003 Study vs. 2002 Study
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Source: Bernstein 2002 and 2003 Enterprise Telecom Decision-Maker
Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Studies.

By far, the leading datacomm service purchased by large corporate
customers is frame relay, accounting for an average of 38% of reported
dollars spent by our study’s respondents (see Exhibit 27). Accounting for
the remaining datacomm spending are ATM, private line, Internet access
and VPN services. Use of meshed frame relay and ATM networks for data
needs was commonplace, though private line retains its niche where secu-
rity needs are highest {for example, with financial services companies).

As was true last year, many of the companies in this year's study indi-
cated that the migration to IP was a near-term event and would be under-
taken first in new network builds — such as those associated with opening
corporate offices and adding new field sites. The drivers of the anticipated
shift to IP fall into four categaries: (1) cost efficiency: (2) superior VPN sup-
port of an increasingly mobile workforce; (3) available service breadth over
IP: and (4) improving reliability and security for IP services.
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Exhibit 27 Data Spending by Technology
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Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.

Converged Networks Are a The move to converge voice and data over a single pipe is also very much a

Reality reality (see Exhibit 28). Two-thirds of our interviewees noted that their
companies are either actively in the execution phase of such convergence or
have fully planned the activity and are on the cusp of diving in. The re-
mainder indicated that they are either testing or analyzing the proposition.
While there were clearly companies actively integrating converged solu-
tions across all geographies, often the focus of early deployments was on
convergence of networks to foreign locales. Of the nearly one-third of our
sample that indicated some hesitation, most cited concerns about the ro-
bustness of the technology and/or high current satisfaction with the secu-
rity and reliability of their current architectures, Also affecting the go/no-
go decision was the current state of IT budgets and the constraints on
capital projects.

Exhibit 28 Status of Enterprise Voice-Data Network Convergence
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Most of our study’s respondents felt the return on investment for con-
verging voice and data networks would be rapid — with a number expect-
ing payback in as few as 18 months, and with a solid majority stating that
full return would be evident within 2-3 years. While no specific carrier was
expected to benefit differentially from convergence, Cisco was noted as the
leading hardware beneficiary, with Avaya and Nortel also mentioned.

Un-Managed Services

Large enterprise customers appear to be seriously questioning the need to
outsource network management services. Driving this trend appears to be
dissatisfaction over both the value proposition and the degree to which the
carriers are delivering against the promised benefit proposition.

Taking a step back, we were pleasantly surprised to find consistency
across enterprise buyers for the definition of managed services:

1. Proactive alerting when problems are anticipated or detected.

. Monitoring worldwide infrastructure, switches and routers.
. Developing appropriate security protocols.
. Providing access to online tools to manage the network.

. Delivering personnel to problem sites anywhere in the world.
And, we found consistency in the articulation of the benefit proposition or
critical success factors for managed services: proactiveness, predictiveness,
seamnless integration with the cllent organization, and day-to-day mainte-
nance and reporting,

However, given this list of expectations, we found that increasingly
companies are in-sourcing managed services functions because they believe
they can deliver the same benefits internally at lower cost. The most fre-
quent complaint heard was the failure of managed services partners to de-
liver against the promise of proactivity in alerting clients to problems be-
fore or as they are occurring. As a result, an increasing number of
corporations appear to be buying off-the-shelf solutions from companies
like IBM (the Tivoli package was named by several of our respondents)
with the company’s own internal communications group taking on the
monitoring and securing functions.

(ST N

The Wireless Migration
Continues

While no quantitative spending information on wireless was available from
this year's study, wireless access to data via handheld devices (such as
Blackberries, PDAs and data-enabled handsets} and via new tablet-type
devices seems poised to expand rapidly as field-sales-reliant companies
begin spending on IT with an economic recovery. As described in greater
detail below, both AT&T and MC! were faulted for not having a wireless
offering, while Sprint received praise not only for having one, but also for
Sprint PCS’s perceived technological superiority.
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Technology vs. Delivery

Summary

To the chagrin of both the RBOCs and IXCs, our study revealed that large
enterprise customers view technology as only a transient competitive ad-
vantage in the telecom services market. Repeated comments from our re-
spondents suggested that all of the major carriers had comparable service
offerings (other than network breadth), and that differentiation was
achieved primarily in areas of "soft skills,” such as salesmanship, service
delivery and customer care — attributes which are very difficult to quan-
tify. IT managers seem to be increasingly balancing the desire to consoli-
date relationships to gain pricing and service leverage. The desire is to limit
commitment, retain flexibility and maintain strong relationships with a
backup provider, with the consolidation side currently winning the tug-of-
war.

More tmportant than a differentiated technology offering (such as
AT&T's IGEMS platform, which few respondents had even seen), our in-
terviewees are looking for improved overall service delivery, with an ag-
gressive sales approach, competitive pricing, technical flexibility, and a
general level of responsiveness far beyond that of several years ago. Based
on the responses from our survey, we have developed standard “Harvey
Ball” representations (think Consumer Reports’ ranking system) of these dy-
namics to facilitate the comparison across companies,

General Perceptions

On general perceptions, AT&T has, by far, the strongest brand name and
consistent history delivering quality service (see Exhibit 29). With the larg-
est presence as a primary provider, AT&T is experienced and comfortable
meeting enterprise needs, bringing its reputation to the table and inspiring
confidence among decision-makers in mission-critical situations. Despite
these strengths, however, more than a few of our study's respondents ex-
pressed caution about the company’s long-term dominance, complaining of
their frustrations attempting to penetrate the company's organization ("or-
ganizational density” in Exhibit 29) and difficulty negotiating with the
company. To be fair, however, a number of participants also noted that
AT&T has taken steps recently to address some of these criticisms.

In contrast, MCI was seen as relatively nimble and easy to work with,
but needing to burnish its tarnished reputation as bankruptcy and its finan-
cial improprieties have raised red flags, particularly among companies for
whom the carrier was not already a primary supplier. Nonetheless, there
appears to be a clear consensus in the company’s ability to emerge from
Chapter 11 stronger, leaner and more rational.

In contrast to AT&T and MCI, enterprise buyers’ opinions about Sprint
depend heavily on whether the carrier is an existing supplier. For the larg-
est companies in our study, Sprint flies below the radar due to its US.-
centric network. For the broader base of participants, however, Sprint has
significantly strengthened its reputation over the past year. As a result,
Sprint was seen as having the greatest potential for registering near-term
share gains of all the major telecom carriers.
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Exhibit 29 Carrier Comparison on Key Evaluation Metrics: General

AT&T MCI  Sprint RBOCs

Provider Visibility @ 3 =) @
Brand Strength L] o o] ]
Perceived Financial Strength [¢] [ ] =] ]
Perceived Near-Term Share Direction o @ @ [ ]
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Perceived Long-Term Share Direction @ o @ @
Organizational Density [ ] @ o L]
Legend
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< >
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Review

Source: Bernstein analysis.

By comparison, the RBOCs are seen as regional service suppliers. un-
proven in the enterprise space, unproven on anything other than a regional
basis, and sporting organizations no more pleasant with which to interact
than AT&T's. Nonetheless, the RBOCs are also seen as the healthiest com-
panies in the industry.

Network The hegemony of AT&T and MCI is most striking when the topic of net-
work reach, reliability and redundancy are discussed with enterprise buy-
ers. Though there appears to be relatively little differentiation between
AT&T and MCI on these measures — they both get rave reviews — the
contrast to Sprint and the RBOCs is startling (see Exhibit 30).

Exhibit 30 Carrier Comparison on Key Evaluation Metrics: Network

AT&T MCI  Sprint RBOCs

Global Reach ] @ =] [ ]
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Legend
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Seurce: Bernstein analysis
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Within our interview sample, there was absolute certainty around the
fact that no other carriers can deliver the global connectivity and breadth of
solutions capabilities that AT&T and MCI can. Thus, for multinationat
companies, AT&T and MCI are seen as the only possible primary sources of
communications services connectivity. Both win kudos for excellent do-
mestic and international network reach, reliability, availability and redun-
dancy.

In contrast, Sprint is seen as having a poorly defined global network
strategy. However, it received both criticism and praise {(from different
participants) for its occasional arrival at the table with Equant as a partner.
Domestically, Sprint was seen as having excellent network coverage in
large metropolitan areas, but lagging AT&T and MCI in second-tier mar-
kets. Furthermore, feedback was mixed on the dependability of Sprint’s
network, with several respondents only comfortable having Sprint as a
backup provider behind AT&T or MCIL

Not surprisingly, the Regional Bells are seen as having a long way to go
before being considered players, with the common view being that they are
at least twa to three years away. Hurting the RBOCs is the prevalent belief
that partnering causes IT nightmares (a well-worn “prove it's our problem”
attitude was cited), and the RBOCs have no demonstrated ability to service
large enterprise customers out of their home regions.

Sales Sales is an area in which the carriers underwhelm enterprise telecom buy-
ers. Perceptions of the sales function can be divided into five distinct areas:
corporate attitude, price competitiveness, sales force quality, flexibility and
continuity. However, as some of the criticisms of the carriers show, there is
cross-fertilization from one category to another {see Exhibit 31). For exam-
ple, despite being described as having the best quality (having knowledge,
professionalism, depth of experience, etc), AT&T's sales force was criti-
cized for its lack of flexibility. And while we could interpret this as a slight
on the company's willingness to develop custom solutions — a measure on
which the company scored very well — we believe the criticism actually
reflects AT&T’s unwillingness to play in the gutter next to MCI on price.

Exhibit 31 Carrier Comparison on Key Evaluation Metrics: Sales

AT&T  MCI  Sprint RBOCs

Corporate Attitude ® © o) @
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Sales Quality @ o] & o)
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Source: Bernstein analysis
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Nonetheless, one of the most often-noted frustrations with AT&T, MCI,
Sprint and the RBOC:s is the relative complexity of the companies’ pricing
schemes and difficulty as negotiating partners. Adding some spice to the
discussion was the fact that several of our respondents had just completed
request-for-proposal (RFP) processes (some of which spanned as many as
six months).

On a quality basis, AT&T's sales teams shine, broadly recognized for
their professionalism, depth of knowledge and relative experience, The
biggest complaint about AT&T was what was referred to as the company's
“general sense of entitlement” to an enterprise’s communications business,
with an attitude of "the business is going to fall into our lap” not uncom-
mon. In order to overcome this, AT&T must lose the old mentality and
come to the table with more competitive offerings, because it can no longer
rely on being the “king."

In contrast, MCI's performance and close contact throughout the past
nine months pleasantly surprised our respondents, who praised the com-
pany for keeping them well-informed of its progress throughout the bank-
ruptcy process. And while the comments surrounding MCI were far more
favorable from MCl's largest customers, the general impression was one of
a company trying very hard to retain business at the high end of the mar-
ket. Specific feedback suggested MCI is “less rigid than AT&T...MCI is
cafeteria style, where with AT&T [you have to buy] the whole meal.”

Experiences with Sprimt varied widely, with its sales force seen as far
less experienced, subject to higher turnover and sporting a shallower bench
than either AT&T or MCI. For the customers to whom Sprint marshals its
top sales team to close a deal, the company was praised for bringing the
right attitude, behavior and support to the table. Conversely, when Sprint
doesn’t put jts all into winning a contract — speculated to occur when it
suspects its chances of winning the customer’s business to be less secure —
customers say Sprint’s team doesn't hold a candle even to AT&T’s and
MCT's B-teams. Similarly, and potentially a reflection of its shallower bench,
Sprint was criticized for not attempting to maintain a sales presence with
accounts for which it is not a current vendor.

The general impression of the RBOCs” sales capabilities was negative,
with the RBOCs seen as unable to offer anything other than regional appli-
cations, unable to sell an integrated service offering, and lacking experience
in how to function in an environment where monopoly pricing is neither
acceptable nor competitive.

Service

In the area of service capabilities and delivery, we note that study partici-
pant’s remarks ran the gamut for every carrier (see Exhibit 32), often di-
rectly reflecting the importance of the customer to the carrier, In the service
category, AT&T appears to have a significant edge over other competitors.
The breadth of AT&T's service offerings, depth of its technological capa-
bilities and strong engineering, network monitoring and network manage-
ment functions put it at the forefront of the service quality curve. Both
AT&T and MCI possess the range of solutions that large businesses require,
while Sprint and the RBOCs are seen as more limited.
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Exhibit 32 Carrier Comparison on Key Evaluation Metrics: Service

AT&T MCI  Sprint RBOCs
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Source: Bernstein analysis

The ability to customize solutions — and technical flexibility in general
— was regarded as a core strength for AT&T and MCI, with Sprint seen as
somewhat more regimented and attempting to force standardized solutions
on customers. Interestingly, however, Sprint is given credit for being a
technological thought leader by enterprise telecom buyers, forcing us to ac-
cept that there may have been a silver lining to Sprint's multi-billion doliar
ION spending rat hole.

Our interviewees had criticisms for all of the carriers relative to service,
AT&T falls short on its ability to deliver contracts on time and as promised.
MCI is seen as potentially having jeopardized its long-term technological
competitiveness by underspending on plant upgrades and R&D over the
past year, Sprint was criticized for its perceived weaker network. And, the
RBOCs were criticized for their lack of experience, integration skills, and
inability to offer much else than regional access services,

More generally, every carrier received low marks for billing, with the
most onerous problem being accuracy {poor) and difficulty in correcting er-
rors (high). In addition, the inability to segment and customize billing to
make it easier to comprehend and monitor was another often-cited weak-
ness. The enterprise customer billing experience was compared {unfavora-
bly) to residential phone billing — although the amounts were noted to be
millions higher per month: “We have to yell at them, just like we do our
phone company at home [to reach a resolution].” Interestingly, one man-
ager noted an immediate payback in devoting an entire team of full-time
staff members to resolving carrier billing problems.
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Carrier Positioning

Summary

Surprising to us was the degree to which AT&T has solidified its position
as the primary voice, data and managed service provider to the companies
in our 2003 study. For both voice and data transport services, the company
was described as the primary supplier for nearly two-thirds of our study’s
participants, with MCI garnering only 22-29% of the customers and Sprint
most of the rest. For managed services, AT&T’s share was slightly under
50% as primary supplier, with another 23% of respondents acknowledging
AT&T as their secondary provider (often behind internal IT departments as
their primary). The managed services results dwarfed every other supplier
except IBM on the secondary side.

Of concern, however, was the degree to which AT&T's historical corpo-
rate arrogance and organizational impenetrability drive ill will with cus-
tomers. These faults, in turn, lead many buyers to describe AT&T as a sig-
nificant mid-term share loser despite their praise for the company's
network, service and sales quality.

Voice and Data

Sprint
8%

MCH
2%

Exhibit 33 Voice: Current Primary Provider Exhibit 34 Voice: Current Secondary Provider

Among our study’s participants, AT&T was the dominant voice and data
provider, described by 63% of our interviewees as their current primary
provider on both the voice and data sides (see Exhibits 33-36). In addition,
of the remaining interviewees, 28-34% classified the company as their sec-
ondary provider for voice or data services, These results contrast with last
year's study in which AT&T and WorldCom/MCI received roughly equal
mentions (both about 40%) as primary providers for voice and data serv-
ices, with Sprint receiving most of the remaining votes. From the exhibits,
one could conclude that Sprint’s share has actually fallen as a primary pro-
vider, but to be fair, we would note that our sample this year is more
weighted to the upper end of the Fortune 500 than last years'.

Sprint
44%

AT&T
63%

MCH
28%

Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
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Exhibit 35 Data: Current Primary Provider Exhibit 36 Data: Current Secendary Provider

Sprint
15%

Sprint £ S
31% e AT&T
’ 34%

MCl
22%
AT&T
83%
MCH
35%
Souree: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
Managed Services The findings surrounding managed services were interesting in that, on the

one hand they confirmed our belief that AT&T “owns” this segment, while
on the other, they raised concerns for us about the sustainability of any of
the carriers’ models in this market. On the quantitative side, AT&T was
described by nearly 70% of the participants in our study as either a primary
or secondary provider of managed services, giving the company a striking
lead over any other competitor, including IBM (see Exhibits 37 and 38). By
comparison, the next three competitors — IBM, MCI and Sprint - all ap-
pear to have either primary (few) or secondary (more) relationships with
27-35% of the companies in our study.

Exhibit 37 Managed Services: Exhibit 38 Managed Services:

Current Primary Provider Current Secondary Provider

Internal

fnternal
32%

AT&T
44%

BM
12% s
Sprint MCH Sprint

4% 8% 23%

Source: Bernstein 2003 Enterprise Telecom Deciston-Maker Study. Source: Bernstein 2003 Emerprise Telecom Decision-Maker Study.
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Where our concern arises is in the commentary provided by our study’s
participants relative to their satisfaction level with any of their supplier op-
tions. By way of background, all of our respondents offered the similar
definitions for “managed services,” describing the offering as proactive
monitoring and management of worldwide network service, The vast ma-
jority of our respondents believed they could do this more efficiently and
effectively with their own staff, rather than outsourcing to one of the major
carriers. The biggest complaint was a lack of proactivity in solving network
problems — such as being able to predict and solve issues without impact-
ing the business. One mentioned "they don't alert us to problems — we
usually have to bring the problems to them.” It seems that IT managers pre-
fer to have internal control over the vital aspects of their network, rather
than placing a significant business risk in the hands of an external provider.

Web Hosting

Exhibit 33 Web Hosting:

Interestingly, despite AT&T's contention that outsourced Web-hosting
services are intertwined in a managed services offering, we found that most
of the companies in our study choose to in-source Web hosting, with only
30% claiming to use an outsource primary supplier {see Exhibits 39 and 40).
Nonetheless, when pressed for whether they maintain secondary supplier
relationships, all noted they did — and among those, AT&T and IBM
equally account for 80% of the market. Surprisingly (and likely a fluke of
our sample size), MCI garnered no votes as a secondary Web-hosting sup-
plier, though tied IBM as leader for 13% of the mentions for primary sup-
plier {for reference, AT&T was mentioned by only one participant as his
primary supplier).

Exhibit 40 Web Hosting:

Current Primary Provider Current Secondary Provider
AAT;T ATET
MCt 40%

Internal
70%

Internal
0%

MCi
0%

iBM
40% Sprint
S 20%

Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study. Source: Bernstein 2003 Enterprise Telecom Decision-Maker Study.
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AT&T

Summary

AT&T is seen as the clear leader in enterprise telecom services, and was
described as having successfully consolidated its position in the face of fi-
nancial turmoil at its competitors. However, longer term, this positive,
when taken in conjunction with MCI's emergence from bankruptcy, drives
enterprise buyers to describe AT&T as the most vulnerable carrier, par-
ticularly to defections among companies with U.S.- or North America-only
networking needs.

Exacerbating the situation is the increasing importance of wireless to IT
managers. On this score, AT&T is seen as leaving both money and the po-
tential consolidation of customer traffic on the table by not having an offer.

Strengths

Any conversation about AT&T either starts with or ultimately migrates to a
discussion about the company’s confidence-building name and heritage.
Buyers universally noted their comfort level with the carrier and, specifi-
cally, the robustness and operating quality of the company's network. For
global enterprise customers, AT&T and MCI are seen as the only choices
with the company's differentiation in its ability to “deliver service any-
where” readily noted.

The company also receives high marks not anly for its ability to offer a
full suite of services that includes more than just connectivity, but also for
its network-monitoring and management tools, It was also widely praised
for its ability to deliver customized solutions. In addition, AT&T won top
marks for the quality (knowledge and professionalism) of its sales person-
nel, particularly on accounts that have not been affected by the revolving
management door {a negative noted for all the top carriers),

Weaknesses

The problems customers highlight in working with AT&T fall into three
categories: organization (density, inflexibility and attitude), service deliv-
ery, and billing. At the top of the "what [ hate about AT&T” list was the
company'’s attitude, with more than one buyer describing AT&T generally,
and its representatives specifically, as "arrogant.” When pressed, respon-
dents highlight their perception that the company operates with a sense of
entitlement while often coming in with the highest prices. Making matters
worse was the feeling that when issues arise, AT&T's organization is so
dense (relative to MCI, for example) and has undergone so many reorgani-
zations that finding the right person to resolve the problem is nearly im-
possible. Somewhat reassuring, however, was the observation that the
company appears to be mending its ways. This point was made best by a
major airline executive whao said, “in my 18-year tenure as a telecom buyer,
I have never seen AT&T so aggressive. [AT&T] is working like hell to hold
onto what they've got and change their arrogant ways.”

Other criticisms of AT&T centered on the difficulty in negotiating with
the company and customizing contract terms and conditions. This last point
offered an interesting contrast to the praise the company received in its
ability to customize service solutions for customers. On the service delivery
side, while the company won high marks for its network quality and reli-
ability, AT&T was seen as less reliable in delivering projects on schedule,
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especially versus MCIL One executive summarized the problem as foilows:
“AT&T has difficulty delivering timely service; installations are a prob-
lem...and that's not a recent thing. Their ability to react quickly is poor.”
Customers generally highlight billing as an area of great frustration; and
AT&T received no better or worse marks for its billing and back-office sys-
tems than MCl or Sprint.
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MCI/WorldCom

Summary

Based on our interviews, MCI's efforts to maintain its market position with
Fortune 500 accounts appear to have been largely successful for the embed-
ded base of business. This seems particularly true on the voice side, with
the results less conclusive for data’s share (though the opportunity appears
to be there).

What was also clear from the conversations was that, while MCI has
retained major customers (for reasons ranging from pricing and full-court-
press sales efforts to the high barriers to switching), it has not picked up its
fair share of the incremental growth in the market, as Sprint and AT&T
have. Companies for which MCI is not the primary supplier were far more
likely to notice significant turnover in {and, thus, degradation of} sales cov-
erage, and to have a greater level of caution relative to doing business with
MCI anytime in the near to medium term. The disparity in comments rela-
tive to the quality of the sales coverage for both AT&T and MCI and the
nearly-100% correlation with whether or not the carrier in question was the
“primary” provider drove us to note this issue as a key finding of our re-
search.

Strengths

Like AT&T, MCI is considered to have one of the best global networks and
is broadly perceived to be one of only two providers capable of handling
truly global communication needs. By existing customers, its network is
perceived (largely due to the lack of integration of the MCI backbone with
WorldCom's) as having robustness and redundancy on par with that of
AT&T. However, the lack of network integration presented an obstacle as
well: multiple billing platforms driving errors.

On the sales and customer service side, one truism emerged: the larger
the account, the better MCl's service reputation. Said another way, MCI
appears to concentrate its resources on servicing its largest accounts at the
expense of its smaller customers (smaller in this case being defined as com-
panies in the lower half of the Fortune 10600).

Another perceived strength of MCI is the UUNet backbone, which was
described as “one of MCI's diamonds” by a number of respondents. Of
course, only time, improved disclosure and independently audited finan-
cials {preferably not by anyone having worked at Arthur Anderson) will
tell whether UUNet is both a marketing and a financial diamond or just the
former.

Not surprisingly — and supported by numerous data points — MCI
has a reputation for being "price competitive,” particularly on voice serv-
ices. There was, however, some suggestion that the company’s data pricing
was not as competitive, all evidence to the contrary.

Weaknesses

The issues identified as most concerning for MCI center around trust, tech-
nological currency and, like everyone else, billing. Topping the list of MCI's
weaknesses is the need to rebuild its tarnished reputation and the trust of
its customers. Unlike the company’s need to rebuild trust with the financial
community for its misdeeds, the problem from the customer’s standpoint is
whether suppliers that got burned will do business with MCI again.
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From a technological perspective. customers have noticed and remain
watchful of MCI's unsustainably low capital spending levels {1-5% of reve-
nues). They express concern over whether the company is keeping pace
with its peers technologically. This worry was manifested in comments like
“lack of money for R&D and other actjvities may come back to hurt
them...” and “they stopped investing...built an IP-based network in the
core, but [have] not deployed in the rest of the world.”

In contrast to the praise MCI received for having retained its top sales
talent throughout its financial difficulties, a number of interviewees noted
the low workforce morale driving destructive behavior as in: “dull, not
proactively selling, more order taking.” There were also a number of cus-
tomers who noted degraded technical service and sales support, but when
pressed, attributed this more to a loss of personnel than underspending on
capital and R&D.

From a services perspective, among noncustomers, MCI is seen as be-
ing stronger in voice than data. And, similar to AT&T, MCl is seen as leav-
ing money on the table and falling short of being a one-stop shop by not
having wirefess in the bundle.
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Sprint

Summary

Sprint appears to be the carrier benefiting most from the financial melt-
down at MCI and the crisis of confidence in Qwest. Specifically, from our
conversations with survey participants, the company appears to have been
relatively successful at winning voice business at both Qwest’s and MCI's
expense, though the data picture remains a mixed bag. Even with its wins,
however, Sprint is a “backup provider” for most customers, behind the
primaries. One interesting finding was that, despite Sprint’s having only
weak awareness of its managed services capabilities, many customers for
which Sprint is a secondary managed services provider seemed receptive to
elevating the company to primary provider status over the next few years.

Strengths

Ironically, Sprint is perceived to be the healthiest company financially
among the Big Three. Its network was described as “solid,” with the com-
pany viewed as “forward thinking” and “technologically competitive.”
Though a number of participants noted that “robustness, backup and re-
dundancy advantage goes to AT&T and MCL”

Nonetheless, where Sprint stands out from the pack is in its ability to
offer not only national wireline network services, but also wireless. Sprint
PCS was widely viewed as being at the technological forefront of the wire-
less industry and working hard to close its coverage holes, The company
also won kudos for its sales teams, which were described as “hungry” and
not exhibiting any of the arrogance noted for AT&T and, to a lesser degree,
MCIL The company was also recognized for its willingness to be price com-
petitive on data services.

Weaknesses

Sprint's greatest weakness appears to be its lack of global network breadth,
a shortcoming the company has attempted to address on occasion through
partnerships with international carriers. While some companies have been
willing to overlook this negative by accepting Sprint and a partner (Equant
was most often cited), most were not. The largest companies in our study
~— by definition, those requiring global networking — had far more reser-
vations about using Sprint than the smaller participants. The sentiment on
this subject was summarized by one of our participants as follows: “[Sprint
is] primarily domestic with some international voice. They are a competitor
you can use [domestically] for voice and frame. They are trying to get
global but have no strong strategy.”

The second issue of note was the perception that Sprint was weaker in
the sales arena when it was fielding anything but its top team to win a bid.
Translated, these comments were descriptive of a sales bench shallower and
less experienced than those at AT&T and MCIL Customers (or potential
custorners) complained about the company's inflexibility, specifically citing
Sprint’s inability to deliver “out of the box” technical solutions or deviate
from unacceptably complex pricing structures.
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The RBOCs

Summary

Among the most startling results from our study this year were two find-
ings about the RBOCs. First, despite the high-profile financial problems of
Qwest and MCI, the RBOCs as a group did little to further their perceived
capabilities to service the enterprise market. And, second, in only a year,
Qwest has fallen from a leading “up-and-comer” to marginalized regional
player.

Among the positive notes for the RBOCs were financial strength and
likely share gain over the long term. Among the weaknesses were the carri-
ers’ propensity to default to monopoly pricing and service levels whenever
they are not faced with direct competition. This behavior was seen as rein-
forcing the perception of the RBOCs as union/government-dominated or-
ganizations with a long way to go before they can claim a place at the en-
terprise-services table. The RBOCs also were faulted for their lack of global
network reach — a critical element for about half of our study's participants
— and for their technological inflexibility. On the lack of global reach, one
respondent said, "we need endpoint to endpoint responsibility, without
passing the buck (blame) between carriers.”

Highlighting the persistent regional niche of the RBOCs, few of our in-
terviewees were able to offer any thoughtful comparisons on the RBOCs
outside of their companies’ headquarters territory. Perceptions were col-
ored by local service experience — pro and con — though the majority did
not sense a meaningful difference in strategic approach, technological ca-
pacity, or even sales and service proficiency across the four RBOCs. Most
responses were generalized perceptions of the group as a whole, but we
were able to divine some meaningful strengths and weaknesses for each.
The majority of participants seemed to believe that it would be impossible
for the RBOCs to build the necessary infrastructure and sales capability
from scratch, and that acquisition would be the most likely RBOC entrance
strategy into the enterprise market.

Verizon

Strengths. Verizon has maintained its standing as the RBOC furthest
ahead in penetrating the enterprise market. Its territory, encompassing
most of the northeastern United States, has the highest percentage of busi-
ness headquarters, giving Verizon significant in-region exposure to the For-
tune 1000. Verizon was perceived by respondents to have become more fo-
cused on customer service in the past year, which respondents believed
helped the company secure Section 271 approval to offer long-distance
service. The company was praised for attempting to broaden its service of-
fering while not overpromising services it cannot deliver. Verizon's great-
est strength was seen as its wireless offering, which study participants ex-
pect to extend its recent share gains due to a sustainable advantage in
network coverage and quality.

Weaknesses. Suffering from the same issues all the RBOCs seem to
have, Verizon lacks experience in dealing in the competitive world: Now
that it is able to offer long-distance services, it must learn how to effectively
market and sell the integrated offering. Also unattractive for most large
companies is the company’s inability to present a single face when com-
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peting for bundled services. instead offering partnerships generaily per-
cejved to be Jess reliable.

SBC

Strengths. Although Verizon may be slightly ahead in terms of enter-
prise penetration, SBC is a very close second. Interestingly, SBC is cited as
the strongest of the RBOCs in data services, a possible legacy of its position
as ILEC in California, the epicenter of the Internet bubble. One respondent
summarized it as follows: "SBC has the best grasp of where the market
is.. Jaying network as fast as anybody.” Another opined, “SBC may get
there first.. .clearer direction and strategy. better vision” and “seems to un-
derstand [better than the other RBOCs] the need to operate like a business
instead of a monopoly.”

Weaknesses. The legacy of Ameritech’s underinvestment in its network
lives on with SBC. Enterprise buyers remember the service quality degra-
dation immediately preceding and following the SBC-Ameritech merger
and the disruption it caused. Concerns beyond service quality in the
Ameritech region centered on the status of the company’s integration of its
numerous acquisitions and the turnover in sales representation it has
caused. One respondent labeled SBC “unresponsive in a bidding situation,”
both in terms of product offerings that had been requested and on contract
pricing.

BeliSouth

Strengths. While smaller and not as visible as its peers, BellSouth re-
ceived surprisingly high marks on service from our sample and was be-
lieved to have excellent pricing on point-to-point circuits. One respondent
noted that BellSouth was “very good in its service deliverables, keeping
commitments, bringing the right people. A pleasure to deal with — they
know their stuff.” Another stated BellSouth is the “ideal phone com-
pany...we never hear about any problems.” The fact that the company has
remained a pure and simple RBOC, without complicated acquisitions and
“cobbling together” of networks could account for this relative customer
service satisfaction.

Weaknesses. Unfortunately. not hearing from a company the size of
BeliSouth leads some customers to dub it a "stealth company,” noting that
due to its regional footprint and lack of aggressiveness in the enterprise
market, the company flies below the radar of many enterprise telecom
services buyers.

Qwest

Strengths. The most positive comments concerning Qwest were in te-
gard to its technological savvy and vision for the future, Ownership of a
competitive long-haul network was cited as a significant advantage. In ad-
dition, several participants mentioned seeing very aggressive pricing offers
from Qwest, though the company’s financial situation appears to have di-
minished any negotiating leverage it may have once had.

Weaknesses. Noted weaknesses for Qwest center on the company's
well-publicized financial crisis and the impact it has had on the workforce’s
morale and intensity of customer service. Several respondents noted that
Qwest had dropped the ball on commitments and contract delivery timing
and that its workforce appeared “demoralized.” Although there was praise
for the company’s technological proficiency, there was more than ample
criticism of its sales and service. One manager summarized the company’s
situation as follows: "[Qwest was] impressive a few years ago...rising tech-
nology. a coming carrier, aggressive. We tried them in some smaller seg-
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ments but there were servicing issues. Now with the financial issues, we
stay away.” Qwest's service and financial issues have left the company in a
downward share spiral in the enterprise market off a relatively modest
base.
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Voice over IP: Ripple or
Tidal Wave?

After years of being “two years away.” Voice over Internet Protocol
(VolP) is finally ready for prime time. Four factors have come together to
make VoIP areality:

» The capital cost for VoIP has fallen sufficiently to support attractive
returns on capital for operators deploying the technology

» Consumer receptivity to RBOC voice telephony alternatives has
grown dramatically, arguably in proportion to the rise in familiarity
and dependence on wireless phones

» Broadband connections, the enabler for most VoIP services, are
sufficiently widespread to provide a significant base of potential
customers

» New flat-rate pricing plans have emerged to allow rapid and low-cost
competitive market entry

The Regional Bell Companies are expected to lose nearly 17 million, or
15% of their primary consumer access lines over the next five years to
VolIP providers, challenging their ability to deliver either topline or
earnings growth despite improving share in the broadband and
enterprise markets, and leadership positions in the expanding U.S.
Wireless industry

The cable operators will be the key beneficiaries of the technological
revolution, with VoIP ideally timed to offset moderating growth in the
high-speed Internet access business. We expect VoIP to add more than
two points to annual revenue growth for the major cable operators over
the next five years

APRIL 2004 SEE THE LAST PAGE OF THIS REPORT
FOR ANALYST CERTIFICATIONS AND IMPORTANT DISCLOSURES
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Portfolio Manager’s Summary

Technology substitution has driven dramatic changes in the telecom land-
scape over the past decade. It drove the shift from mechanical to digital
switching, electrical to optical transmission, and wireline to wireless usage
patterns. However, few developments seen in the past have had as dra-
matic an impact on the Regional Bells” hegemony over the consumer mar-
ket as will the adoption of Voice over Internet Protocol (VoIP) by the cable
operators over the next five years.

We believe the likely losses by the Bells over the next five years will
dwarf the cumulative consumer share loss suffered to wholesale carriers
since the passage of the Telecom Act nearly eight years ago. Our bearish
mid- and longer-term investment thesis on the Bells, and bullish outlook for
the major cable MSOs, rests at least in part on our belief in this success by
the cable operators in gaining consumer acceptance of their telephony of-
fers. We project that the MSOs will secure almost 17 million cable telephony
customers by 2008, or approximately 15% of the primary consumer wired
access lines in the United States.

Our above-consensus expectations for cable telephony are driven by
proprietary research suggesting very high latent demand, positive incre-
mental economics likely to drive supply, and early indications that the MSOs
will price the service at compelling discounts to the Bells” own voice offers.

Nonetheless, for the Bells, the share-loss curve for cable telephony will
not accelerate until 2005, making 2004 a potential year of abating losses to
wholesale competitors, growing business access lines with a recovery in
employment and regulatory relief on many fronts. In short, 2004 will be a
year of potentially improving fundamentals after a long stretch of erosion,
the calm before the storm. Among the Bells, SBC (SBC, market-perform,
target price $28) is best-positioned to enjoy the most significant near-term
gains, having suffered the worst losses to wholesale competitors over the
past three years. By contrast, Verizon (VZ, market-perform, target price
$38) is seen as having the worst near-term exposure to cable telephony,
with significant overlaps with both Cablevision and Time Warner, the two
MSOs committing to 100% coverage of their footprints by year-end 2004.

For the cable MSOs, cable telephony appears ideally timed to sustain
top-line growth, arriving just as the high-speed Internet access business be-
gins to flag over the next few years. Indeed, VoIP telephony is a key build-
ing block in what we expect to be above-consensus revenue and EBITDA
growth for the major operators. The $65 billion consumer wireline teleph-
ony business dwarfs the $35 billion video-distribution business, making
even modest share gains a significant growth opportunity. Moreover, the
extensive plant upgrades made over the past seven years leave cable’s in-
frastructure ideally positioned to offer VoIP services at very low marginal
cost. We believe Comeast {(CMCSA, outperform, target price $38), which
has more of the telephony opportunity still in front of it than peer Cox
(COX, outperform, target price $40), is best-positioned to benefit among the
major cable MSOs.

Craig Moffet
Amelia Wong

+1 (212) 969-6758 Jeff Halpern +1 {212) 407-5958
+1 (212} 823-2635 Josh Harrington, CFA +1 {212) 756-4627
April 26, 2004
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Qwest SBC Verizon AT&T
Price April 22, 2004 $4.25 32540 $37.76 $26.20 $18.03
52-Week Range $3-35 $21-328 $31-341 $23- §31 $16-§23
YTD Relative Performance 4.11% (5.1)% 5.1% 9.9)% (130%
Stock Rating? o] M M M M
Revenue {$ million)
2003 $14,288 $50.069 367,752 $26.364 334529
2004E 14.109 51,083 70,956 27,161 31831
2005E 14,260 64,484 73.454 35449 29.592
20068 14,095 66.568 74,999 36,232 28,208
2007E 13,766 68,828 76,781 37.015 26.827
2008E 13.460 71527 18.271 38.123 25,661
Five Year CAGR (2003-08F) (1.2)% 7.4% 3.2% 77% (5.8)%
EBITDA (5 million)
2003 $3.749 $16.902 $27.430 $11.328 $8.853
Margin 262% 138% 40.5% 43.0% 25.6%
2004E $3,966 $17.035 $27.892 $11.041 $6.77%
Margin 28.1% 33.3% 39.3% 40.5% 21.4%
20058 54494 $19.886 $28.269 $12.794 $6.054
Margin 31.5% 308% 38.5% 36.1% 20.5%
2008E $4.522 521,412 $28.436 $13.615 §5.281
Margin 32.1% 32.2% 37.9% 376% 18.7%
20078 $4.406 $22.588 $28,570 $14.145 34.560
Margin 32.0% 328% 31.2% 38.2% 17.0%
2008E 34,182 $23.141 $27.892 $14.445 $3.960
Margin 311% 324% 35.2% 37.9% 15.4%
Five Year CAGR {2603-08E) 33 6.5 N 5.0 (149
EPS (8}
20030 $(0.38} 3155 $2.62 $1.95 $2.36
20048 10.35) 141 236 1.94 L10
20058 0.03} 117 238 174 0.78
2006 0.04 138 2.30 203 0.33
2007E 008 1.41 224 2.3 0.16
2008E 0.03 1.66 2.28 2.35 0.06
2003-04E Percentage Change 7.9% (9.01% 9.91% 0.5)% (53.4%
2004E Consensus $(0.40) $137 5239 $1.94 $1.28
2005E Consensus {©.18) 112 252 170 0.98
Market Cap. {§ million) $7.560 384,023 $104.557 $47.998 $14316
2004E Net Debt (§ million) 15.261 7418 38,793 5.926 10,056
BV {$ million) 22831 91.442 143,351 53,924 24,372
2004E EV/EBITDA 5.8x 5.4% 5.1x 49x 3.6x
2005E EV/EBITDA 5.1 46 5.1 42 40
2004E P/E (12.1) 180 160 135 164
2005E P/FE (141,73 217 159 15.1 23.7

1 BeltSouth 2003 EPS Exctudes Latin America,
O=0Outperform; M=Market-Perforra; U=Underperform,

Saurce: Corporate reparts and Bernstein estimates and analysis.
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Exhibit Financial Overview (cont'd); Cable

Comeast Cox Cablevision
Price as of April 22, 2004 $29.10 331,56 $22.25
52-Week Range $27- 536 $28 - 836 $17-827
YTD Relative Performance (138)% (109% T741%
Rating o) o M
Revenue (§ miffion}
2003 $20 491 $5.759 $4,158
20048 19865 6,450 4,820
2005E 21865 7,183 5111
2006 24.196 7.932 5,503
2007E 26.589 8547 5,803
2008E 28712 9,302 6.055
Five-Year CAGR (2003-08E) 0% 10.1% 7.8%
EBITDA {§ million}
2003 $6.821 s2.7 $1.110
Margin 333% 36.8% 28.7%
2004E $7.840 s2.411 $978
Margin 38.5% 37.4% 20.3%
2005E $8.928 32,726 $1.355
Margin 108% 18.0% 26.5%
20065 $10.263 $3.056 $1.483
Margin 42.4% 38.5% 26.9%
2007E $11.526 $3.360 $1.806
Margin 43.3% 38.9% 21.7%
2008E $12.642 $3.613 1,727
Margin 44.0% 38.8% 28.5%
Five Year CAGR {2003-08E) 131 113 82
EPS {8)
2003 3(0.04) $(0.22) $(1.00)
20604E 045 0.36 2.
2005E 0.74 0.51 247
20068 103 671 (237)
2007€ 1.32 2.90 {2.58)
20080 1.57 105 (2.84)
2003 04 Percentage Change am nm am
204L Consensus 040 .43 (1.10}
2003K Consensus 0.7} 0.71 10.46)
Market Cap. {3 million} $65.737 $19.883 $6.386
2004E Net Debt (§ million) 23.543 3,653 8,493
EV ($ million) 89.280 23.643 16,503
2004E £V/EBITDA 7% 98x 16.9x
20056 EV/EBITDA 10.0 87 122
2004E P/E 64.7 877 {8.2)
2000k P/FE 393 619 {10.3)
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Significant Research Conclusions

Overview

After years of being “two years away,” Voice over Internet Protocol (VoIP)
telephony is finally ready for prime time. Four factors have come together
to finally make VolIP a reality. First, the technology has evolved to the point
where high-quality service can now be deployed for less than $300 per sub-
scriber. Second, consumer receptivity to RBOC alternatives has grown
dramatically, arguably in proportion to the rise in familiarity (and reliance
on) wireless telephony. Third, broadband connections — a pre-requisite for
most VoIP — are now sufficiently widespread to provide a significant po-
tential user base. And finally, new business models — featuring flat-rate
pricing plans — have emerged that allow low-cost market entry, yet still
allow for an attractive return on capital.

For the Regional Bell Operating Companies (RBOCs), any recent mod-
eration in access line losses to wholesale competitors is at best the "calm be-
fore the storm.” Indeed, a recent District of Columbia Circuit Court ruling
on March 2, which overturned many aspects of the FCC's 2003 Triennial
Review Order (TRO), only sets the stage for a more dramatic entrance by
VolP, which we believe will rapidly replace resale of the unbundied net-
work element platform (UNE-P} as the primary threat to RBOC consumer
market share.

Conversely, for the major cable operators, VoIP appears ideally timed
to offset moderating growth of the high-speed Internet access business. The
$65 billion consumer wireline telephony business dwarfs the $35 billion
video-distribution business, making even modest share gain a significant
growth opportunity. Moreover, the extensive plant upgrade investments
made over the past seven years leave cable’s infrastructure ideally posi-
tioned to offer VoIP services quickly and at a very low incremental cost
(less than $300 per subscriber).

By the end of 2006. we expect the major cable operators to offer VoIP
phone service almost ubiquitously to their subscribers throughout the United
States. We project that cable voice services will reach 17% penetration of
available homes passed over the next five years, with 16.8 million telephony
subscribers by 2008 (including both circuit-switched and IP-based lines),
from a base of only 2.3 million in 2003. For the RBOCs, this represents a loss
of 15.0% of consumer primary access lines in the United States, a threat
greater than all the losses experienced to date to UNE-P competitors.

Sizing Consumer Demand for
Cable Telephony

The broad availability of VoIP telephony arrives at a time when consumer
receptivity to RBOC alternatives appears to be at a turning point. Wireless
service has relegated fixed-line voice service to commodity status, leaving
customers much more willing to make price-based decisions.

Our research suggests that consumers will be more receptive to cable
voice offerings than many investors believe. A proprietary Bernstein re-
search study in 2003 underscored this receptivity. Our Consumer Teleph-
ony Preference Study revealed that more than half of all customers sur-
veyed indicated a preference for voice service from their cable operator if it
would mean a 30% discount to the RBOCs’ price. The study found that over
a quarter of survey respondents expressed a preference for their cable op-
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erator over their RBOC for voice telephony service even when no discount
or battery backup capability is offered (see Exhibit 2).

Results of Bernstein Consumer Telephony Preference Study: Share of

Preference for Cable VoIP (Weighted-Average of All Cable Operators)
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Source: Bernstein Consumer Telephony Preference Study.

Early offerings from Time Warner Cable and Cablevision point to flat-
rate pricing plans with discounts in the range of 30% versus the Bells. While
flat-rate pricing will erode margins for ali players, the RBOCs simply can-
not afford to match cable on price, suggesting that material share gains for
cable are all but inevitable.

Cable’s high “share of preference” mirrors market penetration achieved
in cable's most mature circuit-switched phone markets. Notably, Cox has
achieved 35% share of consumer primary lines in its oldest markets (around
five years old). In addition, at the time this publication was going to press,
Time Warner Cable had reached over 12,000 subscribers in its relatively
small Portland, Maine, system, a penetration rate of 10% of homes passed,
and 12% of subscribers, in only nine months.

We therefore conclude that consumer acceptance of cable telephony ~—
and therefore willingness to switch from their RBOC ~— is likely to be
stronger than generally expected.

Low Capital Cost and High
Marginal Returns

The attractive marginal economics of VoIP deployment are a second key
reason behind cable operators’ enthusiasm for the new service.

VoIP service is far less capital-intensive than its precursor, circuit-
switched cable telephony. First, the equipment itself is much less costly,
with a 100,000 Hine “softswitch” costing only a few million dollars, even af-
ter fully allocating engineering, installation, and fixed-interconnection
costs. Second, VoIP equipment — unlike a Class 5 switch used in circuit-
switched telephony — is relatively location-insensitive. That is to say, a
softswitch can be located almost anywhere. For example, Time Warner's
softswitch for Portland, Maine, is located in Western New York. And Cox
will use a single switch in Atlanta to serve markets across the Mid-Atlantic.
As a result, multiple markets can be served by a single softswitch installa-
tion, providing much higher capacity utilization during the ramp-up phase
of the business, and much lower overall capital investment. Third and fi-
nally, the customer premise equipment -— primarily a “media terminal
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adapter” that is attached to a cable modemn — is much less costly than the
network interface required for circuit-switched telephony.

The result is a much lower cost profile for VoIP than for circuit-switch-
based cable telephony. We estimate that each new VoIP subscriber costs
less than $300 to provision.

In an effort to bring a VoIP offer to market quickly, most cable MSOs
will initially rely on third parties to handle interconnection, termination
and transport. For simplicity, that will most likely mean deals with the long
distance carriers AT&T, MCI or Sprint. Only these carriers have intercon-
nection agreements already in place across the country. Time Warner has,
in fact, already entered into such an arrangement with Sprint.

The downside posed by such arrangements is that of high variable cost
and commensurately low EBITDA margins. But even during this high-
variable-cost “Phase 1" stage, low capital-investment requirements rean
that returns on incremental capital will be attractive. We expect returns
ranging from up to 30% for a 250,000 home cluster, to as high as 50% for
large clusters of 500,000 homes (see Exhibit 3).

Exhibit 3 VolP Capital Expense, Variable Costs and IRR
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Source: Bernstein estimates and analysis.

As volumes increase, expect operators to take this traffic onto their own
leased lines, reducing the variable cost of providing service dramatically,
and further improving returns,

VolP Cable Telephony Rotlout
Pace Is Accelerating; AT&ZT's
Entry Will Stimulate Market

These attractive marginal economics go a long way towards explaining ca-
ble’s enthusiasm for VolP. Over the past few months, almost all of the major
cable operators have jumped on the VoIP bandwagon and have announced
accelerations of their VoIP rollout plans. Many now expect to have VolP
service available to most or all of their footprints by the end of 2005. Notably,
Cablevision has been the most aggressive in rolling out VoIP: Its Optimum
Voice service was available to 100% of cable modem subscribers by the end
of 2003. Time Warner Cable has also announced new rollout plans, and is
scheduled to have almost all of its markets provisioned by the end of 2004,
with a midyear launch of the service in New York seen as likely. Cox and
Charter have both recently increased the number of markets they plan to
launch in 2004. Only Comcast, which appears to prefer waiting until it can
pursue an all-facilities-based strategy — bypassing the interconnection-based
market entry strategy described above — is likely to move more slowly, with
most of its major market launches expected during 2005 and 2006.

We estimate that cable telephony service (either VolP or circuit-
switched) will be available to 75 million homes by the end of 2005, up from
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20 million today, and will be available to almost 90% of homes by the end
of 2008 (see Exhibit 4).

Exhibit 4 Cable Telephony Homes Passed (Thousand)
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Source: Bernstein estimates and analysis.

AT&T’s recent announcements that it will begin offering VolP service is
likely to raise awareness of lower-priced, flat-rate calling plans (through
advertising, consumer advocacy press, etc.}, and help “legitimize” the mar-
ket perception of flat-rate VolP-based calling plans.

Although AT&T's VolIP offering will compete directly with cable, the
value proposition, ironically, will be limited to cable modem subscribers
only (at least today). For DSL subscribers — the other technologically
reachable segment — the value proposition is much weaker, since a DSL
line currently requires that a customer retain its primary line phone service
from the RBOC (with the exception of Qwest).

The cable operators’ physical plant provides a significant advantage
over the long distance carriers’, however. The ability of the cable operator
to preempt through voice service bundling and price is significant. Moreo-
ver, cable continues to enjoy the unique advantage of what is essentially
free advertising for its services, by virtue of its control of the video pro-
gramming into the home.

Faster Rollout Means Faster Our outlook for accelerated rollout schedules, coupled with strong con-

Growth for Cable... sumer demand, result in our having a faster-than-consensus growth out-
look for cable telephony subscribers. We expect cable phone penetration of
approximately 17% of addressable homes, or 16.8 million cable phone sub-
scribers by 2008 off a base of 2.3 million in 2003 (see Exhibit 5}.
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Exhibit 5 Cable Telephony Subscribers (Theusand)
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The upside for Cablevision is especially great, given its early start in
late-2003. Moreover, its early market entry should pay dividends in the
form of higher eventual market share. Cox should benefit from its existing
knowledge base in circuit-switched telephony, and capture higher eventual
market share than peers (although the change in growth rate is more mod-
est as Cox has already captured a large proportion of the upside from te-
lephony). Comecast is on track to be among the last to deploy VoIP teleph-
ony on a large scale, but its large, well-clustered systems are likely to give it
a strong advantage in aggressively pushing the service.

...And Significantly More Risk ~ Faster subscriber growth for the cable operators translates directly into

to the Bells faster access-line losses for the RBOCs (see Exhibit 6). Indeed, line losses to
cable telephony are likely to dwarf share losses seen during the height of
AT&T's and WorldCom's UNE-P assault. The first wave of line losses to
cable, resulting from circuit-switched rollouts at the old AT&T Broadband
systemns and at Cox, has to a large extent run its course, although penetra-
tion in those markets continues to increase.
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Because of different deployment schedules at individual cable opera-
tors, and different overlaps between the territories of RBOCs and MSOs,
cable VoIP will impact each RBOC slightly differently, In the early going,
Verizon is expected to feel the greatest impact. It has the most exposure to
Cablevision and Time Warner Cable, the two most aggressive MSOs in de-
ploying VolIP technology. Longer term, however, the cumulative share
losses will likely converge with no individual Bell appearing significantly
more disadvantaged than the others. Relative to the timing of the impact,
we see 2003 as the first year of material telephony share losses, with the rate
peaking in 2006 at over 4% of primary lines lost (see Exhibit 7).

Exhibit 7 RBOC incremental Lines Lost as a Percentage of the Total
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All-You-Can-Eat Pricing: Cable telephony rollouts will impact pricing as much as they do subscriber

A Double-Edged Sword share, Existing and planned VoIP rollouts are characterized by the intro-
duction of “all-you-can-eat,” or flat-rate pricing plans, featuring a single
price for unlimited local and long distance minutes. Calling features such
as call waiting and caller ID — currently significant, pure profit centers for
the RBOCs — are generally included for no incremental charge (see Exhibit
8). These packages are expected to accelerate the trend begun by the UNE-
based long distance competitors towards flat-rate-pricing plans.
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Exhibit 8 Comparison of All-You-Can-Eat Pricing Plans
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Flat-rate pricing plans are likely to accelerate price erosion and increase
churn in the local/long distance voice market. Pricing is much more trans-
parent to the consumer than in the per-minute pricing era, when prices
were obfuscated by time-of-day rate bands, distance promotions, and com-
plex taxes. With flat-rate pricing, prices are immediately comparable across
carriers. This will erode returns for all telephony operators.

For cable operators, the key advantages of the all-you-can-eat pricing
model are speed-to-market and lower costs. Per-minute pricing requires a
massive IT infrastructure to support integrated call detail recording, cus-
tomer service, billing and remittance processing systems. None of that is
necessary in a flat-rate world. In addition, as much as half of incoming calls
to phone company call centers relates to call detail on bills. By replacing
per-minute pricing with a single-line item, operators radically reduce the
cost of customer service.

This simpler business model thus accelerates the near-term prospects
for cable telephony, but possibly at the cost of the long-term profitability of
the telephony market overall.

Pricing Impact on the RBOCs
Will e Painful

Flat-rate pricing will have a direct impact on average-revenue-per-user
{ARPU), which will cut into revenue and earnings even without any de-
crease in the number of subscribers. The downward pressure on ARPU re-
sults from the re-pricing of the “heavy-user” segment of the revenue curve
down to the highest available all-you-can-eat price offered (see Exhibit 9).
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Exhibit 9 Implications for RBOL Consumer Yoice ARPU
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The shift towards all-you-can-eat pricing plans can thus be expected to
further pressure RBOC revenues and margins, and is illustrative of the
broader “incumbency dilemma” facing the Bells. Efforts to retain share —
especially through price cuts to their huge installed base — can be expected
to cost vastly more than they save in retained market share. This very di-
lemma defined the slow erosion of AT&T's once mighty consumer long
distance business during the 1980s and 1990s. There, the annual and inexo-
rable losses of consumer market share were tiny by comparison to the pre-
cipitous losses that would have been incurred by price cuts to the huge in-
stalled base in order to keep them. AT&T was, therefore, left with the un-
enviable task of managing to a slow and steady decline, or “death by a
thousand cuts.”

Regulatory Lines Will Have to
Be Redrawn for VoIP

At the heart of the debate over how VoIP will be regulated are public policy
goals such as an equal competitive footing for market participants, methods
by which carriers compensate ope another for transiting each others’ net-
works (inter-carrier compensation), continued funding for universal tele-
phone service, access for law enforcement agencies (CALEA), and enabling
911 service.

The regulatory framework for VolP remains fluid, but is not likely to
significantly alter the deployment timetable for cable-based VoIP. While the
exact designation the FCC will assign to cable telephony service remains a
question, the likely regulations to which the service will be subject are more
predictable. Specifically, we believe VoIP services that transit the Public
Switched Telephone Network (PSTN) will be subject to the same inter-
carrier compensation rules as traditional phone calls. In addition, where a
phone number is assigned compliant with the North American Numbering
Plan, assessment of universal service subsidies will likely be mandated.
And, lastly, for services that function as, essentially, switched line replace-
ment services, CALEA compliance will be enforced.

Despite the expectation that VolP service providers, and the cable
MSOs, specifically, will be subject to telecom service regulations, we do not
expect such regulation to slow either the deployment or adoption of IP-
based services or impact expected returns {our return analysis presented
above already assumes inclusion of these “taxes”). Indeed, recent moves by
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the RBOCs to embrace VoIP can be viewed partially as regulatory maneu-
vers to ensure that the FCC treats all forms of telephony equitably.

Investment Conclusion

For the cable operators, VoIP telephony represents an incremental source of
reveniue and earnings growth. The residential telephony market is vastly
larger than the video services market (approximately $65 billion versus ap-
proximately $35 billion} so even modest market-share gains for the cable
operators can translate into a meaningful impact on top-line growth. We
forecast that telephony will contribute more than 2% to our 9-10% 2004 to
2008 revenue CAGR for Comcast.

The cable operators who have the least exposure to telephony {Cablevi-
sion, Time Warner and Charter) have been the most aggressive in rolling
out VolP service, and have the most to gain in the short term, as they start
from essentially zero. In the longer term, the operators who have existing
telephony businesses {Comcast and Cox) can leverage their expertise into
higher eventual telephony penetration, neutralizing the advantage of the
early entrants. All operators in the sector will benefit from an acceleration
in overall growth, and we recommend investors overweight the cable sector.

For the RBOCs, the advent of additional competition from cable teleph-
ony exposes them to both additional share losses and price erosion. Access
lines lost to cable IP-based telephony could dwarf the losses to UNE-based
competitors. The RBOCs most impacted by cable VoIP deployments ini-
tially will be those most exposed to Cablevision, Time Warner and Charter.
Eventually, RBOCs are likely to experience equal degrees of competitive
impact, as RBOC footprints overlap more or less randomly with those of
the many cable operators. We rerain cautious on the Bells, and believe that
increasing competition from wholesale-based competitors, wireless substi-
tution and cable telephony outweigh the potential benefits of growing em-
ployment, abating share loss to wholesale-competitors and an improving
regulatory landscape. Thus, we recommend investors market-weight the
telecom sector to balance the near-term improvements in fundamentals
with the longer-term risks from cable.

Valuation: The Belis

There are few value plays in the telecom services sector and the Bells are
not among them. On an earnings basis, both SBC and Verizon trade above
their long-term average relative price-to-forward earnings multiples. Bell-
South trades essentially in line with its relative earnings multiple and
Qwest has no earnings and thus no multiple against which to compare.
Similarly, on an EV/EBITDA basis, none of the firms look particularly
cheap, with all trading in the 5.0-6.0x range on both 2004 and 2005 esti-
mates of EBITDA. Finally, only on a discounted-cash-flow basis do any of
the Bells screen attractive, and then only when long-term cash fiow genera-
tion is considered. On near-term multiples of equity free cash flow, the
Bells are trading at multiples in the 10x to 12x range. The only metric
against which the Bells appear attractive is their dividend yield spread to
the 3&P 500, against which metric both SBC and Verizon — the two most
expensive Bells on earnings and EBITDA — screen attractive at 1.85 and
0.87 standard deviations above their five-year averages. respectively.
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The MSOs

We value the MSOs on a sum-of-the-parts basis. We value the core cable
businesses on a blend of forward 12-month EV/EBITDA multiple, and
EV/EBITDA multiple relative to the S&P 500 price to forward earnings. We
value other consolidated and nonconsolidated operations (including en-
tertainment and sports cable networks) and nonpublic equity investments
on various bases as appropriate, generally based on their own industry
norms, primarily including EV/EBITDA multiples and value per sub-
scriber. Publicly traded investments are carried at current market value.

Of the cable operators under our coverage, we rate both Comcast and
Cox outperform. Comcast is our top pick. with its combination of strong
fundamentals and attractive valuation. On a cable-only basis, Comcast cur-
rently trades at 8.9x current year EBITDA, a discount to Cox’s muitiple of
10.2x, its own valuation history, and relative to the S&P 500. Comcast also
{ooks attractive based on free-cash-flow multiples; with unlevered FCF ex-
pected to grow at an average 15% per year from 2005 to 2008, we believe
there is significant upside to Comcast's current 12x multiple on 2005 unlev-
ered free cash flow. Cox is also attractive, currently trading below one stan-
dard deviation less than its historical average valuation relative to the S&P
500. We have reservations about Cablevision, particularly due to the ongo-
ing risk associated with its Voom DBS business; we rate the stock market-
perform.

Risks

The most significant risk to our negative midterm outlook on the Bells and
an important but not necessarily paramount one to our bullish case on the
cable operators is that cable telephony is either slower to be deployed by
the MSOs or gains share more slowly than currently anticipated. In the ab-
sence of cable telephony share losses in the range predicted, the Bells have
the potential to show sustainable earnings growth and could likely avoid
the significant expenditure currently anticipated (but not necessarily in-
cluded in full in our models) for a midterm Fiber-to-the-Premise or Fiber-
to-the-Curb deployment to a significant portion of their footprint.
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Introduction: The Three Flavors
of VolP

Overview

At its essence, VoIP is a service, not a technology. In this Black Book, we
focus exclusively on consumer VolP telephony services, and their impact
on the Regional Bell Operating Companies (RBOCs or Bells) and the major
cable operators (Multiple System Operators, or MSOs). We deal with the
technology aspects of VolP at a high level only, with a focus on how this
technology directly affects the economics of the RBOCs and MSOs.

In this introductory chapter, we describe the elements of a VolP system,
and identify three unique “flavors,” or business models, of consumer VoIP.
Each is defined by a different “architecture,” based on how the call is
routed to its destination. These routing alternatives vary as to whether the
call travels over the public Internet, a private network, or over the tradi-
tional public switched telephony network (PSTN). Each model carries with
it very different economics, and each offers different service characteristics
for consumers. We focus in particular on cable’s unique version of VolP, in
both early “first-to-market” resale deployments like Cablevision's or Time
Warner Cable’s, and in longer-term facilities-based models like that which
we expect from Comcast.

We further note that, rather than being simply a cheaper version of te-
iephony, VoIP could well evolve into a premium service, with features and
functionality beyond that available over the traditional circuit-switched ar-
chitecture of the Bells.

Background: What Is VolP?

Voice over Internet Protocol (VoIP) technology takes a data-centric view of
voice communications. Rather than providing a dedicated circuit — as
would a circuit-switched telephony network — a VoIP system carries voice
in packets that are added to existing data streams, largely reusing equip-
ment and facilities already in place to serve the public Internet or an exist-
ing high-speed data business. In its simplest form, a VoIP network requires
little more than a telephone connected to a compatible broadband modem.

The designation "VoIP" refers to a call packetization scheme — the
method by which information is broken into units for transmission over a
communications network — and does not necessarily suggest that the voice
call itself is routed over the public Internet. IP-based voice signals are con-
verted into digital packets, sent over a routed network (alongside other
voice and data packets}, and then reassembled at the termination point.

VolP is being deployed in both the consumer and business markets. On
the business side, the key benefit is the ability to commingle voice and data
traffic on a corporation's existing local area networks and wide-area net-
work to make network management more efficient and, of course, mini-
mize the expense of managing redundant network facilities. On the con-
sumer side, the benefit of all flavors of VoIP is expense reduction,
potentially including the bypass of long distance toll charges.

From a service provider’s perspective, VoIP offers three significant ad-
vantages over circuit-switched telephony. First, VoIP equipment is much
lower-cost than that required for circuit switching. Second, the placement of
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VolIP's switching equipment is less location-sensitive, making it possible ta
share equipment across wider areas, and in much smaller markets, than is
practical with circuit-switching. And third, VoIP offers the potential of
greatly expanded feature/functionality relative to circuit-switching.

On the downside, because IP doesn’t dedicate a connection path, qual-
ity issues arise when packets are lost or delayed during transmission. Until
recently, these service-quality concerns had stalled adoption and deploy-
ment of VoIP services by major service providers. In addition, the IP proto-
col was initially limited in its ability to support the vertical services con-
sumers and businesses demand, such as directory assistance, caller ID, call
waiting and CENTREX. With new routing and voice-sampling algorithms,
the quality and feature issues now appear to be largely resolved, driving an
acceleration in the rate of both demand and supply for VoIP services.

The Elements of a Cable
VolP System

For cable operators who have already made the investment in two-way
capable networks (required for the high-speed Internet access business), the
incremental investment necessary for telephony using VoIP is relatively
small. In the subscriber’s home, a cable modem with a built-in phone jack (a
media terminal adapter, or MTA, that packets the voice signal) replaces the
current modem, typically at a total cost of around $100, or perhaps $50
more than a regular cable modem. Installation is relatively straightforward:
The subscriber plugs the MTA into his or her broadband modem and plugs
the phone into the MTA (or, instead, connects the MTA into a phone jack in
the wall, thereby “lighting” the rest of the phone jacks in the house).

In the cable headend, the data stream terminates at a cable modem ter-
mination system (CMTS). which is already required to provide high-speed
Internet access service. In some cases, the CMTS chassis requires new line
cards — at an estimated cost of $38 or so — to upgrade from a first-
generation DOCSIS 1.0 CMTS to a newer DOCSIS 1.1 or 2.0 CMTS,1 a tran-
sition that is already largely complete at most cable operators. The DOCSIS
1.1 standard allows the prioritization of voice packets over nonvoice pack-
ets, eliminating the latency and echo effects that plagued early VolP im-
plementations (and that still characterize basic VoIP services like that of
Vonage).

The Softswitch

At the center of any VoIP network is a "softswitch” — really a router with
software emulation of a switch (hence the name). In a distributed
softswitch architecture, individual devices or servers handle the various
tasks of a Class 5 telephony switch. A call management server at a regional
switching center is at the center of a cluster of special-purpose servers that
emulate the functions of an integrated telephony switch. In order to hand
off a call to the public phone network for call completion, a signaling gate-
way server translates the data stream to Signaling System Seven (S57), the
lingua franca of the Public Switched Telephony Network (PSTN). In a full
emulation of PSTN, additional functions include call detail recording — in
the form of a record-keeping server — enabling law enforcement access to
the network {a CALEA server), etc. (see Exhibit 10).

1DOCSIS 1.t {Data Over Cable System Interapetability Specification) is a standard that enables prioritization of voice packets (o prevent fatency.
developed by CableLabs. an indusiry-funded R&D consortium.
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Exhibit 10

Elements of a Modular VolP Telephony System
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In an integrated architecture (increasingly the choice of most operators),
a single device provides all these various functions, including call setup,
signaling, call routing, etc. (Early leaders in this equipment market are
Siemens, Nortel, Cisco, and Cedarpoint.)

Location Insensitivity The softswitch can be located almost anywhere. Indeed, location-

Lowers Cost

insensitivity is a key advantage of VoIP. Because more than one cluster can
share the same softswitch — for example, Time Warner's VoIP deploy-
ments in Syracuse, NY, and Portland, ME, are both using the same Cisco
softswitch located in upstate New York, and a single softswitch in Kansas
City will serve their Memphis and Milwaukee systems in addition to West-
ern Tennessee — it is economically viable to offer service in much smaller
markets than would be possible with circuit-switched telephony (where a
Class 5 switch would generally be required in each market). Moreover, the
ability to share a softswitch — already a lower-cost device than a Class 5
switch — means that fewer are needed, and capacity utilization is inher-
ently better.

Investors should note that distance-traveled for switching does not
compromise the quality of the connection in any way. Indeed, long call
transit routes are aiso common in calls over the circuit-switched network.
For example, business travelers using a New York-based mobile phone
while traveling in Los Angeles will typically have their calls routed through
a switch in New York, even if they are calling the relatively short distance
to San Francisco.

The Product Advantages VoIP has numerpus product advantages over the traditional circuit-

of VolP

switched telephony service. Although VoIP is currently being positioned as
a discounted phone service (for simplicity}, many VolP-enabled services
may one day garner premium prices.

“J BERNSTEIN RESEARCH
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The fact that VoIP is a software-defined product means it is much easier
to enable new features and functions than is true of the hardware-based cir-
cuit-switched platform. For example, turning on or off second phone lines
at specific times of day (say, in a teenage daughter’s room after 10 p.m.},
enabling unique ring tones for different inbound callers, blocking calls from
specific users, or dynamically provisioning second lines are all capable of
being provisioned by the user through a Web interface. The integration of
video telephony — the long-imagined picture phone — is vastly easier on a
network that is already designed to deliver streaming content — iL.e., video.

Similarly, sound quality can be “dialed” up or down as needed, poten-
tially to levels well above those possible in today's circuit-switched net-
work. The sound quality of a VoIP call is directly attributable to the number
of samples per second taken in the packetization process and coding
scheme {codec) employed. Bell Labs has mathematically demonstrated that
the minimum number of samples per second required to faithfully repro-
duce a signal is equal to twice the highest frequency being reproduced.
Traditional analog voice is sampled 8,000 times per second, allowing fre-
quencies up to 4kHz — lower than the highest frequencies in the human
voice, and well below those in music (high-quality speakers, for example,
deliver frequencies up to 20kHz}. In turn, each sample is encoded to 8 bits,
50 a traditional voice call therefore consumes 84Kb/s, a traditional DSO
("DS-zero”) in telecom parlance. Cellular telephone systems generally sam-
ple far less frequently, often only 1,200 times per second (requiring only
9.6Kb/s), and therefore truncate even more of the upper frequencies of the
human voice, resulting in noticeably poorer sound quality.

By contrast, sampling rates in a VoIP world can be adjusted to fit the
need of the user. We believe the cable MSOs will settle on codecs providing
sound quality indistinguishable from that offered on the RBOCs' circuit-
switched networks, and will eventually offer services that sound consid-
erably better. At the same time, Internet telephony — those forms of VoIP
that travel over the public Internet, rather than a dedicated network, as de-
scribed below — are likely to initially employ lighter codecs (to reduce la-
tency). to the detriment of voice quality.

Three Flavors of VolP

While the technology behind VoIP is relatively consistent, as described
above, there is greater diversity in VoIP business models. The key issue is
the way calls are actually routed once they are encoded as Internet packets.
These routing alternatives vary, based on whether they travel over the
public Internet, private networks, or over the traditional public switched
telephony network, and where in the call they jump from one of these net-
works to another.

It is useful to think of consumer VoIP-based voice services in three fla-
vors:
* Computer-to-Computer telephony (e.g., Skype, Pulver.com, or voice-
enabled Instant Messaging) is originated on a computer, is transported
via the public Internet, and is terminated on another computer.
Internet telephony (e.g.. third-party carriers such as Vonage} originates
via computer — or phone connected to a modem — is transported via
the Internet, and terminates on traditional phorne lines {the PSTN}.
Cable telephony originates via phone (connected to a modem), but is
generally transported via the public switched telephony network, and is
terminated on traditional phone lines.

All three are "VoIP,” but each is technologically distinct.
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Type 1: Computer-to-Computer Computer-to-computer {C-to-C) based telephony is a software-based solu-

Telephony tion offering users the ability to bypass domestic and international long
distance toll and local access fees by leveraging their existing high-speed
Internet service provider (ISP} connection to the Internet (see Exhibit 11).

Exhibit 11 omputer VolIP Telephony Schematic

Origination Transport Termination

Public internet

Headset Headset

Source: Sanford C. Bernstein,

Using this technology, the originating caller attempts to establish a
voice "session” with the intended recipient through an instant-messaging-
like interface, whereby the availability of the recipient {on-line and avail-
able) is queried, interest in a voice conversation confirmed, and the “con-
nection” established.

Pitfalls of the C-to-C VoIP medium include lower voice quality than
found on the circuit-switched telephone network — the quality is subject to
significant latency and jitter as the public Internet becomes congested at
peak times — and lack of backup power in the event of a blackout (unless
both parties’ PCs and cable modems are connected to uninterruptible
power supplies). The current leader in C-to-C VolP is Kazaa/Skype, though
AOL'’s version 9.0 software does include voice Instant Messaging, and is
likely to play a growing role.

Type 2: internet Telephony Internet telephony shares many features with C-to-C VolIP, except that: (1)
The call typically terminates on the public switched telephony network
(PSTN), and (2) the caller can originate the call through a standard tele-
phone handset connected to an analog-to-digital telephone adapter, in turn
connected to the customer's cable or DSL modem rather than only through
a PC. Once originated, an Internet telephony call travels over the public
Internet (in order to bypass long distance toll charges) to a local Point of
Presence (POP} in the terminating market. From the POP, the call is routed
through an ISP (Internet Service Provider) onto the public switched teleph-
ony network (most likely the RBOCs’ local network, but possibly that of
another local operator) and terminated at the recipient's premise. Exhibit 12
provides a schematic of the most common Internet telephony networks.
Vonage and Packet8 (EGHT) are the two leading providers of Internet te-
lephony service today.

S BERNSTEIN RESEARCH
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Exhibi Vioice over the Internet Schematic

Origination Transport Termination

Cable or

Headset

Source: Sanford C. Bernstein.

Type 3: Voice Over Cable Cable’s version of VoIP represents the second generation of cable teleph-
ony, following circuit-switched deployments of cable telephony by Cox and
AT&T Broadband (now Comcast}. To-date, nearly every major cable MSO
has stated its intention to launch a VolIP service in the next year, with Ca-
blevision leading the pack with its 3Q/4Q:03 New York Metro area de-
ployment,

VolIP cable telephony is distinguished from the two services described
above in that, upon leaving the cable MSOs network through a softswitch,
it is handed off to the PSTN at the earliest possible point (see Exhibit 13).
Cable's version of VoIP does not travel via the public Internet. Because
voice packets can be prioritized ahead of other data traffic on the cable op-
erator's own network {the DOCSIS 1.1 Packet Prioritization standard), the
sound quality for VoIP via cable is likely to be indistinguishable from that
of a traditional circuit-switched RBOC voice call.

Exhibit 13 Cable VoIP Telephony Schematic - Phase 1

Origination Transport and Termination
Cabie Moda

“Softswitch”

Source: Sanford C. Bernstein.
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Nearly every major cable MSO intending to deploy VolP has already
begun to deploy DOCSIS 1.1 equipment in their headends, and most legacy
cable modems can be passively upgraded to the new standard via software
“pushed” from the headend. The other forms of VoIP described above do
not support the DOCSIS 1.1 prioritization methodology and, thus, cannot
deliver voice quality at parity with cable VoIP.

Cable VolP: Phase 2
(After They Get to Scale)

The easiest approach for cable telephony providers today — and therefore
the first to be adopted — is to partner with a CLEC for interconnection to
the long distance and incumbent local networks. Typical carriage and inter-
connection charges are in the range of approximately $0.01 per minute for
wholesale long distance fees, and $0.006 for terminating access fees (higher
if the traffic is intrastate versus interstate).

However, longer term, as the cable companies develop critical mass in
their telephony businesses, they will seek to avoid paying wholesale long
distance and, where possible, local access charges for terminating traffic. As
a result, cable companies will likely build {actually, lease) private networks
for carrying their traffic (see Exhibit 14). Indeed, Cox has already made this
leap in its circuit-switched telephony business, and now transports its own
traffic, and even terminates on-net traffic (i.e., from one Cox customer to
another) without interconnection.

Source: Sanford C. Bernstein.

Cable VolIP Telephony Schematic - Phase 2

Origination Transport Termination

“Off Net™

L)

“On Net"

)

Proprietary
Network (VPN)

“Softswitch"

omr O

«
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Consumer Demand:
Bernstein’s Consumer
Telephony Preference Study

Overview

Consumer demand for cable telephony is likely to be much stronger than
most investors expect. OQur 2003 Bernstein Consumer Telephony Preference
Study found that consumers are highly receptive to Bell-alternatives for
their wired phone service, setting the stage for significant share gains for
the cable operators.

Indeed, 26% of households participating in Bernstein's 2003 Consumer
Telephony Preference Study reported a preference for their cable operator
over their RBOC for voice telephony service even at no discount to their
RBOC’s monthly price; and, more than half reported a preference for a ca-
ble telephony service over an equivalent RBOC offering if a 30% discount
were offered. Battery backup powering and further discounts to 40% in-
creased preference for cable voice telephony in our study to almost 60%.

The findings of the study — particularly cable's surprisingly high pref-
erence marks even when no discount on price or battery backup are offered
— reinforce our bullish view on the cable sector and longer-term caution on
the Bells. We forecast that cable will achieve 17% penetration of telephony
homes passed, or 15% share of RBOC primary consumer lines, by 2008.

Among cable operators, Time Warner Cable and Cox tended to garner
a greater share of preference than other MSOs. Perhaps not surprisingly,
Comcast's AT&T Broadband brand name continues to have strong currency
in telecommunications, and is preferred to Comcast. Charter commands a
lesser share of prefererice. Among the RBOCs, BellSouth shows a margin-
ally lower vulnerability to inroads from the MSOs than do Verizon and
SBC, although that advantage dissipates at higher cable discounts. These
differential shares of preference may manifest themselves as a requirement
to offer greater or lesser discounts in order to protect market share in-re-
gion.

Cable's high “share of preference” mirrors actual results in Cox’s most
mature circuit-switched markets — where share is now approaching 35% of
homes passed -—— and in Time Warner's Portland, Maine, market, where
Time Warner Cable has taken about 10% market share in only nine months.

Despite similarity to real world results, we emphasize that self-reported
willingness to switch (“share of preference”) is not a direct predictor of
market share, as inertia inevitably plays as large a role in behavior as pref-
erence. As such, our "share of preference” calculations should not be taken
as forecasts of eventual market share, but instead as rough indications of
market opportunity and latent demand.

The Bernstein Consumer
Telephony Preference Study:
Research Design and
Objectives

In an effort to gauge the magnitude of the market opportunity for cable-
based VoIP telephony services, Bernstein's U.S, Cable and Satellite and
Telecom Services teams jointly fielded a proprietary consumer research
study of consumer receptivity to, and cross-elasticity for, cable VoIP resi-
dential telephony, the Bernstein Consumer Telephony Preference Study.
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The study, which was jointly conducted by Sanford C. Bernstein and an
independent research organization, Millward Brown Market Research, em-
ployed a “discrete choice” design — a variant of conjoint analysis — that
forced more than 700 consumer respondents from around the country to
“choose” between simulated offers from their specific cable operator and
their specific RBOC (Regional Bell Operating Company}. Subscribers to di-
rect broadcast satellite (DBS) services were excluded from our sample, as
were subscribers to UNE-P based local telephony service providers (e.g.,
AT&T or MCI).

Recruitment of participants was by mall intercept. Respondents were
instructed to assume they could keep their existing phone number (Local
Number Portability. or LNP), and their existing telephones. Note that our
sample was designed to achieve statistical significance for each cable brand
and each RBOC, but — for reasons of cost — not necessarily for each possi-
ble combination of each cable operator and RBOC. (For detail on research
design and questionnaire, see “Appendix to The Bernstein Consumer Te-
lephony Preference Study,” at the end of this report.)

The objective of the study was to determine customers’ self-reported
willingness to switch at various price points. A range of possible price dis-
counts {from zero to 40% in 10% increments), powering options (from no
battery backup to 24-hour battery power). and bundling alternatives were
tested.

Findings: Customers Show
Ample Willingness to Switch

Perhaps the most striking finding of the study is that more than a quarter
(26%) of study respondents report that they would opt for an offer from
their cable operator at no discount to their incumbent RBOC's price, even
without battery backup in the event of a blackout. Our baseline assumes
that the incumbent RBOC is offering a bundle of local and long distance
voice services on a single bill with vertical features (Custom Local Area
Signaling Services, or CLASS services) such as call waiting, caller ID and
call forwarding included as part of the bundle.

Not surprisingly, discounts relative to the RBOC price substantially in-
crease preference for a cable voice offering. More than half of all respon-
dents {51%) report a preference for a cable voice service if offered a 30%
discount to the prevailing RBOC bundled price. again without battery
backup. Adding battery backup and increasing the discount to 40%, adds
modestly to “share of preference,” bringing the maximum share of prefer-
ence to 57.5% (see Exhibit 15). The finding illustrates striking price sensitiv-
ity, or alternatively, a decided lack of loyalty, for basic phone service. Cus-
tomers appear to view their phone service as a relatively undifferentiated
commodity.

QBERNSTE[N RESEARCH
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Exhibit 15 Share of Preference for Cable VoIP: Ali Attributes (Weighted Average of All
Cable Operators)
70%
60% 55.3% 57.1% 57.2% 57.5%
51.1% 0% 0.3%
50%

20%

10%

Cabile Operator Share of Preference

0%

43.1% . ?2% 1.8%

o
" 1%
0% 29.0%

2.7%

No
Discount

Discount

20% 30% 40% 4-Hour 8-Hour 24-Hour
Discournt Discount Discount Battery Battery Battery
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Source: Bernstein Consumer Telephony Preference Study.

The Numbers Look High,
But Real-World Experience
Suggests They May Not Be
Unreasonable

Though the 30-40% discounts tested in our study sound high, they are in
line with those being offered in early cable VolP rollouts. As a reference,
Time Warner Cable’s $39.99 all-you-can-eat price in Portland, Maine, is a
33% discount to Verizon's $59.99 Freedom plan. Cablevision’s $34.99 plan
represents a 42% discount.

As a rough “sanity-check” on our numbers, it is instructive to refer to
Time Warner's experience in Portland, Maine. As of early March 2004, Time
Warner had taken over 10,000 subscribers since its launch in May 2003, in a
market of between 85-90,000 total cable subscribers — a penetration rate of
12% of basic video subscribers in nine months.

Cox's experience in circuit-switched telephony provides a second
benchmark. In roughly five years since the launch of its first telephony
markets (Orange County, California), it has achieved roughly 35% market
share of homes passed (41% of basic subscribers) while providing only
modest discounts versus the RBOCs' prevailing prices (ARPU remains
around $50). By comparison, our study showed a 28% telephony share of
preference for Cox without discounting, and a 49% share of preference at a
30% discount (see later in Exhibits 19 and 20). Although the technology is
different {circuit-switched versus IP), it is unlikely that most customers are
aware of — or moved by — the distinction.

Cablevision has also reported strong early results. In the first four
months since launching its VoIP service to high-speed data customers in
September 2003, Cablevision reported 29.000 subscribers acquired (2.7% of
its 1.1 million cable modem subscribers, who represented its available mar-
ket at the time). However, Cablevision's results may cloud the industry-
demand picture more than it clarifies it. Cablevision's decision to market its
service as a second-line service — while largely a regulatory rather than
consumer distinction — has temporarily precluded its ability to offer cus-
tomers the porting of their old number, something that participants in our
study were expressly told to assume. At the Western Cable Show in Ana-
heim, California, last December, Gerry Campbell (SVP Voice Services at
Time Warner} indicated that 80-90% of Time Warner's Portland customers
are opting to keep their existing phone number, suggesting that demand for



240

VOICE OVER 1P: RIPPLE OR TIDAL WAVE? 29

Cablevision's VoIP service may be dampened without LNP. It expects to
expand the feature/functionality of the product to full primary line re-
placement status later this year.

Dissatisfaction and Lack of
Differentiation Means Most of
the Market Is “Up for Grabs”

Exhibit 16 Self-Reported Customer Satisfaction:

RBOCs

Satsfied

The willingness of more than a quarter of all respondents to switch their
phone service to cable, even without a discount, was perhaps the most sur-
prising finding of our study. We presume that this finding reflects a latent
dissatisfaction (or even antipathy) toward the RBOCs among a sizable por-
tion of their subscriber base. To test the size of this segment — which we
refer to as "RBOC Dissatisfieds” — we analyzed its sensitivity to RBOC
discounts below the cable MSO'’s offered voice pricing. Even at an RBOC
pricing discount of 30%, more than 17% of respondents continued to indi-
cate their preference for the cable operator. Those must be some very dis-
satisfied RBOC customers!

A similar antipathy towards cable operators mirrors that held towards
the phone companies. In fact, a quarter of our study's respondents re-
mained steadfast in their preference for the RBOC even in the face of simu-
lated discounts of 40% from both their cable operator and a long distance
provider. This may explain why our study indicates a relatively limited
gain in share-of-preference for the cable MSO at discounts above 30%. just
as there is a segment of the market that is unswayed by RBOC discounting,
there appears to be a segment that wouldn't give the cable operator their
telephony business at any price.

These polarized views are evident in self-reported satisfaction levels in
our study. Both the RBOCs and the cable MSOs have a sizable group of
customers at the extremes of the satisfaction spectrum {see Exhibits 16 and
17.

Exhibit 17 Self-Reported Customer Satisfaction:

Cable MSOs

Neutra! Drssatisfied

Verizon

Sabshied Neutrat Dissatstied
Time Warner

2
§ 46% ':H

sBC |1, 38% Cox
] Comeast | s
D |
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BellSauth % Cablevision |
r e v v
0% 20%  40%  60% 0%  100% 0%  20% 40% 60% 80%  100%
Note: "Top-Two-Box™ satisfaction (9 or 10 of 10-point scale), and Note: “Top-Two-Box" satisfaction (9 or 10 of 10-point scale), and
“Bottom-Five-Box™ Dissatisfaction (1-5 on 10-paint scale). “Bottorn-Five-Box” Dissatisfaction {1-5 on 10-point scale).
Source: Bernstein Consumer Telephony Preference Study Source: Bernslein Consumer Telephony Preference Study.

Combining these two analyses highlights the fact that over half of the
market is “up for grabs” and likely susceptible to aggressive discounting
and churn (see Exhibit 18).

5 BERNSTEIN RESEARCH
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Most of the Market Is "Up for Grabs”

“Up for Grabs” . .
57% “ RBOC "Loyals’

26%

RBOC "Dissatisfieds” 17%

Source: Bernstein Consumer Telephony Preference Study.

Different Cable Operators Elicit While the direction of our core findings was similar for all cable operators
Different Loyalties and RBOCs, there were a few meaningful differences between the individ-
ual companies.

Among cable operators, Cox and Time Warner Cable drew the greatest
share of preference (or alternatively, had to offer more limited discounts in
order to garner a given share of preference). By contrast, Charter and Com-
cast appear to need greater discounts to garner the same share (see Exhibits
19 and 20).

Exhibit 19 Cable Operators: Share of Preference Exhibit 20 Cable Operators: Share of Preference

at No Discount at 30% Discount

[ S— B
Cox 28.2% Time Warner 60.4%
Time Warner 27.5% Cox 48 2%
Cablevision 24 9% Cablevision 48 7%
Comcast 24 1% Comeast 47 7%
] J
Charter 21.0% Charter 46.3%
v T T r d Y T v T v
0% 20% 40% 0% 80%  100% 0% 20% 40% 60% 80%  100%
Share of Preference Share of Preference
Source: Bernistein Consumer Telephony Preference Study. Source: Bernstein Consumer Telephony Preference Study.

Of particular niote within the cable operators was the disparity between
Comcast's now-retired AT&T Broadband brand name and the Comcast
name (among survey respondents in AT&T Broadband markets only). Not
surprisingly, we found that the AT&T brand still carries a great deal of cur-
rency as a telephony brand; AT&T Broadband (despite a poor reputation
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for customer satisfaction overall} had the highest share of voice service
preference of any cable brand. This result echoes studies from the telecom-
munications industry for many years after the AT&T divestiture in 1984
that found that many (even most) customers believed AT&T still provided
their local service (see Exhibits 21 and 22).

Exhibit 21 Share of Preference: Comcast and AT&T JExhibit 22 Share of Preference: Comcast and AT&T
Broadband Brands (At No Discount) Broadband Brands (At 30% Discount)

ATEY AT&T o
Broadband 308% Broadband 549%
Comcast 24 1% Comcast 47.7%
0% 20% 40% 60% 80% 100% 0% 20% 40% 60% 80% 100%
Share of Preference Share of Preference

Source: Bernstein Consumer Telephony Preference Study.

Source: Bernstein Consumer Telephony Preference Study.

No Clear Pattern to RBOC

Vuinerability

It is difficult to discern a pattern in vulnerability among the RBOCs. If no
discount is offered, BellSouth customers were less likely to report a prefer-
ence to switch to a cable operator than were customers of Verizon or SBC.
On the other hand, when faced with a significant discount (30%], the order
reverses: BellSouth customers reported the highest preference for the dis-
counted cable offering. This anomaly possibly reflects a perception (not
without basis) that BellSouth's service is good, but its prices are high; that
is, there could be a latent dissatisfaction with BellSouth’s pricing that is
only evident when customers are faced with a “better offer” {real or, in this
case, simulated).

In all cases, the absolute numbers are striking. A simulated discount of
30% off of RBOC prevailing rates is sufficient to garner an incremental 25%
share of preference for the cable companies among current RBOC customers
on top of the 26% who indicate they would prefer to switch to cable even
without a discount. Although share losses in the real world will likely be con-
siderably smaller — and happen gradually — the results nevertheless speak
to a critical pending decision for the RBOCs: How aggressively will they be
forced to discount their voice service offers in order to stem share erosion
when faced with a cable telephony foe? (See Exhibits 23 and 24.)

& BERNSTEIN RESEARCH
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Exhibit 23 RBOCs: Loss in Share of Preference Exhibit 24 RBOCs: Loss in Share of Preference
(Cable at No Discount) {Cable at 30% Discount)
{24)% BeliSouth (46)% Verizon
{27)% SBC (50)% SBC
{27)% Verizon (54)% BellSouth
(100)% (80)% (B0)% (40)% (20)% 0% (100)% (B0)% (B0)% (40)% (20)% 0%
Share of Preference Lost to Cable Operator Share of Preference Lost to Cable Operator
Note: Qwest excluded due to insuflicient sample size. Note: Qwest excluded due to insufficient sample size.
Source: Bernstein Consurner Telephiony Preference Study, Source: Bernstein Consumer Telephony Preference Study.
Beyond Price As noted previously, the higher-than-expected willingness to switch even

without discounts points to strongly held preferences for different classes
of service providers (RBOCs, long distance carriers, and cable operators).
Indeed, “type of service” ranks as the most highly correlated variable
among those tested, accounting for 42% of preference choice (see Exhibit
25). This appears to reflect a latent, pre-existing segmentation in the market;
there are significant pools of customers who hold relatively strong prefer-
ences for one or another type of service provider, regardless of price. (Inter-
estingly, the relative importance of the various attributes is similar for the
custorners of each specific RBOC and cable MSO))

Exhibit 25 Attribute Importance

Type of Service ] 42%

Local Discount | 20%

Cable Discount 115%

Free CLASS Services 0%
S

Blackout Maintenance 7%

ey

One Combined Bil J 6%

0% 5% 10% 15% 20% 25% 30% 35% 40% 45%
Relative Importance

Source: Bernstein Consumer Telephony Preference Study.

Nevertheless, “discounts” offered by either the RBOC or the cable MSO
are highly correlated with preference, ranking second and third, respec-
tively. Indeed, if we included “free CLASS services” - essentially another
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type of discount — then “discounts” collectively supplant “type of service”
as the primary variable.

Interestingly, “single bill” is relatively unimportant to consumers. This
confirms our prevailing view of bundles: Their power to sway consumers
rests almost entirely on the discounts that generaily come along with them.
Without discounts, bundles tend to be shunned by most consumers. From
an economist’s point of view, then, bundles can be said to have negative
utility; that is, customers generally need to be paid for the disadvantage of
taking them. When coupled with significant discounts, however, they can
be quite powerful.

Battery Back-Up Power Is Only
Moderately Important, and Only
if Discounts Are Minimal

An important consideration for cable operators offering VolP services has
been whether or not to offer powering in the event of a blackout. Battery
backup can be provided at the customer premise for relatively modest cost
(perhaps $40 per customer), while full network powering can be quite
costly (perhaps $15,000 per 500 customer node, or $30 per potential cus-
tomer).

We tested consumer receptivity to offers — at a range of prices — with
battery backup providing four hours, eight hours, or 24 hours of power,
Qur research suggests that backup power (“Blackout Maintenance”} is only
moderately important, and becomes almost irrelevant if the service is of-
fered at a discount. (Note that the consumer testing phase of our research
pre-dates the summer of 2003 blackout that affected much of the Eastern
United States.)

The result suggests that customers are, in fact, making rational trade-
offs — they only expect a fully comparable product if they are paying full
price or only getting a small discount, but they are willing to forgo certain
functionality if the price is right. Much has changed over the past 10 years
to reduce consumer dependence on wireline powering. First, wireless
phones have reached near-ubiquity, with many customers turning first to
their cell phone in an emergency. And, second, as many as 20% of all homes
have only cordless telephones, which are unusable in a blackout.

Importantly. there is virtually no difference — at any price point —
between four-hour backup and 24-hour backup, suggesting that even
minimal protection is perceived to be sufficient for most respondents. (It is
also quite possible that there is a significant group of customers for whom
emergency powering is very important, but who would not be interested in
cable VoIP at any price and therefore show up in our "RBOC Loyals” seg-
ment. In that case, catering to their needs would be a waste of money.) (See
Exhibit 26.)

% BERNSTEIN RESEARCH
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Exhibit 26 Additional Share of Preference for Cable Operator Based on

Battery Powering Options
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Source: Bernstein Consumer Telephony Preference Study.

In this light, Cablevision's low-priced offering in New York — which
offers battery backup as an option at extra expense — makes sense. Its
$34.99 all-you-can-eat service is being offered at a 41% discount to Veri-
zon's comparable $59.99 Freedom plan. At that discount, our research sug-
gests that battery backup would add trivially to market share (although
other features, including local number portability and €911 compliance,
may prove much more significant). By contrast, Cox is pricing its VoIP
service in Roanoke, Virginia, at a much more modest discount ($44.95 per
month including battery backup at the customer premises versus Verizon at
$59.95). As such, battery backup powering may be justified.

Consumer Research Is an While the Bernstein Consumer Telephony Preference Study was carefully
Iimperfect Predictor of designed and executed with the intention of testing consumer receptivity to
Eventual Market Share what will undoubtedly be a plethora of cable telephony offers over the

coming two years, it was not intended to predict the cable MSOs’ ultimate
market share of the consumer voice telephony market. We emphasize that
self-reported willingness to switch — “share of preference” - is only a
weak proxy for what consumers will actually do (after all, it is much easier
to check a box than to actually change service providers). The nature of the
research — which entails side-by-side comparisons of competing offers —
also assumes awareness of all competing offers available, a condition that
rarely exists in a crowded marketplace. As such, our “share of preference”
calculations should not be taken as forecasts of eventual market share, but
instead as rough indications of market opportunity. We also remind in-
vestors that initial marketing plans from some cable operators call for mar-
keting only to high-speed Internet subscribers (since a cable modem is a
pre-requisite for cable VoIP service), initially reducing the size of the avail-
able market.

Conclusion Among the drivers of our caution on the U.S. Telecom sector (from the per-
spective of the incumbent players) is our belief that the cable MSOs will be
very successful in their efforts to win a material share of the consumer te-
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lephony market. That belief is driven, in part, by the finding that consum-
ers show a significantly higher-than-expected share of preference for their
cable operator for primary phone service. The relative willingness of con-
sumers to switch from their incumbent RBOC — even if undoubtedly lower
than the indicated “share of preference” indicated in our study — iltus-
trates the vulnerability of the Bells to both share losses and price erosion
from cable telephony. Conversely, the surprisingly high demand for cable
telephony exhibited by our study’s participants benefits all cable operators
in two ways: First, market share gains may be greater than many investors
expect; and, second, cable operators may find they require smaller dis-
counts (relative to the Bells’ prevailing prices) to win share than previously
expected. Either could drive greater revenue and higher margins than ex-
pected. As we have noted in prior research (“Cable’s Usage Based Seg-
ments: Not All Subscribers are Created Equal,” November 24, 2003). te-
tephony is also a critical element in a bundled offering to the most valuable
subscribers, and has substantial benefits in reducing churn in the related
businesses of high-speed Internet access (HSI) and video. Cable operators
with the most limited telephony businesses today — Cablevision and Time
Warner Cable — have the most to gain, as they start from an immaterially
small base today. On the other hand, Cox and Comcast, the two operators
with the largest phone businesses, are seen as better able to exploit the op-
portunity, neutralizing the advantage to the nonplayers. Relative to the
Bells, Verizon is seen as at greatest near-term risk given its overlap with the
fastest-deploying MSOs, Cablevision and Time Warner. Longer term, as-
suming Cox and Comcast reinvigorate their own telephony push later in
2004, SBC is seen as being most disadvantaged.

W BERNSTEIN RESEARCH
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The All-You-Can-Eat Business
Model: A Double-Edged Sword

Overview

The first wave of cable VoIP service launches, from Cablevision, Time
Warner and Cox, have borrowed more than just the Internet's technology,
they have emulated its pricing model — “all-you-can-eat” for a fixed
monthly fee. While there is no technological linkage between VolP and the
flat-rate model, the two have become inextricably tied, and the combination
is a powerful one.

Among cable operators, "all-you-can-eat” pricing is at the center of a
trend towards simpler and faster implementation of VoIP service. These
new stripped-down deployments rely on unlimited-use pricing plans to
minimize customer service demands and back-office integration require-
ments, and they replace elaborate billing systems with a single line item on
existing bills. System powering and system architecture are also simpler
than previous business models. The net result is a lower-cost, easier-to-
deploy platform. The RBOCs, UNE-P-based long distance operators, and
even wireless carriers aiming at wireline replacement have all begun offer-
ing similar plans.

But the new business model comes at a cost. "All-you-can-eat” pricing
threatens to significantly erode overall industry pricing for voice services,
and will likely stimulate churn by making it much easier for consumers to
price-compare across carriers. The RBOCs will face a particularly stiff
headwind, as the re-pricing of the most valuable "heavy users” will com-
pound the economic impact of share losses to VoIP providers.

These trends will erode pricing — and returns — for all telephony op-
erators.

The Legacy of High Network
Costs

For almost a century, leveraging the fixed costs of the network itself was
the raison d'étre of virtually every operating decision for phone companies.
The entire concept of charging by the minute reflects the assumption that
network resources are scarce and should therefore be rationed.

Since then a huge cost infrastructure has grown around this minute-
based billing model. As network costs have fallen, however {a function of
advancing technology and increased capacity), the cost of this back-office in-
frastructure has outstripped the usage-sensitive portion of network costs that
it was designed to ration. Today, a typical RBOC's customer service and
billing operations account for 12% or more of total expenses (see Exhibit 27).
Additional costs stem from a massive IT infrastructure that exists largely in
support of the same minute-based philosophy, providing seamless views to
custorner service representatives and billing and remittance processing sys-
tems, all revolving around this charge-by-the-minute philosophy.
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RBOC Cost Structure

17% i

17% 28% Corporate

1%

and Other

Sales and Marketing

i Customer Service

and Bifling
54% 58% 519, Network
Operations
BeliSouth S8C Venzon

Source: ARMIS and Bernstein analysis.

For cable, building and supporting this infrastructure is enormously
costly, with hundreds of millions of dollars in capital for billings systems,
customer-service interfaces, and massive integration consulting expenses.
Cablevision, Time Warner Cable, and others are therefore turning to all-
you-can-eat as a mechanism for avoiding these costs.

Cox and Comcast, by virtue of their significant installed circuit-
switched phone businesses, are much more heavily invested in the status
quo. They could, therefore, be expected to be cautious about the prospect of
stranding this investment in favor of a flat-rate pricing plan. However, Cox
is offering all-you-can-eat pricing in Roanoke, Virginia, its first VoIP mar-
ket, and Comcast is seriously considering all-you-can-eat options.

Fiat-Rate Proliferation

Last year, Verizon introduced Verizon Freedom for $59.95 per month, an
unlimited local and domestic long distance pricing plan. MCI introduced a
similar program called The Neighborhood. Among cable operators, Cable-
vision and Time Warner Cable are currently offering only flat-rate plans
(Time Warner provides call detail to subscribers via the Web) (see Exhibit
28). As a result, both MSOs stand to avoid not only the variable costs asso-
ciated with customer service, but also the fixed costs associated with the
billing platform itseif.

5 BERNSTEIN RESEARCH
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Exhibit 28 RBOC, Long Distance and Cable Al Can-Eat Bundles
RBOC Flat-Rate Pricing Plans
Verizon Freedom Package SBC All-Distance Package BellSouth Answers Package Qwest Choice
Market New York City California Adania, GA Colorado
Offer $59.95/Month $48.95/Month $54.99/Month $45.99/Month
Notes: Non-Qualily of Service VoiP Plan  Currently Offers VolP for Currently Offers ValP for VoI Offering Launched in MN:
Launch Scheduled for 2(:04. Business Customers. Business Customers. No Pricing Details. Launch to
All 14 of Its States in 2004.
Long Distance Fiat-Rate Pricing Plans
AT&T One Rate MCJ hNaghborhood
Market New Yark City New York 1ty
Offer $54.88 / month $49.99/month
Notes: CaliVantage VolP Plan Launched  Currently Offers VolP for
i NJ and TX at $39.85; Plans Business Customers,
Announced for 18 states.
Cabie Flat-Rate Pricing Plans
Cablevision Time Warner Cable Cox Comcast
Status Launched to Entire Footprint. Launched Launched In trials

HSD Subs Only

Cusrent Markets New York

Portland, ME and Raleigh, NC = Roanoke, VA Trial in Coatesville, PA

Offer $34.85/Mo. Flat Rate W/HSD $38.95/Mo. Flat Fate $49.95/Ma. Flat Rate T8D
Service
Announced Currently No Plans to Expand Expects to Leunch Mostof  Additional Mackets Planned  Additional Trials in Philadel-

Launches

Source: Corporate reports.

Availabitity to All Subs,

Footprint in 2004 in 2004
(31 Markets in 27 States).

phia, Springfield, MA, Hart-
ford, CT and Indianapolis.
IN in 2004. Expect Broad
VolP Launch in 2005.

Over the longer term, flat-rate pricing plans are likely to accelerate the
overall erosion of the local/long distance telephony business. Indeed, we
would point to Sprint's transition to flat-rate-per-minute pricing, when
Candice Bergen first touted $0.10 per minute all the time, as the first and
most critical step in the transition from oligopoly pricing to damaging price
competition. Prices had previously been obfuscated by time-of-day rate
bands, distance promotions, and complex taxes. With the advent of flat-
rate-per-minute pricing, prices were immediately comparable and easily
discounted. All-you-can-eat pricing can be expected to have a similar im-
pact.

A New, Faster Timetable for
Cable

For cable operators, a key advantage is speed-to-market. Flat-rate pricing
can shave as much as a year off of previously assumed cable VoIP timeta-
bles.

Until recently, 2004 was expected to be a testing year for VoIP. Com-
cast’s position as the industry’s de facto leader had drawn a great deal of
attention to its VoIP trial in Philadelphia during 2003. Its announced time-
table of technology testing in 2003, followed by market testing in early 2004
in additional markets, had led to an expectation that meaningful revenues
from VolP would not arrive until 2005. Unspoken at the time (simply be-
cause it was assumed) was that the model being tested was a call-detail-
based system that would replicate the current circuit-switched business
model on a lower-cost technology platform.
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However, Cablevision and Time Warner are not bound by the same
traditions. Cablevision has initially avoided the costs of backup powering
and other FCC mandates for primary-line service {(including CALEA, the
Communications Assistance to Law Enforcement Agencies Act of 1994 re-
quirement to provide wiretap access for the FBI and CIA) by positioning its
voice service as a second-line replacement. In contrast, Time Warner Cable
deployed a more advanced model in Portland, Maine, with a full comple-
ment of primary line capabilities, including compliance with CALEA and
€911 requirements. By doing so, it gained the benefit of being able to offer
local number portability (LNP), whereby its subscribers can retain their ex-
isting phone numbers when they opt to switch to Time Warner's competi-
tive service. Time Warner Cable expects to deploy VoIP services to almost
its entire footprint by the end of 2004,

We expect that Time Warner will, with Cablevision, lead the industry
in the most aggressive deployment of flat-rate VolP.

All-You-Can-Eat Pricing:
A Double-Edged Sword

It is hard to argue with the assertion that flat-rate pricing will radically lower
operating costs for cable operators. Prior analyses of the long distance carri-
ers suggests that as much as half of all customer service call volume is gener-
ated from call-detail-related inquires ("I didn't make that call,” or “who is at
that number?"). We estimate that, for the Bells, the comparable number is
approximately one-third. An Internet-like billing mode] of flat-rate pricing
would radically reduce these customer service costs, and all but eliminate
incremental billing cost by adding a single line-item to an existing bill.

A near-term risk, however, is that flat-rate pricing will prove most at-
tractive to super-heavy voice users, driving access and interconnection
costs well above the potential customer-service savings. Assuming a $0.006
terminating access charge for each minute (most MSOs will probably opt to
pay for interconnection, rather than building their own facilities, as the
cheapest route to market entry), and a $0.01 per minute wholesale long
distance rate (for transport only), a $34.99 per month plan would break
even at 3,180 minutes, or 53 hours, of use per month {assuming 50% of us-
age is LD), a high but not unreachable number for a small, self-selected
segment. As noted in a previous chapter, (“Introduction: The Three Flavors
of VoIP" as penetration grows, MSOs can move traffic onto leased lines, re-
ducing variable cost significantly. Cox has already done so with its CBR
business, and now terminates almost 20% of its own calls without any inter-
connection.

Impact on the RBOCs:
Price Erosion Impacts May Be
Worse Than Share Loss

The advent of all-you-can-eat voice telephony models and single line-item
telephony billing also represents a double-edged sword for the RBOCs. On
the one hand, the demise of detailed billing represents a possible longer-
term catalyst for customer service process reengineering, as a declining
share of inbound calls result from billing-related inquiries. On the other
hand, however, the pricing transparency resulting from fixed-price-service
offers will inevitably drive aggressive price competition, opening the door
for smaller competitors, and eroding the returns for all players. With net-
work operating cost structures that are fixed on anything other than a long-
term basis, it is difficult to see how the RBOCs adjust rapidly to falling
price recovery per line.

There is a second troubling aspect of all-you-can-eat pricing for the
RBOCs: the elimination of heavy users. In today's usage-based system,
heavy users — especially of long distance service — contribute a vastly dis-

SV BERNSTEIN RESEARCH
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proportionate share of the revenues. As a result of the "long tail” of the fre-
quency distribution, the mean ARPU for incumbents is well above median
averages (see Exhibit 29).

Exhibit 29 RBOC ARPU Frequency Distribution Today

ARPU

Fraquency
/
s

Source: Becnstein estimates and analysis.

Costs, moreover, are largely fixed. As a result, contribution is over-
whelmingly skewed towards the heaviest users.

It is exactly these users — by virtue of their outsized bills — for whom
flat-rate plans are most appealing. Whether they are lost to competitors’
flat-rate plans, or whether they choose one from the RBOCs themselves,
their disproportionately high contribution is lost (see Exhibit 30). With this
loss, the “long tail” is truncated, and mean and median averages converge.
Like the opposite of Lake Woebegone, there is nobody left above average.

Exhibit 30 RBOC ARPU Frequency Distribution After Flat-Rate Pricing

ARPU

Frequency

"Heavy Users” Repriced to
Flat-Rate Plans

ARPU
Source: Bernstein estimates and analysis.
Implications for Consumer This truncation of the curve will initially apply to local and domestic long dis-
Voice Pricing tance only (since none of the flat-rate plans currently include international

calling, and the current bi-lateral tariff processes that define that market sug-
gest that unlimited usage pricing plans remain a long way off). Heavy interna-
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tional callers represent the very extreme of the heavy user value distribution.

But the impact of VoIP will reach these customers as well. Public Inter-
net voice services such as Skype, Pulver.com, and voice-based instant mes-
saging (IM) services all threaten to substitute for calling occasions, even as
they leave measured market share untouched. Calling destinations where
technology adoption is relatively advanced {e.g. Korea, or parts of India)
and where international calling rates are still very high (in many cases, $1
per minute or more) are obvious candidates for this form of arbitrage. In
fact, such shifts occur regularly in telecom: email for international fax traffic
{once said to account for as much as 50% of all trans-Pacific communica-
tions revenues) and wireless for wireline.

Exhibit 31 shows the impact of unlimited usage and feature bundling
on our current five-year forecast for average realized local revenue per ac-
cess line per month for the RBOCs (weighted-average of retail and whole-
sale local revenue per reported access line).

Exhibit 31 RBOC Revenue per Access Line per Month

CAGR
2003 2004 2005E 2006E 2007E 20088 2003-08E

Vocal $38.22 336,65 $35.09 $33.71 $32.80 32,01 5%

Long Distance $14.03 $11.60 $9.68 $8.14 $6.89 $5.87 18.0%

x Steady-State LD Penetration 50% 50% 50% 50% 50% 50%

= Effective LD ARPU Contribution $7.01 580 84 $4.07 $345 $2.94 (16.0)%

Bundled $45.23 $42.45 $39.93 $37.18 $36.25 $34.94 (5.00%

Note: Local includes basic rate service plus vertical feature and second-line penetration and pricing assumptions and acess.

Source: Corporate reports and Bernstein estimates.

Impact on the Cable MSOs: For cable operators, the shrinking voice pricing umbrella {caused by de-

Pricing Under the RBOC clining RBOC ARPUs) poses less of a threat, simply because their existing

Umbrella telephony businesses are relatively small. Only Cox, and to a lesser extent

Comcast, will have to manage through price erosion as a material offset to
the revenue and EBITDA gains arising from VoIP telephony. As we note
later in this report, the marginal economics of VoIP — even at relatively
low ARPUs — are quite attractive.

Operators like Time Warner Cable, Cablevision and Charter are likely
to enjoy relatively stable pricing. By entering with pricing that is 30% or
more below prevailing RBOC rates, these operators have set benchmarks
unattainably low for the incumbent RBOCs. From the RBOC perspective,
the value of share retention (by matching competitors’ pricing) is far less
than the cost of the pricing action itself. Said differently, the economics of
share loss are far better than the economics of share retention. (Telecom in-
vestors will recall a similar dynamic at AT&T Consumer Long Distance,
which emerged from divestiture in 1984 with high prices and almost 95%
market share. For them, it was nearly 15 years before the economics of try-
ing to retain share became a viable alternative. Today, AT&T's share is
roughly 25% of that market.)

Cox and Comcast, however, as the only two cable operators with sig-
nificant circuit-switched phone businesses, can be expected to face falling
ARPU for their existing telephony subscribers (see Exhibit 32). The nature
of the crazy-quilt overlaps between individual cable operators and individ-
ual RBOCs suggest that regional pricing differences will be relatively hard
to sustain. For example, prices set by Cablevision in Northern New Jersey
will force responses from Verizon — even if relatively muted ones for the

5"BERNSTI’EIN RESEARCH
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reasons just noted — in the rest of the state that will in turn force Comcast
to respond in the Southern Jersey suburbs.

Cable Telephony Subscriber ARPU Projections

CAGR
2002 2003 2004E 20058 20068 2007E 200810 2003-088
Comcast $54.33 $48.90 $44.89 34165 $38.85 $36.14 33357 (1.2)%
Cox 4362 46.40 43.37 4077 3832 36.02 3386 6.1}
Cablevision na na 3469 3434 34,00 33.66 33.32 [EX0]

Notes: Cablevision ARPU excludes Lightpath subs, CAGR is for 2004 to 2008.

Source: Corporate reports and Bernstein estimates.

As a result, prices at Cox and Comcast can be expected to fall from the
high $40s to the mid-$30 range by 2008, suggesting an average annual de-
cline rate of 6-7%. (Note that our cable telephony ARPU projections exceed
our RBOC ARPU forecasts by virtue of the near-100% take rate of long dis-
tance service among cable telephony subscribers. By contrast, the RBOCs
provide long distance service to only about half of their local consumer
subscribers today.)

Conclusion

A broad introduction of all-you-can-eat pricing plans will likely do more
harm to the RBOCs than good for the cable MSOs.

For cable operators, these simpler business models accelerate the near-
term prospects for cable telephony while reducing risks associated with a
larger scale capital deployment, At the same time, however, they poten-
tially reduce the long-term profitability of the telephony market, eroding
longer-term returns in that segment. Among the cable operators under our
coverage, Cablevision is best positioned to benefit from this nontraditional
business approach. Comeast and Cox are likely to move more slowly be-
cause of their legacy investments in traditional business models.

The impact on the RBOCs will depend on their exposure to the most
aggressive MSOs, with Verizon appearing to have the most immediate ex-
posure to Cablevision and Time Warner, BellSouth next, and SBC and
Qwest somewhat further out of harm’s way given their exposure to the
slower-deploying Comcast and Cox.
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Cable’s Marginal Economics
of VoIP

Overview

The cable MSOs' enthusiasm for VoIP stems from its attractive marginal
economics. We estimate that a full-scale deployment of VoIP would cost
less than $300 per subscriber, and would yield internal rates of return as
high as 30% for a 250,000 home cluster, and as high as 50% for large-scale
clusters of 500,000 homes. Our estimates are predicated on a high-variable-
cost interconnection model, which would likely be swapped for a lower-
cost leased-line strategy when traffic volumes warrant, resulting in still
higher internal rates of return.

Importantly, the relatively modest upfront capital requirements make it
possible for the MSOs to earn attractive returns even in smaller market
clusters, making the addressable market considerably larger than was pos-
sible with the old circuit-switched telephony model. We estimate that even
small clusters {100,000 subscribers} can earn attractive rates of return at
penetration rates in the 20-25% range. By contrast, the circuit-switched te-
lephony architecture required penetration rates as high as 40% — too high
an assumption to justify market entry.

Flat-rate calling plans (which, as described in a previous chapter of this
report, do not necessarily presume VolP technology) reduce variable costs
relative to traditional cailing plans, making attractive returns possible even
at relatively low ARPUs of $39.99 for unlimited "all-you-can-eat” usage.
The RBOCs’ large installed base of telephony subscribers make it extremely
costly for the RBOCs to match cable’s discounts.

VolP's attractive marginal economics should spur a continued accel-
eration of cable telephony trials and deployments during 2004 and 2605.

Marginal Economics Will
Dictate Roliout Pace

Cable’s acceleration in rolling out VolIP stems from its attractive marginal
economics. We estimate that a full-scale deployment of VoIP will cost less
than $300 per subscriber, and will yield high internal rates of return.

The purpose of this chapter is to examine in detail the marginal return-
on-investment question, exploring the capital expenditures and operating
expenses incurred in the telephony business, and the returns that can be
expected in various sized markets. For comparison purposes, these costs
and returns are compared to those of circuit-switched, or constant bit-rate
(CBR), telephony.

VoiP Promises Much Lower
Capital Expense, at Both
System and Subscriber
“Levels”

Time Warner Cable has suggested that capital expenditures associated with
offering VoIP are in the range of $300 per subscriber. Cablevision, which
has thus far offered only a second line solution (notably, without even bat-
tery backup powering), has claimed capital expenditures of around $150
per subscriber.

These compare to estimates of $610 per customer for circuit-switched
telephony (from Cox Communications’ White Paper: "Preparing for the
Promise of Voice over Internet Protocol,” February 2003).

Unfortunately, getting to an accurate picture of capital costs is more
complex than applying a single number per subscriber. Capital expendi-
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tures associated with telephony occur at four distinct “levels.” First, there
are capital expenditures that are required at the enterprise level, including
billing system upgrades and system design/engineering. Second, there are
capital expenditures incurred at the regional level {the cable headend), in-
cluding the softswitch itself, and upgrades to the CMTS (Cable Modem
Termination System) where cable modem data streams are aggregated in
the headend. Third, depending on the system design, there may be costs in-
curred at the local level (the node), including network powering and route
redundancy (if offered). Fourth, there are capital costs incurred at the indi-
vidual subscriber level, including customer premises equipment and the in-
stallation truck roll.

Key Cost/Capital Assumptions At the enterprise level, we have modeled a simple billing system upgrade
that assumes flat rate {or “all-you-can-eat”) pricing for unlimited usage — a
much less costly billing implementation than a fully-featured traditional
billing system based on rich call detail. Other enterprise level capital ex-
penditures include system engineering time.

At the regional, or headend, level, we have modeled an integrated VoIP
“softswitch” (rather than a more complex distributed call management
server-based system). Softswitches — such as those manufactured by
Siemens, CedarPoint, Nortel or Cisco — are essentially integrated
router/software combinations that emulate the functionality of the Class §
circuit switch that is required for CBR telephony. (For a description of the
more complex distributed call management system, see the chapter titled:
“Introduction: The Three Flavors of VoIP” in this report.) Current inte-
grated softswitches incorporate the full functionality required for primary
line service, including €911 and CALEA compliance. Other regional capital
costs include headend power supply (not to be confused with always-on
powering, which is dealt with later), real estate, engineering and switch in-
stallation, etc.

Because more than one cluster can share the same softswitch — for ex-
ample, Time Warner’s VoIP deployments in Syracuse, New York, and
Portland, Maine, are both using the same Cisco softswitch, and a single
softswitch in Kansas City will serve their Memphis and Milwaukee systems
in addition to Western Tennessee — we estimate the headend equipment
costs per region {excluding CMTS line cards, which we treat on a per-
subscriber basis, below) will be in the range of $1.1 million per cluster (see

Exhibit 33).
Exhibit 33 Selected Assumptions: Shared Infrastructure Costs

Circuit-Switched VolP
Enterprise Level
Billing System Upgrade ($ million) $15.0 miltion $10.0 million
Design Engineering/Beuch Testing {$ million) 32
RegionaliHeadend Level {Per Headend)
Integrated Softswitch (With Element Management System} $1.0 miblion
Class 5 Switch {Including Engineering} $2.4 million
Recard-Keeping Server, Voicemail Server. ete. 700.000 400,600
Local Engineering, Facilities Buildout. ete. 350.000 200,000
Headend Power Supply 150,060 20,600
Element Spares 260,000 106,000

Source: Bernstein estimates and analysis.
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individual Subscriber Costs The lion's share of the capital requirements for VoIP occur at the individual

of $240 subscriber level, and are substantially lower than for circuit-switched te-
lephony. For the purposes of this model, we have assumed that powering is
by battery backup at the customer’s home (rather than in the network it-
self), in a device called an MTA, or Media Terminal Adapter. Network-
based powering would be considerably more costly. For the CMTS, or Ca-
ble Modem Termination System, we have modeled only the incremental
expense associated with telephony over and above that required for high-
speed Internet access. The DOCSIS 1.1 standard is required in order to pri-
oritize voice packets ahead of the rest of the data stream in order to provide
a high voice quality service.

The MTA itself, which enables a cable modem to carry a voice teleph-
ony signal, is included at incremental cost only, as it will most frequently be
integrated with a cable modem, the base cost of which we assign to high-
speed Internet service. In our circuit-switched model, a network interface
unit {NIU) is installed at the home. Both services are assumed to require an
installation visit, although over the longer term the prospects for self-
installation of VoIP service are very good. Key per-subscriber assumptions
are shown in Exhibit 34.

Exhibit 34 Selected Assumptions: Capitat Expenditures (Individual Subscriber)

Circuit-Switched Volf

individual Subscriber Level
MTA (Incremental Portion Only) $50.60
CMTS Line Cards 40.00
Battery Backup 50.00
Network Interface Unit (N1U} $350.00

ton Truck Roll 100.00 100.00
Total individual Subscriber tevel CAPEX $450.00 $2406.00
Source: Bernstein estimates and analysis,

Lower Overall Capital Costs These multiple levels of capital costs and recurring expenses create a com-

plex set of cost curves that are highly scale sensitive. Because the system-
level and regional-level capital expenditures are much lower than for cir-
cuit-switched telephony, the curves are ajso much “flatter” than for tradi-
tional circuit-switched — making the relative cost of entering smaller mar-
ket clusters significantly lower. This flatness reflects the fact that the capital
requirements of VoIP are largely success-based — that is, they are mostly
incurred on a per-telephony-subscriber basis. The main shared infrastruc-
ture investments have already been made as part of the broader digital up-
grade of the last seven years.

We estimate that in a large, well-clustered system, VoIP service should
reach an investment asymptote in the range of less than $300 per subscriber
(based on a 20% or more market-share assumption), and for all but the
smallest systems only 10% market share is required before costs have flat-
tened materially Exhibit 36). Note that our model — by including costs such
as systemn engineering and billing system upgrades — more fully allocates
costs than do the per-subscriber estimates from Time Warner Cable or Ca-
blevision, although unlike Time Warner’s estimate we allocate only the in-
cremental cost of the MTA to the telephony business, rather than allocating
the full cost of the cable modem/MTA combination. (Fully $125 of Time
Warner's estimate of $300 comes from the cable modem/MTA))
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These costs are dramatically lower than those for a circuit-switched
platform, which by our estimate do not fall below $500 in even the largest
clusters (see Exhibit 35).

Significantly lower VolP capital investment could be achieved by
moving to a self-installation model, or by requiring that customers buy
their own batteries (as Cablevision has done in its initial launchy).

Exhibit 35 Capital Expense per Subscriber: Circuit Switched
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Note: Assumes circuil-switched telephony in eight clusters/systems.

Source: Bernstein estimates and analysis.

Exhibit 36 Capital Expense per Subscriber: VolP
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Source: Bernstein estimates and analysis.

Variable Costs and Margins Cable operators can also achieve lower variable costs by employing a VoIP

Also Favor VoIP platform. Contrary to popular {mis}conception, this cost advantage has lit-
tle to do with the technology itself. and everything to do with the prevail-
ing business model of flat-rate “all-you-can-eat” pricing.

Customer service costs account for almost $7 per month per subscriber
in a circuit-switched environment, based on an expectation of relatively
frequent contacts — especially during the early phase of the customer life-
cycle. Much of that cost is eliminated in an “all-you-can-eat” pricing envi-
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ronment, where customers are given far fewer reasons to call. (We estimate
that as much a one-third of all calls to customer service deal with cali-detail
related inquiries or disputes.) While nothing about flat-rate pricing requires
VolP, there is nevertheless an unmistakable trend among operators to link
the “all-you-can-eat” business model to the VoIP technology. Thus, we as-
sume customer service expenses consume less than $5 per month in the
VoIP model (see Exhibit 37).

Exhibit 37 Customer Service Expense per Subscriber: VolP (Flat-Rate Pricing)

—Assumption __

Customer Service Calls/ Line/Month 1.3 Calls per Month
Customer Service Call Duration 8 Minutes
Billing Inquiry Calls/Line/Month 0.5 Call per Month
Billing Inquiry Call Duration 6 Minutes per Cail
Loaded Salary {incl.
Base Salar Benefits/Qverheads) Per Day
Customer Service Rep, $30.000 $42,000 §175
Per Call Per Month
Customer Service Expense §292 $3.78
Billing Inquiry Expense 233 1.08
$4.89

Note: Selary assumes 240 working days per year; eight-hour shift; minutes per call shown net of availability
{utilization}

Source: Bernstein estimates and analysis.

High Transport Costs, In addition to customer service, transport and network access are signifi-

at Least Initially cant variable costs for competitive telephony operators, the cable MSOs
included. Our model of the variable costs of cable telephony assumes all
calls incur variable interconnection/termination charges. Specifically, we
assume terminating access for calls terminated on other operators’ facilities
costs the MSOs $0.005 per minute while long distance transport runs $0.009
per minute. These interconnection costs — and particularly the access por-
tion — are seen as a cost of rapid market entry, with high volume rates
likely lower but time-consuming to negotiate. As noted in the chapter “In-
troduction: The Three Flavors of VoIP,” national interconnection deals —
which incur variable costs for both long distance transport and local termi-
nation on a per-minute basis - are a route to rapid market entry (hence,
Time Warner Cable's recent deals with Sprint and MCI).

Conservatively, our estimates assume relatively high usage per sub-
scriber — in some cases multiples of the telecom industry averages — in the
belief that heavy users will self-select for cable's low-cost, flat-rate pricing
plans (see Exhibit 38).

Exhibit 38 Variable Transport Costs (Phase I interconnection Strategy)

Percentage Cast Minutes Minutes Hours Cost

of Revenue per Minute per Month per Day per Day per Month
Federal USF Charge 8.7% na na na na 3348
Local $0.005 1.600 533 .89 $8.00
Long Distance 0.014 1.100 36.7 0.61 15.40
Total 2.700 800 1.50 $26.88

Note: FUSF assumies $39.95 ASP.

Source: Bernstein estimates.
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This negative selection bias yields relatively low initial contribution
margins (see Exhibit 39).

Other variable costs include customer acquisition marketing, headend
power consurnption, maintenance labor, etc.

Exhibit 39 VolP Variable Costs
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We believe these low margins — after years of telling its investors to
focus on EBITDA margins as a key metric of success — are the reason Com-
cast has proven reticent about a rapid market-entry strategy based on inter-
connection, and has instead opted for a slower market entry leveraging its
own managed network.

Higher Long-Term Margins: In reality, these variable costs will eventually be replaced with leased-line
The Managed Network Model ~ VPN-like managed network models as soon as traffic warrants. Indeed,

Cox has already made the transition from a resale model to its own net-
work, and terminates all on-net calls (i.e., where one Cox customer is call-
ing another) over its own facilities, without paying for interconnection. We
estimate that this is already saving Cox more than 20% relative to an inter-
connection strategy.

This transition from variable to fixed costs would translate into much
lower average cost per subscriber, and commensurately much higher
EBITDA margins. (The disadvantage. of course, is that it takes longer to
launch, potentially leaving market share on the table by waiting). We esti-
mate that the direct variable cost associated with a managed network strat-
egy could be as much as 50% lower than the direct variable cost associated
with a pure resale/interconnection model (although semi-variable costs as-
sociated with leasing fiber and managing the network would narrow the
gap somewhat, with the precise amount depending on capacity utiliza-
tion/ network loading) (see Exhibit 40).
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Exhibit 40 Direct Variable Transport Costs (Phase li: Managed Network Strategy)

Percentage Cost Minutes Minutes Haours Cost per

of Revenue per Minute per Month per Day per Day Month
Federal USF Charge 8.7% na na na na $348
Local $0.004 1,600 533 0.89 $6.40
Long Distance 0.005 1.100 36.7 0.61 550
Reciprocal (Terminating) Access Fees $(0.002) 2,160 72.8 1.20 ${4.86)
Totat $10.52

Note: Assumes 20% of local termination is “on net” {i.e.. $0.005 x 80%).

Sourrce: Bernstein estimates.

High Marginal Returns for VoIP  Even using conservative estimates of market share attainable and variable
cost in the interconnection/resale model, the return on investment from
VolP telephony is compelling (see Exhibit 41).

Exhibit 41 IRR: VoIP Telephony
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Source: Bernsiein estimates and analysis.

Two patterns are evident relative to circuit-switched telephony (see Ex-
hibit 42). First, the economic returns in systems of all sizes are significantly
higher in the VolP model, even though we assume higher price realization
in the circuit-switched model (as a matter of pricing convention rather than
intrinsic value), and even though we assume a high variable cost intercon-
nection model as our baseline. Second, the returns on the smallest systems
— those of only 100,000 subscribers — become reasonable, and the potential
market therefore expands dramatically in a VoIP world. Only the largest
systems make sense for a Class 5 circuit switch. We estimate that between
one-third and one-half of all cable subscribers nationally are in clusters of
100,000 subscribers or less, and would therefore not be economical to reach
for cable operators using a circuit-switched architecture.

Smialler market returns could be boosted further by turning to third-
party service aggregators such as NetZPhone, an outcome we see as likely
not just among smaller operators, but potentially also among larger opera-
tors in their smallest systems.

BERNSTEIN RESEARCH
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VolIP Will Move Higheronthe  Aithough cable operators are currently rife with new business opportuni-

Priority List ties to pursue — the high-speed Internet access business, for example, re-
mains in its “sweet spot” for growth, and video-on-demand, personal video
recorders, and high-definition TV are all in their infancy — the high returns
available in telephony will command increasing attention from cable op-
erators, resulting in accelerating deployment plans. Even Comcast — which
is perceived by many investors to be taking a more cautious approach to
VolP — appears only to be waiting until its higher-margin managed-
network strategy is ready for aggressive rollout.

Although the residential telephony market is undeniably weakening, it
remains attractive in both size and ripeness for attractively priced bundled
offers. First, the residential wireline telephony business is almost twice the
size of the multichannel video business, at roughly $65 billion to cable and
satellite’s $35 billion. Second, the RBOCs suffer from the high-class problem
of a large installed base, making it wildly expensive for them to try to
match competitive discounts, Although we believe it is inevitable that the
RBOCs will offer their own flat-rate pricing plans at competitive rates, the
success of those plans will put its own pressure on ARPU by repricing the
heavy user base, even without taking a nominal price cut. As a result, pre-
serving price elsewhere (including in their DSL businesses) will become in-
creasingly critical for the RBOCs.

We expect 2004 to be punctuated by an ongoing series of announce-
ments stepping up the pace of VoIP deployments.
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Joint VoIP Market Forecast

Overview

The combination of strong consumer demand, attractive econormics, and
accommodative regulation all suggest VolP is poised for rapid growth.
Based on announced cable MSO VoIP depioyment plans, it appears that all
the major MSOs will offer cable telephony to nearly 100% of homes passed
over the next two to three years, We estimate that cable M50s will win 15%
of the consumer primary access lines in the United States by 2008, implying
16.8 mitlion cable telephony subscribers at the end of 2008, off a 2003 base
of 2.3 million.

Our forecast of nearly 17% telephony penetration of available homes in
2008 is considerably above what we believe to be consensus expectations of
10-15%, and, thus, we believe the market may be underestimating both the
availability of cable telephony over the next two to three years and the con-
sumer demand for an alternative to the Regional Bells.

A Bullish Outlook for Cable
Telephony

Since March 2001, we have highlighted the risk to the Regional Bells from
cable service bundles including cable telephony (see “Initiating Coverage of
the Domestic Telecom Services Industry: Growth Stable in '01 Falling Be-
yond,” March 13, 2001). At that time, we showed through proprietary mar-
ket research that consumers had a strong positive predisposition to pur-
chasing their communications services in bundles, and that the most
desirable bundle of services included local, long distance and video on a
single bill, from a single service provider. Those results led us to believe —
correctly — that AT&T Broadband and Cox's respective cable telephony
rollouts would be successful in attracting customers and, as a result, the
RBOCs would fail to meet lofty high-single digit to mid-double digit earn-
ings growth expectations.

As noted elsewhere in this report, the Bernstein Consumer Telephony
Preference Study found surprisingly high receptivity to the notion of cable
companies as voice communication service providers, We have also de-
scribed the very attractive marginal economics of VoIP for cable operators,
which will foster aggressive deployment plans among the cable MSOs.

Four additional observations underlie our bullish outlook for cable te-
lephony: (1) Most of the major cable MSOs have announced an intention to
have near-ubiquitous availability of cable telephony within their footprints
by year-end 2005, with the most aggressive by year-end 2004; (2) those car-
riers already offering cable telephony — either circuit-switched or IP-based
— have shown surprisingly high penetration gains; (3) long distance carri-
ers such as AT&T and MCI will move aggressively with their own stand-
alone VolP offers, “legitimizing” and stimulating the market; and (4) early
applications of VolP telephony such as Cablevision's current “second line"
offering will increasingly give way to full primary line replacement offer-
ings, with features and functionality that match or surpass that of tradi-
tional circuit-switched telephony.

Accelerated Cable Telephony
Rollout Schedules

Nearly every major cable MSO has indicated over the past months that it will
offer cable telephony service to every, or nearly every, household in its foot-
print by the end of 2005. Cablevision already has the service available across

 BERNSTEIN RESEARCH
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its entire high-speed data footprint and Time Warner Cable is targeting
availability for all homes in its territory by year-end 2004 (see Exhibit 43).

Exhibit 43 Cable MSO Current VolP Trials and Announced Deployments

Current VoIP

Status Markets Announced Launches Product Offer
Cablevision Launched to entire New York None Flat Rate $34.95 Unlimited Local, Regional and
footprint (HSD subs LD, Five Custom Calling Features, ES11.
only} Marketed as Second Line, Primary Line
Features (Inc. LINP} in 2004,
Time Wamer Cable Launching Additional Portland, ME and  Expects to Launch Across Most of $39.95 Flat Rate {$49.95 for Phone Only).
Markets Raleigh, NC Footprint in 2004 {31 Markeis in 27 States).  Marketed as Primary Line Replacemert.
Full LNP, E911, CALEA Compliance.
Cox Launched Roanoke, VA Additional Markets Planned for 2004. Offer per Minute Pricing and Flat Rate ($49.85).
Prirary Line Replacement.
Comcast Testing Coatesville, PA  Additional Trials Announced in Hartford, CT.  TBD. Considering Flat Rate, Marketed as
Springfield, MA, Indianapolis, IN. Full Primary Line Replacement.

Commercial Rollout Not Expected Unsil 2005,
Adelphia Testing Announced  None Trials in 2004, Comunercial Launch in 2005. Primary Line.

Source: Press articles and corporate reports.

Our cable telephony market forecast assumes near-ubiquitous avail-
ability among the major operators, and approximately 64% availability
among other operators, by year-end 2006 (see Exhibit 44). We forecast that
by 2006, roughly 80% of total U.S. households will be cable telephony mar-
ketable.

Exhibit 44 Cable Telephony Homes Passed (Telephony Marketable Homes)
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Existing Cable Telephony Of the providers currently offering telephony service — either over a circuit-
Offerings Have Achieved High  switched network or [P-based — the penetration rates have been impressive
Penetration and above forecast. For example, Cox’s circuit-switched telephony service

achieved over 20% penetration of telephony-enabled homes passed by the
end of 2003, with 16% of all Cox subscribers taking phone service (see Exhibit
45). In Omaha, Nebraska, one of Cox’s oldest telephony markets (phone was
launched in 1996), 65% of Cox’s subscribers purchase the Cox phone services.
This equates to approximately 35% share of consumer primary line connec-
tions in the Omaha market. (We note that Omaha also has among the highest
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cable penetration rates of homes passed among Cox’s markets.)

Exhibit 45 Co

lephony Penetration
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Saurce: Corporate reports and Bernstein analysis,

Comcast enjoys similar penetration rates in its AT&T Broadband mar-
kets, though penetration has largely stalled as Comcast has mostly discon-
tinued marketing its legacy circuit-switched service {see Exhibit 46). And
finally, most recently, Time Warner announced that it had reached roughly
10% primary line share in Portland, Maine, within only nine months of
launching service.

Exhibit 46 Comecast AT&T Broadband Syste: lephony Penetration
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Source: Corporate reports and Berastein analysis,

We believe that consumer acceptance of cable telephony s likely to be
stronger than generally expected, with the degree of its success dependent
largely on the marketing and pricing aggressiveness of the cable MSOs and
countermeasures deployed by the RBOCs.

F BERNSTEIN RESEARCH
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Entry of Long Distance Players
Will Legitimize and Expand
Market

AT&T's recent announcements that it will begin offering stand-alone or
“bring your own broadband access” VoIP service on a nationwide basis is
likely to have three impacts: First, it will put increasing pressure on the
FCC to adopt a regulatory framework that regulates telephony on a more
sensible basis than a call's packetization structure (see “A Regulatory
Framework for VoIP?" chapter later in this report); second, it will generally
raise awareness of lower-priced, flat-rate calling plans (through advertis-
ing, consumer advocacy press, etc.}, accelerating both market share shifts as
well as price compression; and third, it will help “legitimize” the market
perception of flat-rate VolP-based calling plans. as AT&T's brand-name
continues to carry tremendous weight among consurmers.

AT&T's new offering is platform-agnostic; that is, it assumes that con-
sumers will provide their own broadband access. Although AT&T’s offer-
ing will compete directly with cable's, AT&T's reach will, ironically, be
mostly constrained to cable modem subscribers. For DSL subscribers — the
other technologically reachable segment - the value proposition is much
weaker, since a DSL line (at least today) requires that a customer retain
their primary line phone service from the RBOC.

The cable operators’ ownership of the physical plant provides them
with a significant advantage over the long distance carriers. The ability of
the cable operator to preempt stand-alone VoIP through service bundling
and price is significant. Moreover, cable continues to enjoy the unique ad-
vantage of what is essentially free advertising for its services by virtue of its
control of the video programming into the home.

Richer Features and
Functionality Than POTS
Will Drive Demand

Finally, we expect the features and functionality of VolIP telephony offer-
ings to meet or exceed circuit-switched "Plain Old Telephone Service”
("POTS") in relatively short order. Early applications like Cablevision’s
offering only limited reliability, no local number portability (LNP, or the
ability for subscribers to keep their own phone numbers), no call detail and
work for a single phone, are only the first salvo in the battle for the con-
sumer. Time Warner's offering is already more robust, with full primary
line features like battery backup, full LNP, total home wiring (i.e., the abil-
ity to power all existing phone jacks), and ful} call detail {available on the
Web). By next year Cablevision is expected to field a similar offering.

Cox and Comcast's VolP services are expected to be full-featured. Over
the next few years, we expect the flexibility of the IP-based telephony plat-
form to enable additional, differentiated features such as Web-based cus-
tomization (special ring tones for different callers, instant line provisioning,
or customized call-blocking). And, over the longer term, integration with
video and data (already traveling through the same conduit) will prove
much easier with VolP telephony than with the circuit-switched architecture.

Cable Telephony Will Track
Familiar Adoption Curves

We expect to see cable’s consumer telephony share gains in markets en-
tered follow adoption curves analogous to — but considerably less rapid
than — those seen for RBOC state-by-state long distance entries over the
past four years (in this case, approximately 0.5% per month for the first
year followed by a gradual tapering to 15-20% share four years post-entry).
Our cable telephony penetration forecast is shown in Exhibit 47. We esti-
mate that the cable companies will achieve 17.0% penetration of telephony
marketable homes by 2008.
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Exhibit 47 Cable Telephony Penetration (Of Homes Passed)
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A Less Accommodating UNE-P
Regime Bodes Well for the
Residential Phone Market

In recent years, the entry of UNE-P competitors such as AT&T and Sprint
into the local telephone market has brought rapid price deterioration. In
line with this environment, and with the anticipated competition from the
cable operators, we currently assume 5% annual telephony price declines
for the cable operators, and 7% for the RBOCs, through 2008,

The recent District of Columbia Circuit Court decision overturning the
current state-by-state UNE-P regime bodes well for the health of the con-
sumer telephony market. At the very least, the decision will have the effect
of forcing the UNE-P entrants to accept higher wholesale rates. This higher
cost structure for the UNE competitors should, in turn, reduce price com-
petition in the market, producing price declines less onerous than seen over
the past few years. The end result should be more stable competition, both
price and nonprice, leaving the playing field that much more accommo-
dating for facilities-based competitors.

Summary Forecasts

Our consumer voice telephony market forecast calls for the Bells to lose,
cumulatively, 16.8 million consumer primary lines to facilities-based and
stand-alone VolIP competitors by 2008 off a base of approximately 2.3 mil-
lon at year-end 2003. If all 16.8 million lines go to cable competitors (or
stand-alone VoIP providers leveraging the cable infrastructure), it would
represent a penetration of 11.8% of cable telephony marketable homes
passed by 2006 and 17% of marketable homes passed by 2008. This would
compare to 14.5% cable telephony penetration of cable telephony homes
passed as of the end of 2002, albeit on a smaller but rapidly expanding base
of marketable homes (see Exhibit 48).

SVBERNSTEIN RESEARCH
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Exhibit 48 Summary Forecasts

2002 2003 2004E 2005E 20088 20078 2008E
Cabie Telephony Homes Passed
Comgast 8712 9415 12,380 27.793 35746 40620 42,054
Cox 4.101 5,031 7.385 9313 16,175 10607 10,862
Cabilevision 157 1214 4.434 4467 4,501 4535 4,569
Other 2.006 4.400 24,083 33.339 38,598 40,518 41687
Total 14971 20,963 48313 78912 89,019 96,279 89,172
HPs as % of Total Access Lines 13% 18% 43% 87% 78% 86% 88%
Cahle Telephony Subscribers - Circuit-Switched + VoiP
Comcast 1438 1.267 1,296 1.908 3,460 §.234 6503
Cox 718 988 1221 1.604 2,086 2411 2.664
Cablevision 1z 40 209 524 731 787 801
All Other - 1 800 2.175 4.257 5838 6,865
Yotal 2,168 2,306 3.326 6211 16,534 14,330 16833
Cable Telephony Penetration of Homes Passed
Comcast 16.5% 13.5% 10.3% 8.8% 9.7% 12.8% 155%
Cox 17.5 186 165 172 20.5 233 2435
Cablevision 78 33 47 na 18.2 173 17.5
All Other - 23 25 6.5 1o 144 16.5
Total 14.5% 1.5% 6.8% 83% 11.8% 149% 17.0%
RBOC Cumulative Line-Loss Projections
BeliSouth 295 35 445 829 1.440 1,996 2370
Qwest 288 317 380 566 B05 1.252 1488
$BC 749 821 1,109 1912 3,147 4230 4.927
Verizon 614 623 955 1.882 3.202 4,347 §.112
All Other {Used for Calculation Only) 224 230 438 1021 1,840 2.504 2936
Total 2,169 2,306 3.326 6211 10.534 14,330 16,833
Cable Telephony Share of Residential Primary Access Lines
BeliSouth 2.1% 2.2% 32% 5.9% 102% 14.2% 16.8%
Qwest 30 34 4.0 80 9.5 132 156
SBC 28 8 3.7 6.4 105 140 164
Verizon 18 20 31 6.0 103 138 164
Other 08 08 LB 38 68 9.2 108
Total L9% 2.1% 3.0% 5.6% 9.4% 12.8% 15.6%

Source: Corporate reports and Bernstein estimates.

The following two chapters of this report address the impact of the
growth in VolP services and cable telephony, specifically, on the phone and
cable companies, respectively.

Conclusion With the major cable MSOs expected to offer cable telephony on a near-
ubiquitous basis by the end of 2005, the cable telephony threat to the
RBOCs is very real. RBOC share losses to cable will potentially dwarf those
seen during the worst days of AT&T's and WorldCom's UNE-P assault.

The RBOCs' loss will largely be the cable operators’ gain. The residen-
tial telephony market is vastly larger than the video services market (ap-
proximately $65 billion versus approximately $35 billion), suggesting that
even modest market-share gains for the cable operators can translate into a
meaningful impact on top-line growth. Telephony is also a critical element
in a bundled offering to the most valuable subscribers, and therefore has
substantial benefits in reducing churn in the related businesses of high-
speed Internet access and video. We recommend a portfolio overweight po-
sition on U.S. Cable and, at most, a market-weight position on U.S. Telecom.
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Impact on the Bells

Overview The Bells will lose 15% of primary consumer access lines or 16.8 million
subscribers to cable telephony and stand-alone VolP competitors over the
next five years off a 2003 base of 2.3 million subscribers. While our current
lang-term top-line and earnings growth expectations for the four regional
Belis reflect this outlook, we remain concerned that the losses could out-
strip even our bearish, above-consensus forecast. Analysis of the an-
nounced and anticipated MSO deployment timetables suggests that Veri-
zon is most vulnerable to near-term share losses given its overlap with the
most aggressive cable telephony competitors, Cablevision and Time War-
ner. The risk across the Bells will even out, however, as soon as Comcast
and Cox reinvigorate their own telephony efforts.

RBOC Overlaps Differ by Our telephony market forecast presented in the previous chapter gives rise

Cable MSO to the telephony subscriber forecast for the four largest MSOs presented in
Exhibit 49 (for a discussion of the cable MSO chart, please see the next
chapter). With differing deployment schedules for VolP-based cable te-
lephony and differential overlaps between the major MSOs and the RBOCs,
the impact of accelerating cable telephony line share will be felt differently
by the individual RBOCs. Our analysis of the specific overlap for each
RBOC with each MSO is detailed in Exhibit 50, with the cumulative line
losses shown in Exhibit 51.

Exhibit 49 Cable Telephony Subscriber Forecast by MSO
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Source: Bernstein estimates and analysis.
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Exhibit 50 Cable-RBOC Regional Overlap Assumptions
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Exhibit 51 Cable Telephony Subscriber Forecast by RBOC
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The Third Wave Is Coming The deployment of cable telephony, and the resultant impact on the
RBOCs, is expected to be the third wave breaking on the hull of the RBOCs’
embattled consumer voice telephony businesses. Wave I, as can be seen in
Exhibit 52, was characterized by a combination of AT&T’s and MCI's initial
deployment of wholesale voice service primarily into New York and Texas
prior to Verizon and SBC receiving approval to offer long distance in those
two states, respectively. Bolstering Wave I were Cox's and AT&T
Broadband's initial deployments of circuit-switch-based cable telephony,
largely in SBC markets.

Wave Il was characterized by AT&T's and MCI's expansion (following
a one- to two-year {ull) of their local telephony offers with offensives into 12
and 35 states, respectively, with fixed-price, local and long distance bun-
died offers. Wave 1 was catalyzed by numerous state public utility com-
missions lowering wholesale prices, thereby improving the economics for
would-be competitive entrants. Wave HI will be driven entirely by the
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looming share war between the RBOCs and the cable operators and is now
expected to have amplitude greater than either of the previous waves of
RBOC share loss. Specifically, by 2006 — the peak in the forecast share loss
curve to the cable companies — the RBOCs are expected to see annual at-
trition of over 4% of consumer primary lines to the cable operators.

With the greatest exposure to Cablevision’s and Time Warner’s early
telephony market deployments, Verizon is expected to show the worst
near-term cable telephony share losses among the RBOCs. Longer term,
however, as Cox and Comcast reinvigorate their telephony efforts (on a
VolP-basis rather than over circuit-switches), “risk” will become more
evenly spread cross the Baby Bells (see Exhibit 53).

RBOC Consumer Line Losses
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Exhibit 53 RBOC Consumer Lines Lost as a Percentage of Total P
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S_ummary RBOC Primary Exhibit 54 shows our expectations for primary lines lost to cable telephony
Line Losses for each of the Regional Bell companies in our coverage.
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Exhibit 54 RBOC Facilities Primary Line-Loss Forecast
RBOC Cumuative Line-Loss Projections

CAGR

2002 2003 2004E 2005E 2006 2007E 20086 2003-08F

BellSouth 795 315 445 829 1440 1936 2370 50%
Qwest 288 37 380 566 905 1.252 1.489 36
SBC 749 821 1108 1912 3.7 4230 4.927 £
Verizon 614 623 955 1,882 3,202 4347 5112 52
All Other 224 230 438 102t 1840 2504 2936 66
Total 2,168 2,306 3326 8211 10,534 14330 16,833 45%

Source: Bernstein estimates and analysis

Conclusion

Our general caution on the RBOCs is driven largely by the belief that the next
wave of consumer voice share loss, this time to cable telephony, will dwarf
those seen during the worst days of AT&T's and MCI's UNE-P assault.
Given different MSO deployment timetables and overlaps by RBOCs, the
risk by RBOCs suggests Verizon will experience the greatest near-term line
iosses as a percentage of total primary lines.
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Impact on Cable Operators

Overview Our forecast of 16.8 million cable telephony subscribers at the end of 2008,
or nearly 17% telephony penetration of available homes, also has signifi-
cant implications for cable company revenue and earnings growth. We ex-
pect cable telephony to contribute more than 2% to our projected 9-10%
compound annual revenue growth rate for cable for the next five years.

This chapter details our specific cable telephony forecasts for the three
cable MSOs in our coverage, Comcast, Cox and Cablevision.

Company Forecasts For cable operators, VoIP appears well-timed to sustain overall top-line
growth just as growth from high-speed Internet access begins to wane over
the next few years. The need to sustain growth has been a significant accel-
erant to VolP deployment plans.

Our forecasts reflect this acceleration, as well as higher adoption rates
based on the results of our proprietary Consumer Telephony Preference
Study. Our forecast reflects full deployment by Cablevision in 2003 to cable
modem subscribers only, followed by full rollout in 2004. We project Cox
rolling out VoIP to the bulk of its markets by the end of the year 2005, and
Comcast reaching about 97% availability by 2007, with most of its rollout
coming in 2005 (see Exhibit 55).

Exhibit 55 Cable Telephony Homes Marketed Forecast
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For all operators, penetration rates for cable telephony "dip” during the
period of peak deployment (see Exhibit 56), reflecting the faster increase in
available homes than of subscribers.
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Cable Telephony Penetration Forecast
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For Cablevision — the first mover of the group — our forecast calls for

801,000 telephony subscribers in 2008, up from a standing

start in late 2003

(its 4Q:03 result of 28,000 subscribers was closely in line with our projection
of 33,000). For Cox, our forecast calls for 2.7 million total telephony sub-

scribers in 2008, up from 988,000 subscribers at the end o

f 2003. For Com-

cast — which we expect to be the most cautious of the group in its rollout
schedule — our revised forecast calls for 6.5 million cable telephony sub-
scribers in 2008, up from 1.3 million in 2003 (see Exhibit 57). Our detailed

forecasts for each company are shown in Exhibit 58.

Exhibit 57 Cable Telephony Subscriber Forecast by MSO
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Exhibit 58 Comcast, Cox and Cablevision: Cable Telephony Homes Forecast (million)

2002 2003 Z2004E 2003E 2006E 20D7E 2008E
Comcast
Telephony Homes Passed 871z 9.415 12,380 27,183 35746 40,620 42,054
% of Totat Homes Passed 22.3% 237% 30.7% 68.0% 86.3% 96.7% 98.8%
Telephany Subscribers 1,438 1,267 1,296 1808 3480 5,234 6,503
Penetration of Marketable Homes 16.5% 135% 10.5% 6.9% 9.7% 129% 15.5%
Net Additions 7 {171 29 612 1.582 1774 1.26%
Cox
Telephony Homes Passed 4,101 5031 7.395 9213 10,175 10,607 10862
% of Total Homes Passed 40.2% 48.3% 70.1% 87.2% 94.1% 96.9% 98.0%
Telephany Subscribers 718 988 1.221 1807 2086 2471 2,664
Penetration of Marketable Homes 17.5% 19.6% 16.5% 17.2% 205% 23.3% 245%
Net Additions 87 270 233 383 482 385 193
Cablevision
Telephony Homes Passed 157 1,214 4434 4.467 4,501 4535 4,568
% of Total Homes Passed 36% 27.6% 100.0% 100.0% 160.0% 100.0% 160.0%
Telephony Subscribers 12 40 209 524 731 787 801
Penetration of Marketable Homes 7.8% 33% 4.7% 1% 16.2% 173% 17.5%
Net Additions o 28 169 315 207 46 H

Source: Bernstein estimates and analysis.

For all three companies, our five-year forecast of 15-20% penetration of
telephony-ready homes is considerably higher than consensus, which we
estimate to be 10-15%.

Cable Telephony Wil Based on these forecasts, we expect cable telephony to be a significant con-
Contrbute 2% of Annual tributor to revenue and EBITDA growth over the next five years. While incre-
Revenue Growth to 2008 mental penetration of existing circuit-switched phone markets will wane,

newly launched IP-based phone markets will contribute to a significant expan-
sion of availability, and increased penetration will spur significant top-line
growth. For Comcast, we expect telephony to contribute roughly 200 basis
points to revenue growth annually through 2008, of our overall projected 9-
10% CAGR.

Conclusion The residential telephony market is much larger than the video services
market (approximately $65 billion versus approximately $35 billion), sug-
gesting that even modest market-share gains for the cable operators can
translate into a meaningful impact on top-line growth,

The combination of accelerated rollout schedules and higher-than-
expected share of preference for cable telephony as indicated in our consumer
survey will benefit all cable operators. As we have noted in prior research
(“Cable's Usage Based Segments: Not All Subscribers are Created Equal,” No-
vember 24, 2003). telephony is also a critical element in a bundled offering to
the most valuable subscribers, and has substantial benefits in reducing churn
in the related businesses of high-speed Internet access and video.

Over the next five years, however. IP-based telephony will contribute
significantly to cable revenue and EBITDA growth, just as growth from
high-speed Internet access begins to wane. We expect overall organic top-
line and EBITDA growth in line with historical averages, spurred by the
sale of additional services like VoIP (instead of new subscriber growth,
which has historically driven revenue expansion). Our forecast of strong
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sustained growth is a key underpinning of our expectation of a reversion to
historical multiples for the group from their currently depressed levels,
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A Regulatory Framework for
VoIP?

Overview

The FCC is considering possible regulatory frameworks for VoIP teleph-
ony, with the goal of delivering a final set of regulations by year-end 2004.
Its decisions will impact telephone pricing, taxation, and a host of embed-
ded subsidies, as well as requirements that VoIP-based services comply
with law enforcement rules for wire tapping. We believe the likely regula-
tory outcome will draw distinctions between three “flavors™ of VoIP, as
follows:

- Computer-to-Computer telephony (e.g., voice-enabled instant mes-
saging) will continue to be largely unregulated and will, therefore,
continue to enjoy significant price arbitrage benefits versus circuit-
switched telephony offered by the RBOCs and long distance carriers,
particularly on international calling routes.

- Internet telephony (e.g., third-party carriers such as Vonage) that ter-
minates calls on traditional phone lines, will likely become subject to
inter-carrier compensation schemes and inclusion in the funding
mechanism for Universal Service, significantly diminishing at least one
aspect of the current arbitrage.

- Cable telephony will likely be regulated in a manner similar to Internet
telephony with the primary line/secondary line distinctions that cur-
rently shield cable operators from various subsidy, inter-carrier com-
pensation and law-enforcement-compliance obligations likely to disap-
pear.

The FCC is likely to apply its forbearance discretion, however, in ex-
empting VoIP providers — including cable telephony providers — from the
draconian unbundling and equal network access obligations of pure Tele-
communications Service providers.

Introduction

The FCC currently has a Notice of Proposed Rulemaking (NPRM) pro-
ceeding open on VolP regulation, and is receiving submissions from the
public on the topic. The NPRM notwithstanding, some states have at-
tempted to pre-empt the FCC with their own attempts to classify VoIP
services as telecom services (and, thus, subject to many of the rules gov-
erning the Bells and other telecom carriers), with other states ruling that
ValP services are information services and thus exempt from most current
telecom rules. We expect the FCC to act expeditiously in formulating its
own classification in order to circumvent the developing patchwork of state
rules and impose one uniform national law. Consistent with this belief, the
FCC has placed the VoIP proceeding on a fast track for rulemaking.

The FCC's eventual decisions will impact pricing, taxation, and a host
of embedded subsidies with the likely regulatory outcome drawing dis-
tinctions between three "flavors” of VoIP.

Telecom Regulation 101:
The Abridged Course

Nearly all telephone service regulations seek to accomplish one of three
objectives:
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(1) Ensure universal access for consumers to reasonably priced tele-

phone service;

(2} ensure all carriers receive compensation for providing access to their

networks; and

(3} foster competition and investment.

The primary means employed to ensure access to reasonably priced
telephone service — regardless of the actual cost to provide that service —
is to subsidize service providers serving higher-cost consumers (generally
those in lower-density rural markets). The mechanism by which that sub-
sidy is distributed is the Universal Service Fund (USF), into which telecom
carriers make contributions based on established formulae.

Inter-carrier compensation — the subject of a second docket pending at
the FCC — the second objective noted above of telecom regulation, occurs
through several means. For a local carrier originating or terminating a call
being billed by a long distance carrier, the mechanism for payment is an ac-
cess charge. The amount of the access charge depends first and foremost on
whether the call originated in-state or out-of-state. Intrastate access rates
are governed by the state public utility commissions, while interstate access
fees are set at the federal level by the FCC. As we will discuss, payment of
access charges for VoIP traffic termination is an issue of significant debate.

A second form of inter-carrier compensation is that for transporting
traffic from one local area to another. In the case of the public Internet, con-
surmers pay Internet Service Providers (ISPs) for access to the Internet.
Those ISPs, in turn, pay interconnection fees to Internet backbone providers
to connect to their network (backbone providers tend to share traffic with
each other for free, under agreements called “peering,” on the assumption
that one gives roughly as much as one gets). The fees charged between ISPs
and Internet backbone providers are commercially negotiated and not set
through public tariffs. Similarly, if a local carrier — be it RBOC, cable MSO
or traditional CLEC — wishes to move voice traffic from one local market
to another, they interconnect with and compensate a long distance carrier
(or manage their own long distance network). The basis for that intercon-
nection will be a wholesale relationship (versus the CLEC/RBOC/MSO’s
retail relationship with the customer), again, at commercially negotiated
rates. The backbone interconnection terms for VolP traffic are commercially
negotiated just as they are for other data and voice traffic and, thus, are
outside the scope of the current regulatory debate.

In addition to Universal Service Fund {USF) contributions and inter-
carrier compensation, regulators must also ensure that national security
and public safety are not compromised in the name of technological devel-
opment. The means by which the regulators will likely ensure the national
security aspect is to mandate compliance with the Communications Assis-
tance to Law Enforcement Agencies Act {CALEA), which law mandates
that network operators provide access to their infrastructure to law en-
forcement agencies for lawful wire tapping (see the following detailed de-
scription).

Finally, the public safety issue revolves around network powering. To-
day, the RBOCs are required to maintain extensive power backup systems
to insure against service interruption in the event of a catastrophic power
grid failure or natural disaster. Developing similar systems for any of the
current nascent telecommunications technologies like VoIP would be pro-
hibitively expensive and only of limited use, given the need for the new
generation of customer premises equipment supporting the infrastructure
for VolP {e.g.. computers, cable and DSL modems, phone adapters, etc.) to
also be powered.
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The Regulatory Debate
Over VoIP

As noted previously, the issues facing the FCC as it considers whether and
how to regulate VolIP services center around whether or not each flavor
should be subject to the same subsidy payments, inter-carrier compensation
requitements and CALEA compliance that traditional phone companies’
voice services are.

Though we believe it is doubtful the FCC will characterize any VoIP
service as a “telecommunications service,” for purposes of USF contribu-
tions, taxes, and access-charge obligations, we expect the FCC to draw a
distinction between VolP services that interconnect to the Public Switched
Telephone Network (PSTN) — and, more specifically, transit another car-
rier’s switch — and those that don’t, suggesting that only true computer-to-
computer telephony {such as AOL 9.0 Voice Instant Messaging) will remain
unregulated.

The FCC is likely to assert jurisdiction over VolP regulation, preventing
a state-by-state patchwork of regulations. Moreover, the FCC will likely
abandon the primary line/secondary line distinctions currently enforced,
forcing all PSTN-connected VolP providers to comply with primary line
obligations. The FCC is likely to apply its forbearance discretion, however,
in exempting VoIP providers — including cable telephony providers —
from the more draconian obligations of Telecommunications Service pro-
viders, such as unbundling and equal access.

VolP Pay-In to Taxation and
USF: Expect Rural States to
Lead the Charge

The regulatory establishment is attempting to weigh a desire to maintain a
light touch in taxing and regulating Internet-based businesses (to encour-
age development and investment) while insuring the long-term health of
subsidy structures in place to support affordable telephone service and fair
compensation for carriers originating and terminating other carriers’ traffic.

The Universal Service and inter-company compensation structures
governing VoIP remain in flux. The uncertainty derives both from indeci-
sion on the part of the FCC and preemptive action on the part of several
states. Based on the rudimentarily regulatory discussion above, it is clear
that certain forms of payment are open to debate. For example, should a
voice call originated on a PC destined for another PC be subject to any USF
funding requirements, given that two PCs both connected to the Internet
transmitting IP data over local connections are not subject to such payment?
We do not think the regulatory establishment will think so or risk being ac-
cused of “taxing the Internet.”

If we assume that the public policy issue of protecting the USF and af-
fordability are key goals, then we can also assume that the lobbying in fa-
vor of USF contributions by VoIP carriers will be led by representatives
from rural states (Billy Tauzin in Louisiana, John McCain in Arizona, Ted
Stephens in Alaska, etc.). We believe it is inevitable that the regulatory um-
brella governing USF contributions for voice services will be extended to
include some or all of the three flavors of VolP described above, with the
likely outcome being a line drawn between Computer-to-Computer VoIP
services (excluded) and Internet and Cable Telephony (included).

In the end, the assignment of a North American Numbering Plan-
compliant telephone number (three-digit area code plus seven-digit num-
ber) will likely be the determinant for USF contribution, with the VoIP pro-
viders likely to pass through to the customer any such “federal tax” as an
add-on to the bill.
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Inter-Carrier Compensation
Likely to Move to Bill-and-Keep

The FCC has indicated that it is likely to overhaul the inter-carrier compen-
sation regime sometime in 2004 and intends to move to a “Bill-and-Keep”
structure. Under Bill-and-Keep, a carrier would recover its network costs
directly from the end customer, not from other carriers. While such a shift
would likely require several years for transition and, similar to the CALLS
proposal adopted a few years ago, it will likely include a significant reduc-
tion in — if not complete elimination of — usage-sensitive payments. Such
a reduction in usage-sensitive payments will accelerate the shift to flat rate
retail pricing plans with all the negative ramifications such plans carry for
the Bells and other incumbent players {see "The All-You-Can-Eat Business
Model: A Double-Edged Sword” chapter). The carrot likely to be dangled
for the Bells to offset the loss of inter-carrier access compensation will be a
regulated end-user charge increase — likely in the $1-83 range where local
rates have been rebalanced and in the $5-$10 range where they have not.
While the purported intention of a shift to Bill-and-Keep scheme with an
end-user charge would be to keep the RBOCs “whole,” the likely outcome
is far more negative for the Bells. Given the anticipated increase in the
competitive intensity of the industry over the next three years, it is likely
that the Bells will be unable to actually pass through the full value of the
offered end-user-charge increase to the customer, removing the offset to
lower usage-sensitive income.

CALEA Compliance Is a Given

We believe the FCC is likely to require CALEA compliance for VoIP pro-
viders. Under the CALEA rules, telecommunications providers must offer
wiretap access to law enforcement agencies. Compliance with CALEA has
proven relatively simple for circuit-switched telephony operators, but is
technologically more complex for VoIP — especially VoIP implementations
that travel over the public Internet — because packets for any given call can
take multiple possible routes. Packet "sniffing” to identify individual “tar-
geted” packets is complex, and can create latency for other traffic on the
network. The problem has been exacerbated by the fact that IP technology
vendors were late in turning their attention to the problem. making CALEA
compliance a game of catch-up.

Since September 11, 2001, however, the political attention paid to wire-
tap assistance has increased dramatically, and it is unlikely that carriers will
be able to avoid compliance for long. For cable operators, for whom VoIP
calls take a relatively limited number of possible routes, the complexity and
cost of compliance should not be onerous, especially when the operator is
providing service via an integrated softswitch rather than a piece-part as-
semblage of applications. Indeed, Time Warner Cable (via its Cisco
softswitch architecture) is already complying with the CALEA rules in its
Portland, Maine, VolP trial, as is Cox. For Internet telephony providers, and
especially for computer telephony providers, the compliance challenges are
likely to be significant. We believe that, ultimately, CALEA compliance and
€911 capability will be applied to all VoIP providers, with the possible ex-
ception of Computer-to-Computer VoIP, as the service represents little
more than a vertical application on the network.

Public Safety: A Debate About
Primary vs. Secondary Line
Distinctions

We expect cable operators such as Cablevision, which is currently positioning
its service as a "second line” service, to be required to comply with all "pri-
mary line” obligations. As a practical matter, however, the cost and burden of
these obligations - save for network powering — is likely to be relatively
small.
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The distinction between primary line and secondary line is arbitrary.
Cablevision knows full well that most customers who adopt the service will
abandon their primary lines (generally from Verizon). By nominally posi-
tioning the service as a second line “voice” service, however, rather than as
a telephone service (notice that in their marketing materials, the words
“telephone service” are never used), Cablevision is attempting to walk a
fine line, signaling to customers that they can save money versus their ex-
isting primary line service, but avoiding obligations associated with pri-
mary line service such as “lifeline” powering, 9811, and CALEA (Commu-
nications Assistance to Law Enforcement Agencies).

Following the fall power outage in the Northeast, it became clear to the
FCC that the issue of mandating backup powering for any primary line re-
placement service needs serjous consideration. Thus, we believe the issue of
VolIP service backup powering will be treated separately from the other
regulatory issues and as part of a broader proceeding. The FCC may well
require some form of powering, but is unlikely to go all the way to full un-
interruptible network powering as a requirement because of the financial
burden it would place on cable operators. A key consideration is the FCC’s
desire to foster facilities-based competition; adding regulatory burdens to
cable telephony (including but not limited to backup line powering) would
substantially lessen the cable MSOs’ desire to deploy telephony service as a
primary line substitution service.

The FCC Is Likely to Exempt
VoiP from Unbundling and
Network Access Requirements

The FCC holds that any service it deems to be a telecommunications service
must comply with common carrier regulation. Common carrier status calls
for just, reasonable and nondiscriminatory pricing, just and reasonable
business practices, filing of tariffs, FCC approval for acquiring or con-
structing new lines, mandated unbundling of network elements, payment
and receipt of network access fees, and payment into the Universal Service
Fund. Cooperation with law enforcement and 911 rules are also part of the
baggage. Despite what we have described above as a regulatory scenario
for VoIP in many ways closely resembling that in existence for the Bells —
at least relative to inter-carrier compensation, Universal Service and
CALEA compliance — the FCC is unlikely to formally classify VoIP serv-
ices as “Telecommunications Services” and, thus, will exempt VoIP from
the more draconian network access and element unbundling obligations
faced by the RBOCs.

Conclusion

The most likely outcome of the FCC’s current rulemaking process for VoIP
telephony is that Computer-to-Computer telephony will continue to be
largely unregulated, while Internet telephony and cable telephony will
likely be subject to inter-carrier compensation, Universal Service and
CALEA compliance.

Operating under such a regime would be only a modest negative to the
cable MSOs (who would become subject to additional compliance-related
costs and taxes). as the cable telephony service model already assumes
paying some form of access fee for terminating calls on another carrier’s
network and funding the Universal Service Fund. The RBOCs are likely to
modestly benefit from a slightly more "level playing field.” but the growing
availability of alt flavors of VolP, especially cable telephony, will put in-
creasing pressure on prevailing circuit-switched pricing. The imposition
regulatory charges could potentially spell the end of Internet telephony
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services like Vonage, whose competitive advantage today stems largely
from regulatory arbitrage.

We therefore do not expect the regulatory treatment of VoIP to retard
the growth of IP-based cable telephony.
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Appendix
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Appendix to The Bernstein
Consumer Telephony Preference
Study

Overview

This research appendix reproduces the research questionnaire, and details
methodology and sarple size information behind the research results dis-
cussed in “Consumer Demand: Bernstein’s Consumer Telephony Prefer-
ence Study” chapter earlier in this volume.

Study Design

The Bernstein Consumer Telephony Preference Study, which was jointly
conducted by Sanford C. Bernstein and an independent research organiza-
tion, Millward Brown Market Research, employed a “discrete choice” de-
sign — a variant of conjoint analysis — that forced more than 700 consumer
respondents from around the country to “choose” between simulated offers
from their specific cable operator and their specific RBOC. Subscribers to
direct broadcast satellite (DBS) services were excluded from our sample, as
were subscribers to UNE-P based local telephony service providers (e.g.,
AT&T or MCI). Recruitment of participants was by mall intercept. Respon-
dents were instructed to assume they could keep their existing phone
number (Local Number Portability, or LNP}, and their existing telephones.
Note that our sample was designed to achieve statistical significance for
each cable brand and each RBOC, but — for reasons of cost — not neces-
sarily for each possible combination of cable operator and RBOC.

The objective of the study was to determine customers’ self-reported
willingness to switch at various price points. A range of possible price dis-
counts {from zero to 40% in 10% increments), powering options (from no
battery backup to 24-hour battery power), and bundling alternatives were
tested.

Sample Size

Our sample was designed to achieve not less than 100 respondents for each
cable brand and each RBOC, achieving a 10% margin of error for attribute
utilities for each operator. Margin of error is +/- 4% for the total sample
(L.e., for all cable/all RBOC categories). For reasons of cost, we did not at-
tempt to achieve statistical significance for each possible combination of
cable operator and RBOC (statistical significance was achieved for the Ca-
blevision/Verizon combination onty}.
Cell sizes are shown in Exhibits 59 through 63.
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Exhibit 59 Sample Size Matrix 1: Cable MSO vs, Local Telephone Companies
BeliSouth Qwest SBC Verizon Total

Cox 3t 29 ] 32 136
Charter 20 8 38 10 95
Cablevision S 7 84 51 151
AT&T Broadband 15 &) 29 42 119
Corncast 3t 1 30 44 106
Time Warner 44 18 23 16 102
Total 150 95 269 195 709

Note: BellSouth {inciudes Southern Bell). Verizon {includes Bell Adantic. GTE and NYNEX, New York
Telephone, New England Telephone, New Jersey Bell, and Bell of Pennsylvanta). SBC (includes Pac-
Tel, Southwestern Bell, Pacific Bell. Nevada Bell, Ameritech and SNET). Qwest (includes U.S, West),

Source: Bernstein Consumer Telephony Preference Study.

Exhibit 60 Sample Size Matrix 2: Cable MSO vs. Local Distance Carrier

AT&T MCl Sprint Local Phone Totat
Cox 47 18 26 45 136
Charter 18 12 13 54 95
Cablevision 14 34 41 52 154
AT&T Broadband 54 12 4 39 s
Comcast 36 23 13 34 106
Time Warner 42 17 10 33 102
Total 212 116 17 264 709

Source: Bernsiein Consumer Telephony Preference Study.

Charter g 23 15 5 9 34 95
9% 24% 16% 5% 9% 38% 100%
Cablevision 14 36 15 23 21 48 151
9% 20% 10% 15% 14% 32% 160%
Coracast 31 29 20 18 43 84 223
14% 13% 9% 8% 19% 37% 100%
Time Warner Cable 8 14 15 11 17 38 102
9% 14% 15% 1% 7% 3% 160%
Total 78 13 84 78 17 238 708

Saurce: Bernstein Consumer Telephany Preference Study.

Exhibit 62 Sample Size Matrix 4: Internet Access vs. Cable MSO

Total Cable DSL No Internet

Total Broadband _ Broadband  Broadband Dial Up Access

Cox 136 29 20 9 5 42
180% 21% 15% % 48% 3i%

Charter 95 18 12 6 39 38
160% 19% 13% 8% 41% 40%

Cablevision 151 23 14 9 85 63
160% 15% 9% 6% 43% 2%

Comeast 225 43 28 14 85 87
100% 19% 13% 6% 42% 39%

Time Warner Cable 102 16 B 4 45 47
100% 10% 8% 4% 44% 46%

Total 709 123 81 42 309 277

Source: Bernstein Consumer Telephony Preference Study.
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Sample Size Matrix 5: Internet Access vs. RBOC

Total Cable DSL No Internet

Total Broadband Broadband Broadband Dial-Up Access

BellSouth 150 19 5 &6 85
100% 13% 9% 3% 4% 43%

Verizon 195 44 27 17 85 66
160% 23% 14% 9% 44% 34%

SBC 263 48 3t 15 1us 108
160% 17% 12% 6% 13% 40%

Qwest 95 i4 9 5 43 38
160% 5% 9% 5% 45% 40%

Totat 708 123 8t 42 309 217

Source: Bernstein Consumer Telephony Preference Study.

Respondents were asked to choose between offers that varied on five

different dimensions:

— Brand: Questions auto-inserted the name of the respondent’s own
cable operator, incumbent RBOC, and long distance provider.

-~ Combined or separate bills.

— Included or 2 la carte CLASS services (Custom Local Area Signaling
Services, such as call waiting).

— Battery backup power (none, four-, eight- or 24-hours) for the cable
operator only.

— Discounts from zero to 40% off current RBOC price. Because prices
in local telephony are a moving target and vary significantly by
household, we tested "discounts” (i.e., “10% lower than your current
bill") rather than specific price points. Discounts for all players — in-
cluding the incumbent RBOC — were tested.

Sample Bias Subscribers to direct broadcast satellite (DBS) services were excluded from
our sample, as were subscribers to UNE-P based local telephony service
(e.g., from AT&T or MCI). These groups represented about 23% and 11% of
households, respectively, at the time of our study. Overlap between the two
groups is unknown.

We can speculate that the tendency to switch to cable for voice services
would be lower among satellite subscribers than for current cable video
subscribers, potentially overstating demand for cable VolP services in our
study. We can further speculate that customers of UNE-P telephony are
relatively price-sensitive and are less brand-loyal than average, potentially
understating demand for discounted cable VoIP services and overstating
brand loyalty to RBOC telephony in our study.

Questionnaire (Note that the questionnaire was computer aided — with discrete choice
simulations dynamically generated based on prior responses — and there-
fore cannot be accurately reproduced here.)

The following are the excerpts relevant to the Bernstein Consumer Te-
lephony Preference Study.

N BERNSTEN RESEARCH
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Do you currently have cable television service in your home? Please do not in-
clude satellite cable service.

Yes O

{Terminate) No O

Are you involved in the decision-making process when choosing a cable, long dis-
tance, or local telephone service provider for your home?
Yes 0
(Terminate) No (6]

Who is your cable television service provider? (Select One Answer)
Cox Communications
Charter
Cablevision
AT&T Broadband
Comcast
Time Warner Cable
(Terminate) Other {Specify)

O OCO00O

Who is your current local telephone service provider? (Select One Answer)
BellSouth (includes Southern Bell)

o

Verizon (includes Bell Atlantic, GTE, and NYNEX, New
York Telephone, New England Telephone, New Jersey
Bell, and Bell of Pennsylvania)

@]

SBC {includes PacTel, Southwestern Bell, Pacific Bell, O
Nevada Bell, Ameritech, and SNET)

Qwest (includes U.S. West)
(Terminate) Other (Specify)

(o @]

Who is your current long-distance telephone service provider?
(Select One Answer)

AT&T

MCI/Worldcom

Sprint

[eXeRe]

Your local phone company also provides your long

distance (may include BellSouth, Verizon, SBC, Qwest, or
other local phone company) 0O
(Terminate) Other (Specify) @]

(If Other for Cable, Local Telephone, or Long Distance Service, Terminate)

SBERNSTEIN RESEARCH
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How satisfied are you with the quality of service your cable company provides?
On a scale of 1 to 10, with 1 being “not at all satisfied” and 10 being “completely
satisfied, " please indicate your level of satisfaction.

1 4 5 6 7 8 9 10
Not at Al iCampletely
Satisfied Satisfied
How satisfied are you with the quality of service your local telephone company
provides? On a scale of 1 to 10, with 1 being “not at all satisfied” and 10 being
“completely satisfied,” please indicate your level of satisfaction.
! 4 5 5 7 8 9 10
Notat All [Completely
Satisfied Satisfied
How satisfied are you with the quality of service your long-distance telephone
company provides? On a scale of 1 to 10, with 1 being “not at all satisfied” and 10
being “"completely satisfied, " please indicate your level of satisfaction.
| 4 5 6 7 8 8 10
Naotat all [Completely
Satisfied Satisfied

Over the next year, a number of new companies are likely to offer local phone serv-
ice in your area. Your long distance telephone company and your cable television
company may each begin to offer local telephone service as an alternative to your
local telephone company. You may have already received marketing promotions
from these companies about their Jocal phone service alternatives.

In each of the following questions, you will be shown a series of options for provid-
ing local telephone service In each case, you should assume that you would be able
to change your local telephone service provider WITHOUT CHANGING YOUR
HOME TELEPHONE NUMBER if you choose to do so.

If you had to choose the provider of local telephone service for your home from
among the following three options, which ONE would you choose?

DISCRETE CHOICE QUESTIONS GO HERE. EACH RESPONDENT
WILL NEED TO COMPLETE ONE OF TWO SETS OF 16 CHOICE
QUESTIONS.
Note: Due To Their Dynamic Nature, Discrete Choice Questions Cannot Be Re-
produced Here

Do you currently have access to the Internet from home?
Yes ¢}
No 0

{If “Yes” to Q.10 go to Q.11, Else Skip to Q.13)

What type of Internet connection do you have? (Enter Response Below)
Dial-up (e.g., AOL, Earthlink, MSN, etc) ¢}
Broadband/high-speed through a cable company or DS O

(If “Broadband/High-Speed” to Q.11 go to Q.12, else skip to Q.13)

N BERNSTEIN RESEARCH



288

78 VOICE GVER IP: RIPPLE OR TIDAL WAVE?

Who is your broadband/high-speed Internet service provider?
(Select One Answer)

Cable Modem service from your local cable company
DSL service through your local telephone company
Cable Modem service from Road Runner

AOL Broadband
Earthlink Broadband

DSL service from another company (Specify)

[eReReoRoRoRe]

Suppose you learned that the local telephone service offered by your cable television
company was provided over an Internet connection using all your existing tele-
phone jacks, telephone handsets, and your current telephone number. Would this
information make you more likely, less likely, or have no impact on your willing-
ness to consider using your cable television company for local telephone service?
(Select One Answer)

More likely L0 consider using the cable company
for iocal telephone service

Less likely 10 consider using the cable company
for local telephane service

No impact os willingness (o consider the cable
company for local telephone service

9]

]

[¢]

Conclusion See “Consumer Demand: Bernstein's Consumer Telephony Preference
Study” chapter earlier in this volume.
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IMPORTANT DISCLOSURES
»  References to "Bemstein” relate to Sanford C. Bernsteln & Co., LLC and Sanford C. Bernstein Limited, coliectively,
. Bemstein analysts are based on ibuth to the research franchise as measured by account penetration,
vil ivity of i ideas. No analysts are based on in, or ibutions to, i

investment banking revenues.

+  Bemstein rates stocks based on forecasts of relative performance for the next §-12 months versus the S&P 500 for U.S. listed stocks and
versus the MSC1 Pan Europe Index for stocks listed on the European exchanges — uniess otherwise specified. We have three categories
of ratings:

Outperform: Stock will outpace the market index by more than 15 pp in the year ahead.
Market-Perform: Stock will perform in fine with the market index to within +/-15 pp in the year ahead.

Underperform: Stock will trail the performance of the market index by mere than 15 pp In the year ahead.

s  Asof 04/26/04, our ratings were distributed as follows: Outperform/Buy - 47.7% Market-Perf fold - 47.3% { -5.0%

»  Accounts over which Sanford C. Bernstein & Co,, LLC, Sanford C. Bernstein Limited, andfor their affiliates exercise investment discretion own
more than 1% of the outstanding common steck of Q / Qwest, CMCSA / Cemcast Corp.

+  Bemstein currently makes a market in CMCSA / Comeast Corp.
+  The following companies are or during the past twelve (12) months were clients of Bemstein, which provided non-investment banking-

securities related services and received compensation for such services BLS / BeliSouth Corp, SBC / SBC Communications, VZ / Vetizon,
T/AT&T, CVC/ Cablevision Systems Corp,

*  This research repori covers & or more ies. Please visit www. 3 om for price charts.
+  One ormore of the officers, directors, members or employees of Sanford C. Bernstein & Co,, LLC, Sanford C. Bernstein Limited andfor its
affiliates may at any time hold, increase or decrease positions in securities of any company mentioned herein.

+  Sanford C. Bernstein & Co., LLC, Sanford C. Bernstein Limited, or its or their affiliates may provide investment management or other services
for such ies or of such panies or their pension or profit sharing plans, and may give advice to others s to investments
in such companies. These entifies may effect transactions that are similar to or different from those mentioned herein.

CERTIFICATIONS

. #{we}, Craig Moffett, Jeffrey Halpern, certify that all of the views expressed in this report accurately reflect my personal views about any and
alf of the subject securities or issuers and that no part of my compensation was, is, or will be, directly or indirectly, related to the specific
recommendations or views in this report.

Copyright 2004. Sanford C. Beensiein & Co., LLC, a subsidiary of Alfiance Capilal Management L. ~ 1345 Avenue of the Americas - NY, NY 10103 ~ 212/485-5800. All rights reserved

This report i notdirected 10, of ntended for disrbuion to of use by, any petson ar eality who 45 a cizen o tesident o, or located in any localty. state, country or oter urisdicion where such disiiution, publication, avallabilty
or sis& would b conlrary to law of eguiation of which wauld Subject Sanford . Betnstein & Ca, LLC. Sanford C. Sernstin Linited or any of their subsidiaries or affifales 1o any regisiration or iensing requirement withi such
jansdiction. This report is based upan publc sounces we believe 10 be feiable, bul 10 fepresentaton is Mare by us that the fepor is accurate of complele. We do not underiake 1o advise You of any change in the reporicd
information of in the opinions herein. This feseatch was prepased and issued by Saniond C_ Bermstein & Co., LLC andior Sanfors C. Bersten Limited for cisirbuton to market courterpadties of intevediale or professional
customers. This 12por is ol an offe to buy or sef any securiy, and it does nol constiute investmen, fegal os ex advice. The investments referted {6 herein may not Se suitable for you. Investors must make thels oxn invest.
ent decisions with trei inight of their “The value of invesiments may lluctuzte, that inated in foreig may fhctuate in value as
a resslt of exposare o exchangs rate movemeats. rformation about past periosmance of an investment is oot necessariy a guide 1o, indicaior o, o assurance of, flure perfomance. To our readers in the United State:
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U.S. Telecom: Superior Growth Prospects Make Enterprise
Market a Key Battleground for U.S. Service Providers

1/5/2005 YTD EPS PIE
Closing  Target Ret.
Ticker Rating CUR Price Price Perf. 2003A 2004E 2005 2008A 2004E 2005E  Yield

BLS U usp 27.27 23.00 0.5% 1.95 187 165 14.0 14.8 16.8 4.0%
Q O usDh 4.38 5.00 1.0% -0.38 -0.60 -0.22 NM NM NM 0.0%
SBC U usD 25.44 21.00 1.0% 158 1.52 141 16.4 16.7 8.0 51%
vz M USD 40.02 43.00 11% 282 2.48 2.43 15.3 16.3 161 3.8%
T M UsD 18.49 16.00 -0.7% 236 1.81 145 7.8 10.2 12.8 5.1%
8PX 118374 54,50 66.00 70.00 217 17.9 16.9 2.0%

O~ Outperiorm, M - Market-Perform, U ~ Underperform

Highlights

* Large enterprises account for one-fourth of total retail telecom services revenues, but will drive over hatf
of the industry’s growth over the next five years, making this one of the most important customer
segment in the industry — though one garnering only a fraction of investors’ attention.

* The enterprise market’s superior growth prospects make it a key strategic battleground for major telecom
carriers. The large long-distance carriers have historically dominated this difficuli-to-serve segment, but
the RBOCs are making inroads, consistent with our observations and forecasts over the last two years.

~ Importantly, though the Bells continue to make progress climbing the enterprise services pyramid, the
competitive dynamic remains today largely an oligopoly with AT&T, MCI, and Sprint controlling the
high ground and the Bells using discount pricing to gain entry in more commodity services.

— We expect the RBOCs’ share to begin ramping by 2006-2007, by which time they will have sufficient
experience to be considered almost on par with the traditional enterprise service providers.

~ While we believe the market could show a rebound on the heels of solid economic growth and
enterprise telecom demand, this recovery has been slow to materialize; and the more delayed the
recovery, the closer the RBOCs’ eventual share wins will come, and the higher the risk that AT&T
{and MCI) never sees topline recovery.

.

Our analysis suggests retail telecom revenues from large enterprise customers will grow 4.5% annually
through 2009, more than twice that expected for the overall industry and significantly faster than cither
the consumer or small/medium business (SMB) segments at 1,1% and 2.0%, respectively.

Somewhat moderating our overall outlook for enterprise services, however, is the steep price decline
witnessed in the important long-distance data category over the past two years. Though we believe some
degree of price discipline will find its way back into the market over the next two years, we nevertheless
project continuing annual percentage price declines at least in the mid-teens to low-twenties range.

See fast page of this report for analyst i i and i
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o Within the enterprise segment, the majority of the growth will derive from IP and wireless data services
as companies adapt their business processes to leverage these technologies.

~ Our proprietary surveys conducted over the last three years show a steady migration to [P-based
networking, and an increasing interest in wireless data applications among primary telecom decision
makers within Fortune 500 companies.

Due to the substitutive nature of many IP services for legacy data products like frame relay and ATM,
at a net revenue level, IP services will drive somewhat less than their headline share of gross revenue
growth.

In our latest analysis of the market, we have fully separated wholesale revenues from the retail market.
The wholesale segment is often lumped together with the enterprise segment, because many wholesale
customers {i.e., other carriers) are often large corporations theraselves. However, it is important to
distinguish between the two, as they are characterized by very different products, market dynamics, and
growth prospects,

- Within the wholesale segment, declines in local and long-distance voice will overwhelm modest
growth in long-distance data, leading to an average 2.5% anuual decline overall. Though wholesale
volumes continue to grow, price pressures are particularly severe in this segment, as the products are
largely commoditized and widely offered by many competing carriers.

Without specifically considering AT&T’s and Qwest’s participation in the wholesale market, we
believe investors could be underestimating these companies’ future revenue prospects and
overestimating their projected margins. AT&T and Qwest are currently two of the largest providers of
wholesale fong-distance voice and data services.

Investment Conclusion

We believe the RBOCs — Verizon, SBC, and BellSouth ~ are making steady, if slow, progress penetrating
the largest enterprise accounts (for long-distance voice and data services). By 2006-2007, we expect them
to begin ramping up their share of these services dramatically, reaching 36% by 2009. This share gain will
allow the RBOCs to add about $6B in annual wireline revenues over the next five years; growth in
enterprise wireless services will contribute another $8B in incremental revenues. In light of the RBOCs’
imminent share erosion in the consumer market due to cable telephony/VolP (the “storm” in our RBOC
thesis), the enterprise market becomes especially critical to their long-term growth prospects.

The RBOCs’ gain will be largely AT&T s loss. AT&T is currently the leader in the enterprise market, not
only in market share but in mind-share as well. We believe AT&T will continue to hold the #1 spot in this
market, but its share will inevitably be eroded as competition intensifies. Over the next five years, we see
AT&T’s annual revenues from enterprises decreasing by $5B. However, the company’s reported top line
will not fully reflect this, as some of the losses will be offset by gains in wholesale services. We believe the
positive topline but negative margin impacts of AT&T's wholesale activities have not been fuily
incorporated into investors” expectations, We maintain our Outperform rating on Qwest (Target $5),
Marketperform rating on Verizon (Target $43), and Underperform ratings on SBC (Target $21) and
BellSouth (Target $23). For AT&T, we maintain our Marketperform rating and $16 target price, which we
recently revised in light of our wholesale market analysis.
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Details

Framing the Third B ise Tel Decision-Maker Study

We recently concluded our third Bernstein Enterprise Telecom Decision-Maker Study, along the lines of
two similar studies conducted in previous years (see March 2002 Blackbook: “A Tough Nut to Crack: The
Hegemony of AT&T and Worldcom in the Fortune 1000 Market”; and May 2003 Blackbook: “A Tough Nut
to Crack II: Oligopoly Returns to the Enterprise Telecom Market™). The current study centers on 27 hours
of interviews with senior IT personnel at Fortune 500 corporations, personaily conducted by Bernstein
analysis in conjunction with an independent market research firm. Each of the interviewees was selected
for his or her direct decision-making responsibility for the company’s network architecture and telecom
purchases. The key findings from the study will be presented in a series of forthcoming reports.

This Research Call frames that series by detailing the size, growth, and important characteristics of the
enterprise segment of U.S. teJecom services. Large enterprises are a key driver of overall telecom market
growth, but are generally the hardest customers to serve due to their complex and varied requirements.
Information about this segment is also some of the most difficult to come by, as the few large providers that
dominate this space closely guard their market data. Therefore, we believe the most effective way to
acquire intelligence in this area is 1o speak directly with the end-users themselves.

Enterprise is One-Fourth of the Market, One-Half of the Growth

Large enterprises, roughly defined as the set of Fornune 1000 corporations, spent an estimated $63B on
telecom services in 2004, accounting for one-fourth of the total U.S. retail market (Exhibit 1). This figure
will grow at an average rate of 4.5% annually over the five years through 2009, more than twice the overall
market growth rate of 2.1%. Said another way, large enterprises are expected to drive over one-half of the
total growth in U.S. retail telecom services, with consumers and small/medium businesses making up the
rest (Exhibit 2). As Exhibit 3 shows, wireline data and wireless services are expected to drive the bulk of
enterprise spending growth, while wireline voice revenues steadily decline.

Exhibit 1
Contribution to Total U.S. Retail Telecom Services Growth by Service Category

on to Growth by Service Category,

)

2004E 2009E 2004E-09E CAGR Contribution 1o Growth
Total Targe Fotal Large Total Large Total Targe
Retail___Enterprises Relall __Enterprises Fetal___Enterprises Retall _ Enterprises
Tocal Voice $756 3219 $68.4 5210 2.0% 0% 05% 0.3%
Long-Distance Voice 319 108 144 47 147 153 13 18
Subtotal: Wireline Voite $107.4 $32.7 $62.7 §$25.7 5% E¥TA 9% 2.0%
Locat Data $19.7 36.0 5268 $9.6 6.4% 9.8% 0.5% 1.0%
Long-Distance Data 188 144 230 183 41 48 03 11
Subtotal; Wireline Data $384 520.4 3498 $27.5 B3% 6.4% 0% 22%
Wireless Vaics $101.2 577 $133.0 $154 5.6% 14.9% 2.4% 22%
Wireless Data ad 20 139 94 26.1 368 07 22
Subtotal: Wireless 7656 $8.7 Ti86.9 265 6.8% 30.8% 3% 44%
Total Industry $251.4 $62.5 s278.4 §78.4 21% 45% 21% 45%

Source: Bernstein estimates and analysis
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Exnibit 2 Exhibit 3
Contribution to Totat Retail Industry Growth, 2004E-09E Enterprise Telecom Spending Forecast

25% e $100 - - - -
20% 880 - --
& 60 -3 - -
15% - - - e .
g $40 - - - -
H n
10% - § § | - -
E = % - @ E
05% - s LI e
00% 2003 2004E 2005€ 2006E 2007E 2008E 20008
Total Indust
Enterprise Consumer swe otalIndustry [mwiretine Voice M Wireline Data B Wireless
Source: Bernstein estimates and analysis Source: Barmstsin astimates and analysis

At $63B for 2004, enterprise telecom revenues were down 1% from the previous year; for 2005, we expect
revenue growth of about 2% for this segment. Our near-term outlook for the segment has been negatively
impacted over the last six months by the lack of an observable recovery in business demand for long-
distance data connectivity, as well as by continued price pressure in these services (which will be discussed
in detail below). Partially offsetting this has been strong demand for wireless services, particularly wireless
data. We estimate enterprise wireless revenues increased by 35% in 2004, compared to 12% for the retail
wireless market overall, with penetration of multifunction mobile messaging products like the Blackberry
driving most of this growth. However, wireless data is currently only a minuscule portion of the enterprise
market, and so far has had only limited impact on overall growth.

Wholesale Now Separate From Retail in our Analyses

In our latest analysis on the telecom market, we have fully separated wholesale revenues from retail to
present a clearer picture of revenue trends. Wholesale services are often lumped into the enterprise segment
by analysts (and the carriers themselves), on the grounds that many wholesale customers — usually other
carriers — are also large corporations. However, it is important to clearly distinguish between wholesale and
retail because the growth prospects and competitive dynamics of the two segments are very different.
Therefore, for companies that are active in both segments (such as AT&T and Qwest), it is not possible to
accurately evaluate their prospects without considering each of these segments separately.

At a high level, the wholesale market can be divided into local and long-distance services:

~ Local services include access charges paid by long-distance voice carriers to the ILEC; local private
lines used to connect a customer site to a long-haul data carrier’s PoP (also referred to as “special
access”); and ILECs’ wholesale recovery fees from local access lines leased to CLECs and other
carriers, via regulated (e.g., UNE) or negotiated arrangements.

- Long-distance services include long-haul voice and data capacity sold to incumbent and competitive
local carriers, wireless providers, and cable operators; as well as associated services such as
collocation.

The markets for wholesale local voice and data, while large, exist only because of the ILECS® legacy
monopoly over the local access infrastructure. As such, they are governed more by regulatory measures
than competitive dynamics. More interesting to investors are the markets for wholesale long-distance voice
and data, which are not just competitive, but highly so. Traditional long-haul carriers AT&T, MCI, and
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Sprint compete here, as do newer network operators like Level 3, Global Crossing, 360networks, Wiltel,
and a host of others. The availability of wholesale long-distance capacity also increases the competitive
intensity on the retail side by enabling other providers to offer services using leased bandwidth. For
example, the RBOCs and cable MSOs rely on wholesale for their long-distance voice offerings.

Exhibit 4 gives a summary of our forecast of the wholesale market. Through 2009, we project an overall
average annual decline of 2.5%, with declines in wholesale voice overwhelming modest growth in
wholesale long-distance data. We choose not to breakout wholesale wireless services, as it currently
represents only a tiny fraction of the overall market, serving a few mobile virtual network operators
(MVNOs). As the MVNO model catches on, we expect wholesale wireless services to become a more
significant segment of the market.

Our detailed wholesale versus retail analysis has resulted in two significant changes to our enterprise
market model:

~ First, about 75% of what we previously categorized as retail enterprise local private line services has
been reclassified as wholesale (mainly special access). These are lines provided by the ILEC to the
long-distance carriers in order to reach an enterprise customer’s site.

~ Second, enterprise long-distance data revenues have been reduced by nearly 20% to properly account
for wholesale capacity sales to other carriers.

Also as a result of our wholesale analysis, the projected growth rate of the enterprise market now reflects
only that of retail revenues. Essentially, we have now more finely dissected the overall telecom market's
growth by customer segment: wholesale, retail consumer, retail SMB, and retail enterprise.

Exhibit 4
U.S. Wholesale Telecom Services, 2004E-09E
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Impact of Wholesale on AT&T

Among the companies in our coverage, AT&T is most exposed to the wholesale long-distance voice and
data segments, being a major provider in each. With the ongoing declines in its retail business, AT&T’s
services mix is shifting increasingly toward wholesale, suggesting that this segment will have an increasing
impact on the company’s Business Services division (which includes its wholesale activities). We believe
there are two effects of the shift toward wholesale that are not well understood by investors and analysts:

~ AT&T’s revenue trends increasingly diverge from those suggested by studying the retail enterprise
market alone. Specifically, as discussed in detail below, we foresee AT&T’s losing share in the
enterprise market over the next five years as the RBOCs increase their penetration into these customer
accounts. However, AT&T should be able to make up for some of the lost retail revenues by selling
wholesale capacity to the RBOCs (and other carriers). Sinee wholesale prices are significantly lower
than retail, however, the net effect will still be a decline in overal] revenues, but perhaps not as severe
as one would expect by looking only at AT&T s role in the retail enterprise market.

1

With more severe price pressure due to greater competition, margins for wholesale services are
typically thinner than for retail (although the margins vary from carrier to carrier, depending on
operational efficiency). This is particularly true when wholesale services substitute for retail, as is the
case with AT&T. (On the other hand, one could argue that incremental wholesale sales will carry high
margins, since the capacity is already there and it requires little additional operating overhead.)
Therefore, while wholesale will tend to improve AT&T’s revenue trend, the impact on margins may
well be negative.

Similar dynamics apply to Qwest, which is also an active player in the wholesale market. However, the
overall impact of wholesale will be less pronounced in Qwest’s case, since the company’s revenues are
spread over a broader range of services than AT&T’s.

We cover the wholesale market in more detail in our concurrently published Research Call, “US Telecom:
Wholesale Segment Too Large to Sweep Under Rug, But Expected 1o Decline At 2.9% CAGR Through
09,” January 6, 2005,

The Key Battieground for the Large Service Providers

Given its superior growth prospects, the enterprise market has become the key battleground for the large
telecom service providers. Long-distance carriers AT&T and MCI are keen to protect their positions in this
market, which they see as their last stronghold after retreating from the consumer market. Meanwhile, the
RBOCs, having gained full regulatory relief to offer long-distance services, see nothing but growth
opportunities in providing long-distance voice and data services to large enterprises.

It is important to note that not all portions of the enterprise market are the subject of contention among
these service providers, Given the RBOCs’ historical monopoly over local access infrastructure, these
carriers have always dominated local voice and focal data services to enterprises, just as they do in the
consumer and SMB markets. And while there have been some changes here in recent years, due to
unbundling regulations and VoIP technology, we foresee the RBOCs’ Josing no more than 5 percentage
points of market share in enterprise local services over the next five years. (Cable VoIP is expected to be
much more prevalent in the consumer and SMB segments than in enterprise.)

Rather, the service providers are battling mainly over long-distance voice and data services to enterprises.
These services are integral to enterprises’ IT infrastructure, and much more challenging to provide.
Therefore, in our interviews with eaterprise telecom buyers, we focus mainly on their long-distance voice
and data needs (as well as wireless, to the extent that it is relevant), Likewise, in the discussion that
follows, where we speak of the carriers’ relative capabilities and positioning in the enterprise market, it is
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generally in the context of long-distance services. We continue, however, to include local voice and data
revenues in our market sizing, in order to accurately reflect the total spending of enterprises on telecom
services.

Enterprise Req are D ing and C

Telecom buyers repeatedly emphasize the difficulty of finding one service provider that meets all, or even
most, of their needs. This is especially true for the largest corporations with a need for secure connectivity
to international locations. In many cases, these companies have been forced to divide their telecom

purchases among muitiple providers, each providing a subset of services to a subset of customer locations,

Enterprise telecom requirements, particularly for long-distance services, are much more stringent than those
for consumers and SMBs. In terms of the network itself, reach, reliability, and security are tantamount ~
the fatter two dictating that the reach should be achieved “on-net” (i.e., on the provider's own network) as
much as possible. Flexibility, or the ability to provide custom solutions, is highly valued, since customer
needs at the high end of the market rarely fit a standard model. Important as well are the sales approach,
competitive pricing, service delivery, and overall responsiveness. With switching costs high, corporate
buyers also look for financial stability and a demonstrated commitment (o service.

‘We found in our 2003 study that technology is not a key factor in the buying decision ~ rather, it is widely
viewed as being only a transient differentiator between carriers. Our interviewees in that study commented
that they could tell little difference between the technological capabilities of the major service providers.
The ability to integrate wireless services is also not considered very important, as many companies do not
even designate a primary wireless provider. However, we expect that this will become an increasingly
important differentiator in the future as wireless data becomes integral to corporate business processes.

Service Pravider Positioning Summary from our 2003 Study

Though we spent less time in our 2004 study examining relative carrier positioning, many of the findings of
our 2003 study were reaffirmed. Our 2003 interviewees generally regarded AT&T and MCI as the only
two providers that had the global reach and breadth/flexibility of solutions required to service large
muitinational corporations. Not surprisingly, these twe providers retain the bulk of enterprise market share:
they served 92% of enterprises in our survey for (long-distance) voice services and 85% for data services.
Sprint accounted for the rest, with some companies finding Sprint’s partnership with Equant effective in
providing a global reach even beyond AT&T's and MCT's capabilities. However, Sprint’s network was
perceived as less reliable, and its sales force less experienced, than those of its two larger peers.

At the time we conducted our 2003 study, the RBOCs were all but missing from enterprise contracts,
despite their well-publicized efforts to penetrate the market. Global reach was out of the question for these
carriers, and even national reach was regarded as lacking, with most (potential) customers believing they
could offer only regional services. As a result, despite the RBOCs’ incumbent status in local voice and data
services, none of the companies we tatked to named an RBOC as their primary or secondary provider of
long-distance services. The RBOCs also received low marks for their sales capabilities and breadth of
service offerings (with the exception of wircless, in which most companies had little interest at the tme). In
negotiations, many buyers found the RBOCs’ attitude to be more characteristic of former monopolists than
aggressive competitors.

All service providers ~ AT&T, MCI1, Sprint, and the RBOCs ~ were criticized for having overly complex
and rigid pricing schemes, rendering negotiations difficult. AT&T’s sales attitude (described as a “general
sense of entitlement™) was also the subject of frequent complaints, though its professionalism and
experience were favorably recognized. MCI, eager to hold share during its bankruptcy at the time, won
praise for maintaining a high level of contact with key customers. Exhibit 5 graphically shows the relative
positioning of the various service providers, from the perspective of our 2003 study participants.




297

Q BERNSTEIN RESEARCH CALL January 6, 2008

Jeffrey Halpern « halpernjz@bernstein com » +1-212-407-5958

Exhibit 5
P ived Service ider Positioning, 2003

Strong Regional Provider | Primary Provider

Presence In CTO's Mind

cos=

Regional Provider | _Emerging Provider

Globat network, broad array of services

Source: Bemstein 2003 Enterprise Telecom Decision-Maker Study

For more detait on our findings from last year, see the May 2003 Blackbook, “A Tough Nut to Crack II:
Oligopoly Returns 1o the Enterprise Telecom Market.

RBOCs Continue to Push

The RBOCs continue to push their way into the enterprise market for long-distance voice and data services.
Not having the network reach, services breadth, and sales experience of their more established competitors,
but with stronger financial footings, they have used discounted pricing to gain a seat at the negotiating
table. So far, the RBOCs have achieved only limited penetration into this market, usually with smaller
regionally-focused companies. The large enterprise market, however, remains very much an oligopoly with
AT&T, MCI, and, to a lesser extent, Sprint controlling the high ground.

However, over the course of our three enterprise studies (including the current one), we have seen clear
evidence of the RBOCs’ steady, if stow, progress. Specifically, SBC and Verizon are perceived by several
of our interviewees as npow coming “very close” to being able to meet their corporate telecom needs, In
fact, at least one of the companies we spoke to this year has granted its primary telecom contract to an
RBOC. Also, while the RBOCs’ sales bench is nowhere near as deep as that of AT&T or MCI, in cases
where they sent their “A-team” to negotiate, the customers report that they were favorably impressed. We
would look for the RBOCs to continue their progress in the enterprise market, although the large
multinational corporations are expected to remain generally out of reach for some time yet (barring
acquisition of AT&T, MCI, or Sprint by an RBOC).

i ing the Ei Market

As shown in Exhibit 6, the enterprise telecom segment in 2004 represented 25% of the total U.S. market
for retail telecom services; by 2009, this segment will be nearly 30% of the total market, thanks to its
superior growth rate. Nearly all of the additional share will be gained at the expense of the consumer
segment, which will decrease from 61% of the market in 2004 10 58% in 2009; while the SMB segment is
expected to hold its share unchanged at 14%. The consumer segment had been the fastest-growing over the
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tast four years, driven by rapid wireless and broadband growth. However, our outlook for this segment is
Iess rosy, given the maturation of wireless and broadband, and the imaminent threat from cable telephony
and other VolIP providers. (Our market numbers here do not include cable telephony and non-telco VoIP
revenues.) On the other hand, we expect enterprise growth to tick upward with a cyclical recovery in IT
spending driven by improving overall business conditions, including employment growth.

Exhibit 6
Evolution of U.S. Retail Telecom Services, 2004E-09E
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Source: Bernstein estimates and analysis

That said, while business conditions have improved, we have not yet seen a robust recovery in the
enterprise lelecom market. As a result, we estimate the enterprise market in 2004 experienced a net 1%
decline due to lax demand as well as price pressures in long-distance voice and data. We continue to look
for a meaningful, if delayed, recovery in telecom services demand, although the impact on revenues may be
muted by persistent price pressure. Furthermore, with the RBOCs continuing to forge their way into the
enterprise market, any pushback in the timing of the recovery means more revenues will be available for the
RBOCs to win when that recovery does occur (because the RBOCs will steadily increase their capabilities
over time). Therefore, we believe that the more delayed the recovery, the higher the risk that market
leaders AT&T and MCl lose share to the RBOCs, and perhaps never fully recover their toplines. Exhibit 7
provides the details of our enterprise market forecast.
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Exhibit 7
Bernstein U.S. Enterprise Telecom Services Revenue Forecast

U.S. Enterprise Telecom Services Revenues (8 billion)

CAGR
7006 2004E -

2000 2001 2002 2003 2004E  P00SE  D006E 20076  2008E  2009E 2003 2009F
Tocal Voice 4.3 §240  $234  $225 5215  §216 8214 $213 212 8210 4% 08%
Long-Distance Voice 226 189 348 128 108 92 78 65 55 47 174 153
Subitotal: Wireline Voice $463  BA10 8380 3353 8927  S30.8 9292  $219  $267  $25.7 90%  ATR
Locat Data $88 72 $58 853 380 $67 871 §74 S84 398 -16.8% 98%
Long-Distance Data 150 178 172 157 144 139 140 148 164 183 16 48
Sumtotal: Wireline Data $238  §25.0  §20.9  §21.0  §20.4  $206 5213 §223 248 3278 EXiA 5.4%
Wireless Voice $62  $a2  $50  $62  §77  $93  $109  $124 139 §154 245% _ 14.9%
Wireless Data 01 02 05 09 20 33 a7 63 80 84 1011
Subtolal: Wireless $33 $44 865 §7.2 887 8126 8156 S188  §21.8  $248 208%  20.8%
Totat Enterprise Market $740 704  $66.5 §634  $62.8  $63.9  §659  $689 5734 $784 5.0%
Memo: Yr/Y: Change 50%  B5%  -4.6% 18%  30%  46%  65%  67%

Saurce: Bernstein estimates and analysis

We expect wireline data and wireless services to drive growth in the enterprise market, while wireline voice
is projected to decline steadily. On the data side, long-distance IP services are expected to grow strongly,
with volumes increasing 40-60% per year which, even with relatively high rates of unit price decline,
should support 10-20% annual growth in revenues from these services, However, IP service growth will
drive less-than-proportionate growth in overall data revenues due to substitution of IP for legacy data
services, For example, currently more than half of IP-VPN installations replace existing frame relay, ATM,
and private line services. With VPN priced lower than legacy services (on a unit basis), these actually
result in a reduction in overalf revenues. This is offsct, however, by “greenfield” VPN installations, as well
as organic growth in legacy services. Exhibit 8 shows the aggregate growth of long-distance data service
revenues projected for the next five years.

In wireless services, enterprises accounted for only a small portion of the total market in 2004: about 9%
overall. Most companies today do not even report having a primary wireless service provider; and when
they do, often only a small subset of the companies’ employees are connected with the service. In the sub-
segment of wireless data, however, enterprises currently drive a much more significant 45% of total
revenues, from services such as email and wireless Internet access. Most of the remaining 55% is
accounted for by consumes-driven applications, mainly SMS and MMS. (A small portion of revenues is
derived from SMBs.) Our view is that revenues from consumer wireless data applications will grow at only
about 10% annually in the U.S., where users have shown much Jess affinity for such applications than those
in Asia and Western Europe. This is a relatively slow growth rate for a fledgling segment of the typicatly
dynamic wireless market.

On the other hand, we expect much more rapid growth for enterprise wireless data services, manifested in a
projected average annual growth rate of 37% over the next five years. This will be driven by an increasing
degree of integration of wireless data applications into basic business processes refated to supply chain
management, sales, customer service, and the like. Many of the corporate telecom buyers we have talked o
confirm this vision - although admittedly, their visions of the exact applications they would use tend to be
much vaguer. We believe enterprise wireless data usage will grow significantly faster than consumer usage
and, as such, will be the critical determinant of whether 3G services in the U.S. achieve the level of success
currently professed by the wireless providers. Exhibit 9 clearly shows the significance of enterprise usage
in driving the overall wireless data market.

10
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Exhibit 8

Exhibit 8
Total U.S, Long-Distance Data Growth

Total U.S, Wireless Data Growth
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Carrier M Shares in

For local voice and local data services, the RBOCs — Verizon, SBC, and BellSouth — dominate in the
enterprise market, just as they do in the consumer and SMB markets. We project that this will remain
fargely the case over the next five years, since the RBOCs’ position in these segments is strongly tied to
their ownership of the local access infrastructure, However, we do foresee a small degree of share erosion
to alternative providers (via unbundling or otherwise) and to enterprise VoIP provided by IXCs. Between

2004 and 2009, we project the RBOCs’ collective share in local services to decline from 72% to 61%, as
shown in Exhibit 10 and Exhibit 11.

Exhibit 10

Exhibit 11
Market Shares in Local Voice and Data, 2004E

Market Shares in Local Voice and Data, 2008E

2004E: $27.9 bittion 2009E: $30.8 billion
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Source: Bemstein estimates and analysis Source: Bernstein estimates and analysis

The market for enterprise long-distance services will evolve more dramaticaily over the next five years. In
2004, AT&T, MCL and Sprint dominated these services, collectively accounting for over 90% share
(Exhibit 12). The RBOCs’ efforts to penetrate the market have so far yielded only a small share, though
they are making incremental progress. We expect the RBOCs to only gradually win share in this segment
until 2006-2007, by which time they will have brought their offers in complex networking solutions up
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closer to par with AT&T and MCIL At that time, we expect to see a rapid ramp in the RBOCs’ share of
enterprise long-distance voice and data services, to approximately 36% by 2009 (Exhibit 13). Most of this
share will be gained at the expense of AT&T and MCL Sprint and Qwest will play the same role as they do
now: as lower-cost alternatives to their larger long-distance peers.

Exhibit 12 Exhibit 13
Market Shares in Long-Distance Voice and Data, 2004E Market Shares in Long-Distance Voice and Data, 2000

2004 $25.2 billion 2009E: $23.0 billion
RBOCs | Others Others
o S T 3%
Quest 3%

3%

Sprint RBOCs
12% 36%
Qwest . MCH
31% 5% Sprint 17%
9%
Soure: Bernstein estimates and analysis Source: Bernstein estimates and analysis

Price Pressures Persist

Over the past year, we have been informally monitoring pricing trends in the enterprise market, looking for
signs that price pressure is starting to subside. Unfortunately, we have found few such signs. Long-
distance voice pricing continues to decline steadily — leading to our projection that revenues in 2009 will be
only 40% of 2004s level (Exhibit 14). Many enterprise users expect service providers to soon offer
unlimited long-distance voice as part of a service bundle anchored by data services, thereby reducing voice
pricing to effectively “free”. We believe service providers and industry followers have largely accepted this
fate, and have appropriately discounted the role of traditional long-distance voice in future growth plans,

More concerning are the persistent price pressures in long-distance data, a growth area in terms of demand.
Unit price declines for both IP and non-IP {e.g., frame relay, ATM, private line, etc.) data reaccelerated
slightly to over 20% in 2003, following several years of steady easing. In 2004, we believe prices again
declined at close to a 20% rate. Combined with slowing volume growth, the price drops have resulted in
decreases in long-distance data revenues in 2003 and 2004 — the first declines since we began tracking these
trends (Exhibit 18).

Though we believe data pricing will continue to fall, we expect the rate of decline 1o gradually slow over
time, continuing the trend started in 2000 (before it was interrupted in 2003). We also expect demand
growth to tick upward as general cconomic growth continues. As a result of these two factors, we believe
revenues from long-distance data services will decline slightly in 2005, flatten in 2006, then grow modestly
in 2007 and beyond.
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Exhibit 14
Enterprise Wireline Voice Forecast
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Exhibit 15
Enterprise Long-Distance Data Forecast
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Why is the Price Trend So Steep in a Market with Relatively Few Players?
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Given the relatively high market share concentration of this market - our 2003 study found AT&T and MCI
provided voice services to over 90% of the enterprises we surveyed, and data services 1o 85%, with Sprint
accounting for the remainder - the intense price pressure observed is surprising. Usually, in industries that
exhibit such concentration, the major players are able to exercise a greater degree of price discipline.
Unfortunately, in the telecom industry, price discipline is hindered by two factors: (1) a general lack of
differentiation in service offerings and (2) the high fixed cost/low marginal cost nature of network
economics. The first of these takes pricing power away from the service providers, leading prices to trend
down toward marginal cost; while the second drives a very fow pricing floor due to carriers’ efforts to build

network scale. The result is the downward spiral in pricing that we continue to witness.
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Finally, it is important to note the role of wholesale providers, including AT&T, MCI, Sprint and near-pure-
play wholesalers like Level 3 and Global Crossing. This segment of the indusiry exemplifies both of the
factors discussed above: the product, pure bandwidth, is nearly completely undifferentiated; and the costs
are almost all fixed in the network infrastructure. In addition, the competitive intensity is high, with far
more supply than demand. Therefore, wholesale prices suffer from the greatest degree of price pressure,
and are declining most rapidly - for some high-capacity bandwidth products, unit prices have declined as
much as 30-40% per year for the past half-decade.

Pure-play wholesalers impact pricing in the enterprise market by leasing low-cost bandwidth to non-
traditional long-distance providers, including small niche players as well as the RBOCs. These providers
are then able to compete with AT&T and MCI (who own their networks) with comparable costs. The
general availability of cheap bandwidth is one of the reasons the RBOCs have been able to enter the
enterprise market without significant capital investments or acquisition of an existing long-distance network
operator. Using leased wholesale capacity, they are able to piece together their long-haul networks, adding
links as necessary to service specific customer demands.

Valuation Methodoiogy

For all the companies in our coverage, we leverage three distinct valuation methodologies: Relative Price-
to-Forward Eamings (P/FE), EV/EBITDA and Discounted Cash Flow Analysis (DCF). We see Price-to-
Forward Earnings as most valuable for assessing the relative expensiveness or cheapness of a company
against its own history. P/FE has historically been a poor predictor, however, of the timing of valuation
swings though is a reasonable predictor of forward relative performance in the sector.

In contrast to P/FE, EV/EBITDA is a poor tool for analyzing the valuation level of a company against
history but a very good too} for assessing valuation levels across similarly-structured companies in the same
industry. EV/EBITDA’s shortfall as a tool for making investment decisions in telecom, however, is its
failure to capture capital spending, a critical driver of free cash flow generation in the sector.

Lastly, we find DCF analysis most useful for setting target prices. On the positive side, DCFs - when
completed objectively and employing textbook approaches to calculating weighted average costs of capital
— capture both differences in business mix and operational performance as well as differing levels of capital
discipline, both shortfalls of EV/EBITDA. In addition, DCFs aren't skewed by historical spending above
trend which, while potentially indicative of a lack of capital discipline, should not necessarily receive the
strong weighting accorded it within the P/FE metric. The shortfall of the DCF s its reliance on numerous
modeling assumptions and any subjectivity incorporated into the WACC calculation and long-term growth
assumptions for the company.

Risks

Our forecast of the enterprise market is based on an analysis of the demand drivers, combined with our
outlook on pricing trends. Both of these are difficult 1o predict, and are subject to change in the event of
unforeseen industry circumstances. For example, a prolonged economic downturn could reduce
corporations’ demand for IT in general, in wrn reducing demand for telecom services. As well, industry
consolidation could impact the direction of pricing trends ~ as has happened in the past. More specifically,
we believe our forecast is especially sensitive to two uncertain factors: (1) the rate of price declines for
long-distance IP and non-IP data services, and (2) the rate of adoption of wireless data applications for
enterprises.
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Verizon & Qwest: Who Will be MCI's Valentine? Verizon
Clearly MCI's Preferred Date; Combo Modestly Positive

2/11/2006 YTD EPS PIE
Closing Target Ret.
Ticker Rating CUR Price Price Perf. 2004A" 20058 2006E  2004A 2005E 2008E  Yield

Q © uso 415 5.00 -6.0% -0.80 -0.22 .10 NM NM 41.5 NA
vZ M USD 36.31 41,00 -3.8% 2.51 243 232 14.5 14.9 15.7 42%
SPX 1205.30 66.00 70.00 7450 183 17.2 16.2 2.0%

0 - Outperlorm, M - Market-Pedtorm, U - Undemertorm

* 20044 figures for Qwest include Bemstem estimates for 4Q04, a5 the company has not yet reported full-year results.
Highlights

This morning, Verizon and MCI announced the details of @ merger agreement forged over the weekend.
This call partially reflects the details of that agreement and partially presents a more generic analysis of
the challenges and opportunities inherent in either a Verizon or Qwest merger with MCI, The companies
will hold a joint conference call this morning at 9am Eastern to discuss the details of their agreement. The
dial-in numbers for the call are 888-802-8577 (domestic), 973-935-2981 (international).

 In reportedly frenzied negotiations over the weekend, Verizon won MCI's hand for $4.8B in equity and
nearly $500M in cash for a total of approximately $16.25 per MCI share based on both companies Friday
closing stock prices.

~ Verizon will exchange 0.4062 of its shares ($14.75 based on Friday’s close) for each MCI share and
pay $1.50 in cash.

~ In addition, following the lead of AT&T in which the target pays its own shareholders the deal
premium, MCI will pay a special cash dividend of $4.50 prior to closing. MC1 shareholders also
appear to bear much of the risk associated with outstanding litigation associated with the fraud.

Verizon estimates the merger will be dilutive to earnings in the first two years following close, turning
accretive by Year 3, consistent with our own analysis presented herein. We do, however, believe, the
turnaround of MCI's operations will be more costly than the company is currently suggesting.

In contrast to our positive assessment of the SBC-AT&T merger, we are less optimistic about the benefits
of an MCI merger with either Verizon or Qwest. Our current analysis, based on our own estimates of
synergies and costs, suggests that in return for significantly increased risk, shareholders would gain only
modest value creation from either combination.

~ In aggregate, we are neutral to a Verizon-MCl merger, seeing the potential reward as commensurate
with the increased risk. We estimate the combined company’s per share valuation would be 10% or so
higher than Verizon's standalone ($45 vs. $41), but near-term earnings would be diluted by up o 25%.

~ In the case of a Qwest-MCI merger, we believe the risk/reward profile of the combined company
would be less attractive than that of Qwest on its own near-term. We estimate a combined Qwest-MCI
would be less than 10% more valuable ou a per-share basis than Qwest on its own ($5.40 vs. $5.00),
while projected positive earnings in 2006 and 2007 would be turned into losses.

See Disclosure Appendix of this report for imp: i and analyst
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QOur analysis incorporates our own estimates of the synergies and integration costs associated with each
potential merger and has not yet been updated for either the expectations or announced deal terms
between Verizon and MCI. Relative to the SBC-AT&T merger, we believe a merger with MCI would
yield smaller synergies and require lower overall integration costs, the latter a function of MCI's lack of a
Iegacy monopoly operating structure.

— We believe a Qwest-MCI merger could realize annual expense synergies reaching $1.5-2.0B by 2010,
and capex synergies of up to $400M per year. Both expense and capex synergies would result from
combining the companies’ long-haul operations. We believe revenue synergies would be minimal.

— For a Verizon-MCI merger, we estimate expense synergies could reach $2.0-2.5B by 2010, while
revenue synergies could add another $770M. Much of the expense synergies would be due to transport
savings at both Verizon and Verizon Wireless, and avoided costs earmarked for developing Verizon's
enterprise business. We foresee no meaningful capex synergies.

— For either merger, we estimate integration costs to total $3B over 4 years in our base case that assumes
the acquirer does not attempt to significantly improve MCT's current operations.

Compared to AT&T, which has spent billions in recent years on network upgrades and process re-
engineening, MCI's network infrastructure and operations are much less efficient. The resulting low
margins are the primary source of risk for MCI's acquirer.

- In 2004, we estimate MCI's EBITDA margin was 11%, less than half of AT&T's 23%; and operating
margin was just 1%, compares to 11% for AT&T. We estimate MCI's net loss in 2004 was $(70)M,
compared to AT&T’s net profir of $1.5B (both normalized to exclude one-time iterns).

An acquirer could decide to undertake a network transformation project designed to increase MCI's
EBITDA margins to AT&T’s levels. Estimated to require about $3B over 2-3 years (Verizon appears to
be estimating this 1o be $2B), we believe such an effort could create additional value but would also
involve significantly increased risk, as the integration of MCI's own various networks is likely to be even
more challenging than the integration of MCl into the acquirer.

~ Of the two potential acquirers, only Verizon has the resources to commit to such an effort, and it
would represent that RBOC's third area of major capital spending (the first two being Fiber and EV-
DO). In this case, the value of the combined company’s stock could rise (0 $47, or about 14% higher
than our valuation of Verizon alone.

- If Qwest were to undertake such an effort, it could increase the value of post-merger shares to nearly
$6, or 19% higher than our valuation of Qwest on its own. However, it is not clear if Qwest could
absorb the negative impact on near-term free cash flow or would be willing to forego the debt-
reduction opportunity presented by MCY’s substantial cash balance.

MCT’s value lies primarily in its roster of large enterprise clients, which accounted for $4.8B in revenues
in 2004, or 23% of MCT's total revenues. With sales of wireline and wireless services to enterprises
projected to drive over half of the industry’s growth over the next five years, Verizon and, 1o a lesser
extent, Qwest are aggressively targeting the enterprise segment. Acquisition of MCI would provide 2
significant boost to their efforts, just as AT&T does for SBC.

~ MCT's second most valuable asset is its long-haul network (actually, a collection of multiple
networks). For Verizon, this could allow savings on transport costs, and also help facilitate the
RBOC's FiO8 broadband and IP-video services. For Qwest, consolidating MCI's traffic could help
Qwest finaily achieve economic scale in its own long-haul operation. We estimate Qwest’s long-haul
business continues to lose about $400-500M annually.
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Investment Conclusion

Compared to our positive assessment of SBC’s acquisition of AT&T, we believe an acquisition of MCl by
either Qwest or Verizon is much less compelling, Though MCI’s price tag is significantly lower than
AT&T’s, its buyer would also receive a smaller and less profitable asset. MClI is second to AT&T in nearly
every market where the two compete, and the gap between them has continued to increase since MCL's
fraud and bankruptcy. Unlike AT&T, which grew its long-haul network largely organically, MCl is
coliection of multiple paralle] networks collected through a string of acquisitions. To make matters worse,
MCI has invested far less into its networks and processes in recent years than AT&T, and as a result, is a
much less efficient operation with significantly lower margins.

MCI's acquirer faces a ditemma that AT&T"s does not: whether to make the long-overdue investment
aimed at improving MCY’s operations and margins. If it doesn’t, the combined company would be worth
only modestly more for shareholders on a discounted cash flow valuation, but its topline growth and near-
term earnings would be materially impaired. If it does make the estimated $3B investment, long-term value
creation would be improved, but at the expense of depressed free cash flow in the near term. Qwest likely
could not afford this, and Verizon already has two other significant capital projects in Fiber and EV-DO.
Furthermore, such a network transformation effort is extremely challenging and risky, and the longer it
takes to “fix”” MCI, the smaller the ultimate benefit, since MCI's market position is steadily eroding.

In any scenario, whether Qwest or Verizon acquires MCI, and whether they decide to transform MCl in
addition to integrating it, we see only modest value creation that just offsets the increased risk borne by
shareholders. The incremental value created from a merger would only begin to accrue 2-3 years after the
merger closes, while MCI's poor margins would dilute earnings for at least 2 years, even if integration costs
are excluded from normalized results. Given this and the negative topline impact, we are not convinced
that the market would place a higher valuation on the stock of a combined Qwest-MCl or Verizon-MCL

We believe the near- and mid-term risk/reward profile of a combined Qwest-MCI would be less attractive
than that of Qwest on its own, and would rather see the company focus on its internal cost cutting
opportunities and deliver several quarters of improved financial results before pursuing M&A deals. We
maintain our Qutperform rating on Qwest with target price of $5. 'We would be largely neutral to a
Verizon-MCI deal, seeing long-term value both financially and strategically, but near-term risks due to
earnings dilution and integration challenges. We rate Verizon Marketperform with a target price of $41.

Details

According to recent press reports, Qwest has offered to pay more than $7B to acquire MCI, and Verizon has
also put at least an informal offer on the table. MCI has not yet responded to either suitor, but is believed 1o
be eager to do a deal, especially now that rival AT&T has agreed to be acquired by SBC. MCl is expected
to choose its merger partner this week.

A Look at MCI

Readers should note that we do not officially follow MCI; and, specifically, do not offer an investment
rating on the company’s shares. As such, our financial projections for and assessment of MCI are not
based on the same level of detailed research and analysis typically afforded to our covered companies.

Formerly known as Worldcom, MClis the company best known for its massive accounting fraud and
record-setting bankruptcy. MCl s the second-largest long-distance carrier behind AT&T, serving

¢ s, small/medium busi s (SMB), enterprises, and wholesale customers. It is a major carrier of
IP traffic, with its UUNet network recognized as one of the largest Internet backbones. Revenues in 2004
were estimated to be $20.7B.

MCI (or, more accurately, Worldcom) grew primarily through a string of more than 70 acquisitions
including that of MCI, with, by all accounts, only superficial attention paid to integrating them. Even after




309

Qé BERNSTEIN RESEARCH CALL February 14, 2005

Jeffrey Halpern « halpernjz@bernstein.com « +1-212-407-5958

bankruptcy restructuring, the company today still operates multiple parallel networks and a myriad of OSS
systems. Because of its financial difficulties, MCI has also invested far less in its networks and processes
than rival AT&T (Exhibit 1). As a result, its profit margins are slim: in 2004, we estimate MCI's EBITDA
margin was 11%, compared to AT&T’s 23%; and operating margin was 1%, compared to AT&T's 10%.
We estimate the company lost $(0.21) per share in 2004, whereas AT&T earned $1.97 per share (both
normalized to exclude one-time items).

Exhibit 1
AT&T vs. MCl Capex, 2002-2004

02 2003 2004
AT&T Total Capex (3M) 3,858 3,431 1767
Merna: portion committad to process re-engineering 610 763 687
Memo: portian committed to network upgrades (e.g.. GNI, MPLS) 2,604 1.871 537
MCI Total Capex ($M) 1,660 945 1,000

Source: Company Reports, Bemstein Estimates

MCT’s most valuable asset is its roster of large enterprise clients, second only to AT&T’s. In 2004,
enterprise sales accounted for $4.8B in revenues, or 23% of MCT's total. The enterprise segment is
projected to drive over half of the indusiry’s growth over the next five years (see Research Call, “U.S.
Telecom: Superior Growth Prospects Make Enterprise Market a Key Battleground for U.S. Service
Providers,” January 6, 2005). Because of this, the RBOCs are aggressively targeting enterprise customers;
we believe they will gain 36% of the market by 2009, up from only 3% in 2004 (including long-distance
services only). Acquisition of MC1 would provide a significant boost in Qwest’s or Verizon’s efforts, just
as AT&T does for SBC.

Like AT&T, MCI has recently begun to pull back from the consumer and small/medium business (SMB)
markets due to unfavorable regulatory and competitive conditions, These markets, which generated $9.1B
in revenues in 2004 for MCL or 44% of total revenues, are thus projected to decline rapidly over the next
two years, mirroring the trend projected for AT&T. Some of the SMB business could potentially be
salvaged with a merger than brings increased bundling capability. The remainder of MCI's revenues, about
$6.8B or 33% of total, derives from international markets and wholesale customers.

MCI’s Prospects Are Not Great

Though frequently compared 10 AT&T, MCl is decidedly a less valuable acquisition candidate than AT&T.
AT $20.7B in 2004, MCI's overall revenues are about two-thirds those of AT&T; more importantly, its
revenues in the enterprise, SMB and wholesale markets totaled $11.9B, just over half of AT&T Business’
$22.6B. We projected in the above-referenced enterprise report that AT&T would maintain its lead over
MCl in the enterprise market for long-distance services, with 30% share in 2009 compared to 17% for MCI
(assuming both remained independent). In another report (see Research Call, “U.S. Telecon: Wholesale
Market Too Large to Sweep Under Rug, but Expected to Decline at 2.5% CAGR Through '09,” January 6,
2005), we projected that AT&T would maintain its lead in the wholesale long-distance market as well, with
28% share of wholesale voice versus 12% for MCI, and 22% of wholesale data versus just 7% for MCI
(also assuming both remained independent). Exhibit 2 through Exhibit 5 show our market share
projections for the enterprise and wholesale markets
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Exhibit 2 Exhibit 3
Projected Market Shares in Enterprise LD Voice, 2009E Projected Market Shares in Enterprise LD Data, 2009F

2009E: $4.7 billion 2009E: $18.3 biliion

Others

Others

1%

12% 19%

SBource: Bemstein Estimates and Anatysis Source: Bernstein Estimates and Analysis

Exhibit 4 Exhibit 5
Projected Market Shares in Wholesale LD Voice, 2009E Projected Market Shares in Wholesale LD Data, 20098

2009E Total = $6.9 billion 2009E Total = $10.3 billion
Others ATST AT&ET
23%
P 28%
BN
N

\

Qwast MCL
2%
Sprint
18%
Source: Bemstein Estimates and Analysis Source: Bernstein Estimates and Analysis
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Qur projections for MCI call for a brief improvement in margins in 2003, as the company benefits from the
cost reductions assoctated with its consumer and SMB pullback. Beyond 2005, margins are expected lo
resume their steady decline, with EBITDA margin falling to 9%, and operating margin at -7%, by 2009.
We expect the company to report a small net profit in 20085, followed by significant losses in the years
thereafter. Exhibit 6 gives our summary projected income statement for MCL Note again that this is only
a rough projection, as we do rot currently cover the company.

Exhibit 6
MCt Summary Income Statement, 2004-2010E
0510
2004 2005 2008 2007 2008 2009 2010 CAGR
Total Revenues 20860 16973 13,215 11,728 10935 10,354 9,893 ~10.2%
Memo: yly change -152%  -17.8%  -221%  -11.2%  -68%  53%  -45%
By Segment:
Enterprise Markets 4792 4809 4001 3826 3503 301 3253 5.9%
Memo: yly change 94%  80%  72%  65%  -58%  -58%  A7%
U.S. Sales & Service 8,114 6799 4048 3,358 3,003 2,940 2,85¢ 15.9%
Memo: yly change SI8.1%  254%  -405%  -17.0%  -7.8% 49%  29%
Internationat & Wholesale 6754 5765 5076 4546 4240 4000 3,786 8.1%
Memo: y/y change -14.9% -14.6% -12.0% -10.4% -8.7% -5.7% -5.4%
Total Cash Expenses 18,375 14562 11,760 10578 9,927 9425 3,006 -8.2%
Memo: yly change S140%  208%  -192%  -10.0%  -61%  51%  4.5%
Access Cosls 10560 8,147 6145 5278 492 4859 4452 -11.4%
Memo: % cf revenue 511%  48.0%  465%  450%  450%  45.0%  450%
Costs of Services and Products 2505 2426 2576 2860 2546 2437 2,328 -0.8%
Memo: % of revenue 122%  143%  195%  227%  233%  235%  235%
Selling, Genoral, & Administrative 5290 3989 3039 2839 2480 2330 2226 -11.0%
Memo: % of revenue 256%  235%  23.0%  225%  225%  228%  225%
EBITDA 2285 2411 1,455 1352 1,008 928 887 -18.1%
Memo: margin 1% 142%  11.0% 2.8% 9.2% 9.0% 2.0%
Depreciation & Amartization 2,083 2002 1884 1,865 1772 1684 1,589 4.4%
Operating Income betore One-Time items 202 410 {508) (714) (764) (755) {712) 211.7%
Memo: margin 1.0% 24%  39%  6I%  7.0%  -78%  7.2%
inferest Income (Expense) {403} (403) (403) (403) (403) (403) {203) 0.0%
Miscelianeous Income, Net 9% 94 94 94 94 9 94 0.0%
Normalized Pre-tax income {107} 101 $38)  (1.023) (1,073 (1084) (1,021} -258.9%
Income Tax Expense (Benafit} (38} £ {288} (358) (376) (372) (358)
Memo: tax rate 350%  350%  356%  35.0%  350%  350%  35.0%
Normalized Net income {70) 65 {532) {665) (698} (692) (664} -256.9%
Diluted Shares 3196 23196 3135 3196 3196 3196 3196
Normalized EPS $ 208 020 % (188 § (208) $ (218) § (216) § (208) -258.9%
Capex 1,000 950 903 867 815 ™ 735 -5.0%

Source: Bernstein Estimates and Analysis

Motivation for Acquiring MCI

For both potential acquirers, MCI's enterprise client base is the obvious asset being sought. Although
customers are demanding and margins are thin in this market, it is expected to grow faster than either the
consumer or SMB markets. The RBOCs are aggressively targeting this segment, and are well positioned to
gain share over the next 4-5 years: they can offer integrated solutions of local, long-distance and wireless
services. The RBOCs’ main shortcoming is that they lack an in-house long-haul network (with the
exception of Qwest) and a national sales and support infrastructure.
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Thus, MCP's second valuable asset is its refatively broad network and its experienced sales and support
organizations. While Qwest also owns a national network, it has neither the network breadth of MCl nor as
deep a sales bench to service large enterprise customers. Furthermore, by consolidating MCY's traffic,
Qwest could finally gain economic scale in its own long-haul network, which we estimate still drains $400-
500M in annual cash flow. Verizon has said it intends 1o build its network and develop its capabilities in
the enterprise space organically. While this strategy is credible for Verizon, we believe it is an expensive
one. By our estimates, Verizon will incur cash expenses over $4B in its enterprise initiative through 2008,
by which time it will have just started to gain momentum in the market. Savings in these expenses is an
obvious synergy opportunity for Verizon, in addition to savings in transport costs for Verizon's other
businesses, including Verizon Wireless.

Finally, for Qwest, MCI's $5.6B cash balance is an additional motivator. Although we are confident of
Qwest’s ability to continue as a going concern on its own, the company does carry a high debt load that
leads 1o high interest expenses, MCI's cash and comparatively low-interest debt would allow Qwest to
lower its interest payments by calling, over the next three years, $3.3B in debt that carries interest rates of
13-14%.

Turnaround Potential

An additional potential motivation for MCI’s acquirer (including a private equity buyer) is the opportunity
to significantly turn around the company and increase its margins to a level more comparable to rival
AT&T’s. We believe there is some validity to this strategy and that, to a large extent, MCI’s troubles can
be fixed by essentially throwing money at them. As stated earlier, we believe MCI has neglected to
properly integrate its past acquisitions and has invested only the bare minimum necessary to keep its
network running over the past few years. On the other hand, AT&T has invested billions in network
upgrades and process re-engineering, resulting in a significant margin advantage over MCL

We conservatively estimate an overhaul of MCI would cost require about $3B in capital to be spent over
three years, at which point MCI's EBITDA margin would be on par with AT&T’s (at least that is what we
are willing to assume). In reality, this scenario is unlikely to play out as simply as we have outlined. In
turning around MCI, some of the company’s operations — for exaraple, some of the smaller networks it has
acquired - would likely be deemed not worthy of further significant investment. Shutting these down could
help achieve the margin goal but might decrease revenues, while allowing these to continue as-is would
preserve revenues but hurt margins. In our simplified analysis, we intentionally neglect these effects and
assume margins could be improved with no impact 1o the overall revenue trend.

Although this network transformation would be costly, we believe it would pay off in the long term. If
MCT were able to achieve AT&T-level margins by 2009 (assuming the transformation begins in 2006), we
estimate it could increase the value of the company by $3.7B; net of the $3B investment required, this
undertaking would have an NPV of $700-800M. Perhaps more importantly, it would allow MCI to be more
competitive in the market in the long term. There is risk involved, however: the return on investment is
uncertain and the longer it takes to “fix” MCI's margins, the smaller the ultimate reward, since MCI's
revenues are steadily declining.

Given our belief that MCT could be transformed into a more profitable company, the obvious question is
why MCI's management has not already done this. We believe MCI has consciously decided to avoid the

investment, in order to preserve cash flow. Moreover, were the company to be in the midst of a major
multi-year transformation, it would be less likely 1o get acquired.

MCt Acquisition has Strategic Merit

For both Qwest and Verizon, we believe an acquisition of MCI has long-term strategic merit, although a
negalive impact to near-term results is unavoidable due to MCI's poor margins. In addition, the near-term
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challenge of integrating and possibly turning around MCl is a significant risk that handicaps the
acquisition’s overall value.

By bidding for MCI, Qwest has unintentionally highlighted its own strategic shortcoming: that in the long
term, without a merger partner, Qwest’s position in the market becomes increasingly marginalized. It is the
smallest of the RBOCs and the weakest financially, and it lags in the key areas of broadband and wireless.
As the other RBOCs increasingly emphasize service bundles and expand in the SMB and enterprise
markets, Qwest will be left to play perpetual catch-up. Furthermore, with AT&T and MCI owned by other
RBOCs, the addressable market for Qwest’s wholesale long-distance services shrinks. By merging with
MCY, Qwest gains an immediate anchor in the enterprise market, on which it could then build additional
capabilities.

For Verizon, acquisition of MCI may represent the best strategy for rapidly gaining share in the enterprise
market. While its organic growth strategy is credible so far, AT&T’s acquisition by SBC, and MCI's
acquisition by another RBOC, would create two powerful competitors to contend with. By acquiring MCI,
Verizon not only secures its place in the enterprise market, but also avoids significant costs that would
otherwise be incurred in developing its own enterprise initiative.

Analyzing a Qwest-MCI Merger

Exhibit 11 (at the end of this report) gives our summary projected income statement for Qwest through
2010. On a standalone basis, we believe Qwest would continue to show progress in cost cutting, leading to
steady EPS improvement. In the longer term, however, its lack of scale would eventually succumb to price
pressures, and EPS would likely start eroding again.

In a merger between Qwest and MCI, synergies would derive from two sources: cost savings from
consolidating a significant portion of MCT’s traffic onto the newer and more efficient Qwest network; and
capex savings from not having to invest in parallel long-haul networks.

Although press reports have suggested cost synergies could reach $4B annually, we predict $1.5-2.0B in
synergies by 2010 is more likely. We do not believe it will be possible to migrate all of MCY's long-haul
traffic onto the Qwest network — or at least that doing so will be prohibitively expensive. MCT's traffic is
currently distributed across a multitude of different networks, in some cases, running parallel to each other.
If it were straightforward to consolidate this traffic onto a single common network, MCI would have done
so itself long ago. However, the fact is that consolidating the traffic from multiple networks onto a single
one is complex and expensive, and likely not worth doing in the case of some of the smaller networks. Our
base-case synergy estimates reflect a balanced view, where only the largest networks are consolidated, in
order to avoid prohibitively high integration costs.

Our capex synergy estimates reflect the amount of spending that could be avoided by not having to
maintain separate long-haul networks (again, we assume some of MCI's networks would not be
consolidated). For reference, our current projections for Qwest call for $500-700M in annual investments
in the long-haul network. We betieve MCI, on 4 standalone basis, would spend between $700-900M
annually on capex. Our synergy estimate of $400M is thus about 30% of the combined standalone long-
haul capex budgets.

We believe revenue synergies would be minimal in a Qwest-MCI combination, as (1) the companies do not
compellingly complement each other’s service offerings, and (2) Qwest would not be a driving force in the
declines expected for MCI over the next five years. Eliminations would be minimal as well, resulting only
from MCl access charges currently paid to Qwest (which we estimate account for 10% of MCs total
access charges).

We estimate merger integration costs would total about $3B over four years, with most of it incurred in the
initial two years following closure. Again, these estimates reflect our base-case view, wherein the more
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straightforward integration opportunities are pursued in order to preserve a balance between long-term
benefits and near-term dilution. After accounting for these integration costs, the net present value of our
estimated synergies is $11.7B (top half of Exhibit 7). By comparison, we estimated the SBC-AT&T
merger would generate $19.5B in net present value of synergies, after integration costs,

Valuation of Combined Qwest-MCl

Given these synergies and integration costs, we value the combined Qwest-MCI at roughly $5.40 per share,
based on a discounted cash flow valuation. This is just 8% higher than our $5 per share valuation of Qwest
atone. In deriving this valuation, we assumed a discount rate of 9% and a long-term decline in free cash
flow of (2)% per year, and used pro-forma figures assuming the companies were combined at the beginning
of 2005 (but synergies and integration costs are realized starting 2006). The free cash flows of the
combined company are discounted to the present (i.e., beginning of 2005). To arrive at value per share, we
assumed Qwest pays for MCI entirely in stock, and offers no premium over the current MCI share price.
The valuation calculation is shown in the bottom half of Exhibit 7. Note that the numbers have changed
slightly since our publication last week (see Research Call, “Qwest 4004 Preview: Expect Improved
Earnings from Cost Cuts, but MCI Question Overhangs; Maintain Outperform,” February 11, 2005), dee to
slightly revised assumptions and using the latest closing prices for Qwest and MCIL
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Exhibit 7
G ion of Synergy NPV, V of C Qwest-MCi, Base Case
2005 2006 2007 2008 2009 2010

NPV of Synergies

Qwest Revenue Synergies {(EBITDA impact) - 0 o o 0 0
MCt Revenue Synergies (EBITDA Impact) - - - - - -
Net Expense Synergies (after integration costs} - (831) 197 1,285 1,45t 1,623
Taxes on Above - 291 (69) {450) {508} {568)
Capex Synergies - 100 250 350 400 400
Change In Depreciation Tax Shield - (O] {12) {25) (38 (53) Terminal
= Free Cash Flow Impact - {444} 366 1,161 1,305 1,403 15,586
Net Present Vaiue § 11,709 ]

Tax Rate 35%

Discount Rate 8.0%

Terminal Growth Hate 0.0%

2005 2006 2007 2008 2008 2010
DCF of Combined Company
ized EBITDA (after it costs} 6,462 5,273 5,864 6,601 6,406 6,282

Qwest Pension & Options Expense (23} 3 69 108 1561 197
MCI Pension & Options Expense 10 10 10 10 10 10
Taxes {2,257} {1,860} {2,080} (2,352 (2,298) {2.271)
Depreciation Tax Shield 1,767 1,753 1,677 1,578 1,508 1.438
Capex (2,977) (2,762, 2,528 2,350, {2,225) 2.158) Terminal
= Normatized Free Cash Flow 2,873 2,445 3,012 3,595 3,552 3,495 31,142
Core Enterprise Value 32,619

Net Debt 15,748

Hidden Assets 1,586

Equity Value 18,457

Pro Forma Shares Quistandin 3,425

Value per Share $ 538

Memo: Qwest standalons value $ 499

Tax Rate 3%

Discount Rate 2.0%

Terminal Growth Rate 2.0%

[Shares Outstanding Calculation

Assumed premium for MCIP 0.0%

Q closing price, 2/11/05 $4.18

MCIP closing price, 2/11/08 $20.75

Q shares per MCIP share 5.000

MCIP shares outstanding 319

Q shares issued 1,596

MCIP Total Deal Vaiue

Source: Bernsteln Estimates and Anaiysis
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Exhibit 12 (at end) provides our preliminary pro-forma income statement for the combined Qwest-MCI
under our base-case assumptions. We expect the combined company to show continually declining
revenues, but EBITDA margin improvement from 20% in 2006 to better than 27% by 2008. GAAP EPS
would be diluted for three years following closure of the merger, turning Qwest’s expected positive
earnings in 2006 and 2007 into losses. On a normalized bassis, if merger integration costs were excluded
from the earnings calculation, EPS would begin to show mild accretion in the third year.

Alternative Scenario: Turning Around MCI

Finally, in an alternative scenario in which Qwest undertakes to turnaround MCI and improve its margins
(as discussed above), our discounted cash flow valuation suggests the combined company could be worth
nearly $6 per share, or 20% higher than our valuation of Qwest alone, GAAP EPS would be diluted for
only two years rather than three, and normalized EPS could show accretion in the first year, assuming the
turnaround effort focused on the largest near-term opportunities first. However, free cash flow in the initial
years after the merger would be diminished significantly, and it is not clear if Qwest could absorb this
impact, given its high debt obligations. Furthermore, as mentioned above, the turnaround of MCI would be
challenging and risky, and there is no assurance investors would credit the company for its efforts before
concrete evidence of positive progress is delivered. Exhibit 13 (at end) provides our pro-forma income
statement for the combined Qwest-MCI under this scenario, and Exhibit 8 below shows the valuation

calculation.
Exhibit 8
Valuation of Qwest-MCl under MCl Turnaround Scenario
2005 2006 2007 2008 2009 2010

DCF of Combined Company

EBITDA (after ir fion costs) 6,462 6,022 8,813 7538 7,144 6,929
Qwest Pension & Options Expense (23} 31 69 108 151 197
MGt Pension & Options Expense 10 10 10 10 10 10
Taxes (2,257 (2,122} {2,412} {2,680} (2,557} (2.498)

Depreciation Tax Shield 1757 1,805 1,712 1,585 1,508 1,435

Capex {2.977) {4,262 3,528 2,850 2,225) 2,158) Terminal
= Normalized Free Cash Flow 2,973 1484 2,663 3,722 4,631 3,916 34,888
Core Enterprise Value 34,427

Net Debt 15,748

Hidden Assets 1,586

Equity Value 20,266

Pro Forma Shares Quistandin 3,425
Value per Share § 582

{Mema: Quest standalane value 4.99
Tax Rate 35%
Discount Rate 9.0%
Terminal Growth Rate -2.0%

Source: Rernstein Estimales and Analysis

Analyzing a Verizon-MCI Merger

Exhibit 14 (at the end of this report) gives our summary projected income statement for Verizon through
2010. On a standalone basis, we expect Verizon to show low- to mid-single-digit revenue growth driven by
wireless and, in the outer years, by fiber-cnabled wireline services, We project a modest degree of earnings
decline through 2008, before the benefits of the fiber strategy reverse the trend and drive increasing
earnings.

In a merger between Verizon and MCL, synergies would derive primarily from three sources: transport cost
savings due to Verizon using MCI to carry its long-haul traffic; avoided costs developing Verizon's own
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cnterprise initiative; and improvements in the revenue trends for MCI's enterprise and SMB businesses, due
to diminished competitive intensity and the ability to bundle local, broadband, and wireless services from
Verizon. We also expect a modest degree of savings in MCI’s costs of services and SG&A expenses, due
to rationalization with Verizon’s own organizations.

We estimate cost synergies would reach $2.3B by 2010, with 70% of this due to savings at Verizon
(transport and enterprise). As with our Qwest analysis, we take a balanced and relatively conservative view
in our base case, where we assume Verizon does not attempt to integrate all of MCY's various networks and
systems, but focuses only on the major ones. Revenue synergies are estimated to reach $770M by 2010,
with all of it derived from MCI’s business markets. These are offset by eliminations of $2.1B in 2006,
declining to $1.6B in 2010, mainly due to MCI's access charges currently paid to Verizon (we estimate
Verizon accounts for 30% of MCT's access). The net result is that revenues of the combined company
would be $1-2B less than the combined revenues of the companies on standalone bases. However, since
eliminations are also removed from reported costs, there is no net impact on earnings.

We expect a Verizon-MCI merger would generate minimal capex synergies, as the two companies have
largely non-overlapping networks and MCI's capex budget is already lean. Contrary to our assessment of
the SBC-AT&T merger, we do not believe there are opportunities to remove duplicate product and service
development efforts, as we believe there are currently few such efforts underway at MCI (e.g,, consumer
voice over IP). Por our analysis, we assume zero capex synergies for Verizon-MCI. From a free cash flow
perspective, the lack of capex synergies largely offsets the higher cost synergies; but the impact on EPS is
less severe.

As in the case for Qwest-MCl, we estimate merger integration costs for Verizon-MCI would total about
$3B over four years, with most of it incurred in the initial two years following closure. Again, these
estimates reflect our base-case view, wherein the more straightforward integration opportunities are pursued
in order to preserve a balance between long-term benefits and near-term dilution. After accounting for
these integration costs, the net present value of our estimated Verizon-MCI synergies is $12.1B (top half of
Exhibit 9). This is slightly higher than the synergies value estimated for Qwest-MCI, but stil! lags the
$19.5B we estimated for SBC-AT&T.

Valuation of Combined Qwest-MCi

Given these synergies and integration costs, we value the combined Verizon-MCI at roughly $45 per share,
ot about 10% higher than our $41 per share valuation for Verizon alone. This derivation assumes a
discount rate of 9% and long-term growth in free cash flow of 3% per year, thanks largely to Verizon
Wireless. It also uses pro-forma figures assuming the companies were combined at the beginning of 2005,
though synergies and integration costs arc realized starting 2006. The free cash flows of the combined
company are discounted to the present (i.e.,, beginning of 2005), To arrive at value per share, we assumed
Verizon pays for MClI entirely in stock, and offers no premium over the current MCI share price. The
valuation calculation is shown in the bottom half of Exhibit 9.
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Exhibit 8
C ion of Synergy NPV, ion of C ined Verizon-MCi, Base Case
2005 20086 2007 2008 2009 2010
NPV of Synergies
Verizon Revenue Synergies (EBITDA Impact) - {0} - ] - -
MCI Revenue Synergies (EBITDA impact) - 26 42 53 &1 89
Net Expense Synetgies {afler integration costs) . (1,024} 76 1,256 1,842 2317
Taxes on Above - 349 {41) {458} {668} {835)
Capex Synergies - - - - - -
Change in Depreciation Tax Shield - i) - - - - Terminal
= Free Cash Flow Impact - {648) 77 851 1,237 1,561 17,230
Net Present Value $ 12119
Tax Rate 35%
Discount Rate 8.0%
Terminal Growth Rate 0.0%
2005 2008 2007 2008 2008 2010
DCF of Combined Company
Nonmnaiized EBITDA (after integration costs} 25,478 23,327 23,907 25,140 25,979 26,845
Verizon Pension & Qptions Expense 380 674 958 1,155 1,358 1,570
MCI Pension & Options Expense 10 10 10 10 10 10
Taxes (8.057) (8.404) (8,706) {3,207) (8.572) {9,048)
Depreciation Tax Shield 4,920 4,983 5074 5,168 5216 5,322
Capex (12,862 13,266)  {12,710) {12403) {12.078) (11,873) Terminal
= Normalized Free Cash Flow 8,878 7,324 8,532 9,862 10,813 11,926 204,733
Core Enterprise Value 164,164
Net Debt 39,630
Hidden Assets 11.326
Equity Value 135,860
Pro Forma Shares Qutstanding 3,008
Value per Share § 4521
Memo: Verizon standalione value § 4107
Tax Rate 35%
Discount Rate 5.0%
Terminal Growth Rate 3.0%
Shares Outstanding Calcutation
Assumed premium for MCIP 0.0%]
VZ closing price, 2/11/05 $36.31
MCIP closing price, 2/11/05 $20.75
VZ shares per MCIP share 8,571
MCIP shares outstanding 318
VZ shares issued 182
VZ shares outstanding 2,823
3,005
$ 68621
8 350
MCIP Total Deal Value 3 6971

Source: Bernstein Estimates and Analysis
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Exhibit 15 (at end) provides our preliminary pro-forma income statement for the combined Verizon-MC1
under our base-case assumptions. We expect the combined company to show revenue growth in the low-
single-digits {except for 2006), and slowly improving EBITDA margins. Like the Qwest-MCl case, we
project GAAP EPS 1o be diluted in the first three years following closure of the merger, but less severely
(ranging from (25)% to (2)% dilution). On a normalized basis, with merger integration costs excluded, EPS
would similarly turn accretive in the third year.

Alternative Scenario: Turning Around MCI

In our alternative scenario in which Verizon attempts to turnaround MCI and improve its margins, our
discounted cash flow valuation suggests the combined company could be worth an incremental $1.50 per
share, or nearly $47. Near-term free cash flow would be negatively impacted, but Verizon would likely be
able to absorb the impact without materially hurting its financial position. However, the risks of doing this
are the same: given the challenges of turning around MCI, the returns have more risk and investors may not
initially credit the company for its efforts. In our opinion, the potential incremental $1.50 per share
valuation would do little to alleviate investor concerns over the $3B cost of the turnaround project,
especially as Verizon has two other significant capital projects under way (Fiber and EV-DO). Exhibit 16
(at end) provides our pro-forma income statement for the combined Verizon-MC1 under this scenario, and
Exhibit 10 below shows the valuation calculation.

Exhibit 10
Valuation of Verizon-MCl under MCl Turnaround Scenario
2005 2006 2007 2008 2009 2010

DCF of Combined Company

ized EBITDA {after i ion costs) 25478 24,076 24,849 26,113 26,810 27,586
Verizon Pension & Options Expense 390 674 958 1,155 1.358 1.570
MCi Pensien & Options Expense 10 10 10 10 10 10
Taxes {9,057) {8,668) (9,036) {9,547} {8,862}  (10,208)
Oepreciation Tax Shield 4,920 5,036 5,109 5,188 5218 5,822
Capex (12.862) (14,766) {13710} (12,303) (12,078) {11,873} Terminal
= Normalized Free Cash Flow 8,878 6,363 8,179 10,013 11,353 12,407 212,993
Core Enterprise Value 168,752
Net Debt 39,630
Hidden Assets 11,326
Equity Value 140,448
Pro Forma Shares Qutstandin: 3,005
Value per Share
Memo: Verizon standalone value
Tax Rate 35%
Discount Rate 9.0%
Terminal Growth Aate 3.0%

Source: Bernstein Estimales and Analysis
Conciusions

Our conclusion from the above analyses is that an acquisition of MCI, while having long-term strategic
merit for either Verizon or Qwest, is a far less value-creating move than SBC’s acquisition of AT&T. This
is entirely due to MCI's weaker position relative to AT&T, both in terms of market share and in terms of
financial performance. Acquiring and integrating MCl entails significant risk for only a modest reward.
This is true whether Qwest or Verizon does the deal, and whether they undertake to significantly turn
around MCI's performance.

In our opinion, Qwest would do better to continue focusing on its own internal cost cutting opportunities,
and deliver a full year of improved financial performance before pursuing major M&A deals. We believe
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this would likely have a more beneficial effect on the company’s stock price than an acquisition of MCI
now — especially given what we believe is the intrinsic value of Qwest’s stock. An MCl acquisition could
boost the stock near-term, but the dilutive effects on earnings and free cash flow would hkely renew
investors’ concerns as the realities of the merger settle in.

We would be neutral to a Verizon-MCI merger, seeing it as providing a reward that is commensurate with
the risk involved. In this case, we believe Verizon would most likely pursue a turnaround of MCI, in hopes
of extracting higher long-term value for their investment. This would increase the costs of integration
(though much of it would be capitalized), increasing the risk that investors devatue the stock in the near-
term, before benefits are realized. In the longer term, Verizon’s improved position in the enterprise market
and lower costs could justify a higher valuation.

Valuation Methodology

Qur $5 target price for Qwest and $41 target price for Verizon are based on discounted cash flow
valuations, back-tested against our proprietary Bernstein Implied Growth Model.

Risks

One of either Qwest or Verizon is likely to acquire MCI in the near future. Such an acquisition will likely
cause us to materiaily alter our projections of that company’s revenues, margins and earnings, as well as our
assessment of the company’s risk profile. Neither Qwest nor Verizon has made any official statements
regarding their merger plans, including the acquisition price, projected synergies, projected integration
costs, and strategic plans. Therefore, our analysis at this time is based on our own estimates of these
factors, which could differ materially from the companies’ understandings. Finally, we do not currently
cover MC1L. Therefore, the projections and statements made within this report regarding MCI are not based
on the same level of detailed research and analyses typically afforded to our covered companies. Investors
should not place undue reliance on our projections of MCI’s fi ial results as the basis of investment
decisions on MCI.
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Exhibit 11

Qwest Summary Income Statement and Key Metrics, 2003-2010E

Quest Normalized Summary Income Staternent

05-10

2003 2004E 2005€ 2006E 2007E 2008€ 20098 20106 CAGR
Revenues
Wireline 13650 13204 13210 13308 13162 12846 12,437 12073 -1.8%
Memo: yly change -6.7% -26% -0.6% 07% 1.1% -2.4% -3.2% -2.9%
Wireless 594 516 584 709 846 966 1,066 1,147 14.5%
Memo: yy change “144%  -132% 19.2% 21.4% 19.4% 14.1% 10.4% 7.6%
Other 44 39 36 % 6 6 £ 3% 0.0%
Memo: yly change 228% ___-11.4% 2.7% 0.0% 0.0% 0.0% 0.0% 20%
Total Qwest Revenues 13,288 13,849 13,830 14,059 14,045 15,848 13,539 13,256 5%
Momo: yiy change 7.1% -3.1% 0.1% 1.6% 0.1% -1.4% -2.2% 21%
Total EBITDA 3749 3537 4,85t 2,698 4515 4,308 4,027 3772 1.4%
temo: margin 26.2% 25.5% 29.3% 33.1% 322% 31.1% 29.7% 28.5%
Total D&A 2,167 3,102 3,020 2055 2,961 2,805 2,734 2,652 -2.6%
Mema: yly change -17.7% -20% -2.7% 1.2% 31% 53% -2.5% -3.0%
Total Qperating Income 582 434 1,03t 1,594 1,555 1,504 1,202 1120 17%
Mema: margin 41% 3.1% 7.5% 11.3% 1.1% 10.9% 9.5% 85%
Non-Operating & T 1,263 1517 +,432) 1,406 1,229 1,121 991 874
Net income (normalized) (661) (1.082) @01y 188 325 383 301 246
Momo: margin -4.8% -7.8% -2.9% 1.3% 23% 2.8% 22% 1.9%
EPS (normalized) $ (038 % (08O S (022 010 S 016§ 019 S 014§ 011 -187.8%
Memo: yiy change -49.1% 562%  -639%  -1450% 68.3% 140%  -297%  -20.8%
Capex
Wireliae 1729 1,566 1,850 1593 1,565 1.539 1,812 1,489 -20%
Wireless i 5 15 19 2 25 29 ES) 17.0%
Cther 348 37 361 348 334 322 3 301 -36%
Total Capex 2,068 7941 2,027 1,958 1,920 1886 7,851 1822 21%
Memo: yiy change -25.1% 71% 4.4% -3.3% 20% -1.8% -1.8% -1.5%
Memo: % of reventies 14.6% 14.0% 14.7% 13.9% 137% 13.6% 18.7% 13.7%
Reporled Access Lines
Residental (000} 10,018 3,208 9,138 9105 8,934 8888 8,776 8723 -0.9%
Business (000) 8,191 6,240 6,266 6261 6,260 6230 6,259 6293 01%
Total Access Lines (000} 16209 15448 15408 15,367 15203 15118 15035 15,018 0.5%
Mema: iy change -3.9% 4.7% -0.3% -0.8% 11% -0.6% 0.6% -0.1%
of which UNE-P 948 1156 969 618 358 21t 218 225 -25.4%
of which Resale/UNE-L 636 636 836 633 631 625 613 600 -1.2%
DS Subscribers (000) 637 1086 1504 1,919 2,293 2611 2874 3,000 155%
Memo: yly change 19.1% 67.3% 41.0% 27.6% 19.6% 13.9% 10.0% 7.5%
Net Adds (000) 102 429 438 416 a7 318 262 216 13.1%
Wiretess Subscribers (000) 871 750 961 1,65 1,360 1,518 1,630 1,723 12.4%
Memo: iy change -15.8% -9.3% 217% 21.2% 16.8% 11.0% 7.9% 5.7%
Wireless Net Adds (000) (163) (an 171 204 195 150 120 9 -11.6%

Source: Bemstein Estimates and Analysis
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Exhibit 12
Pro-Forma Summary income Statement for Qwest-MCi Combination, Base Case, 2006-2010E

2006 2007 2008 2009 2010
Qwest Revenues 14,053 14,045 13,848 13,539 13,256
MCI Revenues 18,215 11,729 10,935 10,354 9,893
Ejiminations (814) (528) (492) (466) {445)
Pro Forma Revenues 26,654 25,246 24,291 23,426 22,704
Memo: y/y change -11.1% -5.3% -3.8% -3.6% -3.1%
Memo: Net Revenue Synergies - - - - -
Qwest Cash Expenses 8,964 8,647 8,227 8,215 8,200
MCI] Cash Expenses 11,017 9,785 9,062 8,804 8,221
Merger Integration Costs 1,400 950 400 200 -
Pro Forma Cash Expenses 21,381 19,382 17,689 17,020 16,421
Memo: y/y change -9.7% -8.3% -8.7% -3.8% -3.5%
Memo: Net Expense Savings 831 {187} {1,285) (1,451) {1,623)
Pro Forma EBITDA 5,273 5,864 6,601 6,406 6,282
Memo: margin 18.8% 23.2% 27.2% 27.3% 27.7%
Qwest D&A 3,055 2,961 2,805 2,734 2,652
MCI D&A 1,964 1,865 1,772 1,684 1,599
Pro Forma Depreciation & Amortization 5,008 4,791 4,507 4,308 4,101
Memo: y/y change -0.3% -4.3% -5.9% -4.4% -4.8%
Memo: D&A Savings (10) (35) (70} (110) (150)
Pro Forma Operating income 264 1,073 2,094 2,093 2,181
Memo: margin 1.0% 4.2% 8.6% 9.0% 8.6%
Pro Forma Interest Expense, Net {1,770} {1,547) (1,423) (1,4486) (1,337)
Pro Forma Other Income, Net 127 134 139 146 154
Pro Forma Pre-tax income {1,379) (341) 811 798 998
income Taxes 483 119 (284) {279) (349)
Memo: effective tax rate 35.0% 35.0% 35.0% 35.0% 35.0%
Pro Forma Net Income {896} {221) 527 519 649
Pro Forma Diluted Shares 3,425 3,425 3,425 3,425 3,425
Pro Forma Normalized EPS $ {(026) 3 (006) $ 015 § 015 § 0.19
Memo: Qwest Standalone EPS $ 010§ 016 $ 019 $§ 014 § 0.1t
Memo: accretion/dilution -369% -139% -18% 6% 68%
Qwest Capex 1,859 1,920 1,886 1,851 1,822
MCI Capex 903 857 81§ 774 735
Pro Forma Capex 2,762 2,528 2,350 2,225 2,158
Memo: y/y change ~7.2% -8.5% -7.0% -5.3% -3.0%
Memo: Capex Synergies {100} (250) {350} (400) {400)

Source: Bernstein Estimates and Analysis
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Exhibit 13
Pro-Forma Summary Income Statement for Qwest-MCl Combination, MC! Turnaround Scenario, 2006-2010E
2006 2007 2008 2009 2010
Qwest Revenues 14,053 14,045 13,848 13,539 13,256
MC! Revenues 13,215 11,729 10,935 10,354 9,893
Eliminations (561) (441) (364) (305) (292)
Pro Forma Revenues 26,707 25,333 24,419 23,587 22,857
Memo: y/y change -10.9% -5.1% -3.6% -3.4% -3.1%
Memo: Net Revenue Synergies - - - - -
Qwest Cash Expenses 8,964 8,647 8,227 8,215 8,200
MCt Cash Expenses 10,321 8,923 8,253 8,028 7,728
Merger integration Costs 1,400 950 400 200 -
Pro Forma Cash Expenses 20,685 18,520 16,880 16,444 15,928
Memo: y/y change -12.1% -10.5% -8.9% -2.6% -3.1%
Memo: Net Expense Savings 844 {193) {1,303) {1,496) {1,670)
Pro Forma EBITDA 6,022 6,813 7,538 7,144 6,929
Memo: margin 22.5% 26.9% 30.9% 30.3% 30.3%
Qwest D&A 3,055 2,961 2,805 2,734 2,652
MCI D&A 1,964 1,865 1,772 1,684 1,599
Pro Forma Depreciation & Amortization 5,158 4,891 4,557 4,308 4,101
Memo: y/y change 2.7% -5.2% -6.8% -5.5% -4.8%
Memo: D&A Savings 140 85 (20) (110} {(150)
Pro Forma Operating Income 863 1,921 2,981 2,836 2,828
Memo: margin 3.2% 7.6% 12.2% 12.0% 12.4%
Pro Forma Interest Expense, Net {1,770} {1,547} {1,423) {1,448) {1,337}
Pro Forma Other income, Net 127 134 138 148 154
Pro Forma Pre-tax Income {780) 508 1,698 1,536 1,645
income Taxes 273 {178) {594} {537} {576}
Memo: effective tax rate 35.0% 35.0% 35.0% 35.0% 35.0%
Pro Forma Net Income (507) 330 1,104 998 1,069
Pro Forma Diluted Shares 3,425 3,425 3.425 3,425 3,425
Pro Forma Normalized EPS $ (015 ¢ 010 $ 032 § 029 3 031
Memo: Qwest Standalone EPS $ 010 %3 016 $ 013 $ 014 § 0.1t
Memo: accretiorvdifution -252% -41% 72% 104% 176%
Qwest Capex 1,959 1,820 1,886 1,851 1,822
MCI Capex 903 857 818 774 735
Pro Forma Capex 4,262 3,528 2,850 2,225 2,158
Memo: y/y change 43.2% ~17.2% -19.2% -21.9% -3.0%
Memo: Capex Synergies 1,400 750 150 {400) (400)

Source: Bernstein Estimates and Analysis
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Exhibit 14
Verizon Summary income Statement, 2004-2010E
0570
2008 2004 20058 2005€ 2007E 2008E 20088 20196 CAGR
Bexenves
Wireina 9602 S5 A6 3665 SR 646 66D 372 Qs
semo: yry charge a0% 2% 20%  29%  18%  05%  14% 17
Wiraless 22,489 27,662 32208 35.542 38,188 48,448 42497 44,327 686%
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Memo: yy ch azzw 3A 86%  00% A% g% 06% 1%
information Services 38% 3615 35M 54 S S4m8 a8 04 0%
Momo: yiy change -5.2% 5.6% 2.0% 08% 5% -0.3% 0.1% ©6.3%
Other a0z 558} (529} 5443 {558) {5738} (561} {573) 1.6%
Mmo: yy change. 193.4% 30.1% S4% 23% 25% 20% 25% 23%
Total Verizon Revenues 67,468 11283 75,043 77225 73,162 B1.346 84,700 86510 29%
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0 Margn 46.8% 45.7% 43.7% H2.6% q1.5% 40.9% 383% 38.3%
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Source: Bernstein Estimates and Analysis
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Exhibit 15
Pro-Forma y Income for Veri MCLC ination, Base Case, 2006-2016E
2006 2007 2008 2009 2010
Verizon Revenues 77,225 79,162 81,546 84,100 86,510
MCi Revenues 13,453 12,154 11,505 11,032 10,658
Eliminations (2,143) (1,883) (1,776} (1,698} {1,635)
Pro Forma Revenues 88,534 89,432 91,275 93,434 95,533
Memo: y/y change -0.8% 1.0% 21% 2.4% 2.2%
Memo: Net Revenue Synergies 238 424 570 678 766
Verizon Cash Expenses 47,712 49,181 50,713 52,386 53,826
MCI Cash Expenses 9,788 8,596 7,823 7,313 6,987
Merger integration Costs 1,400 950 400 200 -
Pro Forma Cash Expenses 58,900 58,727 58,936 58,899 60,813
Memo: y/y change 1.0% -0.3% 0.4% 1.6% 1.5%
Memo: Net Expense Synergies 1,024 (76) {1,256) {1,842) {2,317)
Pro Forma EBITDA 29,634 30,705 32,338 33,536 34,720
Memo: margin 33.5% 34.3% 35.4% 35.9% 36.3%
Verizon D&A 14,514 14,908 15,374 15,674 16,150
MCID8A 1,964 1,865 1,772 1,684 1,599
Pro Forma Depreciation & Amortization 16,478 16,774 17,146 17,357 17,750
Memo: y/y change 1.3% 1.8% 2.2% 1.2% 2.3%
Memo: D&A Savings [¢] - - - -
Pro Forma Operating Income 13,156 13,832 15,192 16,178 16,970
Memo: margin 14.9% 15.6% 16.6% 17.3% 17.8%
Pro Forma Interest Expense, Net {2,674) {2,733) {2,792) (2,852) {2,914)
Pro Forma Other income, Net (2,457)  (2,639)  (2,614)  (2,573)  (2,465)
Pro Forma Pre-tax income 8,025 8,560 9,787 16,754 11,592
income Taxes (2,809)  (2,996)  (3,425)  (3,764)  (4,057)
Memo: effective tax rate 35.0% 35.0% 35.0% 35.0% 35.0%
Pro Forma Net Income 5,216 5,564 6,362 6,990 7,535
Pro Forma Diluted Shares 3,005 3,005 3,005 3,005 3,005
Pro Forma Normalized EPS $ 174 $ 18 § 212 § 233 § 251
Memo: Verizon Standalone EPS $§ 232 ¢ 218 § 216 $ 223 $ 228
Memo: accretion/dilution -25% -15% -2% 4% 10%
Verizon Capex 14,783 14,183 13,920 13,635 13,468
MCI Capex 903 857 815 774 735
Pro Forma Capex 15,686 16,041 14,734 14,408 14,204
Memo: y/y change 1.3% -4.1% -2.0% ~2.2% -1.4%

Memo: Capex Synergies - - - - .

Source: Bernstein Estimates and Analysis
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Exhibit 16
Pro-Forma Summary income Statement for Verizon-MCl Combination, MCI Turnaround Scenario, 2006-2010E
2006 2007 2008 2009 2010
Verizon Revenues 77,225 78,162 81,546 84,100 86,510
MCI Revenues 13,453 12,154 11,606 11,032 10,658
Eliminations {1,984) (1,623) {1.392) {1,215) (1,175}
Pro Forma Revenues 88,694 89,683 91,659 93,917 95,993
Memo: y/y change -0.6% 1.1% 22% 2.5% 2.2%
Memo: Net Revenue Synergies 238 424 570 678 766
Verizon Cash Expenses 47,712 49,181 50,713 52,386 53,826
MCI Cash Expenses 9,198 7,915 7,235 6,965 8,707
Merger Integration Costs 1,400 950 400 200 -
Pro Forma Cash Expenses 58,311 58,045 58,347 59,551 60,533
Memo; y/y change 0.0% -0.5% 0.5% 2.1% 1.6%
Memo: Net Expense Synergies 1,036 {66) {1,311) (1,979 {2,457}
Pro Forma EBITDA 30,383 31,648 33,312 34,366 35,460
Memo: margin 34.3% 35.3% 36.3% 36.6% 36.9%
Verizon D&A 14,514 14,908 15,374 15,674 16,150
MCI D&A 1,964 1,865 1,772 1,684 1,599
Pro Forma Depreciation & Amontization 16,628 16,874 17,196 17,357 17,750
Memo: y/y change 22% 1.5% 1.9% 0.9% 2.3%
Memo: D&A Savings 150 100 50 - -
Pro Forma Operating Income 13,755 14,774 16,116 17,009 17,711
Memo, margin 15.5% 16.5% 17.6% 18.1% 18.4%
Pro Forma Interest Expense, Net (2,674) (2,733) {2,792} {2,852) (2,914)
Pro Forma Other Income, Net (2,457) (2,639) (2,614) {2,573) {2,465)
Pro Forma Pre-tax Income 8,624 5,402 108,710 11,584 12,332
Income Taxes (3,018)  (3,207)  (3748) (4,055  (4,316)
Memo:_effective tax rate 35.0% 35.0% 350% 35.0% 35.0%
Pro Forma Net Income 5,605 6,111 6,962 7,530 8,016
Pro Forma Diluted Shares 3,005 3,008 3,005 3,005 3,008
Pro Forma Normalized EPS $ 187 2,03 232 251 267
Memo: Verizon Standalone EPS $ 232 2.18 2.16 2.23 2.28
Memo: accretion/dilution -20% 7% 7% 12% 17%
Verizon Capex 14,783 14,183 13,820 13,635 13,468
MCI Capex 903 857 815 774 735
Pro Forma Capex 17,186 16,041 15,234 14,409 14,204
Memo: y/y change 11.0% -8.7% -5.0% -5.4% -1.4%
Memo: Capex Synergies 1,500 1,000 500 - -

Souree: Bernstein Estimates and Analysis
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