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INTRODUCTION

Pursuant to the Commission’s Order Instituting Rulemaking (“OIR”) and Rule 6(c)(2) of the Commission’s Rules of Practice and Procedure, MCI and Covad Communications Company (“Covad”) (U-5752-C) hereby file these reply comments in the above captioned docket.  In their opening comments the ILECs exclaim that the digital divide will close and broadband will be deployed if the ILECs’ unbundling obligation—intramodal competition—is eliminated.  In particular, they claim that there is already an abundance of competition from cable modem services and other new technologies, so there is nothing to be gained by promoting intramodal competition.  And, they argue, if they are required to share their broadband networks with competitors they will not invest, or indeed deploy, those networks.

The ILECs’ claims are belied by the facts.  Presented with the same arguments the ILECs extol here, the Supreme Court unequivocally found that the “basic assumption of the incumbents’ no-stimulation argument is contrary to fact."
   Likewise, the FCC concluded in its second 706 Report to Congress, the significant “factor spurring [the] rise in investment appears to be the introduction of competition into the telecommunications market.”
  Indeed, the FCC concluded that the “tremendous investment in DSL deployment” by the ILECs was “spurred” by the “availability of unbundled network elements and linesharing.”
  Thus, when evaluating the ILECs’ claim that cable modem is the “dominant player” in broadband, and that the ILECs will invest in broadband networks if their unbundling obligation (intramodal competition) is eliminated, the Commission must be mindful that these claims are demonstrably false.

A. Unbundling Obligations Are Irrelevant to the Relative Market Share of DSL and Cable Modem Broadband Service, and hence, to Broadband Deployment.

In support of their claim that unbundling obligations deter investment in broadband facilities the ILECs cite the fact that nationwide (although not in California) more consumers obtain broadband from a cable modem service than from a DSL service.  From this fact the ILECs extrapolate that cable modem’s broadband market share exceeds DSL’s market share because cable is not subject to unbundling obligations.  Unbundling obligations, however, have nothing to do with cable modem’s current market share.  Rather, DSL lags cable modem subscribership due largely to the fact the ILECs were slow to deploy DSL-based broadband services, and only did so when forced by competition from CLECs and cable providers.
  Indeed, broadband cable modem services were deployed one to two years before DSL.
  Nevertheless, the ILECs are increasing their market share at a faster pace than the cable operators, and there is no reason to think that they will not catch up in due course.  Indeed, McKinsey estimates there will be 18.5 million DSL lines in service by 2005 (14.8 million residential/3.7 million business), a jump of over 300%.  The ILECs themselves indicate that by 2005, cable’s lead over DSL will only be “10 to 15 percent.”
  In addition to being late to market, when the ILECs did deploy broadband DSL service they charged more for those services than the cable operators charged for their broadband cable modem service.  The Economic Policy Institute reports cable modem services are typically priced at $35-$45 per month, whereas ILEC DSL services are priced at $40-$50 per month.
  Little wonder that consumers choose cable modem services over higher priced ILEC DSL services.  Accordingly, cable leads DSL in market share not because ILECs must unbundle their DSL service, but because the cable operators beat the ILECs to the marketplace and beat the ILECs on price.

B. Fixed Wireless, Satellite, Wi-Fi, and Other Technologies Are Not Currently or Even Likely Substitutes for DSL Internet Access.

The ILECs further argue that unbundling obligations are unnecessary to promote competition and should be eliminated because of potential competition from new and unproven technologies.  For those customers who lack access to cable modem service, however, the only currently available alternative to purchasing DSL from the ILEC is to purchase DSL from a CLEC.  Fixed wireless and satellite are not real alternatives.  Even based on ILEC statistics, fixed wireless reaches only 3% of residential customers.
  Fixed wireless also generally costs more and provides less bandwidth than DSL.  And while satellite reaches more customers than fixed wireless, it suffers quality problems in comparison to DSL that preclude it from consideration as a legitimate substitute for ILEC DSL.  As a result of these deficiencies, the total market share of fixed wireless and satellite broadband services is only 1%, based on the ILECs’ own figures.
  And Wi-Fi—touted by the ILECs as a DSL replacement—actually requires a DSL connection from the base station to the internet.  In sum, as Verizon admits in its pleading, these technologies do not represent a current viable alternative to ILEC DSL, but rather, are “a hint of the possibilities ahead.”  MCI and Covad respectfully urge this Commission to develop broadband policy based upon the facts, not hints.

C. The ILEC’s Investment Disincentive Argument is Pure Fiction.

It should be clear to the Commission that ILEC promises that they will deploy more broadband – if only competition is eliminated – are demonstrably false.  When there was no competition – even after the 1996 Act passed, but before competitors launched service – the ILECs simply did not deploy.  Competition, and competition alone – both from CLECs like MCI and Covad and cable modem providers – is the only force that will move the ILECs to deploy broadband.

Ever since the Act’s passage the ILECs’ principal argument against unbundling at TELRIC rates has been that such unbundling would discourage ILEC and CLEC investment in telecommunications facilities.  There is now almost universal acknowledgement that just the opposite occurred: since the FCC’s regulations implementing the Act there has been an explosion of investment in facilities by both the ILECs and their competitors. 

The ILECs nevertheless continue to insist on their theory that unbundling has deterred greater investment. The Supreme Court, however, has already debunked the ILEC’s theory and has unequivocally found that the “basic assumption of the incumbents’ no-stimulation argument is contrary to fact."
  Based on the entire record before it, the Court rejected the ILEC argument that unbundling deterred investment:

Nor, for that matter, does the evidence support [the] assertion that TELRIC will stifle incumbents’ incentive either to innovate or to invest in new elements.  [I]ncumbents have invested over $100 billion during the same period.  The figure affirms the commonsense conclusion that so long as TELRIC brings about some competition, the incumbents will continue to have incentives to invest and to improve their services to hold on to their existing customer base.

Indeed, the ILECs can continue to make their theoretical arguments about investment in general only by ignoring all the evidence that has accumulated since the passage of the Act and by failing to apply this theory to the rate of actual network elements.  As the Supreme Court has said, “[a] basic weakness of the incumbents’ attack, indeed, is its tendency to argue in highly general terms, whereas TELRIC rates are calculated on the basis of individual elements.”

In fact, the ILECs argument to the Commission that it must eliminate unbundling obligations as to “new” network construction such as fiber fed broadband facilities in order to compensate the ILECs for their investment was specifically rejected by the Supreme Court.  Addressing the ILEC argument that unbundling prevented network investment, the Supreme Court concluded:

The argument, however, rests upon a fundamentally false premise, that the TELRIC rules limit the depreciation and capital costs that ratesetting commission may recognize.  In fact, TELRIC itself prescribes no fixed percentage rate as risk-adjusted capital costs and recognizes no particular useful life as a basis for calculating depreciation costs.  On the contrary, the FCC committed considerable discretion to state commissions on these matters.  [The FCC] treated then-current capital costs and rates of depreciation as mere starting points, to be adjusted upward if the incumbents demonstrate the need.  This is, for calculating leased element rates, the Commission specifically permits more favorable allowances for costs of capital and depreciation than were generally allowed under traditional ratemaking practices.

In other words, the FCC’s existing pricing rules permit the ILECs to not only recover their network investment, but to make a nice profit from it.  This Commission cannot now, in the face of such unequivocal rejection of this ILEC argument by the Supreme Court, conclude that unbundling of network elements somehow deters ILEC investment.  

This Commission should also take close note of what the ILECs did not present to the Supreme Court – and have not presented here:  any concrete evidence that unbundling actually deters investment because ILECs cannot recover their costs.  That is, the ILECs failed to present the Supreme Court with any concrete example that unbundling a particular network element at TELRIC rates had actually deterred investment.  Thus, the ILECs relied on empty rhetoric before the Supreme Court, and they are doing exactly the same here.
Finally, the ILECs’ claims that they cannot compete effectively because of unbundling obligations are simply belied by the facts.  According to the FCC, at year end 1998, before the ILECs began deploying their retail DSL offerings, cable had 350,000 subscribers, whereas DSL had 25,000 – in other words, cable had 94% of broadband subscribers, and DSL had only 6%.  By year-end 1999, again according to the Commission’s own statistics, cable had 875,000 residential subscribers, and DSL had 115,000 – the lead had narrowed slightly to 89% cable/11% DSL.
  By year-end 2001, ADSL lines in service totaled 2.7 million, an increase of 36% during the first half of 2001.  High-speed lines in service over coaxial cable systems remained more numerous, increasing 45% to 5.2 million lines – thus, the gap had narrowed significantly by the end of last year – 66% cable to 34% DSL.
  But by the end of the first quarter of 2002, Telechoice reported nearly five million DSL lines in service, reflecting the incredible success of the ILECs in adding DSL subscribers.
  

Given the marked increase in ILEC DSL versus cable since 1999, the year the FCC adopted linesharing rules, the Commission can only draw the conclusion that the existence of unbundling obligations has increased the ILECs’ incentive to deploy broadband DSL services.  Moreover, the Commission can only draw the conclusion that elimination of intramodal competition would serve to decrease ILEC incentives to deploy broadband DSL services.  The facts laid before the Commission can lead to no other possible conclusion.  In sum, intramodal competition in no way deters ILECs’ investment in broadband facilities.

CONCLUSION


For all the foregoing reasons, the Commission should implement the recommendations of 

Joint Commentors in order to fulfill the purposes of SB 1563 and Section 709 of the PU Code.

Respectfully Submitted, 

     By: _______________________

	William C. Harrelson

Senior Counsel

MCI 

201 Spear Street, 9th Floor

San Francisco, CA  94105

Phone: (415) 228-1090

Fax:  (415) 228-1094

E-mail:  william.harrelson@mci.com
	William J. Cobb III

Senior Counsel

Covad Communications Company

100 Congress Avenue, Suite 2000

Austin, TX 78701

Phone:  (512) 469-3781

Fax:  (512) 469-3783

E-mail:  bcobb@covad.com 


� 	Verizon v. FCC, 122 S. Ct. at 1669.


� 	In Re Inquiry Concerning the Deployment of Advanced Telecommunications Capability to All Americans in a Reasonable and Timely Fashion, 15 F.C.C.R. 20913, ¶ 185 (2000).


� 	Id. ¶ 196.


� 	Of course, the Bells not only refused to deploy their own retail DSL offerings, but spent years thwarting competitive entry by competing DSL providers.  Thus, CLECs had to wage a multi-year battle to secure collocation space to construct its network, to gain access to DSL-capable loops, and to secure timely access to working loops.  In short, the Bell companies’ relentless campaign in the courts, at the FCC, in the states, and in the Congress, is focused on denying, delaying, and degrading access to the network elements the 1996 Act intended to make available.  Had the ILECs complied with the law, instead of exercising their obvious and unchecked power to thwart competitive entry, CLECs would be leading the ILECs in subscriber count too.





� 	In New York City, hardly a niche market for broadband services, Verizon did not launch service until July of 1999 after both CLEC DSL and cable modem services were already available.  And even in cities where cable modem service was not made available as a competition spur, the Bells did not launch DSL until after a CLEC began offering DSL.  Thus, in Washington, D.C., with no cable modem offering available, Covad announced the launch of its DSL offerings in March 1998 – and Verizon announced it was following behind with its own DSL launch in October 1998.  And in smaller cities, like Richmond, Virginia, Verizon began turning up service just two years ago – Covad launched service in Richmond on January 31, 2000, and Verizon announced its own launch to “some Richmond-area residents and businesses” a mere one month later.  In short, the Bells only launch DSL at the last possible minute, when competitive pressure becomes too much for them to bear.   





� 	ILEC “Fact” Report at IV-20 (filed in the FCC’s Triennial Review Docket).


� 	“Putting Broadband on High Speed:  New Public Policies to Encourage Rapid Deployment,” Stephen Pociask, Economic Policy Institute, July 2002 


� 	ILEC UNE “Fact” Report at IV-19.  


� 	ILEC UNE “Fact” Report at IV-19.  


� 	Verizon v. FCC, 122 S. Ct. at 1669.


� 	122 S. Ct. at 1676.


� 	122 S. Ct. at 1678.


� 	122 S. Ct. at 1676-1677.


� 	See � HYPERLINK http://www.fcc.gov/Bureaus/Common_Carrier/News_Releases/2000/ncc0040a.pdf ��http://www.fcc.gov/Bureaus/Common_Carrier/News_Releases/2000/ncc0040a.pdf�;  � HYPERLINK http://www.fcc.gov/Bureaus/Common_Carrier/News_Releases/2000/ncc0040b.pdf ��http://www.fcc.gov/Bureaus/Common_Carrier/News_Releases/2000/ncc0040b.pdf�


� 	http://www.fcc.gov/Bureaus/Common_Carrier/News_Releases/2002/nrcc0201.html


� 	Report available at http://www.xdsl.com/content/resources/deployment_info.asp.
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