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CELL PHONE TEXT MESSAGING RATE IN-
CREASES AND THE STATE OF COMPETITION
IN THE WIRELESS MARKET

TUESDAY, JUNE 16, 2009

U.S. SENATE,
SUBCOMMITTEE ON ANTITRUST, COMPETITION POLICY,
AND CONSUMER RIGHTS,
COMMITTEE ON THE JUDICIARY,
Washington, D.C.

The Subcommittee met, pursuant to notice, at 2:34 p.m., in room
SD-226, Dirksen Senate Office Building, Hon. Herb Kohl, Chair-
man of the Subcommittee, presiding.

Present: Senators Kohl, Klobuchar, and Hatch.

OPENING STATEMENT OF HON. HERB KOHL, A U.S. SENATOR
FROM THE STATE OF WISCONSIN

Chairman KOHL. Good afternoon. This hearing will come to
order.

Today we will be examining the state of competition in the cell
phone industry. The enormous growth in the use of cell phones
means that maintaining competition in this industry is more im-
portant than ever. With more than 270 million subscribers, cell
phones are a vital means of communication for the vast majority
of Americans. Cell phones enable instantaneous communications
for millions wherever they are located, whether at work, at home,
away from home, in their car, or anywhere in between. Many
Americans—over 20 percent now—have now discarded traditional
land line phones and depend entirely on their cell phones. The
ease, convenience, and universal nature of today’s cell phone serv-
ice would not have been imaginable just two decades ago.

For many years as this industry developed, it was a competition
success story—with many rivals and vigorous price competition. In
recent years, however, the picture has changed. Consolidation has
left this industry highly concentrated. Four national carriers now
control over 90 percent of the cell phone market. Two of them—to-
day’s witnesses AT&T and Verizon—combine to have a market
share of 60 percent. Consumers’ choices have become quite limited,
and price wars seem to be a thing of the past. American consumers
pay more for wireless phone service than most other developed na-
tions—an average of $506 per year in the year 2007.

Nowhere is the changed market for cell phones more noticeable
than in text message service. These short, instant messages deliv-
ered via cell phones have become enormously popular. In 2008,
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more than 1 trillion text messages were sent, more than triple the
number of just 2 years ago.

As their popularity has grown, so has the price charged on a per
message basis. From 2006 to 2008, the price of sending and receiv-
ing a text message among the four largest cell phone carriers in-
creased by 100 percent—from 10 to 20 cents a message. The four
companies increased their text messaging prices in two steps—first
from 10 to 15 cents, and then from 15 to 20 cents—within weeks
or months of each other. These lockstep price increases occurred
despite the fact that the cost to the phone companies to carry text
messages is minimal—estimated to be less than a penny per mes-
sage—and has not increased.

The phone companies defend these price increases by asserting
that they have not been coordinated in any respect. They also point
out that the majority of cell phone customers do not pay for text
messages on a per message basis, but instead buy plans for “buck-
ets” of text messages, typically starting at $5 for 200 messages.
Nonetheless, these sharp price increases raise concerns.

Are these price increases the result of a lack of competition in
a highly concentrated market? Will consumers continue to see simi-
lar price increases for this and many other wireless services that
they have become increasingly dependent upon, such as Internet
connections and basic voice service? Do text message price in-
creases represent a warning sign for the state of competition in the
cell phone industry as a whole?

The concentrated nature of today’s cell phone market should
make us wary of other challenges to competition in this industry.
For example, smaller competitors raise serious questions about
practices that prevent them from being able to fairly compete.
These range from exclusive deals that deny competitors access to
the most in-demand cell phones, to limitations on the ability of new
competitors to roam on other providers’ networks, to difficulties in
obtaining needed spectrum. It is imperative that we work to re-
move undue barriers to competition to ensure consumers the best
rates and services.

We, therefore, urge the FCC to take all necessary action to re-
move each of these barriers to competition. Removing these bar-
riers will ensure that the cell phone market is open to competition
and prevent the large carriers from gaining a stranglehold on this
market. We also urge the Justice Department to closely scrutinize
future mergers and allegations of anticompetitive practices in this
industry.

Today’s hearing thus comes at an important time for competition
in the cell phone industry. We are looking forward to the testimony
of our panel of witnesses on this important topic.

Now, with respect to our panel, we will introduce our first wit-
ness, who will be Wayne Watts. Mr. Watts is Senior Executive Vice
President and General Counsel of AT&T. Previously, Mr. Watts
served as Vice President and Assistant Counsel for SBC Commu-
nications and worked as an attorney at Southwestern Bell Tele-
phone Company.

He will be followed by Randal Milch. Mr. Milch currently serves
as Executive Vice President and General Counsel at Verizon Com-
munications. He has been with Verizon since 2000, when he was
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appointed Senior Vice President and General Counsel of Verizon’s
domestic telecom business.

Next, we will be hearing from Professor Keshav. Professor
Keshav has been a professor at the School of Computer Science at
the University of Waterloo since 2003. He has focused his research
on tetherless computing, a broad research field that includes wire-
less networks and smart mobile devices, and he has received a
number of awards for his research and his publications.

And next we will hear from Laurie Itkin. Ms. Itkin has served
as Director of Government Affairs for Cricket Communications for
the last 9 years. Prior to joining Cricket, Ms. Itkin managed gov-
ernmental relations for Sprint and served as telecommunications
policy adviser to the Governor of Oregon.

Finally, we will be hearing from Joel Kelsey. Mr. Kelsey is a Fed-
eral and international affairs policy analyst for Consumers Union.
Before joining Consumers Union, he worked as the New York City
Outreach Director for the New York Public Interest Research
Group before joining Consumers Union.

We thank you all for appearing at our Subcommittee’s hearing.
And after each of you give your testimony, we will proceed to ask
questions.

Would you now all rise and raise your right hand and repeat
after me? Do you affirm that the testimony you are about to give
will be the truth, the whole truth, and nothing but the truth, so
help you God?

Mr. WATTS. I do.

Mr. MiLcH. I do.

Mr. KEsHAV. I do.

Ms. ITKIN. I do.

Mr. KELSEY. I do.

Chairman KoOHL. Thank you. So we will start with you, Mr.
Watts, and we hope you will hold your comments to 5 minutes.

STATEMENT OF WAYNE W. WATTS, SR, EXECUTIVE VICE
PRESIDENT, AND GENERAL COUNSEL, AT&T MANAGEMENT
SERVICES, INC., DALLAS, TEXAS

Mr. WATTS. Well, good afternoon, Chairman Kohl, and thank you
for the gracious introduction, and I appreciate very much your
opening comments.

The Subcommittee’s apparent concern over prices for text mes-
saging I believe is based on an overly narrow focus on the pricing
trend of a single pricing option for text messaging services—the
pay-per-use, or PPU, option. PPU refers to the charge for indi-
vidual text messages that customers purchase on a single-message
basis.

AT&T’s current price for PPU is 20 cents per text message. That
rate did increase a little over a year ago, in March of 2008, and
prior to that, it was increased in January of 2007. So, it has been
quite a while since those rates changed.

However, the vast majority of AT&T’s customers do not choose
the PPU pricing option, and the PPU pricing option does not apply
to the overwhelming majority of messages. In fact, less than 1 per-
cent of AT&T’s post-paid text messaging volume is handled on a

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00007 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

4

PPU basis. Less than 1 percent of the messages that our customers
send are paid for this way.

Instead, the vast majority of our customers take advantage of
AT&T’s package pricing plans, including those that provide a pack-
age of messages for a flat monthly rate, and 99 percent of our mes-
sages are handled under these plans. These plans include: 200
messages per month for $5; 1,500 messages per month for $15, and
unlimited messages for $20. Clearly, the price of messages under
those plans are far below 20 cents per message. In fact, at AT&T,
for $30 a month, a family of five can enjoy unlimited text mes-
saging for the entire family. Clearly, very low rates per message.

As a result of this customer interest in these lower-cost, higher-
value package plans, in the last 2 years the price for text messages
has fallen dramatically. Indeed, AT&T’s average price for text mes-
saging has dropped almost 70 percent in 2 years. So that is 70 per-
cent versus the suggestion that has been made that our prices per
text message have gone up.

At the same time, the volume of text messages handled by AT&T
has grown exponentially. In January of 2007, AT&T processed 4.5
billion text messages for the month. In January of 2009, we proc-
essed a stunning 31.1 billion text messages. That is a nearly 600-
percent increase in just 2 years in the volume of messages sent by
our customers.

Among the reasons for this dramatic increase in usage is the
equally dramatic drop in prices paid by the overwhelming majority
of our customers. Thus, the PPU price, which represents a minus-
cule portion of the total number of text messages has increased, al-
beit 15 months ago. But overall rates—the rates charged for 99
percent of our customers’ text messages—have dropped dramati-
cally.

The background here is very instructive. In making these pack-
age plans the core of our text message pricing, we are delivering
maximum choice and value to our customers. In our experience, the
PPU pricing option often results in large and unpredictable swings
in a customer’s total bill, leading to significant customer dis-
satisfaction and complaints to our customer care line. Package
plans, on the other hand, which I believe are increasing in impor-
tance to the customers as they find more and more the need to
budget their expenses, ensure extremely low prices, choice—be-
cause we offer so many different plans—predictability, and easy-to-
understand bills, and thereby greatly improve the overall customer
experience. Our customers have voted with their pocketbooks as 99
percent of the text messages sent or received by AT&T customers
are billed under one of our package plans.

Of course, it should come as no surprise that the price of text
messages has fallen off given the dynamic and competitive nature
of today’s wireless industry. More than 95 percent of the U.S. popu-
lation lives in census blocs with at least three competing wireless
carriers, and more than half the population lives in census blocks
with at least five competing carriers. For these reasons, and many
others, the FCC has confirmed time and again that the U.S. wire-
less marketplace is and will remain effectively competitive. Indeed,
a recent Merrill Lynch report shows that the U.S. enjoys the least
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concentrated wireless industry of 26 major industrial countries
based on its HHI index.

Finally, against this backdrop, I have to pause to put to rest an
underlying implication of the inquiry into this matter, and that is
whether or not wireless providers have somehow conspired to fix
prices for text messaging.

As you know, a great deal of litigation has been filed as a result
of these hearings and this particular issue, and I want to make it
perfectly clear that AT&T sets the prices for all of its products on
a unilateral basis, based on independent analysis. There is no evi-
dence to support an accusation that anyone at AT&T engaged in
any inappropriate, much less illegal, behavior as alleged in all
these lawsuits that are pending today. There simply is none.

I trust that this more complete picture puts to rest any concerns
you may have about a single-pricing option, and I, as always, look
forward to your questions, Mr. Chairman.

Thank you.

[The prepared statement of Mr. Watts appears as a submission
for the record.]

Chairman KoOHL. Thank you, Mr. Watts.

Mr. Milch?

STATEMENT OF RANDAL S. MILCH, EXECUTIVE VICE PRESI-
DENT AND GENERAL COUNSEL, VERIZON COMMUNICA-
TIONS, INC., NEW YORK, NEW YORK

Mr. MiLCH. Good afternoon, Chairman Kohl. It is a pleasure for
me to appear before you today on behalf of Verizon Wireless.

We were brought here today to discuss industry pricing in a tiny
segment of the burgeoning wireless texting, or SMS, market. Mr.
Chairman, your letter of last year concerned pricing similarities in
the so-called pay-as-you-go segment of the texting market, which
involves only 1 percent of all the texts that Verizon Wireless cus-
tomers send or receive. So let me respond directly to the underlying
issue here.

Verizon did not collude with its competitors on setting pay-as-
you-go prices for text messages, and I believe all the evidence
shows any suggestion like that to be baseless. Indeed, the evidence
amply confirms that the U.S. wireless industry is robustly competi-
tive in all of its aspects.

Let me go through this with a little bit more detail.

First, the tiny nature of this market makes any suggestions of
collusion implausible. Only 1 percent of the customers’ text mes-
sages are paid for on a pay-as-you-go basis, and Verizon customers
in this category on average send or receive only 21 texts per month.
The other 99 percent of Verizon texts are covered by various bun-
dles of services where the average price per text is less than a
penny per text.

In contrast to incidental texters in the pay-as-you-go category,
text users in bundles average almost 1,000 texts a month. Because
of this greatly increased usage, the overall price for text messaging
has dropped precipitously. In December 2006, the average price
was about 3 cents per message. Since then, we have cut the aver-
age price by almost two-thirds, to about 1 cent per message.
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Second, I have provided some charts with my testimony that I
have provided the Committee, and those charts show that there is
a wide variation in the carriers’ texting prices overall. Pay-as-you-
go prices vary widely. Verizon prepaid customers are charged 1
cent or 5 cents or 10 cents or 20 cents per message, depending on
the plan. AT&T’s prepaid customers pay 20 cents a message.
Sprint’s prepaid customers pay 10 cents per message or have all
text message included at no extra charge, depending on the plan.
And T-Mobile’s prepaid customers pay 5 cents on incoming mes-
sages and 10 cents on outgoing messages. And I noted from the
LEAP testimony that they do not charge—they have yet different
plans for their text messaging.

There is no suspicious coincidence in the timing, Mr. Chairman,
for these price changes. The different carriers changed their prices
for this product for over a period of almost 2 years, and, indeed,
in a competitive market, you would expect there to be some gearing
up of competitive prices over time.

The market evidence shows fierce competition across the wireless
market. The FCC just this year reiterated that U.S. customers are
seeing low prices, new technologies, improved service quality, and
choice among providers from all the competition in the wireless
marketplace. Using the most recent information available to it, the
FCC found that the industry average revenue per minute fell from
47 cents in 1994 to 6 cents in 2007, or a decline of 67 percent,
while minutes of use have increased many-fold.

American consumers fare far better than wireless customers
across the globe. A recent study found that the average price per
minute in the U.S. is lower than the 26 OECD countries, that U.S.
customers have the highest minutes of use per month, and that the
U.S. has the most competitive market in those 26 countries.

Mr. Chairman, I propose that Americans pay more for wireless
usage only in the sense that they have more to buy.

Finally, all this competition has been accompanied by increased
customer satisfaction. Consumer Reports magazine for the past
several years in a row has given Verizon the highest rating among
all the wireless carriers for service quality. During each month in
2008, the rate for complaints from Verizon Wireless’ customers has
been about eight in every million customers, a rate of only 0.0008
percent.

At the same time, the entire industry is doing better. Last
month, the American Consumer Satisfaction Index issued a press
release finding that, “Customer satisfaction with wireless telephone
service reached a new all-time high for the third consecutive year.”
Verizon Wireless and the whole industry continue to move in the
right direction, Mr. Chairman.

The American wireless industry, I suggest, Mr. Chairman, is and
continues to be an American competitive success story. The wire-
less industry has been blessed by light-handed regulation, and I
suggest, Mr. Chairman, that it is in the best interests of the Amer-
ican competitive telecom industry for it to stay that way.

Thank you very much, Mr. Chairman. I look forward to your
questions.

[The prepared statement of Mr. Milch appears as a submission
for the record.]
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Chairman KoHL. Thank you, Mr. Milch.
Mr. Keshav?

STATEMENT OF SRINIVASAN KESHAV, PROFESSOR AND CAN-
ADA RESEARCH CHAIR IN TETHERLESS COMPUTING,
SCHOOL OF COMPUTER SCIENCE, UNIVERSITY OF WATER-
LOO, WATERLOO, ONTARIO, CANADA

Mr. KeEsHAV. Good afternoon, Chairman Kohl. My name is
Srinivasan Keshav. I am a professor of computer science and a
Canada Research Chair at the University of Waterloo in Ontario,
Canada. My area of research is computer networking and, more
specifically, mobile and wireless networks. I have been studying
cellular phone technology for the last 5 years.

I was asked by your office to give my opinion on two questions.
First, what is the cost to a carrier to transmit a text message? Sec-
ond, are the recent price increases for text messages sent by con-
sumers who are not subscribed to a text messaging plan cost-justi-
fied?

Based on an analysis that is detailed in the written testimony,
my answers are as appears as a submission for the record.

First, I believe that the cost to a carrier to transmit a text mes-
sage is very unlikely to exceed 0.3 cents.

Second, the price increase is not cost-justified.

Let me justify my conclusions. I will first address the cost of a
text message.

To avoid making a loss, the average revenue a carrier makes on
a text message must exceed its cost. In their written testimony,
representatives from both AT&T and Verizon indicate that the av-
erage revenue from a text message is around 1 cent-1.04 cents for
Verizon and 1.4 cents for AT&T. Thus, the maximum cost of a text
message is around 1 cent. In my written testimony, I have come
to the same conclusions using independent evidence.

A second way to estimate the cost of a text message is to cost
out each component of the underlying technology. To carry a text
message requires many resources, such as the wireless channel, the
wired network backbone, billing systems, storage systems, and spe-
cial control messages. Each of these costs money. In my written
testimony, I have estimated the cost of each component. My anal-
ysis indicates that the two dominant costs are those for the wire-
less path and the billing systems. Let me address each in turn.

To estimate the cost of a wireless path, I established that in 1
minute a wireless path can equivalently carry either one voice call
or about 80 text messages. The price of a voice call in the United
States is about 7 cents a minute, on average. This means that the
cost to the wireless for a text message should be 7 cents divided
by 80, or about 0.1 cents, roughly-a tenth of a penny.

Estimating the billing cost is difficult. A rule of thumb in the
telecom industry is that billing costs for a voice call should be at
most the same as the cost to carry the call itself. As a conservative
estimate, I, therefore, assume that the cost of billing a text mes-
sage is twice the cost of actually carrying it. That would make the
cost of a text message 0.3 cents.
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I should point out that this portion of my analysis makes a
strong assumption about billing costs. Nevertheless, I have tried to
account for it by being conservative in my assumptions.

To sum up, the cost of a text message is certainly smaller than
1 cent based on testimony from AT&T and Verizon that we just
heard. In my opinion, it is likely to be smaller than 0.3 cents based
on my analysis of the underlying technology that you can find in
the written testimony.

I will now turn my attention to the second question. That is, are
the recent price increases cost-justified? I believe that the only pos-
sible technical reason to raise the price per message would be if the
amount of radio spectrum used by the text messaging traffic was
so great as to cause network congestion. In this case, the price in-
creases, also called “congestion pricing”—would dampen demand
and reduce load. However, the total worldwide traffic of 3.5 trillion
text messages carried in 2008 account for the radio spectrum avail-
able to just a few hundred cell phone towers. In my written testi-
mony, I had estimated 28. I was off by a factor of 10. It is exactly
280. However, in 2008 alone, 300,000 such towers were sold. So it
is very unlikely that text message traffic is congesting the network
and the available spectrum. And, therefore, the price increases can-
not be cost-justified.

To sum up, I have tried to answer the questions posed to me to
the best of my abilities. My analysis has made use of publicly avail-
able data as well as a few clearly stated and conservative assump-
tions. I would like to thank you for giving me a chance to present
my conclusions. I also welcome input from technical experts that
will help me refine my analysis and correct any mistakes.

Thank you.

[The prepared statement of Mr. Keshav appears as a submission
for the record.]

Senator Kohl. Thank you, Mr. Keshav.

Ms. Itkin.

STATEMENT OF LAURIE ITKIN, DIRECTOR OF GOVERNMENT
AFFAIRS, CRICKET COMMUNICATIONS, INC., SAN DIEGO,
CALIFORNIA

Ms. ITKIN. Thank you, Mr. Chairman, for the invitation to testify
today. For the record, my name is Laurie Itkin, and I am with
Cricket Communications. Cricket has been around for about 10
years, and we have grown to become the seventh largest facilities-
based carrier in the United States, and what that means, facilities-
based, is that we have invested billions of dollars in building out
our own network. We current have over 4 million subscribers in 32
States.

Cricket serves consumers who have been left behind by the larg-
er carriers. Our customers tend to be more ethnically diverse and
lower-income than the larger carriers’ consumer, and Cricket pio-
neered the unlimited, flat-rate, all-you-can-eat service with no long-
term contract, no credit check, and really most importantly, no
early termination fee. Our customers talk and text much more than
the industry average, and I think that is what happened when you
offer all-you-can-eat pricing.
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For an example, our $40 plan includes unlimited local and long-
distance calling and unlimited incoming and outgoing text mes-
sages. And I also really want to state that I believe that Cricket
puts pricing pressure on carriers in every market we enter. And I
am pleased to announce that next week Cricket will be launching
service in D.C. and Baltimore.

The subject of this hearing is text messaging, and I think we can
all relate to the story of hearing a parent’s shock as she opens up
her wireless phone bill to see a $600 charge when her adolescent
child has discovered text messaging for the first time and goes into
a frenzy.

We also have heard of consumers that are concerned that they
are receiving unsolicited text messages, which is called “spam,” and
they are actually being forced to pay for an unsolicited text mes-
sage that they did not want.

These situations would never happen with Cricket. Since its in-
ception, Cricket has never charged its consumers a penny to re-
ceive an incoming text messaging.

Cricket believes the best regulator of prices is a competitive mar-
ketplace, but despite our rapid growth and, Mr. Chairman, as you
stated in your opening comments, we are still a very small carrier
in comparison to the four largest carriers who control 90 percent
of the market.

So the question is: How do we create a robust, competitive envi-
ronment nationwide so all consumers can benefit from innovation
of new entrants like Cricket? What is preventing that dynamic
from occurring?

Well, we think there are two policy issues that need to be ad-
dressed, and they are spectrum constraints and roaming policy.

First of all, we need more spectrum. The wireless industry needs
more spectrum, and I think every panelist here today will agree on
that point. The problem is that the two carriers sitting to my right
have won the lion’s share of spectrum in FCC auctions over the
last few years, and they have also gobbled up smaller competitors.

Mr. Chairman, Cricket shares the concerns that you articulated
in your September 2008 letter to the CEOs of the four largest car-
riers, and you stated that you were concerned regarding “consolida-
tion and increased market power by the major carriers.” So Crick-
et’s concern with market power is that it gives carriers the ability
to engage in anticompetitive practices such as we are facing with
roaming.

No wireless carrier has ubiquitous coverage. We all have to use
each other’s networks to provide seamless coverage to consumers.
Cricket’s experience is that the rates that carriers charge for roam-
ing minutes is directly correlated to their size and market power.

One particularly anticompetitive practice that Cricket faces in
many areas of the country is that one large carrier prohibits Crick-
et customers from roaming at all. With all the consolidation, such
as Alltel being purchased by Verizon, Cricket has fewer and fewer
roaming partners available. In many cases, our customers are
stranded without service and cannot use their phone at all.

Now, I ask you: How can that be allowed to happen when service
is available?
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So I will close by saying that there are currently three pro-
ceedings roaming pending at the FCC, and I would be happy to go
into more detail in the Q&A. Cricket believes spectrum and roam-
ing policies are the foundations for national competition. All con-
sumers, regardless of where they live, work, and travel, should
have access to affordable and innovative options for service, such
as the value-rich services that Cricket provides.

Thank you, Mr. Chairman. I will be happy to answer questions
later.

[The prepared statement of Ms. Itkin appears as a submission for
the record.]

Chairman KoHL. Thank you very much, Ms. Itkin.

Mr. Kelsey.

STATEMENT OF JOEL KELSEY, POLICY ANALYST, CONSUMERS
UNION, NEW YORK, NEW YORK

Mr. KELSEY. Chairman Kohl, thank you for the opportunity to
testify before you on behalf of Consumers Union. In my testimony,
I plan to cover four areas: First, I would like to give the consumer
perspective on text messaging. I will then talk briefly about the
consolidated market structure in which we see this behavior occur-
ring. Third, I would like to cover briefly some other limitations that
we see consumers face in this marketplace. And, last, I will offer
a few solutions that we believe will help introduce more competi-
tion into the marketplace and ultimately lower consumer prices.

Since 2005, every major carrier has at least doubled its price for
text messaging from 10 cents to 20 cents per message. However,
this is a head-scratcher to consumers because these rising costs are
not at all related to the price incurred by the carrier.

Text message files are very small, and the price of their trans-
mission is negligible for the provider, as we have heard. To put this
in perspective, consider that it would take 600 text messages to
equal 1 minute of voice. At 20 cents per text, that is the $120 data
equivalent of a 1-minute phone call. Rather than a true reflection
of the cost of service, we believe the purpose of high individual text
messaging is to herd or price consumers into large monthly plans
with more minutes or texts than a consumer will need or use. And
if they go over that allotted number of texts, they are back to pay-
ing 20 cents to send and receive. No matter what the cost, these
monthly plans are protection money that consumers pay so they do
not have to face sky-high text message rates.

This is not the bellwether of a competitive market; rather, to us
this represents parallel behavior among four national providers
that seems to indicate inadequate competitive pressures in the
wireless world.

These price increases are occurring against the backdrop of a
consolidating market structure. Collectively, as we have heard, the
four national carriers represent just over 90 percent of the sub-
scriber based, and the two largest represent over 65 percent. Addi-
tionally, the two largest providers—AT&T and Verizon—have been
able to capture much of the spectrum in this country, the air waves
that make communications wirelessly possible. These spectrum
holdings, combined with their ownership of the wire line infrastruc-
ture allow the two top providers to control the on ramps to the
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Internet. They use this control to set high barriers to entry and
charge their competitors exorbitant special access fees in order to
offer mobile Internet services. Consumers are paying the price.

As we have heard, U.S. mobile phone subscribers pay more annu-
ally than customers overall and most other developed nations. The
$506-a-year figure that you mentioned in your opening statement
can be compared to the United Kingdom at $374 or consumers in
Spain at $293.

Within this consolidated context, we continue to see questionable
behavior that is locking consumers in and locking competitors out.
Here are three examples.

First, consumers face limited access to cell phones because car-
riers demand that cell phone makers sign exclusive contracts. This
precludes them from offering their phone on any other network.
This has the multiplied effect of not only limiting consumer choices,
but it also raises a barrier to entry for smaller competitors that
cannot get their hands on the kinds of phones that consumers de-
mand.

Yesterday, Senators Kerry, Wicker, Dorgan, and Klobuchar sent
a letter to the FCC addressing this, and we commend them for
doing so.

Second, after signing lengthy contracts for bundled service, if a
consumer is dissatisfied with their service, they cannot easily
switch providers. They face high early termination fees that are pu-
nitive in nature, and if the phone they bought is locked to that par-
ticular carrier, when they switch they end up with an expensive
brick in their hand rather than a cell phone.

Third, customers face prices for their data plans that, just like
text messaging, seem far removed from any possible cost, indi-
cating a stark absence of provider rivalry over data pricing. I pro-
vided several examples in my written testimony of consumers that
signed up for monthly service for their data plan and ended up
with a bill that was several thousand dollars more than they ex-
pected. And even when they do pay for their data services, con-
sumers are not getting the full experience of the Internet; rather,
they are being served up the “Internet Lite” because wireless pro-
viders and cell phone makers are blocking popular software appli-
cations like Skype from being accessible to consumers.

So what are the solutions? As more Americans are cutting the
cord and switching from wired to wireless services, as you noted in
your opening statement, increasing costs are reaching deeper and
deeper into the pocketbook of Americans. More oversight is needed.
This hearing, and many others like it, is an excellent start. How-
ever, formal inquiries and investigations have continued to deter-
mine whether Government intervention is necessary.

For example, the GAO could look at the barriers consumers face
when they want to switch service and what overall impact that has
on the market force of consumer demand. And, last, regulators, like
the FCC, should take up several different efforts, for example: one,
opening a rulemaking on handset exclusivity; two, fixing the in-
market exception for voice roaming that we heard Ms. Itkin speak
of; and, last, begin a rulemaking on data roaming.

Thank you. With that I will end, and I look forward to any ques-
tions you have.

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00015 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

12

[The prepared statement of Mr. Kelsey appears as a submission
for the record.]

Chairman KoHL. Thank you very much, Mr. Kelsey.

For both Mr. Milch and Mr. Watts, both Verizon and AT&T have
defended their text messaging price increases on the grounds that
both companies made independent decisions in response to market
conditions. Yet neither of your companies has made any effort to
undercut your competitors on price. A brief review of the history
of these price increases makes this very clear.

Why didn’t either AT&T or Verizon resist these per message
price increases or at least raise your price increase by less than the
other one in order to undercut your competition, which is what we
always do in a marketplace and try and gain market share? This
is the way businesses normally compete, particularly when you
offer fairly identical services. So why did you each go up by the
same amount? Why didn’t you go up less than your competitor and
get some business by so doing? Mr. Watts?

Mr. WATTS. There are a number of factors to your question, but
let me first point out that there was not a coincidence in time in
the price changes, and while you constantly hear the suggestion
that these occurred simultaneously, it simply is not the case.

Most importantly, in looking at how the wireless world operates
from the competitive standpoint, there are many, many places
where each carrier hangs its hat to differentiate itself from its com-
petitors. Ms. Itkin, for example, pointed out that her company has
all-you-can-eat plans, and that is a perfectly fine plan for them.
They have made a business decision with which they are com-
fortable to try and grow their business.

We have looked at a variety of places where we have chosen to
compete. We want to make sure a couple of things: One, there is
not a plan out there where we do not have a competitive price. And
on a pay-per-usage plan, where you are paying a price per message,
we have a competitive price. It is a price that is not undercut by
our competitor.

We have focused our attention in many cases on places that real-
ly move the needle. As I said, less than 1 percent of the text mes-
sages are sent by customers on a per message pricing basis.

We have focused on our attention on the other 99 percent where
we have made enormous strides to lower the prices and compete
very aggressively both on the voice side, the text side, the message
side, the video side, the phone side. You go on and on and on. And
that is where we have focused our efforts to differentiate ourselves
in this particular wireless market.

Chairman KoHL. Mr. Milch?

Mr. MiLcH. Mr. Chairman, from our point of view, the decision
that a customer makes to go with Verizon or AT&T or T-Mobile or
LEAP is a complex one. It involves quite a few variables. It does
not just involve the price for pay-as-you-go text service. So you are
talking about issues that range from what kind of phone that you
have, what are the various voice plans, what are the data plans,
what kind of apps can you get on the phone.

It seemed to us, Mr. Chairman, that the issue of whether we
would be able to undercut AT&T or T-Mobile or Sprint or anyone
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else on the pay-per-text part of our service and thereby attract cus-
tomers away from one of our competitors is very doubtful.

So competing on a series of price issues and a series of differen-
tiated service issues, phone issues, plan issues, is very alive and
well. You just need to go into any store, look on the Internet, and
see all the different kinds of plans as the various carriers try to
compete with one another. But focusing on this part of the market,
this less than 1 percent, or 1 percent of all the text messages that
are at issue and believing that this is going to drive the competitive
needle, that was not our marketing judgment, Mr. Chairman.

So if we were to cut the price, we do not think we would attract
anybody to our market, because if they are a heavy text user, they
are not paying 20 cents a text. They are in a plan, they are paying
a penny a text. If they are a light text user, why would they change
carriers based upon the pay-as-you-go text price?

So, Mr. Chairman, we do not believe as a marketing matter or
as a competitive matter that this is a focus where we can draw cus-
tomers away from our competitors.

Chairman KoHL. But look, guys, back in October of 2006, Sprint
raised the per message text price from 10 to 15 cents. Within
months, both Verizon and AT&T also raised their price by that
amount.

Then in October of 2007, Sprint again raised the per message
text price, this time from 15 to 20 cents. That was in October of
2007. And by March of 2008, both Verizon and AT&T once again
matched this price increase within only weeks of each other.

Now, you say it really had nothing to do with people either sub-
scribing to your service or not subscribing to your service. Ms.
Itkin, Cricket does not charge anything. Do you think that is a
competitive enticement to customers?

Ms. ITKIN. Thank you for the question, Mr. Chairman. Yes,
Cricket has pricing plans whereby, as I mentioned in the testi-
mony, incoming messages are—there is never a charge to receive
them, and starting in very low-price plans, you receive unlimited
text messaging. And, sure, we find that we have had opportunities
to be innovative in our pricing, and I think in today’s economy that
is very important for consumers to have an affordable option.

Chairman KoHL. Well, now, you do not think she is right, that
price—she says price is an issue. And you are saying whether you
charge 10 cents, 5 cents, 15 cents, or 20 cents for a text message,
the individual one, is not a big issue.

Mr. WATTS. For our customers

Chairman KoHL. That is what you are saying. And it is pretty
hard to believe, because if it is not a big issue, what are you in
business for? Price is a part of your whole business. It is a part of
how you get customers and keep customers.

If they had not gone up to 20 cents, you would not have gone up
to 20 cents. Had they gone down from 10 cents to 5 cents, perhaps
you would have done that—if nothing else, not to get, you know,
beat out on something. That is the way business is. And what we
are suggesting to you is a clear indication, at least on the surface
here, that when one went up, the next one went up. And, you
know, whether or not that was done after consultation or before
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consultation, it clearly is not to be doubted to any extent whatso-
ever.

Mr. WATTS. I am sorry. Was there a question there that you
would like for me to address? I would be happy to try to address
that.

If I might, there is implicit in this entire conversation that if two
competitors charge the same price for something, they must not be
being competitive, and there are a number of faults with that. Set
aside—there is case law after case law that says you cannot draw
that conclusion from parallel pricing. The United States Supreme
Court has made that clear. Economists would say that does not in-
dicate anything.

But the real-world economy does not indicate that either. You
can find businesses after businesses, particularly when you have
businesses like ours, the wireless carriers who offer a broad range
of services, features, capabilities, where if you go into our pricing
sheets, you will find hundreds of examples where the prices we
charge are markedly different from each other. Will you find an ex-
ample where the price may be the same? Yes, of course you will.
But, you know, you will find that in every single business out
there.

We just happened to do a few little quick checks this afternoon
of places you can find the common price. Home Depot charges the
same price for a particular barbecue grill that Lowe’s does. They
charge $960 each for a barbecue grill. Does that indicate they have
conspired somehow or they are not competing. Of course not. They
have thousands of other products and services that they offer. They
compete on another price. For some reason—I cannot tell you
why—they chose on that particular component to charge that price.
It does not mean anything other than that.

You can find the same example where Foot Locker and Champs
Sports charge the same price for a basketball. You say, “Big deal.
It is a basketball.” But it is one thing they offer out of thousands
of products and services. Does the fact that they charge the same
price for that basketball mean they do not compete on other
things? Of course not. And that is exactly what we have here.

We have an example that has been pulled out of hundreds if not
thousands of different prices, products, services, and you say, “Gee,
that is the same price charged here. There must be something
wrong.”

But we have to come back to who is using that, and less than
1 percent of our text messages are at this price, and businesses are
simply not going to spend enormous resources in a highly competi-
tive environment like we have today in an area where there is such
a small amount of usage. We focus our attention on many other
things to differentiate ourselves. And that is what has happened
here. It is nothing more.

Chairman KoHL. What is the percentage of your customers that
use the individual text message, not the percentage of the total vol-
ume but the percentage of your customers? It is more than 1 per-
cent, isn’t it?

Mr. WATTS. Would you like to try that?

Chairman KoHL. Mr. Milch?

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00018 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

15

Mr. MiLcH. Certainly, Mr. Watts. For Verizon, yes, it is, Mr.
Chairman. It is more than 1 percent. About 26 percent of our cus-
tomers do not use any text messages at all. So we do not put to-
gether something where they are paying for text messages in some
sort of a bundle or plan if they do not want to use text messages.
So they do not need a bundled price or text bundled into their cost.

Of the remaining, of the 74 percent who do text, about 17 percent
total—I do not want to give you the wrong numbers here. It is 17
percent of all of our consumers, a little over 20-odd percent of the
74 percent—do incidental texting and pay on a pay-as-you-go basis.

Chairman KoHL. Thank you.

Mr. WATTS. And our numbers are comparable to Mr. Milch’s.

Chairman KoHL. Yes, that is what I thought.

I would like to call now on the Ranking Member of this Com-
mittee, Senator Orrin Hatch.

Senator HATCH. Thank you, Mr. Chairman. I welcome all of you
to the company, and this is an interesting subject to me. I am sorry
I am late, but I have been so involved in the health care matters
that I have to run back and forth between committees to do it, also
Intelligence.

Mr. Kelsey, if the accusation that cellular companies have undue
market power is true, why then do we see higher prices in only one
extremely small sector of the texting business? Now, customers
who pay for each specific text message, called pay-for-use, or
PPU—you have already brought this out, I am sure—make up less
than 2 percent of the texting volume for many cellular providers.

Now, is there really that much profit to be made in that sub-
section of the market as compared to the market as a whole?

Mr. KELSEY. Well, I think it is important to note that, yes, this
is one example, but this is one example that is similar to other in-
dividuals services that wireless providers offer—for example, data
plans and also voice plans—and pricing those individual services
high is a way to herd consumers into the monthly plans that may
result in more minutes than a consumer will use or need.

Alternatively, they may buy a 200-texts-a-month plan, and then
once they pass that limit, or they have a teenage daughter or son
that passes that limit, they are then paying 20 cents—they are
back to paying 20 cents to send and receive a text message.

So for us, you know, we are not alluding to any collusion here,
but we are saying that people do not need to sit in a room and
come up with a plan from the consumer perspective to see the
same harm exist in the marketplace.

The point is that when individual text messaging now, con-
sumers are being charged the maximum amount that they are will-
in,Cf._{ to pay rather than the lowest cost that a carrier can provide
it for.

Senator HATCH. Let me go to Mr. Watts and Mr. Milch. What
would be your respective companies’ profit margin for the PPU
market? And what percentage of your texting process comes—or
profit, excuse me, comes from the PPU business? Do you want to
start first, Mr. Watts?

Mr. WATTS. I do not have the exact number for that. I can tell
you that because—you could assume that because 99 percent of our
text messages are on the rate plans, that certainly a substantial
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portion of our profits and revenues come from that same percent-
age of usage.

I cannot break this down by a particular unit like that because
our networks are not constructed to provide a particular service,
pay-per-use versus bundled. I simply cannot break it down that
way. So, unfortunately, I do not have that statistic for you, Sen-
ator.

Senator HATCH. Okay. Mr. Milch.

Mr. MiLcH. Ranking Member Hatch, the only statistics I have for
you is the one that I recall was at our—and it is not precise—is
that the percent of revenue that Verizon Wireless gets from the
pay-per-use category of customers is absolutely minuscule. It is in
the similar percentage rate as the percentage of customers that use
the plan. So it is a very, very small percentage of our revenues.

I do not have the profit margin broken out the same as Mr.
Watts does.

Senator HATCH. Well, Mr. Keshav, are their statements con-
sistent with—their statements on profit margin, are they consistent
with your sly?

Mr. KESHAV. Sir, they did not reply to your question of the profit
margin. My analysis indicates that if a text message is priced at
20 cents, the cost of carrying that is roughly one-third of 1 cent,
so the profit margin is approximately 19.7 cents on the 20 cents.

Senator HATCH. Mr. Watts, PPU prices are going up. How can
you argue that AT&T is not exerting undue market power in the
PPU market if prices continue to rise and your companies are
charging comparably higher rates?

Mr. WATTS. When you say market power, that suggests that one
company can dictate a price in the marketplace, and we simply do
not have that ability in such a highly competitive environment.
Most importantly, what you can see is that AT&T competes with
all the wireless carriers across a very broad spectrum of products
and services, and we have different prices, different offerings. We
differentiate ourselves in a variety of different ways. And in this
case, with pay-per-use text messaging, it is an area where we have
not chosen to focus our attention to differentiate ourselves, but we
are charging a rate that is a competitive price, because there is no
one in the market that has a significantly lower price with the ex-
ception of companies such as Cricket, and they have a different
marketing effort. That is great for them. That is a perfectly fine
business decision for them to make. But we have simply chosen to
focus our attention in other areas.

Senator HATCH. Mr. Milch, I understand that you have stated
that Verizon is attempting to steer its customers toward bundled
plans. Now, could one do this in a truly competitive market devoid
of undue market power? That is a question that I think needs to
be asked, if it has not already been asked.

Mr. MiLcH. It has not been, Senator Hatch. Of course, we believe
we can do this. We believe, as Mr. Watts stated earlier, that cus-
tomers in bundled plans are far more satisfied. They have far more
predictable bills every month, and it is very important for them. It
reduces our costs because we have lower customer service com-
plaints, and we have much more satisfied customers.
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The question of whether we can offer our customers a bundle
with significantly lower prices and give them the opportunity, if
they do not want to use very many messages to pay as they go, or
to opt into a bundle, it seems to me that this is perfectly consistent
with a competitive market. There is no aspect to offering a series
of choices within our own plans, looking at the plans of our com-
petitors, that suggests that there is any market power in the
texting market overall, let alone as pay-as-you-go market, which I
am not quite sure is a separate market that has to be considered
for whether there is undue power in it.

This is a very broad market. There are billions and billions of
text messages. As everyone has pointed out, this is a market where
output has skyrocketed and average prices have declined. Those
are not the markers of a non-competitive market. To the contrary,
those are the markers of a competitive market where output goes
up and prices decline.

Senator HATCH. Mr. Kelsey, what is wrong with Verizon steering
people, their customers, to bundled plans? I understand these type
of plans are very popular and that they seem to have and offer bet-
ter value.

Mr. KELSEY. Well, from a consumer perspective, I think it is
not—it is important not to confuse growth with competition. What
is wrong is that Americans overall pay more than consumers in
many other developed nations.

You know, I would suggest that one of the reasons it is doubtful
that pricing individual text messages lower as any way to get com-
petitors from one or the other four national providers to switch is
because once they are lured into that bundle, once they are lured
into that contract, they face very high switching costs through
early termination fees, which we believe are punitive in nature,
and the fact that their handsets are many times linked or limited
to the particular carrier that they are in a plan with. So it is very
hard for consumers many times to vote with their feet when they
are kind of shepherded into one of those longer-term contracts.

Senator HATCH. Along a different line, Mr. Kelsey, handsets and
the information they transmit and receive are becoming increas-
ingly complex. More than ever, proper integration is vital to the
successful launch of new cellular projects and features.

For example, I understand that visual e-mail requires significant
integration work between the headset manufacturer and the wire-
less provider. Therefore, are not exclusivity agreements in the long
term in the best interests of customers?

Mr. KELSEY. No, I do not think so. I think that if they were ever
justified, it might have been very early on when the wireless mar-
ketplace was still an infant marketplace. Certainly now you see 87
percent of Americans have cell phone plans, and in a market where
there is sufficient demands, we do not believe that exclusivity is
necessary to boost innovation. Rather, I think handset exclusivity
is more of a finance question. It is one of many ways to finance re-
search and development. If you look at other markets like Asia and
Europe, where close to 85 or 90 percent of the handsets are sold
apart from the wireless carriers, it certainly, I think, offers a win-
dow into a different world that is kind of possible in this wireless
marketplace. Also, if you look at other markets here in the United
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States, for example, handset exclusivity does not necessarily—if
you look at other markets, for example, like computers and the
Internet, your Dell does not exclusively work with Comcast or
Apple does not exclusively work on Time Warner, for example. So
I think there are plenty of other places where the device itself is
divorced from the carrier, and that represents a boon to consumers
because it is more choice, and also it provides lower costs.

Mr. WATTS. Senator Hatch, I apologize, but may I have a mo-
ment to respond to Mr. Kelsey’s comments? I have to say, candidly,
he could not be more wrong. There are so many reasons why
handset prices are what they are in the United States today. And
while we hear examples of other countries where you have phones
that are untethered, what is left out of that debate is the effect on
prices of the phones, the effect on the innovation that is engen-
dered by those exclusive arrangements.

First, prices of phones in the United States are cheaper than
anywhere in the world, and they are cheaper for a very simple rea-
son: because carriers have a tendency to subsidize those prices.
They subsidize those prices because they have exclusive arrange-
ments with vendors or they have the ability to incur—or drive
down the cost of the phones that they buy. We have, obviously, one
of the more popular phones in the arena today, and that is great
for the American public.

Recently, it was announced that Apple would charge $99 for an
iPhone. That could not happen if that price was not subsidized by
AT&T. We would not be inclined to subsidize that price if we did
not have the ability to recoup the cost of that subsidy. That carries
throughout the market.

Other companies have exclusive arrangements where they have
done exactly the same thing, and what that has done is hugely,
hﬁgely benefited the American public because they pay less for
phones.

On the innovation front, nobody had an idea about touch-screen
technology and all the things the iPhone did until it came out and
until it was successful. And what has happened in response to
that? Competition, competition, competition. Every phone manufac-
turer is spending enormous amounts of money to create the iPhone
killer. If you go to the Internet and put in the phrase “iPhone Kill-
er,” you will find millions and millions of hits for all the stories
that have been written about people trying to respond. That is the
essence of competition in this country.

Senator HATCH. Well, thank you. I have a question for you, Ms.
Itkin, and we will submit it in writing because I have taken more
time than I should. And I know Senator Klobuchar has a limited
time, so I will finish with that.

Chairman KoHL. Thank you, Senator Hatch.

Senator Klobuchar?

Senator KLOBUCHAR. Thank you very much. Thank you, Mr.
Chairman, for holding this hearing. I am running back and forth
as well to the Julius Genachowski confirmation hearing for the
FCC, which is relevant here. Maybe I will ask some of the same
questions there.

But I will say that my focus in this area has been on the second
part of the hearing that the Chairman has set up, and that is just
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the competition of the cell phone industry in general. And my im-
pression has been that this industry started out with little regula-
tion, understandably. It was back in the days when the movie
“Wall Street” was out and Gordon Gecko had a huge cell phone the
size of a briefcase, and we have now gotten to a point in this coun-
try that there are more than 270 million wireless subscribers. Al-
most 18 percent of American households have only a wireless
phones. Americans are using mobile Internet capabilities as never
before. And as we have talked about, they are sending text mes-
sages at an amazingly high rate, more than a trillion messages last
year.

As we speak, I am sure about 50 of my colleagues have sent
some kind of a text message.

In the past few years, we have also seen this unprecedented con-
solidation in the wireless sector, and while this was occurring, as
has been discussed already, we saw some dramatic increases in the
prices of individual text messages.

We also have other concerns, and I want to talk about that. I in-
troduced a bill last year called the “Cell Phone Consumer Em-
powerment Act” with a number of my Commerce colleagues. And
I am sure we are going to be reintroducing something like that.

I have appreciated some of the changes that have been made, es-
pecially with the early termination fees. When we launched that
bill, there was not much work done on that, and now there have
been some dramatic changes with the early termination fees.

Also, that bill focuses on automatic contract extensions and the
lack of information about service coverage, and that is where I
want to start today. Still having spent the weekend driving around
my State on major roads, I can still tell you that in rural parts of
our country—and Minnesota is not what my friend Senator Begich
calls “extreme rural,” but there are rural parts, and these are
major interstate highways where the cell phone coverage still goes
bad. It is very frustrating for people in my State, and especially
when they think they are getting a cell phone coverage that covers
a certain area. And I think this hurts competition, if you want to
talk about the competition generally, that people do not have full
information.

My feeling is that they do not have full information when they
buy a cell phone of where the drop calls are and what the problems
are, and that is why we want to get a handle on that with this bill.
And I would like you to comment, whoever wants to, on this area
about the rural phone service and the lack of phone service and
how we have issues despite all this growth in the market with com-
petition to serve these areas. Ms. Itkin.

Ms. ITKIN. Mr. Chairman, Senator Klobuchar, thank you for the
question. I really think Cricket is an example of what can happen
and what kind of services can be provided to consumers when we
are allowed to compete. We do a lot of the things already today
that you are trying to address in your legislation. Talk about dis-
closure, we want simplicity and predictability for our customers.
They do not get surprise charges. They know what their monthly
bill is going to be month after month. And since we do not have
an early termination fee and we do not subsidize our handsets—
we are one of the carriers that does not—we have to earn our cus-
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tomers month after month after month. They can leave, port their
number, and go to a competitor.

So it is very important because we are offering some of the most
affordable rates and some of the most value-rich services today
that Congress and the FCC ensure that some of the industry issues
are there to promote competition today and into the future. And I
have discussed some of those in my opening statement about the
constraints on spectrum for small and mid-size carriers as well as
the roaming loopholes that are here today that need to be filled.

Again, finally, if these issues, I think, are addressed, you are
going to see more competition, and I think that if——

Senator KLOBUCHAR. So your argument would be you fix some of
these roaming loopholes, and you would be able to better offer serv-
ice in the rural areas?

Ms. ITKIN. Absolutely, because then we will be able to provide
seamless coverage for consumers and provide head-to-head com-
petition every day to the Big Four.

Senator KLOBUCHAR. What we tend to do is take three different
cell phones out with us because one will maybe work in a certain
area, which is the problem, which is why I do not see this great
competition in so many parts of our State.

Mr. Kelsey.

Mr. KELSEY. Sure. Thank you for the question. So there is some
good news, I think, and you alluded to that earlier. You know, we
have seen services—for the very first time, Consumer Reports this
year reported that service itself has increased and consumer satis-
faction is increasing.

Senator KLOBUCHAR. Right.

Mr. KELSEY. At the same time, prices are going up and that is
the new top concerns that consumers have. Prices are going up,
and there are fewer market providers than ever before.

So I think it is important to look at that and to also look at the
barriers to entry that stop some of the smaller competitors from be-
coming bigger and going out to provide service to the few places
that still do not have it in America, not only for voice is that—for
voice we see that with the in-market exception for voice roaming
and also data roaming. But on the data question, in particular,
which I think is extremely important, because data is the service
that will drive wireless communications for the next 10 years, we
see special access fees, which are the on ramps to the Internet, get-
ting charged at, in our view, discriminatory rates on their competi-
tors, and handset exclusives I would like to go back to, which really
stop consumers from being able to choose a more rural or smaller
provider because they do not necessarily have the phones that con-
sumers want. And if a rural provider or a smaller provider cannot
get those handsets, they cannot attract the customers that will buy
the data service, and they cannot invest in their data infrastruc-
ture. And that is a big problem.

Senator KLOBUCHAR. And what do you think about this argu-
ment—you know, Senators Kerry, Wicker, Dorgan, and I just sent
a letter to the FCC asking them to expedite their consideration of
the handset exclusivity relationship. What do you see as this argu-
ment that was made by Mr. Watts, Mr. Milch—Mr. Watts espe-
cially—about this innovation, a response to that, the innovation
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that he says AT&T has been able to develop or that Apple has been
able to develop because of the exclusivity relationship?

Mr. KELSEY. Well, thank you for the letter, by the way. I think,
you know, we very much support that action, and I had mentioned
it in my spoken testimony.

On innovation, you know, I think it is really important to note
that it is not the wireless provider that is the innovator here. It
is the device manufacturer that is the innovator. And we have seen
devices where services have been crippled as they have come over
or they have been developed in the United States marketplace.
There is evidence of phone manufacturers coming out and saying,
you know: Look, we had call timers that we wanted to offer con-
sumers, but we have been told we should not roll those out. We
have had GPS that we wanted to offer for free to consumers, but
we were told we cannot role that out until the carriers figure out
a way to ask consumers to pay for it.

This week, we are going to see the iPhone 3GS, and some of the
options available there with tethering and with higher speed serv-
ices are available in Europe, but they are not yet available here in
the United States.

You know, I really do believe that innovation is—I really do be-
lieve that handset exclusivity is just one way to finance research
and development. It is a finance question. It is not a necessary
question, especially if you have a marketplace where there is lots
of demand and consumers are clamoring for different types of
phones. More options should be available at lower prices.

Senator KLOBUCHAR. Now, Mr. Milch, Verizon has announced
that it is going to reduce the exclusive period it has over at least
two of your phones—is that right?—to 6 months, so you are going
to reduce that. Am I correct?

Mr. MILcH. Yes, Senator, we offered to the rural carriers that we
would, for our LG and Samsung handsets, be willing to reduce the
exclusive period to 6 months.

Senator KLOBUCHAR. And why those models? Why those phones?

Mr. MiLCH. Those are our most popular models and phones, and
that is why—they are the largest grouping. That is why.

Senator KLOBUCHAR. And so what do you think is the average
life span of one of these phones in today’s market until you can sort
of give up the exclusivity arrangement?

Mr. MiLcH. You know, I am not sure. I think that many of these
phones go through major, major series of iterations, and many of
them have been on the market for quite some time.

I would also note that I think that the notion that all of a sudden
getting rid of handset exclusives as a mandatory aspect, as Govern-
ment intervention to outlaw certain types of contractual arrange-
ment, with respect, I do not believe it is going to have any effect
on the issues that Mr. Kelsey is speaking about. It is not going to
put a single handset, getting rid of those exclusives, into the hands
of another carrier. That carrier has to work with the device manu-
facturer to make sure that it works on their network.

There is mutual development that goes on, and a great deal of
mutual development. With all due respect to Mr. Kelsey, he does
not know what he is talking about when he simply says that it is
only the device manufacturer that innovates. It is a cooperative
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venture that results in innovation, and so if someone wanted the
Verizon experience with a certain phone, I can tell you if they went
to a different carrier, they would not get it because that
Verizon

Senator KLOBUCHAR. And how do you respond to what is hap-
pening in Europe?

Mr. MiLcH. Well, I respond to what is happening in Europe—I
do not know which aspect of it. My view is that Europe has a pau-
city of handsets compared to the United States. For instance, we
talked about the prices in the U.K. or what is available in the U.K.
They have about 150 handsets in the U.K. We have over 630 dif-
ferent handsets available in the United States, and that is directly
related to the innovation that is going on here. And I think that
any view that there may be a different way to fund innovation is
simply ahistorical. We have the evidence before us. We have years
of innovation in handsets that has come about from a system
where there are contracts between providers and device manufac-
turers that involve some period of exclusivity. It is the same theory
that underlies the patent system in the United States, and it re-
wards innovation by providing a period of exclusive dealing.

Senator KLOBUCHAR. But yet with some of these handsets—
which is good, you are reducing that exclusivity period to a shorter
period of time. And I think one of the things, as we saw with early
termination fees, gradually sometimes the marketplace evolves.
And arguments that can be made early on may be changed as the
technology develops and there is more innovation out there and a
focus then focuses on price, more of a focus on price and allowing
consumers to get things at a better price.

My concern here is more that for so many of my constituents
now, this is becoming their only phone, and so they are very price-
sensitive in a very difficult economic time. And they get locked into
these contracts. So then we have to look at the early termination
fees, like we did before, and they do not—they try to buy the best
phone for their service area, and then they figured out that what
they read did not really cover that service area.

So that is all we are trying to do here, is get more competition
in some of these areas—what I am trying to do—so that they actu-
ally get service. I am here talking about areas that tend to have
more drop call service. Maybe they have some service, but then you
go one block out of town, and they do not have service.

Mr. Watts.

Mr. WATTS. I appreciate you giving me an opportunity to address
that particular issue. My company, AT&T, I believe is particularly
committed to the rural markets, and we have demonstrated that
commitment in a number of ways. We have demonstrated it with
our dollars and cents. In the last few years, we have had a number
of transactions where we have tried to go out and acquire addi-
tional spectrum network assets. That includes Dobson Wireless,
which we acquired about 2 years ago; Centennial Wireless, which
we have a pending contract to acquire; and we have recently en-
tered into a contract to buy a number of assets from Verizon that
they have to divest as a result of their acquisition of Alltel.

One of the most common attributes of each of those three trans-
actions I just described is the geographic area they serve would
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generally be described as rural. And we have taken that step and
gone out and committed to spend billions of dollars to get into
those markets so we can bring advanced features and capabilities
to the very types of areas that you are talking about and you are
focused on.

So we have a very significant commitment to that, and it is not
just words. I can point to those dollars and cents that we spent
there.

In addition, we are spending this year, AT&T’s capital budget—
and it is not just for wireless. Our capital budget as a whole is
going to be between $17 and $18 billion in 2009. That is an enor-
mous number. There are very few companies in this country or in
this world who are making that kind of investment in this environ-
ment.

There is another key factor I want to point out. When we make
that investment, the work that is done on our networks is done by
the largest unionized full-time workforce in America today. So we
are not only investing in America, we are not only investing in
rural America; we are creating and maintaining good, solid, high-
paying positions, unionized workforce. We are the only wireless
company that has any significant or any unionized workforce at all.

So you put all that together, and the very concerns that you have
expressed I believe we are addressing head on, and I appreciate
you giving me the chance to point that out.

Senator KLOBUCHAR. Okay. Thank you very much. But I will
bring you to Staples in a few of our other towns and see if the
phones work. We still have some challenges. I appreciate that and
look forward to working with you as we look at reintroducing this
legislation.

Thank you.

Chairman KoHL. Thank you very much, Senator Klobuchar.

Mr. Milch and Mr. Watts, a single text message is limited, as you
know, to 160 characters and does not cost very much at all for your
cell phone networks to carry this information. Was the doubling of
text message prices on a per message basis between 2006 and 2008
in any way justified by increases in your cost?

Mr. MiLcH. I will go first. Mr. Chairman, we are a multi-product
firm. Every multi-product firm has to recover all of its costs across
its various products. There is no reason in a competitive market to
believe that in any one particular point in time—at least as I un-
derstand the economics, Mr. Chairman—that prices are going to
come to cost. We do not base our text message prices on our cost
in that sense. We certainly are mindful of our cost, but with re-
spect to Professor Keshav’s analysis or the analysis that it does not
cost very much for our network to do it, to carry a text message,
I think there are two important points.

The first important point is that looking at the long-run incre-
mental cost or some sort of cost that looks at the cost for putting
the next text message on the network ignores the fact that you had
to have the network in the first place. We had to make huge invest-
ments in spectrum, huge investments in computers and switching,
in order to be able to carry even the first text message. And so
those text messages have to carry all those shared and common

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00027 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56833.TXT SJUD1

PsN: CMORC



VerDate Nov 24 2008

24

costs along with every other service we have. That is the first
issue.

The second issue is, as I noted, I believe, quite frankly, Senator,
that the question of cost is not relevant to this issue. We are not
sitting here in a regulated industry, nor should we be, where the
question is: What is your cost for that product? That is not the way
that prices are set in a competitive industry.

And so I believe, Chairman Kohl, that the cost issue is inter-
esting but not relevant to the question of what our prices are.

Chairman KoOHL. Do you want to say something, Mr. Watts.

Mr. WATTS. If you do not mind, Mr. Chairman. I do want to point
out that implicit in your question was an acceptance of some of the
testimony that you have heard today that the increase in the quan-
tity or the volume of text messages has not resulted in an increase
in cost to a carrier. And with all due respect to Dr. Keshav, the
network that he describes that can increase simultaneously the ca-
pacity to handle trillions of minutes of voice traffic and simulta-
neously handle billions, if not trillions, of text messages, and to
suggest that that network exists that can do that without addi-
tional cost would be to describe a network that would be magical
in its proportions. But it does not exist. That network is a myth.

There are enormous costs incurred in building these networks.
Mr. Milch went through some of those, and it goes on and on, from
the spectrum to the carriers to the networks. And, most impor-
tantly, while you have heard that all of the text messages could be
carried on only 280 cell sites in the world, that would be great if
the entire world lived around 280 cell sites. But they do not. They
live around all the world which takes, as Mr. Keshav said, 300,000
cell sites were built in the period of time he mentioned in his testi-
mony. Why? Because that capacity had to be created. And to create
that capacity you incur costs.

So his fundamental premise is simply flawed, and 1 appreciate
the opportunity to respond.

Chairman KoOHL. I appreciate that. You know, one of the pur-
poses of this hearing today is hopefully to come up with more vig-
orous competition in the industry. And you can understand how we
want to do that because we are here to protect consumers. We are
not here to try and be destructive to you, but we are here to try
and protect consumers. And we always assume that when you have
a sufficient level of competition, that results in better deals for con-
sumers. And I am sure you could understand our premise and why
we are here today in that regard.

Again, Mr. Milch and Mr. Watts, as you know, a consumer is
charged both to send and also to receive a text message. And once
a text message is sent to a consumer’s phone, they are charged 20
cents, or whatever the plan is, regardless. So they have no way to
decline a message.

Do you have the technology to allow them to decline a message?
And if you do, shouldn’t they be allowed to decline a message and
thereby save the cost?

Mr. WaTTs. Well, let me go first because my answer is going to
be short. I do not know. I very much hate to have to say that to
you, Mr. Chairman, but I simply do not know the answer to that
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question. We will certainly try and find out, and we will get back
to you.

Chairman KoHL. Mr. Milch, you must know.

Mr. MiLcH. Mr. Chairman, I wish I did. We do have the ability
to provide our customers with the ability to receive no text mes-
sages. They can go on and, as a matter of customer care, elect to
lock their handset out of receiving text messages entirely.

On a message-by-message basis, Mr. Chairman, I do not know.

Chairman KoHL. Mr. Keshav.

Mr. KEsHAV. I believe that the existing text messaging standard
does not have a message which could be sent by the consumer to
say “decline.” That is not in the standard today, as I know it. That
would be GSM standard 34, I believe. But you could always have
some kind of billing system which would take care of it. It will com-
plicate matters enormously. I do not think that would be a way I
would want to go. As an engineer, I would not go there. That is
my answer.

Chairman KoHL. All right. Mr. Milch and Mr. Watts, wasn’t a
major motive for these price increases in text messaging to try and
cause consumers to move to your plans which start at $5 a month?
And didn’t raising the price of text messaging have the intended
effect of encouraging and pushing consumers into the bucket plan
because the individual text message was going up and up and up?
This is not necessarily something that is not legal, of course, but
I just want to understand how your marketing plan works. The
more it costs on an individual text message, the more likely it is
that a consumer is going to go to a bucket plan, right?

Mr. MiLcH. We believe so, Mr. Chairman, at Verizon.

Chairman KoHL. Mr. Watts.

Mr. WATTS. I believe that is the case, and I believe our customers
have voted with their pocketbooks and said that is where they get
their most value, yes, sir.

Chairman KoHL. Okay. Mr. Milch and Mr. Watts, one way that
phone companies restrict competition is by locking in customers to
2-year service contracts. If a consumer wants to switch carriers in
advance of the contract’s expiration, then they must pay a hefty
early termination fee, as you know, sometimes as high as $250.

What is your policy for prorating the contracts where the fee is
reduced to reflect the amount of time remaining on the contract?
For your information, you both have prorated termination fees, but
they are inadequate in the sense that if an AT&T customer cancels
their plan only a month before the 2-year contract is up, they still
have to pay much more than a prorated amount to terminate. You
understand that.

Mr. WATTS. I understand the question. Unfortunately, it is not
accurate. It would have been true a year ago, but it is not true
today. We have changed our early termination fee process where it
does decline on a monthly basis. And if you get to the point that
you just described, today you would pay basically, assuming a 2-
year contract, 24 of the contract price in early termination penalty.
So that is no longer the case, but I concede it was at one time.

Chairman KoHL. I hope you are right. According to my informa-
tion, if they want to terminate just a month before, now it costs
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$60, which is not Y24. I could be wrong on that, but that is my in-
formation.

Mr. WATTS. Well, I will certainly confirm that, but my recollec-
tion is that we have changed it where it declines on a pro rata
basis. And if that is not—I will get back to you either way, but I
will certainly get back to you if I am incorrect.

Chairman KOHL. All right. Anybody else have a comment that
you want to make, some idea or some thought you want to express?
Mr. Kelsey.

Mr. KELSEY. Mr. Chairman, on early termination fees in par-
ticular, I would just add that, you know, from a consumer perspec-
tive, it is a huge barrier to switching carriers because that fee
starts out at such a high level; and just because it goes down $5
a month, it does not seem to them to be linked to what the cost
is to the carrier of that consumer then switching service. After they
have been with a carrier for 18, 20 months and have paid back the
subsidy on the phone, there is no reason that a consumer that
wants to switch providers should not be able to and should not be
able to also bring their phone with them.

Thank you.

Chairman KoHL. Ms. Itkin.

Ms. ITKIN. Thank you, Mr. Chairman. I just wanted to state that
Mr. Milch and Mr. Watts talked about how much investment their
companies were making. Well, Cricket has made billions of invest-
ments, too, in building facilities. We spent over $1 billion on spec-
trum in the advanced wireless services, and we are putting people
to jobs, to work today building out networks. And I think it is im-
portant we are able to offer affordable prices on our plans despite
the kind of investments that we are putting into the network. And
I think it is very important that we have reform for spectrum pol-
icy and roaming policy so that competitors like us can continue to
be successful today and in the future.

Chairman KoHL. Thank you.

Mr. Keshav.

Mr. KesHAV. I would like to take a moment to respond to Mr.
Watts and Mr. Milch on the points that they raised about my prior
testimony. But first about the fact that the incremental cost is
what I am considering and not the cost to build the network in the
first place.

I would like to point out that my analysis is looking at the cost—
establishing equivalence between voice minutes and text message
minutes, and the voice minutes also have to pay for the up-front
cost. So I believe that my analysis is, in fact, accurate.

Mr. Milch also made the point that cost is not relevant to the
issue, that prices are not set that way. I completely agree with
him. There need not be any relationship between price and cost,
and my testimony is focusing purely on the cost. I have no com-
ment to make about the prices.

Finally, I would like to raise a point that Senator Klobuchar
made about the rural areas. Rural areas always have a problem be-
cause the amount of revenue that can be derived per square inch
in rural Minnesota is a lot less than what a carrier can derive per
square inch in Manhattan. And if you do want equivalent quality
of service in both areas, you have to do what was done by the Con-
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gress in 1920, which is the universal service obligation that AT&T
took on, and put in some kind of obligation. But that means it will
be a cross-subsidy from more expensive markets to currently less-
dense markets. That will be something that needs to be decided by
policy. It is not something that competition is going to fix, in my
opinion.

Thank you very much, sir.

Chairman KoHL. Thank you.

Mr. Milch.

Mr. MiLcH. Mr. Chairman, thank you very much for the oppor-
tunity to appear here today. In conclusion, I would only reiterate
my belief that the wireless market in America is a great success
story, and it is a great success story that we need to look at and
take a lesson from. That lesson is that under the current set of
rules, which are very light-handed, there has been hundreds of bil-
lions of dollars of investment; many, many jobs that have been cre-
ated and are still going to be created out of the wireless industry
in this country, and that innovation has been startling and prices
overall have gone down.

So I believe that we have a situation that, with all due respect,
we ought to be very careful if we are going to muck with it.

Thank you, Mr. Chairman.

Chairman KoOHL. I thank you so much, and all the other panel-
ists, for being here today. We are going to leave the record open
for 1 week, and I believe that today’s hearing demonstrates the im-
portance of encouraging vigorous competition in the industry as
well as focusing on text messaging pricing. We will continue to
closely follow these issues on this Committee. I believe that the
Justice Department and the FCC should be taking action to ensure
that undue barriers to competition in the cell phone industry are
removed, including by the FCC enacting the necessary regulatory
reforms.

As always, this Subcommittee is interested in encouraging com-
petition in the interest of both capitalism and the consumers who
support capitalism. So we thank you all for being here today.

This hearing is concluded.

[Whereupon, at 3:53 p.m., the Committee was adjourned.]

[Questions and answer and submission for the record follow.]
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QUESTIONS AND ANSWERS
criclet

Joly 6, 2009

The Honorable Herb Kohl, Chairman

Subconunittee on Antitrust, Competition Policy and Consumer Rights
Committee on the Judiciary

United States Senate

308 Senate Hart Building

Washington, DC 20510

Dear Chairman Kohl:

In response to your questions following the June 16, 2009 hearing entitled, “Celt Phone Text Messaging
Rate Increases and the State of Competition in the Wircless Market,” { submit the following answers on
behalf of Cricket:

1) Are there difficultics in gaining the right to “roam” on other carriers’ networks a barrier to
Cricket becoming a national competitor? Please explain.  What regulatory reforms de you
believe could address this issue?

The difficulties that Cricket and other mid-sized and rural carriers face in negotiating roaming
agreements with the nation’s largest carriers are definitely a barrier to effective competition. As Cricket
noted in comments that it recently filed with the FCC on the state of competition in the wireless industry,
automatic roaming agreements play a critical role in the wireless industry, plugging coverage holes that
exist in every carrier’s network so that subscribers can obtain scamless coverage wherever they travel. As
a result of concentration within the wireless industry, the largest carriers have both the incentive and the
ability to foreclose competition and engage in anticompetitive practices. The competitive problems are
even more severe in wholesale markets, because carriers can only enter into agreements with other
carriers offering service on a compatible format (i.e, COMA, GSM, and iDEN).

There are several regulatory reforms that Cricket believes are necessary to ensure that there is a
vibrant community of wireless providers, including mid-sized and rural carriers, so that all consumers
have a range of competitive options from which to choose:

First, the FCC should close a loophole in its 2007 order on roaming known as the in-market
exception, under a carrier may refuse roaming service in any area where the requesting carrier holds a
wircless license or spectrum usage rights. See Reexamination of Roaming Obligations of Commercial
Mobile Radio Service Providers, Report and Order and Further Notice of Proposed Rulemaking, 22 FCC
Red 15817, 15835 48 (2007). That loophole does not serve customers or promote competition; it
simply enables the nation’s largest carriers to place substantial obstacles in the path of their competitors.
Several carriers (including Cricket) have filed petitions for reconsideration in WT Docket No. 05-265 that
are primarily focused on eliminating the in-market exception, and those petitions are still pending. The
entire wircless industry—except for Verizon and AT&T—have allied to support repeal of the in-market
exception.

Second, the FCC should implement an automatic data roaming obligation. In its 2007 order, the FCC
declined to impose any roaming obligation for non-interconnected services, such as data roaming for
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wireless broadband. The FCC instead sought further comment on whether automatic roaming should
apply to data, but so far it has not taken any action on that score. Cricket views an automatic data
roaming obligation as critical to the continued growth of competitive wireless service offerings that will
discipline the pricing and services of entrenched "big wireless" operators Verizon and AT&T. A data
roaming obligation would also promote ubiquitous broadband availability. Congress recently allocated
more than $7 billion in grants to encourage broadband availability and adoption, and wireless broadband
can offer connectivity where no fixed service is available.

Third, the FCC should take steps to correct the excessive concentration of wireless spectrum in the
hands of the nation’s largest carriers. Specifically, Cricket and other mid-sized and rural carriers have
urged the FCC (i) to identify and allocate additional spectrum to meet the growing demand for wireless
voice, broadband and other advanced data services, and (ii) to adopt auction eligibility regulations to
ensure that licenses are assigned to a range of different providers to promote competition and prevent the
nation's largest providers from stockpiling even more spectrum.

2) {a) Do high costs imposed on you for ROW (rights of way), pole attachments, and ccll-tower
siting impact consumers? Please explain.

Local jurisdictions in many cases directly impact how quickly wireless carriers can bring new
services to consumers, As a new enfrant in numerous cities around the country, Cricket must work with
local jurisdictions to gain approval ta construct cell sites or simply co-locate antennas on existing
structures. There is little predictability as each jurisdiction operates its own timeline and delays are
frequent. On behalf of the wireless industry, CTIA has filed a petition with the FCC segking a 45- and
75-day “shot clock™ for siting consideration decisions. See Petition for Declaratory Ruling to Clarify
Provisions of Section 332(c)(7)(B) to Ensure Timely Siting Review and to Preempt under Section 253
Stare and Local Ordinances that Classify All Wireless Siting Proposals as Requiring a Variance, WT
Docket No. 08-165 (petition filed July 11, 2008). Cricket supports that petition.

(b) Do rates you pay to other phone companies to terminate traffic to your customers originate
impact consumers? Please explain.

Yes. While most wireless carriers termiuate traffic on a “bill and keep™ basis, many [LLECs and
CLECs charge high per-minute fees for traffic termination. These fees constitute a high percentage of
costs to operate a wircless carrier which are passed onto consumers. There are also many instances of
“traffic pumping” schemes whereby traffic only originates one-way such as with “chat lines.” Cricket
supports intercarrier compensation reform by which all carriers exchange traffic on a “bill and keep”
basis. The FCC has periodically attempted to make comprehensive reforms to the intercarrier
compensation scheme, but many of these issues remain unresolved. See Developing a Unified
Intercarrier Compensation Regime, CC Docket No. 01-92

(¢) How do rates a carrier pays to backhaul traffic to other companies to and from a cell-tower
impact consumers? Please explain.

Backhaul or “special access™ is becoming a more expensive component of operating wireless
service. As consumers demand more data-heavy applications such as video, the amount of backhaul
required increases. Because the incumbent telephone companies have considerable market power in this
area, Cricket believes that it is necessary for the FCC to intervene in order to ensure that rates are fair and
reasonable. In 2005, the FCC released a Notice of Proposed Rulemaking to examine the regulatory
framework to apply a price cap on interstate special access services. See Special Access Rates for Price
Cap Local Exchange Carriers, WC Docket No. 05-25, AT&T Corp. Petition for Rulemaking to Reform
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Regulation of ncumbent Local Exchange Carrier Rates for Interstate Special Access Services, RM-
10593, Order and Notice of Proposed Rulemaking, 20 FCC Red 1994 (2005). In 2007, the Commission
asked the parties to refresh the record with additional information. See FCC Public Notice, Parties Asked
to Refresh Record in the Special Access Notice of Proposed Rulemaking, 22 FCC Red 13352 (2007). The
Commission has not yet acted on that issue. A range of industry participants have formed a coalition (the
NoChokePoints Coalition) to address the concerns over special access charges—additional information
about the coalition may be found at http://nochokepoints.org/

{(d) With respect to any of these issues, do you advocate any regulatory or legal changes?
See above.

3) Does Cricket face challenges in gaining ded spectrum? Please explain.  With respect to
this issue, do you advocate any reguiatory or legal changes?

As wireless broadband and other high-capacity data services become more prevalent, additional
spectrum will be necessary to provide the speeds and coverage that consumers increasingly demand.
Under the FCC’s existing policies, however, the nation’s largest carriers have been able to stockpile vast
amounts of available spectrum, depriving mid-sized and rural carriers of this much-needed resource. For
example, in-the most recent auction of 700 MHz spectrum, Verizon and AT&T acquired the lion’s share
of available spectrum. And, in Auction 66 (which assigned-AWS-1 spectrum), the four largest carriers
accounted for 78 percent of all the winning bids, and they won approximately 60 percent of the total
MHz-POPs available in that auction. The largest carriers are likely to use their spectrum holdings to
prevent effective competition and demand that other carriers pay exorbitant rates or agree to unreasonable
terms in order to access such spectrum.

As noted above, Cricket and other mid-sized and rural carriers have urged the FCC (i) to identify and
allocate additional spectrum to meet the growing demand for wireless voice, broadband and other
advanced data services, and (ii) to adopt auction eligibility regulations to ensure that licenses are assigned
1o a range of different providers to promote competition and prevent the nation’s largest providers from
stockpiling even more spectrum.

Sincerely,

aurie [tkin
Director, Government Affairs
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Sen. Kohl’s Follow-Up Questions for Hearing on

“Cell Phone Text Messaging Rate Increases and the State of Competition in the
Wireless Market”

For Joel Kelsey

1. Given the recent history of rising prices for text messaging prices on a per
message basis, do you think we have to worry about rising text messaging rates or rising
prices for other cell phone services? Given the phone companies’ record, are you
concerned that that they are likely to raise prices again? :

Joel Kelsey, Consumers Union:

AT&T has documented a six-fold increase in the number of text messages within two
years. With the fixed costs associated with text messaging, as the explosion of texting
unfolds, carriers should be experiencing economies of scale and sharing that savings with
consumers. However, this profitability is not shared with the consumer, as price points
for texts continue to rise. Instead, according to an industry analysis, average revenue per
texting subscriber has risen 150% in the last four years.'

In 2007 the average U.S. mobile phone subscriber paid $506 for service, much more than
consumers in the U.K. ($374) or Spain ($293), and ranking America twenty second of the
thirty countries studied by the international OECD.? While it is true that U.S. wireless
carriers are able to provide lower costs per minute, this is because U.S. consumers are
charged for the minutes to both send and receive calls, unlike consumers in many other
countries who pay only for the minutes they use to make calls. As a result of this pay-to-
send and pay-to-receive dynamic, carriers in the U.S. are able to extract some of the
highest average returns per user (ARPU) by pricing consumers into tiered service plans
and high monthly rates.”

Given the high comparative cost of cell phone service in the U.S., the decreasing
amount of competition in the wireless industry and the lack of market pressure on
the four largest firms to share savings with subscribers, we believe consumers will
continue to face rising oligopoly prices to get wireless products. However, fewer
customers will be able to afford these products and services, growth will be slower
than it could be, and all of the economic surplus generated by ongoing innovation
will be directed to the incumbent industry, rather than being shared with the
consumers.

! Randall Stross, “What Carriers Aren’t Eager to Tell You About Texting,” The New York Times,
December 28, 2008, http//www.nvtimes.comv/2008/12/28/business/28digi1. html [accessed June 9, 2009].

¥ See Organization for Economic Co-Operation and Development, OECD Commumications OQutlook 2007,
6 (2007). The OECD average is $439 per year.

} Frieden, Rob. “The Way Forward on Wireless.™ In ...4nd Communications For All edited by Amit
Schejter, 153-167. Lexington Books, 2009.
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2. Until recently, the cell phone industry was a real competition success
story. The industry had many national and regional providers, giving consumers
nurmerous choices, driving down prices, and competing to introduce new services. But
in the last few years, the wireless industry has sharply consolidated through mergers and
acquisitions. Today four companies combine to control 90% of the market. The top two
companies have a 60% market share. Now we see these sharp increases in text
messaging prices on a per message basis. Are these price hikes just a harbinger of things
to come in the cell phone market, and will it begin to more closely resemble the cable and
local phone markets, where consumers have few choices and rarely see the benefits of
vigorous price competition?

Joel Kelsey, Consumers Union:

Unfortunately, there is little reason to believe the current market and regulatory structure
will support or promote more competition in the future. Effective competition in the
wireless market requires, among other things, minimal barriers to entry and growth for
competitors, maximal consumer choice, and an absence of explicit barriers to innovation
— all features not present in the wireless market. There are pronounced and extensive
barriers to effective competition in the modern wireless market, including limited access
to spectrum; unreasonable prices, terms, and conditions for special access to data
networks; and horizontal concentration in both the wireless and wireline markets. This
lack of effective competition has led to negative provider conduct, highlighted by the
symmetrical pricing in SMS texting.

3. A consumer is charged both to send and to receive a text message. Once
a text message is sent to a consumer’s phone, he is charged 20 cents (or one of his plans’
text messages is used). But a consumer has no way to decline a text message to avoid
being charged. With a phone call one can always just decide not to answer the phone,
but this option is not available when receiving a text message. Wouldn’t a simple
solution to this problem be to simply not charge customers for incoming messages? Are
you aware of any technological reason as to why phone companies could not allow this?

Joel Kelsey, Consumers Union:

While it is true that U.S. wireless carriers are able to provide lower costs per minute, and
they have been able to show lower costs for all of the texts sent over their network, this is
because U.S. consumers are charged to both send and receive calls and texts, unlike
consumers in many other countries who pay only for the minutes they use to make calls
or send texts. As a result of this pay-to-send AND pay-to-receive dynamic, carriers in the
U.S. are able to extract some of the highest average returns per user (ARPU) by pricing
consumers into tiered service plans and high monthly rates.

Charging consumers only for the minutes and texts they choose to send would change
this dynamic. Also, allowing consumers to “opt-out” of being charged heavy overage
fees would provide relief to the thousands of consumers in monthly texting plans
that un-knowingly go over their monthly allotment of text messages. These
consumers are forced to pay $0.20 for each message sent and received over their

2

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00036 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC

56833.005



VerDate Nov 24 2008

33

monthly allowance, often resulting in “sticker shock™ when they receive a monthly

bill several hundred dollars more than they expected. As a result of both competition
and of government intervention, banks and credit card companies have set up systems to
help consumers avoid account overage charges - wireless companies could do the same.

4. (a) Iunderstand that, under current FCC rules, a competitive cell phone
carrier has no right to interconnect to another carrier’s network with respect to “data” —
that is, for internet connections necessary for e-mail and many other applications found
on “smart phones™ today. Would you support a regulatory change which would require
cell phone carriers to grant data roaming on reasonable and non-discriminatory terms?
Why or why not?

Joel Kelsey, Consumers Union:

Absolutley. The current market norm of unreasonable special access pricing, terms, and
conditions represents a significant barrier to entry and growth in the wireless market;
particularly in the otfering of mobile Internet access services. Smaller (and new) carriers
that do not own broadband infrastructure rely on special access transmission paths to
support their telecommunication businesses.

Currently, few incumbent providers of special access exist. As a result, they are able to
use their market power to offer high special access prices.4 For example, in 2007,
Verizon received a 700% rate of return for the use of its special access services.’

The Federal Communications Commission should ensure that these small providers are
protected from unreasonable special access pricing so that they can focus on using their
capital for providing better services and products to customers.

(b)  Would you support ending the “in-market™ exemption to voice roaming
requirement, the exemption that relieves a cell phone provider from providing voice
roaming with respect to any carrier that has a wireless license to provide service in a
specific geographic area, even if that carrier has not actually built out that area? Why or
why not?

Joel Kelsey, Consumers Union:

Yes. The FCC placed a so-called “home” or “in-market” exception that allows wireless
carriers to refuse to provide automatic roaming in any area where the requesting carrier
merely holds a wireless license or spectrum usage rights. The exception now gives large
facilities-based network operators, such as AT&T and Verizon, the ability to deny
roaming to a smaller competitor if that competitor has a license within a large operator’s

* See, e.g., Peter Bluhm and Robert Loube, Competitive Issues in Special Access Markets, National
Regulatory Research Institute (January 21, 2009); Matthew Lasar, “Report Reignites Fights over Special
Access Rates,” Ars Technica (January 26, 2009), at hip://arstechnica.comvtech-

policy/news/2009/0 Vreport-reignites-fight-over-special-access-rates.ars.

> See Derek Turner, Free Press, Dismantling Digital Deregulation: Towards a National Broadband Study
(2009).
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any given “home” area. This creates a disincentive for small companies to seek out
additional spectrum licenses — a precondition for building towers and expanding service
and growing as a competitor — lest they lose their rights to roam in those regions adjacent
to their current service territories, those regions where they most need to grow and yet
most need to maintain service.

Even within current service territories, the “in-market” loophole means that consumers of
a competitive wireless provider’s service may be unable to make or receive calls in
portions of their own city or town, but will receive roaming service when traveling
outside of their “home” market. This means that some consumers may receive wireless
service in their homes, but may be unable to make calls in their workplace or while
traveling around town. Such service limits are highly confusing for the consumer.
Further, the in-market exception may prevent some subscribers from accessing
emergency alerts, placing the safety of consumers at undue risk.

5. Some industry experts argue that allowing cell phone to gain exclusive
agreements to sell the most in-demand cell phones harms competition by denying to
competitors the ability to sell those cell phones, and advocate that the FCC take action to
ban “handset exclusivity.” Does allowing the practice constitute a barcier to
competition?

Joel Kelsey, Consumers Union:

Yes. Handset exclusivity arrangements limit consumer choice, restrict device innovation,
and lead to higher prices. Of the ten most popular handsets in the market in 2008, eight
were tied to various network providers under exclusive deals® For the consumer, the
result is an artificial restriction on choice of service provider and on switching service
providers.

Exclusivity arrangements impact not only consumer choice, but also market structure, as
they constitute a barrier to entry for small service providers. As a direct consequence of
exclusive deals between device manufactures and incumbent national service providers,
small service providers cannot offer the use of popular handsets and smartphones over
their networks. Thus, their services are less attractive to consumers who are driven
towards the popular devices that are offered by the incumbent providers, leading to
further increase in their market power. These arrangements are of particular concern with
respect to the future of wireless services. The future of wireless services, broadband
access, and wireless Internet access services in particular, are tied to the use of smart
phones, and without the ability to offer them, rural providers will not have the ability to
generate enough revenues to deploy 3G networks. [f no action is taken, similar anti-
competitive dynamics can be expected to develop across the future wireless data
marketplace.

¢ See Kristen Beckman, “By the Numbers: Top Ten Most Popular U.S Handsets in November,” RCR
Wireless (January, 8, 2009} available ar hitp//www.rerwireless.com/article/20090108/
wireless/901079989/108 1/newsletter33
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Additionally, handset exclusivity arrangements give wireless service providers leverage
to exert influence over handset innovations that do not meet their approval. Currently, a
handset manufacturer is at the whim ot the network carrier (with whom the exclusivity
contract is drawn) when it introduces new features to market its handset. For example,
RIM (the manufacturer of Blackberry) was prohibited by AT&T from offering free
mapping services to Blackberry users since AT&T wanted to offer consumers its own
mapping services for a fee. Also, AT&T has blocked, disabled, or mutated various other
features such as Bluetooth technology, SIM card mobility, direct sound and photo fie
transfer capabilities, GPS services, and call timers (i.e., to keep track of minutes used).

Exclusive deals are not required by the structure of the wireless market, and instead serve
as artificial impediments to competition and innovation. In an established market, device
manufacturers do not have to rely on exclusive arrangements with service providers to
market their devices or to ensure sufficient revenues to fund the research and
development of new products and services. Indeed, this is the case in other established
markets, such as Asia and Europe. Handset manufacturers in Asia and Europe are able to
sell 70-80% of devices independent of exclusive deals with service providers.” Thus,
rather than representing an essential feature of the market, handset exclusivity deals are
an artificial impediment to competition in the wireless market.

6. Beyond those already discussed, what other government policies or legal
or regulatory changes do you advocate to remove barriers to competition in the cell phone
market?

Joel Kelsey, Consumers Union:
The consolidating wireless marketplace deserves more federal oversight.

At minimum Cengress should continue to hold hearings to investigate anti-consumer
practices that result from a lack of competitive market pressures, and FCC and DoJ
should closely scrutinize any potential future merger proposals.

In addition, the FCC should clarify that the Internet Policy Statement applies to wireless
(this would be consistent with the Commerce Department’s NOFA in response to
spending $4.3 billion in ARRA stimulus money on broadband infrastructure); devise a
better definition tor structural market power in the Fourteenth CMRS Competition
Report; re-implement spectrum caps; enter into a rulemaking on data roaming; and ban
handset exclusivity deals.

By blocking software applications, like Skype and SlingPlayer Mobile, the current four
major wireless carriers have failed to deliver services that allow consumers to realize the
full potential of the Internet. Absent a substantial shift in competition policy, there is no
reason to expect that the current market participants will alter their present course. In
other words, enforcement of neutrality principles are necessary, but not sufficient, to
achieve innovation and robust competition with regard to cell phones and software

7 See Marguerite Reardon, “Will unlocked cell phones free consumers,” CNet News (January 24, 2007),
available ar http://news.cnet.com/Will-unlocked-cell-phones-free-consumers/2100-1039_36152735 html.
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applications, and to encourage competitively priced and ubiquitously available broadband
access for all consumers. The DoJ and the FTC should investigate the market and
consumer harm caused by wireless companies exerting their market power over mobile
device manufacturers to block software applications.

In addition, the Government Accountability Office should study the practical
impediments to consumers that attempt to switch carriers and determine what impact they
have on consumer choice and on effective competition.

Please reference our joint filing before the Federal Communications Commission:

Comments of Consumer Federation of America, Consumers Union, Free Press, Media
Access Project, New America Foundation and Public Knowledge. In the Matter of the
Annual Report and Analysis of Competitive Market Conditions With Respect to
Commercial Mobile Services. WT Docket No. 09-66.
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Sen. Kohl’s Follow-Up Questions for Hearing on
“Cell Phone Text Messaging Rate Increases and the State of Competition in the Wireless

Market”
For Randy Milch
1. You testified that you did not cooperate or in any way agree with your

competitors in setting your per message price for text messaging, So why did Verizon
raise its per message price from 10 to 15 cents in March 2007, and from 15 to 20 cents in
March 20087 How did Verizon choose 15 cents as your per message price in March 2007,
and 20 cents in March 2008?

Answer

Verizon Wireless independently sets the prices all of its products, and has not cooperated
or in any way agreed with competitors in setting prices on text messaging. Verizon Wireless sefs
its prices based on market conditions. Those market conditions have driven the average price per
text message down nearly 70% since December 2006, from roughly 3 cents per message to 1
cent per message today. Pricing for postpaid text messaging sold in buckets — nearly 99% of all
text messaging on the Verizon Wireless network — varies widely among carriers.

Verizon Wireless did not raise its per-message prices for prepaid text messaging in the
way described in the question. As I noted in my testimony, Verizon Wireless prepaid customers
pay 1 or 5 or 10 or 20 cents per text message depending on the price plan. As with postpaid
bucket pricing, pricing for prepaid “pay-as-you-go” text messages varies widely among carriers.

Post-paid text messages sold individually without a plan account for less than 1% of the
total number of text messages over Verizon Wireless’ network. Verizon Wireless has changed
prices for “pay-as-you-go” text messaging as part of its usual practice of adjusting prices for its
wireless voice and data services to meet changing demand and market conditions. In March
2007, Verizon Wireless matched the price Sprint and AT&T then charged for “pay-as-you-go™
text messages (Sprint had charged 15 cents a message since October 2006). And in March 2008,
Verizon Wireless matched Sprint’s 20 cent price (which had been instituted six months earlier,
and had not been matched by any other carrier at that point).

Verizon Wireless has changed its prices for postpaid “pay-as-you-go™ messaging based
on the changing demand characteristics of text message users. Customers who are substantial
users of text messaging have moved to bucket plans; the remaining customers are low-volume
users with inelastic demand. Almost by definition, low-volume text messaging users do not
choose wireless service based on text message pricing, and thus there is no competitive benefit to
undercutting competitors by a few pennies on the price for rarely used “pay-as-you-go™ text
messaging services.
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2. Prof. Keshav testified that the cell phone companies’ profit margin on text
messages is today 80% for those who participate in text message plans, and 98% for with
respect to those consumers who purchase text messages on a per message basis. Do you
disagree with this calculation? If you disagree, please explain why and state the actual
amount of profits Verizon realizes from text messages.

Answer

1 have not calculated Verizon Wireless® “profit margin on text messages,” nor would it be
sensible to do so. Verizon Wireless is a multiproduct firm, with all of those products provided
over the same network. Every multiproduct firm has to recover all of its costs across its various
products. An analysis that looks only at the cost of sending the next text message over a network
ignores the fact that you have a network in the first place. Verizon had to make huge
investments in spectrum, in cell sites and in computers and switching equipment in order to be
able to carry even the first text message. Text messages have to carry all those shared and
common costs along with every other product we have.

1 testified during the hearing that there is no reason in a competitive market to believe at
any one particular point in time prices will match costs, and that prices in a competitive market
are not set based only on cost. Indeed, Prof. Keshav agreed that there need not be any
relationship between price for text messaging and the cost of that service.

3. Wasn’t 2 major motive for price increases in text messaging paid for on a per
message basis to cause consumers to move to your text messaging plans, which startat$5a
month? Didn’t raising the price of text messaging from 5 cents fo 20 cents per message
over four years have the intended effect of pushing consumers into “bucket” plans?

Answer

In Verizon Wireless’” experience, consumers generally prefer the low cost, predictability
and convenience of bucket plans as compared to per-message usage pricing. Verizon Wireless
benefits from customer adoption of bucket plans because it reduces customer complaints and
increases customer satisfaction.

All but the most casual text message user likely will choose from among the bucket plans
as a result of the low-cost pricing of these bucket plans relative to pay-per-message plans.
Customer adoption of bucket plans is a good thing, since it is the widespread adoption of bucket
plans and the much lower cost-per-text message of these plans that has driven the six-fold
increase in text messaging over the last few years.

4. Verizon charges customers on a per message basis when they go over their
allotted “bucket plan” number of text messages. Should we be concerned about per
message price increases here because they will end up pushing more and more customers
into your most expensive “unlimited” plans which cost $20 per month? Given the fact
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that each additional text message costs the carrier virtually nothing, won’t you make the
highest profit when customers choose the highest cost “bucket plan”?

Customers are free to choose the plan that best matches their texting usage. Plans
enabling unlimited texting at a flat rate have been a key driver of plummeting text message
prices and soaring text messaging adoption. Consumers who do not worry about the incremental
cost of sending the next text message are likely to send many more text messages. Verizon
Wireless” effective price per text message has fallen nearly 70% since December 2006, while the
number of text messages sent has gone up six-fold. Thus, Verizon Wireless® text message
pricing is not a cause for concern; rather, it reflects fierce rivalry among wireless carriers and the
proper functioning of a competitive marketplace. If Verizon Wireless makes a greater return on
its investment by cutting prices to consumers and stimulating much greater text message use, that
is good both for consumers and Verizon Wireless® investors.

5. {a) What percentage of Verizon’s customers do not buy text messaging
“bucket” plans?

Answer

Approximately forty-two percent of customers do not buy text messaging plans.
Roughly 26% of Verizon customers do not text at all.

(b) Aren’t the consumers who den’t buy text messaging plans the ones most
vulnerable to price increases — that is, low income customers and elderly customers who
only use text messaging occasionally?

Answer

Verizon Wireless does not track the demographics of casual text message users. But for
customers who only occasionally text, there’s little cost to text messaging. Such text message
usage is discretionary.

6. Given what we’ve seen with respect to text messaging price increases on a
per message basis over the last few years, can we expect the per message price to rise to 25
cents, or beyond, in the next year or two? And can we expeet the price for your text
messaging plans to go up a dollar or two a month? What would prevent AT&T from such
price increases?

Answer
The competitive market sets the price for text messaging (and wireless services

generally). As noted above, text message prices have been falling rapidly as a result of this
competition. Verizon Wireless has no current plan to raise text messaging prices. It has no
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information on what would prevent AT&T from raising prices, other than the competitive
dynamics of the market.

7. Until recently, the cell phone industry was a real competition success story.
The industry had many national and regional providers, giving consumers numerous
choices, driving down prices, and competing to introduce new services. But in the last few
years, the wireless industry has sharply consolidated through mergers and acquisitions.
Today four companies combine to control 90% of the market. Your two companies have a
60% market share. Now we see these sharp increases in text messaging prices on a per
message basis. Are these price hikes just a harbinger of things to come in the cell phone
market, and will it begin te more closely resemble the cable and local phone markets,
where consumers have few choices and rarely see the benefits of vigorous price
competition?

As I noted in my testimony, the cell phone industry has been — and very much continues
to be — a competition success story. Wireless innovation is breathtaking, investment has been
massive, and prices have relentlessly decreased. The rapid decline in text message pricing
reflects a competitive market, not a consolidated one.

As the Federal Communications Commission neted in its most recent report on
competition in the wireless industry, “{m]any operators continue to seek to fill gaps in their
coverage areas, as well as to increase the capacity of their existing networks. As the
Commission has previously concluded, operators with large footprints can achieve economies of
scale and increased efficiencies compared to operators with smaller footprints.” These
economies and efficiencies lead directly to lower prices and more seamless provision of services.

The wireless industry continues to see robust new entry. Leap Wireless and MetroPCS
are growing rapidly. Leap headlined its most recent earnings release by noting “Leap Reports
Record Net Customer Additions of 500,000 for First Quarter 2009 — Strong Performance Results
in 114 Percent Year-Over-Year Growth in Net Customer Additions.” Leap recently entered the
Philadelphia, Chicago and Washington-Baltimore markets, while MetroPCS announced
expansion into New York and Boston. Cable companies such as Cox Communications and
Comcast now are entering the wireless market. And mobile virtual network operators such as
Virgin Mobile (five million customers) and Tracfone (ten million customers) compete with
traditional carriers using prepaid wireless offerings.

8. What is Verizon’s policy for prorating the contract so the fee is reduced to
reflect the amount of time remaining on the contract? If it is not proportional to the time
remaining on the contract, please explain why not?

Answer

Verizon Wireless reduces its early termination fee of $175 by $5 dollars for each full
month toward the minimum term that the customer completes. Verizon Wireless provides
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significant subsidies on most handsets it sells to post-pay customers. Without an early
termination fee, Verizon Wireless might not be able to provide those subsidies.

9. (a) Iunderstand that, under current FCC rules, a competitive cell phone
carrier has no right to interconnect to another carrier’s network with respect to “data” —
that is, for internet connections necessary for e-mail and many other applications found on
“smart phones” today. Would you support a regulatory change which would require cell
phone carriers to grant data roaming on reasonable and non-discriminatory terms? Why
or why not?

(b) Would you support ending the “in-market” exemption to voice roaming
requirement, the exemption that relieves a cell phone provider from providing voice
roaming with respect to any carrier that has a wireless license to provide service in a
specific geographic area, even if that carrier has net actually built out that area? Why or
why not?

Answer to (a) and (b)

Congress and the FCC should not expand regulation of roaming agreements among
wireless companies to mandate home roaming or to include all data services. The Commission’s
existing regulation, supplemented by the right of any company to file a complaint seeking relief
from unreasonable or discriminatory roaming practices, has served consumers well. By
intruding into the terms of commercial agreements, additional roaming rules would discourage
providers from investing in their own networks by allowing companies to improperly piggyback
off the investments of competitors.

Please see attached Verizon Wireless® recent submission to the House Energy and
Commerce Committee, which addresses this issue in greater detail.

10.  Consumer advocates argue that allowing cell phone to gain exclusive
agreements to sell the most in-d d cell ph harms petition by denying to
competitors the ability to sell those cell phones, and advocate that the FCC take action to
ban “handset exclusivity.,” What is Verizon’s position on handset exclusivity? Doesn’t
allowing the practice constitute a barrier to competition?

Neither Congress nor the FCC should regulate the terms of device supply arrangements
between manufacturers and providers. Exclusivity arrangements are common throughout the
American economy, and drive innovation. Restricting them would clearly undermine innovation
and disserve consumers. Moreover, Verizon Wireless has offered to limit exclusivity for devices
manufactured by two of its Jargest suppliers — LG and Samsung ~ for a period not to exceed six
months so that smaller carriers can gain access to those devices sooner.

Please see attached Verizon Wireless’ recent submission fo the House Energy and
Commerce Committee, which addresses this issue in greater detail.
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11. At the hearing, you stated that you do not know of any technology that
permits customers to block incoming text messages on a per message basis.
Wouldn't a solution to the concerns that customers have to pay for incoming
messages they don’t want be to not charge customers for incoming messages?

Verizon Wireless works hard to makes sure customers do not receive unwanted text
messages, because a non-trivial volume of unwanted text messages would lead to customer
dissatisfaction and complaints.

Verizon Wireless employs sophisticated tools in its network to detect incidences of
unsolicited electronic messages, or “'spam,” sent to our customers' wireless devices. Verizon
Wireless also provides customers with self-help tools to manage and even restrict receipt of spam
messages that do manage to get through the network-based spam countermeasures. As noted on
Verizon Wireless® website:

How do I block unwanted text messages? You can use either Internet Spam
Controls or Call & Message Blocking available through Spam Controls (My
Verizon>My Services>Verizon Safeguards>Spam Controls).

If the message is originating from an email address or web domain, visit Internet
Spam Controls and enter the email or domain to be blocked. Internet Spam
Controls allow you to designate and block up to 15 email addresses, vtext IDs
and/or Internet Domains from sending text, picture or video messages to you.

If the message is originating from a phone number, visit Call & Message
Blocking and enter the phone number of the individual who you wish to block.
Call & Message Blocking allows you to designate and block up to 5 phone
numbers from sending text, picture or video messages to you.

Many of Verizon Wireless’ customers are on unlimited text message plans, or enjoy
unlimited text messaging with other Verizon Wireless customers, and thus many customers do
not pay for unwanted text messages that manage to evade these company and individual
protective measures.

Verizon Wireless continues to spearhead legal efforts to biock spam. Verizon Wireless
supported the passage of federal legislation aimed at providing consumers with control over
receipt of spam. Verizon Wireless has also been aggressive battling spam in court. Over the
past two years, Verizon Wireless has filed lawsuits against several companies it has accused of
sending text message spam to its customers.

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00046 Fmt6633 Sfmt6633 S:\GPO\HEARINGS\56833.TXT SJUD1

PsN: CMORC

56833.015



VerDate Nov 24 2008

43

AT&T Response to Sen. Koh!’s Follow-Up Questions for Hearing on
“Cell Phone Text Messaging Rate Increases and the State of Competition in the Wireless
Market”

1. You testified that you did not cooperate or in any way agree with your
competitors in setting your per message price for text messaging. So why did AT&T raise its per
message price from 10 to 15 cents in January 2007, and from 15 to 20 cents in March 20087
How did AT&T choose 15 cents as your per message price in January 2007, and 20 cents in
March 2008?

§ .. .. . -
Answer:’ We basc our pricing decistons on an independent assessment of a number of factors,

including how particular prices fit into the full suite of our product offcrings, the state of
competitor prices, demand trend lines, and the like. No one factor necessarily is detcrminative
and the various factors arc weighed, and decisions are made, based on the markctplace
circumstances extant at the time of a pricing decision.” In connection with changes over the past
two years in the price for the pay-per-use, or “PPU,” pricing option for text messaging that
AT&T offers, we evaluated various factors and determined — in January 2007 and in March 2008
— to continue to meet our competitors’ rates for the that option. AT&T’s rate for the PPU pricing
option has not changed since March 2008.

2. Prof. Keshav testified that the cell phone companies’ profit margin on text
messages is today 80% for those who participate in text message plans, and 98% for with respect
to those consumers who purchasc text messages on a per message basis. Do you disagree with
this calculation? If you disagree, please explain why, and state the actual amount of profits
AT&T realizes from text messages.

Answer: As explained during the hearing on this matter, we are not in a position to break down
our profit margins at this level of granularity. We make significant investments every year to
deploy and support products and services across the full range the communications landscapef
and we utilize integrated networks and technologies to take full advantage of available
efficiencies and innovations. Likewise, our pricing is designed on a holistic, integrated basis to
allow us an opportunity to obtain a return on the entirety of our investments, not just the
investments associated with some particular node or component of our network used to offer one
pricing option for one product.*

3. Wasn’t a major motive for price increases in text messaging paid for on a per
mcssage basis to causc consumers to move 1o your fext messaging plans, which startat $ 5 a
month? Didn’t raising the price of text messaging from 5 cents to 20 cents per message over
four years have the intended effect of pushing consumers into “bucket” plans? Is it possible that
some customers chose bucket plans only because the rates increased so much?

! For your easc of revicw, we have attempted, where applicable, to identify where in previous discusstons on

lhcse topics (whether in correspondence, written testimony, or live testimony), we have addressed a similar question.
See also Written Statement of Wayne Watts for June 16, 2009, hearing (“*Watts Stmt.”) at 3-4.
In 2009, AT&T’s U.S. capital outlays are planned to be as much as $18 billion. This is the largest U.S,
capml plan of any American company in any industry.

See also unedited hearing transcript dated as of June 26, 2009 (“Tr.") at 41.

3
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Aunswer: As we previously explained, the PPU pricing option is often not the optimal choice for
the vast majority of our customers and our package plans have a number of notable benefits:

In our experience, the PPU pricing option often results in large and unpredictable
swings in a customer’s total bill, leading to significant customer dissatisfaction
and complaints to our customer care lines. Package plans ensure extremely low
prices, choice, predictability, and casy-to-understand bills, and thereby greatly
improve the overall customer experience. That is, we saw that demand for text
messaging was cxploding; did not want our customers to suffer unexpectedly
large or constantly changing monthly bills; and fixed the potential problem of
unhappy customers by avoiding them in the first place. Now, the overwhelming
majority of our customers purchase text message packages, and most of them pay
pennies or less than a penny per message.”

That is, we do not “push’ our customers into pricing plans, but our overall pricing structure is
designed to emphasize those plans that deliver maximum value to our customers.® Thus, it is
possible that some customers who were utilizing the PPU pricing option decided to purchase a
monthly text messaging plan in response to increases in the PPU price, however, we are
confident that, in doing so, thosc customers are enjoying greater value and predictability in their
use of our text messaging service.

4. AT&T charges customers on a per message basis when they go over their allotted
“bucket plan™ number of text messages. Should we be concerned about per message price
increascs here because they will end up pushing more and more customers into your most
expensive “unlimited” plans which cost $20 per month? Given the fact that each additional text
message costs the carrier virtually nothing, won’t you make the highest profit when customers
choose the highest cost “bucket plan”?

Answer: As an initial matter, one of the premises of your question — “that each additional text
message costs the carrier virtually nothing™ — is not correct. As we previously have testified,
demand for text messaging service has increased 600% in just two years. The notion that
carriers would increase text messaging output at such a rate, while simultancously meeting the
ever-growing voice-traffic nceds of their customers, and not face material costs, simply is not
supported by facts.” When originally developed and doployed, text messaging capabilities were
expected to be of limited use; there was no expectation that they literally would transform, as
they have, the manner in which Americans communicate. As a result, wireless providers have
had to quickly respond to a massive shift in social behavior by augmenting their networks and, in
particular, the elements of their networks that exist only to enable text messaging. Indeed, the
exponential growth in text messaging affects the most fundamental — and sometimes scarce —
component of a wireless network: spectrum. Every text message occupics a control channel, the
number of which is finite based on a carrier’s spectrum capacity. Thus, regardless of the actual

3

3

Watts Stmt. at 5. See also Tr.at 9.

See also letter from Tim McKone, Executive Vice President - Federal Relations, to Senator Koht, dated
October 6. 2008, at 2.

7 Tr. at 61-62.
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size of a text message, cach of the billions of messages that traverse the AT&T network in a
given month separately occupies channel capacity on the network — capacity that is shared by the
millions of other voice and text users and the billions of other messages. Put simply, making this
transformative service available to millions of consumers and growing its output at exponential
rates is not a cost-free exercisc.

Beyond cost issucs, there should be no concern about greater adoption of text messaging package
plans. First, while AT&T does offer unlimited messages for $20/month, it also offers smaller
packages, including 200 messages for $5/month and 1500 messages for $15/month. Thus, there
is a package suitable for any customer interested in one. Second, the effective rates under these
plans are very low; indeed, as we testified, AT&T’s overall effective rate per message as of
March 2009 was just $0.014 — 70% less than it was just two years ago.® Put simply, AT&T’s
package plans are not “cxpensive;” they are a boon to our customers.

S. (a) What percentage of AT&T’s customers do not buy text messaging “bucket”
plans?

Answer: Approximately 25% of AT&T’s text-messaging users utilize the PPU pricing option in
those months when they send text messages, and less than 1% of AT&T’s postpaid text
messaging volume is handled on a PPU basis.

(b) Aren’t the consumers who don’t buy text messaging plans the ones most vulnerable to
price increases -- that is, low income customers and elderly customers who only use text
messaging occasionally?

Answer: We are not aware of any facts or analyses indicating that low-income or elderly
customers make up a disproportionate percentage of users of the PPU pricing option. Moreover,
because the vast majority of PPU users are low volumc users, the actual economic impact to such
customers of the PPU rate increases is quite small.

6. Given what we’ve seen with respect to text messaging price increascs on a per
message basis over the last few years, can we expect the per message price to rise to 25 cents, or
beyond, in the next year or two? And can we expect the price for your text messaging plans to
£o up a dollar or two a month? What would prevent AT&T from such price increases?

Answer: First, as noted in Mr, Watts’s testimony, AT&T has not changed the price for PPU text
messages in over a year, and the price for all other text messages has declined dramatically over
the same period of time. Sccond, given the dynamic and intensely competitive nature of the
wireless industry, it is impossible to predict the price of any product or option in a year or two.
Indecd, if the last two years are any guide, we reasonably can expect that customers will continue
to enjoy low prices and greater capabilities when utilizing AT&T’s text messaging services.

And, we can conclusively confirm, as we have explained above and in previously in our
testimony, that AT&T will continue to unilaterally evaluate its entire pricing portfolio based on a
varicty of factors to deliver maximum value to our customers. The competitive marketplace and
our own ingenuity in satisfying the demands of our customers will be the driving forces.

$ Watts Stmt. at 4; Tr.at §
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7. Until recently, the cell phone industry was a real competition success story. The
industry had many national and regional providers, giving consumers numerous choices, driving
down prices, and competing to introduce new services. But in the last few years, the wircless
industry has sharply consolidated through mergers and acquisitions. Today four companies
combine to control 90% of the market. Your two companies have a 60% market share. Now
we see these sharp increases in text messaging prices on a per messagce basis. Are these price
hikes just a harbinger of things to come in the cell phone market, and will it begin to more
closcly resemble the cable and local phone markets, where consumers have few choices and
rarely see the benefits of vigorous price competition?

Answer: The U.S. wireless industry was and is a highly competitive industry. Indecd, it is the
most competitive wireless industry in the world, American consumers reap the rewards of this
competitive success story, and therc is no reason to think that this will change. Moreover, the
facts belie any suggestion that there is a Jack of effective competition in the wireless industry.”
Nine independent companies each serve more than four million retail customers. More than 95
percent of the U.S. population — those living in urban, suburban and rural America - are served
by at least three competing carriers, and more than half live in areas served by at least five.
Eight years ago there were 100 million U.S. wireless customers. Today, there are more than 270
million, and in 2008 they used more than 2.2 trillion minutes — a tenfold increase since 2000, At
the same time, prices have declined precipitously. Revenue per minute has fallen 89 percent
since 1994, and U.S. wireless prices are much lower than in any other major industrialized
country. And, while AT&T and Verizon are currently the two largest wircless providers, the
next two largest, Sprint and T-Mobilc, have a combined 82 million customers, and the carriers
that round out the top 10 have another nearly 20 million customers among them.'® And, while it
is true that the top four U.S. carriers represent 86% of the market, in 23 of the 26 OECD
countries, the top four carriers represent 1060% of the market.

8. In a letter dated June 23, 2009, you corrected your testimony at the hearing
regarding early termination fees. You stated that, after the first month, AT&T reduced its $ 175
carly termination fee on a two year contract by $ 5 per month, so that after 23 months a customer
will still owe § 60 if he or she terminated the contract. Why is that AT&T’s policy, rather than
simply reducing the early termination fee in a manner proportional to the amount of time
remaining on a customer’s contract (i.c., reducing the early termination fec by 1/24 for cach
month on a customer’s two year contract)?

Answer: Early termination fees (“ETFs™) arc an essential component of a long-standing practice
in the wireless industry that has put the best devices into American consumers” hands at
discounted prices. Our customers typically purchase a handset for a discounted price, and sign a
one or two year agreament promising to pay a monthly fee for service.'' The ETF provides a

@
0

Sce also Watts Stmt. at {-3.

Just by way of example, Metro PCS, which now has over 6 miltion customers, and Leap Wireless, which
now has over 4 million customers, added 700,000 and 500,000 net new customers, respectively, just in the first
quarter of this year. These are huge growth rates, and these carriers are now a major competitive force in this
industry.
i This is not a required arrangement. 1f the customer is not interested in a term commitment, she can simply
pay the full, non-discounted amount for the device at the outset, make no term commitment, and there would be no
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necessary and appropriate assurance that we will have a fair opportunity to recover the discount
that undcrlies that low handset price. In the absence of an ETF, this system would be severely
undermined, and U.S. consumers, like their counterparts in Europe and other parts of the world,
would pay significantly more for a smaller selection of handsets. Aside from its impact on
innovation, this approach would be regressive, effectively pricing the most capable devices
beyond the reach of many low-income Amecricans. Moreover, a simple pro rata ETF would not
likely be viable. Under AT&T’s ETF policy, a customer who signed a two-ycar contract would
face an ETF balance of $60.00 at the end of 23 months. This amount, which is only 35% of the
original ETF, nonetheless incentivizes the customer to fulfill the remaining term of the
agreement, which, as explained, is the foundation for the substantial up-front cost that AT&T
incurred. An inflexible pro rata system would not engender these same incentives and the
discount system would be undermined.

9. (a) I understand that, under current FCC rules, a competitive cell phone carrier
has no right to intcrconnect to another carrier’s network with respect to “data” — that is, for
internet connections necessary for e-mail and many other applications found on “smart phones™
today. Would you support a regulatory change which would require cell phone carricrs to grant
data roaming on reasonable and non-discriminatory terms? Why or why not?

Answer: AT&T supports the FCC’s existing roaming regulations, which effectively serve their
twin purposes of ensuring that a customer has service when roaming outside his/her provider’s
service arcas and promoting investment in the nation’s wircless infrastructure. The FCC has
cxplained that, “if a carrier is allowed to ‘piggy back’ on the network coverage of a competing
carrier in the same [homc] market [where it has its own spectrum], then both carriers lose the
incentive to build-out into bigh cost arcas in order to achieve superior network coverage.” '
Thus, the so-called home market exception cncourages carriers to compete and invest by
building out service in areas where they have spectrum. Likewise, the FCC has correctly
declined to extend roaming obligations to non-switched services such as wireless broadband
Internet services. The wide array of developing “data” services, devices, applications and
standards make it impossible to craft an automatic roaming rule without severe detrimental
network effects that would be harmful to consumers. This is especially true today, as wireless
networks face the daunting challenge of handling streaming video, an application for which they
were not originally designed. Any government mandate, in short, would discourage the very
infrastructure investment in broadband wireless services that our nation sorcly needs.

(b) Would you support ending the “in-market” exemption to voice roaming
requirement, the excmption that relieves a cell pheone provider from providing voice roaming
with respect to any carrier that has a wireless license to provide service in a specific geographic
area, even if that carrier has not actually built out that area? Why or why not?

Answer: See response to Questions 9(a), above.

ETF regardless of when she might discontinue service. tn fact, the customer can bring her own device to our
network and obtain service without signing up for a term commitment.
" See Reexamination of Roaming Obligations of Commercial Mobile Radio Service Providers, Report and

Order and Further Notice of Proposed Rulemaking, 22 FCC Red. 15817, Y 49 (2007) (“Automatic Roaming Ovder™).
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10. Consumer advocates argue that allowing cell phone to gain exclusive agreements
to sell the most in-demand cell phones harms competition by denying to competitors the ability
to sell those cell phones, and advocate that the FCC take action to ban “handset exclusivity.”
What is AT&T’s position on handset exclusivity? Doesn’t allowing the practice constitute a
barrier to competition?

Answer: Exclusive arrangements of all kinds permeate the U.S. marketplace today and arc
essential to robust competition. In the wireless industry, exclusive handset arrangements have
provided U.S. consumers the most advanced devices in the world at distinctly affordable rates.
Indeed, the successful collaborations of U.S. wireless carriers and handset manufacturers over
the past few years have shifted the center of handset innovation from Europe and Asia — where it
rested for years — to the United States. By allowing a carrier and a manufacturer to share the
enormous risks and costs of bringing an inventive but unproven new device to market, exclusive
arrangements both quicken the pace of technological advancement and incentivize the carrier to
offer even greater handset subsidies to its customers. Now, the U.S. leads the world, with the
best devices being designed and manufactured by American companies and American consumers
often enjoying the earliest - and cheapest — access to them. Thus, the true victims of any
prohibition on exclusive arrangements would be consumers; they would face less innovation,
fewer choices, and significantly higher prices for handscts.

1L At the hearing, you stated that you do not know of any technology that permits
customers to block incoming text messages on a per message basis.  Wouldn't a solution to the
concerns that customers have to pay for incoming messages they don’t want be to not charge
customers for incoming messages?

Answer: As we explained in a letter subsequent to the hearing on these issues, AT&T has
deployed technology that offers customers an advanced level of control over their wircless
services.'> Smart Limits for Wireless™, a product primarily designed as a sophisticated parental
control, allows for detailed limits and controls on the use of many capabilities of a wireless
device. With specific reference to text messaging, limits can be set for the number of text
messages that a device can send or receive, and text messages from specific mobile phone
numbers can be blocked. The charge for this service is $4.99 per month per line. And, any
customer can block all incoming text messages, free of charge. Thus, while some companies
might consider an offering that does not include charges for incoming text messages, AT&T has
selected a path that couples extremely high-value text messaging pricing with next-generation
control options.

i See letter from Wayne Watts, Senior Executive Vice President and General Counsel, to Senator Kohl,

dated June 23, 2009.
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SUBMISSIONS FOR THE RECORD

Statement of Senator Russell D. Feingold
Hearing before the Senate Committee on the Judiciary
Subcommittee on Antitrust, Competition Policy and Consumer Rights
on
“Cell Phone Text Messaging Rate Increases
and the State of Competition in the Wireless Market”
June 16, 2009

Thank you, Mr. Chairman, for holding this important hearing.

Like my fellow 270 million cell phone users across the country, I am a daily
beneficiary of the tremendous advances in wireless technology that have unfolded
so rapidly over the past decade. But at the same time, I am concerned that
consolidation in the wireless industry may be hurting vulnerable consumers,
impeding fair competition, and stifling the next wave of innovation.

This past September, Chairman Kohl sent a letter to the nation’s four largest
wireless carriers, which together control 90% of the market. He asked why the
cost to send or receive a text message has doubled in recent years, from 10 cents to
20 cents, when the cost of transmitting these messages has likely decreased. If
anything, the skyrocketing volume of text messages and the ever-increasing
efficiency of communications technology should have driven prices downto a
fraction of where they are now.

In an attempt to explain this strange phenomenon, today’s industry witnesses will
highlight the fact that most cell phone users purchase bulk or unlimited texting
plans. But 30 percent of all users are still paying 20 cents for every text message
sent or received. These users are disproportionately likely to be poor or elderly.
They may account for only 1% of text messaging volume, but they are in the
absolute worst position to subsidize a 99% profit margin.

I will also pay close attention to today’s discussion of how government and
industry can best provide wireless coverage to rural users, in Wisconsin and across
the country. Our spectrum and roaming policies must ensure that no communities
are cut off from the increasingly wireless internet.

Mr. Chairman, thank you again for holding this hearing and for your leadership on
this critical set of consumer and innovation issues.
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Chairman Kohl and Members of the Subcommittec. my name is Lauric Itkin and [am
Director of Government Affairs for Leap Wireless International, Inc.. and its wholly owned
subsidiary, Cricket Communications, Inc. (collectively, “Cricket”™). On behalf of Cricket, T thank
vou for inviting me to testify on the competitiveness of the wireless industry. While I understand
the focus of today’s hearing is on the retai! market for text messaging, which [ will address, 1
would also like to raise Cricket’s concerns about the wholesale market for text messaging, as
well as voice and data services. A properly functioning wholesale market allows small and mid-
sized carriers to create and maintain vigorous competition in the industry, driving prices down
and value up. But first I would like to describe my company and the unique role Cricket plays in
the wireless marketplace.

1. OVERVIEW OF CRICKET'S SERVICES AND SUBSCRIBERS

Cricket was launched a decade ago and has grown into the seventh lurgest facilities-based
wireless carrier in the ULS. Some have called us the “Poster Child” for the Federal
Telecommunications Act. Along with our joint venture partners, we have built a network
covering almost 84 million individuals in 32 states and we are steadily expanding into new
markets where the telecommunications needs of the community are not being met by existing
providers,

Cricket provides its over four million custormers with unlimited voice. text messaging and
wircless broadband services for a flat monthly rate without requiring a fixed-term contract, credit
check or carly termination fees. These services arc specifically tailored to bring the benefits of
wireless telecommunications to consumers left behind by other providers. Cricket’s unique and

diverse customer base reflects the company’s commitment to reach the underserved. Hispanics,
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African-Americans, and other minorities comprise the majority (36 percent) of Cricket’s
customers. compared with just 29 percent of other wireless carriers” customers. Additionally, 74
percent of Cricket’s customers have annual houschold incomes of less than $50,000 and 62
percent have annual incomes of less than $35,000. In contrasl. just 32 percent of other wircless
carriers’ customers have annual household incomes of less than $30,000.

The usage patterns of Cricket’s customers also differ from other wireless consumers.
Company surveys indicate that Cricket’s customers use almost twice as many minutes per month
as the industry average. Approximately 70 percent of Cricket's customers have “cut the cord”
and live in a household without traditional landline phone service, compared to the industry
average of 15 percent. And ncarly 30 percent of customers subscribing to Cricket’s flat-rate
wireless broadband scrvice have never had Internet access at home-—not even dial-up.

1. THE MARKET FOR TEXT MESSAGING SERVICE

Since its inception. Cricket has never charged its customers a penny for incoming text
messages, regardless of the customer’s selected calling plan. There has been much in the news
over the past few years about consumers receiving unsolicited text messages and. adding insult
to injury, being charged for them. While many carriers are exploring ways 1o protect their
customers from “spam,” Cricket’s gone a step farther by ensuring our customers never get
charged for it. Weat Cricket are pleased to provide an alternative to parents who are shocked to
recetve a S600 bill caused by 4 child’s text messaging frenzy.  Customers subscribing to
Cricket’s $40 plan rcceive unlimited incoming and outgoing text messaging, in addition to
unlimiited local and long distance calling. As a company comumitted to offering innovative and
value-rich services (o our customers, we recently began offering unlimited text messaging to

Mexico for only §3 per month.
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Cricket is the pioneer of affordable, unlimited wireless services - all offered on a month-
to-month basis. We provide a competitive alternative to those consumers who do not want to be
hit with hefty early termination fees if they want to change carriers.

As the Subcommittee today examines why the four largest carriers recently raised their
prices for text messaging, Cricket would like to offer a simple obscrvation: the best regulator of
prices is « competitive marketplace. Cricket is providing competitive pressures on prices
recently, many of our competitors have offered “copy cat” plans in certain markets, trying to
rephicate Cricket’s success with unlimited pricing (although often at higher monthly rates). So
how about creating that type of robust competition in every arca of the country? What is
preventing that dynamic from occurring? There are two interlinked policy issues over which the
U.S. Senate and specifically this Subcommitice can engage: spectrum consolidation and the
wholesale pricing (and related terms) for roaming services imposed by the super-carriers,

Il ACCESS TO SPECTRUM

Cricket aspires to become a national carrier, which we believe will allow more consumers
to experience affordable and innovative voice and broadband services. In order 1o achicve that
goal, we need more spectrum so that we can offer service in more locales and have enough
bandwidth to offer high-speed broadband data services. However, the nation’s largest carriers
have acquired the lion’s share of spectrum that the FCC has auctioned in recent years. And - as

if that wasn’t enough -~ they have systematically absorbed dozens of smaller competitors. Two

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00057 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC

56833.026



VerDate Nov 24 2008

54

firms— AT&T and Verizon-—now have a majority of market share, both in terms of revenue and
subscribers, and four firms account for more than 90% of revenue and subseribers.'

Cricket and other regional and smail carricrs, in advance of auctions conducted by the
previous adnunistration. urged the FCC to design competitive bidding rules that would result in
wiore speetrum being made available to new entrants.  Those cfforts were unsuccessful. Instead,
the largest carriers advocated for large regional and national spectrum assignments, knowing full
well that smaller carmiers do not have the same “deep pockets™ to bid on large hicenses. As we
and others predicted, the auctions unfortunately resulted in the largest companies getting larger.
with smaller carriers priced out of the bidding for the majority of the spectrum. Mr. Chainnan,
in vour September 2008 letter to the four largest wircless carriers, you articulated your concerns
about “consolidation and increased market power by the major carriers,” and referenced the
proposed acquisition of Alltel by Verizon Wircless as the latest cxamplc.“ Those concerns could
not be more valid.

IV, AUTOMATIC ROAMING IS ESSENTIAL TO PROMOTE COMPETITION AND
PROTECT CONSUMERS

Regardless of their aspirations, new and emerging carriers cannot build a national
network overnight, so we need to roam on our competitors” networks while we build out our own
spectrum. However, due in significant part to the spectrum consolidation mentioned above, the

nation’s largest carriers now have both the incentive and the ability to foreclose competitors from

' See, g, dmplementation of Section 6002(b) of the Omuthus Reconciliation Act of 1993,
Thirteenth Report, WT Docket No. 08-27 (rel. Jan. 16, 2009) at Table A-4; P. Cramton, A.
Skrzypacz, and R. Wilson, “The 700 MHz Spectrum Auction: An Opportunity 1o Protect

-

Competition in a Consolidating Industry™ (Nov, 13, 2007), at 2.

* The Hon. Herb Kohl. Letter to Lowell McAdam, President & CEQ, Verizon Wireless, et al.
{Sept. 9, 2008).
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entering new markets. Cricket and other small, regional, and rural carriers have increasingly
encountered abusive and anti-competitive business practices, such as the largest carriers” refusal
to provide wholesale automatic roaming at just, reasonable, and non-discriminatory rates, tcrms
and conditions, Automatic roaming agreements play a critical role in the wireless industry,
plugging coverage holes that exist in every carrier’s network so that consumers can obtain
scamless coverage wherever they travel. Without an automatic roaming obligation, for example,
there is no guarantee that consumers traveling outside their provider’s network will reccive
emergency alerts sent via text message. Whether sceking help with car trouble—or even

contacting family and receiving critical informalion in the wake of a hurricance or terrorist

attack " --consumers “should [not] have to see the words ‘No Service” on their wircless device™ in

atime of need.” Consumers simply should not be stranded when they travel away from home.

In 2007, the FCC clarified thal automatic roaming is a common carrier service thal must
be provided on just, reasonable, and non-discriminatory terms and conditions, and found that
roaming benefits all wircless subscribers hy promoting nationwide, seamless coverage.”
Unfortunately. at that time. the FCC allowed an “in-market” exception to that obligation
advocated by Verizon and AT&T, which allows a carrier to refuse roaming service in any area
where the requesting carrier holds a wircless license or spectrum usage rights.

This loophole effectively guts the rule and defeats many of the public interest benefits

that the FCC sought to promote in the first place. The “in-market” exception punishes emerging

* See Reexamination of Roaming Obligations of Commercial Mobile Radio Service Providers.
Report and Ovder and Further Notice of Proposed Rulemaking, 22 FCC Red 15817, 15888
(2007) CRouming Order™), Statement of Commuissioner Deborah Taylor Tate (observing that

roaming can benefit “public safety, or even homeland security™).

4 » . e - - . . . .
id., Statement of Commissioner Jonathan S. Adelstein, Approving in Part, Concurring in Part.
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carriers that seek to expand through acquiring new spectrum by depriving them of common
carrier roaming rights in their newly ficensed arcas. Thus, the in-market exception actually runs
counter to the FCC’s stated goals of “encouraging facilities-based service and supporting
consumer expectations of scamless coverage when traveling outside the home area™ ltis
simply infeasible for a carrier to build and maintain facilities that provide service to 100% of'its
licensed area--particularly where a carrier holds licenses that cover very large regions, such as
the Economic Area ("EA”) licenses and Regtonal Economic Arca Grouping ("REAG™) licenses
sold in Auction 66. Even the largest carriers. including Verizon and AT&T, are nowhere close
to building out facilities to cover all of their licensed service areas and must therefore rely on
roaming to fill holes in coverage. Furthermore, some spectrum licenses remain cncumbered by
federal government use, and carriers must work with government entities to clear this spectrum
before using it to provide retail service.

Nearly all carriers-—large and small, rural and urban, incumbent and competitive— have
agreed in conuection with pending petitions for reconsideration of the Roaming Order that the
FCC should close the in-market loophole.” Only Verizon and AT&T support affirmance of the
current rule, which is hardly surprising: they clearly have much to gain by protecting their

market power, and the in-market exception allows them to extract above-market prices from

¥ Sce Rouming Order, 22 FCC Red at 15827-28 9 26
" 1., 22 FCC Red at 15835 4 49,

* Carriers and organizations supporting climination of the in-market exception include Leap,
MetroPCS. Sprint, T-Mobile, United States Cellular Corporation, SpectrumCo {a joint venture
that includes cable operators Comeast, Time Warner, and Cox), SouthernLINC, the Organization
for the Promotion and Advancement of Small Telecommunications Companies ("OPASCO™),
and the Rural Telecommunications Group.

6 =
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other carriers ai the expense of consumer welfare, or even to deny roaming outright to the
customers of competing carricrs.

Verizon and AT&T argue that an automatic roaming obligation without any geographic
restrictions would encourage smaller carriers to “free-ride” on carriers that have already invested
in fucilities construction.® But this argument is belicd by the facts. Cricket, for example, has a
demanstrated history of aggressively building out its licenses, despite the fact that 1t has limited
resources and capital in comparison to the nation’s largest carriers. Moreover, it is self-serving
for these two carriers to argue that Cricket and other small and mid-sized carriers must build
facilities reaching every corner of their licensed areas when they themselves still have not built
out significant portions of their own networks cven though they have had more than 20 years 1o
do so and received their original licenses for free. Other national carriers recognize that
automatic roaming is necessary to fill in coverage gaps and agree that the in-market exception
docs not make sense.” Even with an awtomatic roaming obligation, carriers still have the
incentive to expand their own network while using roaming agreements to supplement scrvice in
the interim, just as the largest carriers have historically done.

Itis also important to stress that Cricket and other carriers are not asking the FCC to
adopt regulations that would prevent carriers from charging competitive rates and reaping a
profit from their investments. Instead, Cricket and others merely urge the FCC to revaluate an
ifl-considered loophole that effectively allows the largest carriers to adopt anti-competitive

practices and stymie the efforts of small, regional, and rural carriers to expand their network and

S hdart 49,

" See, e.g.. Sprint Nextel Corp. Petition for Reconsideration (Oct 1, 2007) at 9-10: T-Mohile
USA, Inc., Petition tor Partial Reconsideration (Oct. 1. 2007y at 2.3,
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offer consumers a competitive alternative. In the end. the in-market exception forces
consumers—particularly low-income and underserved consumers——to pay more for less
coverage, or in sonie cascs o lose coverage altogether.

The same of course is true for data roaming. A roaming obligation for data services will
enhance the ability of small, regional, and rural carriers to enter the data scrvices market and
cffectively compete against the largest carriers. Such a rule would also promote facilities
investment and improve the provision of data services to poor and rural communities caught on
the wrong side of the digital divide. Automatic roaming for data services —again, with no “in-
market” exceptions-~is integral to future wireless competition.

There is no procompetitive justification to explain the largest carriers’ refusal to provide
automatic roaming to other carriers on just, reasonable, and nondiscriminatory rates, terms and
conditions, and without geographic carveouts. They clearly have adopted these practices in an
effort to weaken the service offerings of their competitors—in spite of the fact that they have
relied on such agreements to expand their own networks, These anti-competitive practices harm
all consumers, but they disproportionately burden disadvantaged and rural populations, many of
whom cannot afford or qualify for the wircless services provided by the nation’s largest carriers.

We believe that having a roaming rule that applies nationwide without exception will
reduce the ability of the largest carriers to continually price voice and data wholesale roaming
services at multiples above the reiail rate they charge their own customers - the situation that
exists today. At a minimum, this state of affairs raises serious questions about whether the
wholesale market for roaming services is functioning effectively or competitively.

V. VERIZON-ALLTEL MERGER
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The most recent example of the linkage between further consolidation and anticompettive
roaming practices is the recently-consummated merger belween Verizon Wireless and Alltel.
Cricket was one of the lead opponents of this transaction because we relied on Alltel for
approximately 25% of our rouming traflic and feared that if Verizon acquired Alitel, it would
impose anticompetitive restrictions on the old Alliel territory. That is precisely what is
unfolding.

The FCC ultimately subjected its approval of the merger to several roaming conditions,
which Verizon itsclf proposed, in order to ensure that the merger would not lead to anti-
competitive harms.'® Among other things, the FCC conditioned approval of the fransaction on
Verizon's commitment to give roaming partners the option of selecting either the Verizon or
Alltel agreement to govem the exchange of all roaming traffic with the merged company, and to
Keep the rates provided in those agreements frozen for at least four years afier the consummation
of the merger.”!

Since the merger, Verizon has attempted to circumvent the himited conditions that the
FCC imposed in order to free itself of any restraints on the exercise of its market power.
Specifically, Verizon has advanced a reading of those merger conditions that would render
meaningless its conmitment to honer rates for four years, because Verizon argues it can
terminate existing roaming agreements within that time frame and then demand whatever non-

rate conditions it chooses.

" Atlantis Holdings LLC and Celico Parmership d/bsa Verizon Wireless, Memorandum Opinion
and Order, 23 FOC Red 17444, 17525 4 178 (2008) (“Ferizon-ALLTEL Order™).

Yo
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Cricket has asked the FCC to clarify that the four-year commitment applies to all terms of
existing roaming agreements-—-not just the rates. This understanding is consistent with a plain
reading of the merger conditions, Verizon's own statements in filings with the FCC, and indeed,
is confinmed by the statements of three Commissioners who voted to approve the mergcr.”
Verizon has offered no legitimate policy or other justification to support its reading of the
conditions— because there is none. The FCC adopted these conditions to protect consumers
from potential abuses of market power and they should be strictly enforced.

1 raise the Verizon-Alltel merger proceeding because it demonstrates the importance of
adopting regulatory safeguards to prevent the nation’s fargest carriers from abusing market
power. This transaction is onc of many over the past several years that have consolidated the
nation’s scarce spectrum assets into the hands of a few, and as a result, these carriers have even
greater incentive and ability 1o adopt anti-competitive practices, including the denial of
automatic roanung, which will harm consumers in the long run, [t s critically important that
Congress and the FCC remain vigilunt to ensure that the wireless industry is competitive and that
all consumers have aceess to seamless wireless services at just, reasonable, and non-

discriminatory rates.

Chairman Kohl, I thank you and the Subcommitice again for allowing me to express the

views of Leap and Cricket on these important topics.

" d., Statement of Commissioner Deborab Taylor Tate; id., Statement of Commissioner
Michael J. Copps, Concurring in Part, Dissenting in Part; id., Statement of Commissioner
Jonathan S. Adelstein, Concurring in Part, Dissenting in Part.

10
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Chairman Kohl, Ranking Member Hatch and estcemed members of the Committee, thank you
for the opportunity to testify before you, for the first time, on behalf of Consumers Union, the
non-profit publisher of Consumer Reports' magazine, the Consumer Federation of America’,
Free Press®, the Media Access Project’ and Public Knowledge®. In addition to fighting for
consumers in Washington, D.C., we also provide unbiased advice and educational materials to

assist consumers in making marketplace decisions through our magazine and online products.

The wireless markctplace in the United States is growing at a breakneck pace. With over 270
million subscribers, wireless services have penetrated eighty scven percent of the total U.S.
population.® However, the costs associated with cell phone use are growing just as quickly,
while the number of providers is contracting. As more Americans are ‘cutting the cord’ and
switching from wired to wireless services, increasing costs are reaching deep into the

pocketbooks of the vast majority of American consumers.

! Consumers 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 goods, services, health, and personal
finance. Consumers Union's income is solely derived from the sale of Consimer Reporis, its other publications and
from noncommercial contributions, grants and fees. In addition to reports on Consumers Union's own product
testing, Consumer Reports vegularly carries articles on health, product safety, marketplace economics and
legislative, judicial and regulatory actions that affect consumer welfare. Consumers Union's publications carry no
advertising and receive no conumercial support.

* The Consumer Federation of America is the nation’s largest consumer advocacy group, composed of over 280
state and local affiliates representing consumer, sentor, citizen, low-income, labor, farm, public power an
cooperative organizations, with more than 50 million individual members.

* Free Press is a national, nonpartisan organization working to rcform the media. Through education, organizing anc
advocacy, we promote diverse and independent media ownership, strong public media, and universal access to
communications.

* MAP is a non-profit, public intcrest law firm dedicated to promoting the public's First Amendment right to access
diverse marketplace of ideas in mass media. For over 37 years, MAP has promoted the public interest before the
Federal Communications Commission, the Federal Trade Commission, and the U.S. Courts, advocating for an open
and diverse telecommunications system that protects the free flow of information, promotes universal and equitable
access to communications and technology services, and encourages vibrant public discourse on critical issues facing
our society.

* Public Knowledge is a Washington DC based public interest group working at the intersection of communications
policy and intellectual property law. Public Knowledge seeks to ensure that all layers of our communications
system are open and accessible.

& See CTIA, “Wireless Quick Facts: Year End Figures,” at

hitgdiwww et org/medin mdustry info index o/ AR 0323,
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While much of my testimony today will focus on the growing rates of text messaging — a service
where prices continue to increase for consumers despite representing a fixed cost for wireless
providers — I would also like to apply a broader lens to bring into focus the mobile phone
marketplace as a whole and the many irregularities consumers are experiencing. In this
testimony 1 plan to look at the non-competitive increases in text message pricing; provide an
outline of what we view as weak structural competition in the marketplace; detail several
consumer abuses that result from these inadequate competitive pressurcs; and offer a few brief
solutions to encourage more competition. A more detailed analysis submitted to the Federal
Communications Commission by public interest groups can be found as the appendix to this

written testimony.

TEXT MESSAGE PRICING

Wireless carriers have heavily adopted parallel, and increasing, pricing structures to maintain
high text messaging rates. Since 2003, the price of text messaging has quadrupled for some
carriers.” More recently, since 2005, every major carrier has at least doubled the prices for text
messaging from ten cents to twenty cents per mcssagc.8 This rising cost in service is a head-
scratcher to consumers, because text messaging uses less data than almost any other service on a
wireless network. Six hundred text messages contain less data than onc minute of a phone call.’
If we put that into dollars and cents, at twenty cents per text, those six hundred messages would

cost $120 for the equivalent of a one minute phone call.

" Now charging 20 cents to send and reccive text messages, in 2003, T-Mobile charged as little as 5 cents per
message to customers who did not sign up for a monthly text messaging plan. Kristin Dizon, “Text Messaging
Makes Cell Phones Even Hotter Among Kids,” Seattle Post-Intelligencer, September 30, 2003,

htipwww seattleni comAifestvie/ 141809 texting30 hunl [accessed June 9, 20091,

8 Marguerite Reardon, “The Rising Cost of Texting,” CNet News, July 1, 2008, hitp:i/news.enct.cony¥301-10784 3-
99%2251-7 him| [accessed June 9, 2009].

¥ One prominent wireless carrier’s codec transmits at approximately 2.2 kilobits per second (kbps). 12.2 kilobits is
the same amount of data as 10.89 completely full text messages. Furthermore, those numbers assume users fill ail
160 characters, but most of us don’t even come close. Assuming senders use only 20 characters on average, 3,240
texts have less data than one minute of phone airtime, and would cost $648 at the per message rate (not including
costs to the receiver, $1296 if we include them).
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These price increases for text message services appear to indicate a failure of competition,
because the increases are manifestly unnceessary to cover provider costs. The cost a carrier

incurs by transmitting an SMS message has not increased in recent years,

Text messaging files are very small, and the price of their transmission is negligible for the
provider. A message travels as a wireless signal from the handset, through the wired telephone
network, and as a wireless signal to the receiving handset. The text message is a free rider inside
a so-called “control channel,” or space that is already being used to operate the wireless network.
In other words, text message does not use up any extra spectrum — once the carrier pays the cost
of the underlying infrastructure and storage equipment. Thus, any revenue received by the

. . . 1
provider on incremental text message usage is nearly pure profit. "’

AT&T has documented a six-fold increase in the number of text messages within two years. "'
With the fixed costs associated with text messaging, as the explosion of texting unfolds, carriers
should be experiencing cconomies of scale and sharing that savings with consumers. However,
this profitability is not shared with the consumer, as price points for texts continue to rise.
Instead, according to an industry analysis, average rcvenue per texting subscriber has risen 150%

in the last four years. "

Perhaps even more troubling is that this most recent wave of text message increases came within
mere months of one another among cach of the four major carriers. Sprint was the first to raise
its rates to twenty cents per message in October of 2007, followed by Verizon in March of 2008;
AT&T waited thirty days to follow suit; and T-Mobile acted last in August of 2008. There is no
indication that these carriers colluded in any way. However, conscious parallel behavior in the
marketplace produces the same harm for consumers - we end up paying higher prices for

services that should be selling for a little more than the cost of providing the service. At the very

' Randall Stross, “What Carriers Aren’t Eager to Tell You About Texting,” The New York Times, December 28,
2008, hitp:/www.nylines com 200812/ 28 business/28divi.huml [accessed June 9, 20097,

"' McKone, Timothy (Executive Vice President, AT&T). Letter response to: Honorable Herbert Kohl (Chairman,
Subcommittce on Antitrust, Competition Policy and Consumer Rights, US Senate). 2008 October 6. Available at:
htip:hohl senate 2o A TT%0 200 T9.20 100608 pdf

"2 Randall Stross, “What Carriers Aren’t Eager to Tell You About Texting,” The New York Times, December 28,
2008, hilpdiwww.nytimes.com 20081 2/ 28 buysinesy/28d il huni [accessed June 9, 2009].
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least, the rising text message rates provide indication that there are inadeguate competitive

pressures in the marketplace.

We were relieved to see these apparent abuses of market power were so troubling that they
prompted Senator Kohl (D-Wisconsin) to send a letter to all four major carriers questioning the
nature of thesc rate hikes.'> In response to the inquiry, providers were quick to point out to their
monthly texting plans, which can charge users as little as | cent for a single message, or provide
unlimited messaging for a flat fee. However, the carriers neglected to explain why the price of
individual text messages, for customers who choose not to buy a monthly plan, has increased. In
their written responses, the carriers also failed to address why all four companies raised the
prices for individual messages by equal amounts at largely identical times. In other words, they
failed to acknowledge Scnator Kohl’s concerns about the potentially anticompetitive nature of
their pricing practices for individual text messages.'® In a competitive market, providers should

be fighting to gain subscribers by lowering prices for low-cost services instead of raising them.

A CONSOLIDATED MARKET STRUCTURE

The rising rates of text messages provide a window into the increasingly consolidated market
structure of the U.S. wireless market placc. We believe the parallel pricing practices highlighted
through text messages is one example of inadequate competitive pressures and insufficient
competition at the structural level of the wireless marketplace. The U.S. wireless marketplace
has become dangerously concentrated through mergers and acquisitions, causing one former

Federal Communications Comission Chairman to state:

Right now the policy of the FCC has been to encourage AT&T and Verizon to become the twin Bells that
dominate the wireless business. They're allowed to buy all the spectrum they can find. The anti-trust laws
are waived and ignored every time they appear to be a problem. The FCC is the only spectrum auction
entity in the world that does not carve out spectrum for new entrants. They do it in Mexico, Canada, the
UK, China and Japan. Only here does the new entrant not get much of a chance. This is the only country
in the world where the rule is the big guys can buy all of it. When you consolidate service providers, just
like in the old days, when there was not two Bells likc today but one, everybody knows what happens. 15

" The Honorable Herb Kobl. Chairman, Subcommittee on Antitrust, Competition Policy and Consumer Rights, US
Senate. Letter to: Lowell McAdam, Randalt Stephenson, Dan Hesse, Robert Dotson (Verizon Wireless, AT&T,
Sprint, T-Mobile). 2008 September 9. Available at: hitp:7kohlsenate, zov/L T%20-%20ccl%20ph %200V pdf

" Reponses available at: hup//kobbsenate. coviinereasing-rates- for-wircloss-services,cfm

¥ Reed Hundt, “Interview with Ed Gubbins,” Telephony Online, 28 Feb 2008.

hitp:iclephonvonhing comsbroadband new s/ reed-bundi-guction-0228: (accessed Junc 2009).
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The “big four” largest wireless carriers (Verizon, AT&T, Sprint, T-Mobile) clearly dominate the
wireless marketplace in the United States, collectively representing just over 90% of the

subscriber base'®, with the top two firms representing over 65% of the subscriber market.

In 1993 Congress created a classification for the Commercial Mobile Radio Services (CMRS)
and established the aim of promoting competition in this market as a fundamental goal for
CMRS policy and regulation. Each year, the Federal Communications Commission submits
annual reports analyzing competition in the wireless marketplace. In the last report (the
Thirteenth Repor), FCC gave a weighted national average HHI of 2674 to the wireless
marketplace.'” Under general antitrust analysis, HHI levels above 1800 are considered “highly
concentraied.”'®  An HHI level above 1800 in any individual economic area (EA) indicates
severely limited competition under traditional analyses. Of the 171 EAs reported in the

Thirteenth Report, exactly one had HHI under 1800 — and barely, at 1795. v

A deeper cxamination of the EA data in the Thirteenth Report paints a bleaker picture than even
the high average HHI of 2674 indicates. Economies of scale should indicate a pattern across the
EAs under which urban arcas have more competitors and lower HHI than rural arcas because
competitors have more to gain from competing aggressively in those markets. Instead, according
to 2007 data, both the most and least competitive regions are the most rural, demonstrating
distortions that would not be expected in a competitive environment. * Furthermore, many EAs

demonstrate substantially higher than average HHIs, ranging from the 4000s into the low 6000s.

e Based on SEC filings or corporate press releases publicly available and reflect customer figures as of’

3/31/09: Verizon Wireless (86.6 million customers); AT&T (78.232 million customers); Sprint {49.083 million
customers); T-Mobile (33.2 million customers). Total customers served by "Big 4" - 247,115,000

CTIA claimed 270.3 million wireless customers as of 12/31/08. Assuming that wireless growth has
continued at the exact same rate in the 1Q of 2009 that it did in 2008, it would represent and additional
3.725 customers bringing the total US subscribers to 274,025,000,

This yields a 90.179% penetration rate for the “big four”.
17 See 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, Thirteenth Report, 23 FCC
Red 2241 Q008) (“Thirteenth Report™).
"® Department of Justice and Federal Trade Commission, Merger Guidelines, 1997, Section 1.5; see also Neil B.
Cohen and Charles A. Sullivan, The Herfindahi-Hirschman Index and the New Antirust Merger Guidelines:
Concentrating on Concentration, 62 Tex. L. Rev, 453, 461 (1983).
"% See Thirteenth Report at Table A-3.
* Although population numbers in an arbitrary region are not an exact match for population density, the EAs used in
the Thirteenth Report center around metropolitan areas, and thus large areas arc indeed generally also dense areas.
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In an unobstructed and competitive market, the potential benefit of market growth in these EAs

should be sufficient to encourage additional investment and new entrants.

More evidence that less populated arcas rely heavily on fewer providers has been provided by
the FCC and the Department of Justice, in the review of the Verizon-Alltell merger. The DOJ
identified 100 local markets where the level of competition from carriers other than Verizon and
Alltell was so small that the merger represented a significant harm to compctition, The FCC
identified an additional 5 markets. Thus, there are 105 geographic markets where Verizon faces

. . e . - . 2
little or no significant competition from other national carriers.”’

MARKET PERFORMANCE
When compared to the international stage, United States consumers pay more for cellular phone

scrvice per year than most other developed nations.

In 2007 the average U.S. mobile phone subscriber paid $506 for service, much more than
consumers in the UK. ($374) or Spain ($293), and ranking America twenty second of the thirty
countries studicd by the international OECD.?* While it is true that U.S. wireless carriers are
able to provide lower costs per minute, this is because U.S. consumers are charged for the
minutes to both send and receive calls, unlike consumers in many other countries who pay only
for the minutes they use to make calls. As a result of this pay-to-send and pay-to-receive
dynamic, carriers in the U.S. are able to extract some of the highest average returns per user

(ARPU) by pricing consumers into ticred service plans and high monthly rates.”

PROVIDER CONDUCT IN PRICING
From the perspective of consumcrs, text messaging is one of many examples of wireless provider
conduct that herds consumers toward contracts for bundled services with lock-in features that

limit consumer choice. Significant consolidation and lack of cffective federal oversight of the

*' See Reply Comments of United States Cellular Corporation, Attachment, Witliam P. Rogerson, 4n Economic
Analysis of Exclusivity Arrangements between the Big Four Wireless Carrviers and Handset Manufacturers at 3 .5,
Docket No. RM-11497 (February 23, 2009).

# See Organization for Economic C 0-Operation and Development, OECD Communications Outlook 2007, 6 (2007).
The OECD average is $439 per year.

2 Frieden, Rob. “The Way Forward on Wireless.” In ... And Communications For All edited by Amit Schejter, 153-
167. Lexington Books, 2009.
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wireless industry have greatly diminished price competition in the wireless market. In addition
to text messaging the four national wireless carriers — AT&T, Verizon, Sprint, and T-Mobile -
have each raised prices on individual scrvices. By pricing consumers into service tiers, providers
are able to generate some of the highest average return per users by extracting higher rates for

individual services than the market will bear.

Voice Plans

Monthly voice plan options provided by the four largest carriers do not reflect the variable
lifestyles of the American consumer. Instead, these plans offer little flexibility and consumer
choice. Most wireless providers’ monthly plans offer a minimum of 200-450 minutes for
$29.99-$39.99 per month, and offer a prepaid or “pay-as-you-go™ service for customers who
choose not to purchase a monthly plan. Pay-as-you go services range in cost from 10 cents to 20
cents per minute, depending on the provider — a high price even in comparison to international
calling card rates. While carricrs will claim that these plans comprise a broad range of options
for the consumer, these limited choices effectively force the majority of consumers to pay more

per month to purchase more minutes than they need, and reveal weak price rivalry.

Further, wireless providers have failed to take advantage of economies of scale despite a recent
boom in the volume of mobile subscribers, demonstrating a classic example of market power and
anticompetitive behavior. U.S. wireless subscribers have nearly tripled between 2000 and 2608,
topping 270 million, or 87 percent of the population, in December of last year.”  Wircless
provider earnings reflect this massive subscriber growth. Annualized total wireless revenues for
the industry amounted to over $148 billion in 2008, up from around $45 billion in 2000 and $19
billion in 1995.%° Yet, pricing plans remain largely paralicl, and monthly plan and pay-as-you-

g0 options remain costly for customers looking for economical solutions.

Data Plans

HSee CTIA, “Wircless Quick Facts: Year End Figures,” at
hup:/www elio.org/mediadindustry_fedndexefnp AT 0323
33 T

* See id.
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Thirty-five million Americans accessed the Internet with the handheld mobile devices in 2007 -
that’s a tenfold increase in penetration in less than two years.”® As wireless data usage has
increased in recent years, more wireless voice service providers have begun to offer data services
alongside voice. But the prices charged for these services seem far removed from any possible

cost, indicating supracompetitive profits and a stark absence of provider rivalry over data prices.

Usage charges over minimal initial allowances can easily bump a consumer’s bill by several
thousand dollars. AT&T's $65 per month plan, for instance, includes 5GB of data service, with
an overage charge of $0.00048 for each additional kilobyie. This seems innocuous, but it would
add up to a whopping $480 for cvery extra gigabyte (GB) of data transmitted (as a reference, a
DVD-R can hold 4.7 GB).27 Oklahoma wireless user Billie Parks, for instance, purchased a $99
“netbook™ with $60 per month AT&T broadband service at Radio Shack. She received a bill for
about $5,000, mostly comprised of charges for overstepping AT&T’s 5GB data cap.zx Consider
Wayne Burdick, who decided to watch the Chicago Bears play the Detroit Lions over AT&T’s
wireless network., He was billed $27,000 for the privilege of watching the Bears win by four

sl 29
points.

U.S. Lags Behind In Inexpensive Plans

Evidence indicates that most U.S. consumers end up adopting the offer of bundied services and
commensurately high monthly rates. Our magazine Consumer Reports found that ninety four
percent of our surveyed readers have the traditional cell phone plans of post-paid service.”

Reports have also shown that the United States trails many other countries with regard to low-

* Peha, Jon. “A Spectrum Policy Agenda,” In ... 4nd Communications For All edited by Amit Schejter, 137-153.
Lexington Books, 2009.

?7 Data gathered from AT&T Wireless website at hitps/www wireless.att.comveell-phone-
scrvice/weleome/index.jsp. Reflects pricing for BlackBerry and PDA “Personal + tethering” data plan without an
individual or FamilyTalk voice plan. International per-kilobyte data charges are much higher.

* Martin Perez, “AT&T, Radio Shack Sucd For $5,000 Netbook Bill.” Information Week, March 2, 2009,

hitp www, informationweek commnewseleconybusinessshow Article thundZarticle ] - 2136003 28 &subSection=Ne
wy faccessed June 9, 2009].

* Weir, Bob. “Bears fan was billed $28K to watch game.” USA Today, February 23, 2009.

hapiwww wsatoday.comAopics post People/Athletes/ Golfr Tiger Woodsy/63261 805 blow 1 Taccessed June 15,
2009]

0 “tow to buy a pre-paid phone.” Consimer Reporis, January 2009,
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cost prepaid services. Low income Americans do not have the inexpensive non-wireline options

. . . 1
their counterparts in other countries have.’

This is largely because it does not pay for the average or low-income consumer to adopt pre-paid
plans. Carriers offer subsidized cell phones when you sign up for a one or two year contract.
Choosing to acquire a cell phone outside the carriers’ subsidized channel of distribution offers no
savings to consumers. Providers offer no lower rate to consumers that bring their own phone
with them and represent no subsidy burden. Rob Friedan notes, “Whether by explicit agreement
or ‘consciously parallel’” conduct all wircless carriers have agreed not to compete for the most
price sensitive consumer who would gladly give up cutting edge technologies in exchange for

- 232
lower monthly service rates.”

LIMITS ON CONSUMER CHOICE
Once consumers adopt a lengthy standard contract for bundled services, they face limited options
and lock-in features, which present significant barriers for consumers to vote with their feet by

changing providers.

Early termination fees

The biggest cost to switching providers is the ubiquitous early termination fees (ETFs). ETFs
arc penalties levied when a consumer wishes to change or cancel the terms of their wireless
agreement. Early termination penaltics by wireless carriers create artificial barriers to open
competition in the wireless market and present difficult choices for the consumer. Thesc
penalties do not save consumers money as the carriers claim,” they rob consumers of the

benefits that an open and competitive market would otherwise bring.

! Frieden, Rob. “The Way Forward on Wireless." In ...And Communications For All cdited by Amit Schejter, 153-
167. Lexington Books, 2009.

3% Friedan, Rob. Professor, Penn State University. “Hold The Phone: Assesing the Rights of Wireless Handset
Owners and Carriers.” Jan 7 2008.

3 Evidence was presented at trial in California (Ayyad v, Sprint, CA Superior Court, Alameda County) that one
carrier’s early termination fee program actually cost them more money to implement than they recovered from it. In
other words, this program does not save consumers money-—it costs them extra. Further, according to internal
memos, the company performed one caleulation and onc calculation only in determining the ETF: the effect on
subscriber churn. That is, they did not examine whether they fully recovered “subsidies™ they offered consumers;
they simply said this will make it harder for consumers to switch. Clearly. this is about penalizing consumers for
voting with their feet and pocketbooks. not about saving them money.
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The wireless carriers say they want a national framework, but the truth is that they already have
one. The Uniform Commercial Code (UCC) provides standards for “liquidated damages
clauses™ in contracts that are the same in all 50 states. However, what the industry seeks is
nothing more than special treatment that would exempt it from the laws that all other businesses
have to follow. Gencerally, liquidated damages clauses can be used to recover actual damages,
but they cannot be used as arbitrary penalties designed to prevent consumers from switching
companics.” But the early termination penalties the wireless industry is charging consumers are

so far and above the value® of subsidies provided that something else is clearly going on.

The wireless industry is quick to note that they have other costs they recoup through the ETF,
namely marketing and customer acquisition costs. But should consumers really have to pay for
wircless companies’ advertisements? Do we really believe it is fair or legal to force a customer
who is going to another carrier to pay for the cost of finding another subscriber for her old

carrier? The answer is clearly no.

Indicators like customer acquisition costs {CAC) are simply a measure of the efficiency of a
carrier’s marketing operation, and are NOT a measure of any value being given to the consumer.
Consumers should not have to pay a penalty fee related to whether the company is running
effective ads or not. If Congress is to take any action to constrain or condition ETFs, it must
absolutely exclude advertising and marketing expenditures from the definition of a “reasonable”

fee.

“ﬂ Cal. Civ. Code, Sections 1671(d) and 1670.5.

3% $14.33 is the average phone subsidy provided to the consumer according to the best data we have seen so far on
carrier subsidies. In data submitted by the wireless carriers to the International Trade Commission, the average
value of wireless handsets in 2006 was $115. The wireless industry’s trade association (CTIA) says that the average
price paid for phones in 2006 was $65.67, and the carricrs also charge a $35 activation tee that they treated as
handset revenues on their books—for a total of $100.67 paid by the average consumer for their handsct. That leaves
us $14.33 in average upfront savings. Do consumers pay that off in their first month of service? Their sceond?
Surely it does not take two full years. If the carriers were to reduce their ETFs to $14.33——o0r even triple that
amount--no onc would be here today asking questions. But considering these penalties (at a minimum of $175
from the two largest carriers) are more than 12 times the benefit consumers are receiving, something else is going
on.
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Rather than facilitating the mobility and flexibility in the use of mobile devices, ETFs lock
mobile customers into long-term contracts that fail to acknowledge the speed of technological
progress in the mobile device market. While these pricing structures undoubtedly benefit the
wireless carrier by providing a rcliable customer basc for the longer term, they fail to promote
competition for lower prices and improved services. Indeed, ETFs facilitatc oligopoly operating
structures in the wireless market, since carriers are permitted to divide customers among

themselves without the threat of suddenly losing them to a competing provider.

This issue has received significant attention on Capitol Hill. In 2007, U.S. Senators Amy
Klobuchar (D-Minn.) and John D. Rockefeller (D-WV) introduced a bill, entitled the Cell Phone
Consumer Empowerment Act, to address the anticompetitive nature of early termination
penalties. This Act would have allowed consumers to exit their mobile contracts within 30 days
of signing a new agreement with a new provider, without having to pay a penalty fee. The bill
would have also required ETFs to be prorated in a way that reasonably links the fee with the
actual economic damages accrued by a wireless provider.*® Consumers Union strongly supports

legislative cfforts like these to reign in ETFs.

Contract extensions

Contract extensions further exacerbate the problem of early termination. When consumers
choose to alter their voice and/or data plans or purchase a new mobile device duc to certain
lifestyle changes, many wireless carricrs have required those consumers to extend the end-date of
their contracts by one or two ycars.37 At times, providers have cnacted hidden or opaque
contract extensions without warning the consumer. Sprint, for mstance, has been the target of
litigation for failing to notify customers that their contracts were being cxtended when they
added more cell phone minutes or made other small changes to their plans.®® It should be noted
that the wireless carriers have begun to change this practice. In our annual survey, Consumer

Reports shows that consumers were less likely to list mandatory contract extensions as a top

*5.2033, 110" Congress hiyp:/www. thomas.goviegi-bin‘bdgueryz?d HUSNO2033 @ D& sunyn? - m& . The
Senate held hearings on the legistation, but it ultimately died in committee.

7 Though the FCC’s Thirteenth Annual Report and Analysis of Competitive Market Conditions notes that this is not
a universal practice. [para 183].

* Brian Bakst, “Minnesota Says Sprint Duped Customers, " dssociated Press, September 27, 2007,

hupiwww wirglesstorums org/ali-cellular-sprintpes sprint-sued-unapproved-contract-gxiensions-29 388 himl

[accessed June 9, 2009].
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complaint.”®  Still, mandatory contract cxtensions, hidden or not, are unjustificd business
practices established to worsen the anticompetitive nature of ETFs and should be guarded

against.

Handset exclusivity

Handset cxclusivity arrangements — contracts between device manufacturers and wireless service
providers to limit devices to be offered with only one wireless service - artificially limit
consumer choice, restrict device innovation, and lead to higher prices. Of the ten most popular
handsets in the market in 2008, eight were shackled to various network providers under
exclusive deals.®® The result, for the consumer, is an artificial restriction on choice of service
provider and on switching service providcrs.” In addition to limitations on the consumer’s
choice of service provider, the consumer faces artificial limitations on choice of device, because
cxclusivity arrangements are also a barrier to entry for new entrants in the market for wircless

L o®
devices.

Exclusivity arrangements impact not only consumer choice, but also market structure, as they
constitute a barrier to entry for small service providers. As a direct consequence of exclusive
deals between device manufactures and incumbent national service providers, small service
providers cannot offer the use of popular handsets and smartphones over their networks. Thus,
their services are less attractive to consumers who are driven towards the popular devices that are
offered by the incumbent providers, leading to further increase in their market power. These
arrangements are of particular concern with respect to the future of wireless services. The future
of wireless services, and wireless Internet access services in particular, is tied to the use of smart

phones, and without the ability to offer them, rural providers will not have the ability to generate

** Consumer Reports, Jan 2009

“RCR Wircless, “By the Numbers: Top Ten Most Popular U.S Handsets in November,” Kristen Beckman,
[January 8, 2009}, htipz/www.rerwirelcss.com/article/20090108/wircless/ 90 1079989/1 08 | ‘ncwsletier33 [accessed:
June §, 2009].

* In contrast, almost 70-80% of the phones in Europe and Asia are sold independent of the wircless providers.
Articlesbase, “Cheap Unlocked Cell Phones: Switch Cell Phone Providers Without Losing Your Phone,” Margarita
Schwartzman, [June 5, 2008}, hup:Awww arteleshase comveetl-phones-articlesicheap-unlocked-celt-phones-switch-
celb-phope-providers-without-losing-your-phone-4392 1 bl [accessed: June 8, 2009].

* For example, as Dell was considering developing a smartphone, it was faced with significant challenges. including
the need to carve out an exclusivity arrangement with a carrier, to market its smartphone. The Wall Street Journal,
“Delt Prepares to Dial Into Smartphone Marketplace,” [January 30, 2009],
http://onting.wsj.com/article/SB123327385680231133.html [accessed: June 8. 2009].
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3 ~ . . < . .-
cnough revenucs to deploy 3G networks. ™ If no action is taken, a similar anti-competitive

environment will ensue for the coming 4G network markets.

Additionally, handset exclusivity arrangements give wireless service providers leverage to exert
influence over handset innovations that do not meet their approval. Currently, a handset
manufacturer is at the whim of the network carrier (with whom the exclusivity contract is drawn)
when it introduces any new features to market its handset. For example, Nokia was forced to
remove some of its features, like Wi-Fi, for the ability to market its ¢61 phone in the U.S. Nokia
was required to climinate these features because AT&T, the network provider, was apprehensive
that consumers would take advantage of VOIP services, thereby reducing the minutes of its
wiretess phone services.* In another example, RIM (the manufacturer of Blackberry) was
prohibited by AT&T from offering free mapping services to Blackberry users since AT&T

. . . ~ .. 45
wanted to offer consumers its own mapping services and charge for it.

Finally, exclusive deals are not required by the structurc of the wireless market — they serve as
purely artificial impediments to competition and innovation. Handset exclusives are one of
many ways to finance research and development. Exclusives are a question of financing. They
are not necessary to innovation where demand exists. Indeed, parallels can be drawn with
several other markets wherc handset exclusives are not needed to cncourage and enhance
innovation. The iBook does not need to be shackled to Comeast, Dell’s laptops do not need to be
exclusively available through Time Warner in order to produce innovation in the computing
world. In many markets, innovation has flourished because the device and the network are
separate. The wireless market in the U.S. is a well established market for manufacturer devices.
Device manufacturers should not have to rely on exclusive arrangements with service providers
to market their devices and to cnsure sufficient revenues to fund the research and development of

new products and services. [ndeed, this is the casc in other established markets, such as Asia and

“ Wifliam Rogerson, “An Economic Analysis of Exclusivity Arrangements between the Big Four Wircless Carriers
and Handset Manufacturers,” Comments of United States Cellular Corporation, FCC Docket No. RM-11497
[February 23, 20091

* Tim Wu, “Wireless Carterphone,” International Journal of Communication 1, 2007,

hu n.com/abstract=96202 [accessed: June 8, 2009].

** The Wall Street Journal, “A Fight Over What you Can Do on a Cellphone,” Jessica Vascellaro, [June 14, 20071,
hitpdiscussion. reocentral.comy/cdma-porth-america/ 14097 -please-help-us-vourselftget-betier-phones.html!
[accessed: June 8, 2009].
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Europe. Handset manufacturers in Asia and Europe are able to sell 70-80% of the phones
independent of exclusive deals with service providers.”® Rather than representing an csscntial
feature of the market, handset exclusivity deals are an artificial impediment to competition in the

wireless market.

PROVIDER CONDUCT IN NON-PRICING MARKET FEATURES

While there are some markers that represent positive developments ~ for example we see
consumer satisfaction with cellular phone services incrcasing47 and consumers are increasingly
relying on their mobile devices for various functions and uses — the current market structure
blunts the force of consumer demand, blocks consumer access to devices, and inhibits innovation

with regard to cell phones and software.

[n an efficient market, consumers would be able to acquire the full use and functionality they
value from devices and services. However, because the mobile device and software
marketplaces are dependant on wircless spectrum to ensure their products reach consumers, they
therefore arc dependant on the big four national wireless carriers. Unfortunately, these carriers
exert their influence by, “aggressively controlling product design and innovation in the
cquipment and application markets.”™  As a result, we have seen handset manufacturers impose

substantial limitations on the applications that could be available on mobile phones.

For example, cell phone developers have reported carriers forcing the elimination of call timer
applications, which keep track of individual calls and weekly, monthly or yearly call totals to
help the consumer avoid overage charges. Fearful of independent records of consumers calling

habits, wireless providers limit or prohibit this useful consumer function.*

When camera phones were introduced to the market, the possibility of emailing photos instantly

to a friend or family member became coveted by consumers. However, in the early stages of

* Cnet News, “Will unlocked cell phones free consumers,” Marguerite Reardon, [January 24, 2007},
bttp:news.cnet,comd Will-unlocked-cell-phongs-free-consumers 2 160-1039_3-61352735 huni [accessed: June 5,
20091,

7 Consumer Reports, an 2009

Wy, Tim. Wireless Carterphone. International Journal of Communication 389, 399 (2007), available at
ﬁx)\m:,J.xsz'n.\;omahstl‘acx~= 962027,

Id.
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camera phones, device developers sought to create an function to email pictures through the
phone — but, carriers shut them down, in order to funncl consumers towards a carrier-controlled,
paid “photo sharing” website where consumers were forced to pay to upload a photo that they
can then later download on their PC and send via email. ™

We are particularly concerned about carrier and manufacturer attempts to limit the full force of
the Internet from reaching mobile consumers. For example, the popular Skype VolP program
has been blocked by Apple from operating over AT&T’s 3G network — a situation which AT&T
lobbyist Jim Cicconi explained by saying, “We absolutely expect our vendors not to facilitate the

. . 51
services of our competitors.”

The same treatment is given to Sling Media’s SlingPlayer
Mobile application, forbidding its operation over the 3G network, defending the decision solely
by pointing to language in the terms of service.”® This type of application blocking prevent the
full migration of Internet services to the mobile marketplace, and allows carriers to market the
Internet, while only offering the scrvices that can be monctized. AT&T is not alone — many
wireless providers have substantial limitations in the terms of scrvice for their mobile

“broadband” services.

Free specch implications have also been raised as a result of the consolidated power of wireless
providers over mobile communications services. Working with carriers, several organizations
have been provided SMS *“short codes”, which allows them to reach multiple mobile subscribers
with one text message. In September 2007, Verizon Wireless refused to provision a short code
to NARAL pro-choicc America for NARAL’s completely opt-in political alert service. Despite
having allowed similar short codes for other campaigns, Verizon wrote to NARAL that it
rescrves the right to refusc scrvice to, “any organization that sccks to promote an agenda or
distributc content that, in its discretion, may be seen as controversial or unsavory to any of its
153

users.”™” Although Verizon backed down and agreed to provision a short code to NARAL

shortly afterwards, it preserves it’s right to deny texting capability to anyone that does not share

.

' USA Today, “Skype's iPhone timits irk some consumer advocates,” Leslie Cauley, [February 2, 2009],
hupwww. isatoday.con teeh/news2000-04-0 T -art-skype-iphone. N.him [aceessed: June 8, 2009].

> See Chris Riley, “AT&T's Not-So-Secret Veto over 3G SlingPlayer Mobile,” Saverhelnternet.com Blog (May 13,
2009), at hupYwww savetheinternet.comblo /0940571 3/ai’s-not-so-seeret-yeto-over-3g-shingplayver-mobile.

>3 Liptak, Adam. “Verizon Blocks Messages of Abortion Rights Group,” The New York Times. 27 Sept 2007.

hitpe/seww nyvtimes.comy 20078927052 Tverizon.himl [accessed June 15, 2009].
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its “corporate values”. The incident and rcaction led to several public interest groups filing a

petition for declaratory ruling, which has been before the FCC for the past 18 months. >

Given the degree of similarity in the usage limitations, and the absence of any major wireless
carrier willing to offer a true mobile broadband or texting service without limitations, providers

are not engaging in aggressive competition over non-price service features.

SOLUTIONS AND GOVERNMENT OVERSIGHT

We believe more oversight is necded in the consolidating wireless marketplace. This hearing
and others like it is a good start. However, formal inquiries and investigations should continue to
determinc whether government intervention is nceessary. This is an tmportant pocket book issue

for millions of Americans in tough economic times.

For example, the Government Accountability Office should study the practical impediments to
consumers that attempt to switch carriers and determine what impact they have on consumer
choice and on effective competition. The FCC should fix the in-market exception for voice
roaming and enter into a rulemaking on data roaming and handset exclusivity to lower barriers to

. S5
competition.™

Finally, any additional proposed mergers in the wircless market place should receive strong

scrutiny by the FCC and the DOJ.

CONCLUSION

Effective or meaningful competition occurs when 1) the barricrs to entry for new competitors in
the market are fow; 2) consumers have a choice of alternative providers and services in the
market and the costs of switching providers do not present an undue burden; 3) innovations in

technology are encouraged and lead to cxpansion of services and product offerings for the

> See Public Knowledge, et al. Petition for Declaratory Ruling, WT Docket No. 08-7, (Dec. 11, 2007). Available at
hunfwww publicknowleduc.ore/pdiitext-me: petition-2007 1211 pdf.

5> Voice roaming, special access fees to the Internet, spectrum holdings and other systemic barriers to competition in
the market are detailed in our attached FCC filing.
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consumers; and 4) no single firm or a group of firms have the power to influence the prices of

the products and services.

However, currently there are pronounced and extensive barriers to effective competition.
Consumers are being locked-in to the few large market firms and competitors arc being locked-
out of the marketplace through limited access to spectrum; unreasonable prices, terms, and
conditions for access to the on-roads of the Internet and for data roaming; unreasonable in-
market exceptions for voice roaming. This lack of ¢ffective competition has led to provider
conduct, such as pricing consumers into two year contracts with lock-in features, handset

exclusivity and parallel pricing regimes, which harms consumers and inhibits innovation.
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ADDENDUM

COMMENTS OF CONSUMER FEDERATION OF AMERICA, CONSUMERS
UNION, FREE PRESS, MEDIA ACCESS PROJECT, NEW AMERICA
FOUNDATION AND PUBLIC KNOWLEDGE

ON

FCC CMRS COMPETITION REPORT
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Before the
FEDERAL COMMUNICATIONS COMMISSION
WASHINGTON, DC 20554

In the Matter of: )

}
Implementation of Section 6002(b) of the ) WT Docket No. 09-66
Omnibus Budget Reconciliation Act of 1993 )

)
Annual Report and Analysis of )
Competitive Market Conditions With )
Respect to Commercial Mobile Services )

COMMENTS OF

CONSUMER FEDERATION OF AMERICA, CONSUMERS UNION,
FREE PRESS, MEDIA ACCESS PROJECT, NEW AMERICA FOUNDATION,
AND PUBLIC KNOWLEDGE

Mark Cooper Parul P. Desai
Consumer Federation of America Andrew Jay Schwartzman
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Jocl Kelsey Michael Calabrese
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Ben Scott Harold Feld
Free Press Gigi Sohn

Public Knowledge

June 135, 2009
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SUMMARY

A proper analysis of the CMRS market in the United States will indicate that the market
demonstrates an absence of effective competition; is likely to become less competitive; and
produces active and ongoing consuimer harms as a result of insufficient competition - harrs that
can be remedied, at least in part, through Commission action to promote competition. The
Commission should evaluate competition in its upcoming Fourteenth Report through the
framework of market structure, provider conduct, consumer behavior (or consumer choice), and
market performance - but the Commission should consider a broader range of factors in cach
aspect of this framework, reflecting long accepted economic literaturc.

The Commission should interpret the concept of “effective competition” through the lens
of the uscr at every opportunity, and should examine all obstacles to consumer choice and
innovation, the removal of which ought to be the ultimate end goals of promoting competition.
Following such an examination, thc Commission cannot but find that the current market structure
has resulted in fewer choices for consumers in pricing models, services, applications, and
devices. Ongoing restrictions to competition have also limited innovation, particularly in the
ancillary device market, and have discouraged investment to improve the quality of wireless
networks. The Commission must recognize and address the failures of the current CMRS market

by intervening to limit barriers to entry, consumecr choice, and innovation.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
WASHINGTON, DC 20554

In the Matter of: )

)
Implementation of Section 6002(b) of the ) WT Docket No. 09-66
Omnibus Budget Reconciliation Act of 1993 )

)
Annual Report and Analysis of )
Compctitive Market Conditions With )
Respect to Commercial Mobile Services )

COMMENTS OF

CONSUMER FEDERATION OF AMERICA, CONSUMERS UNION,
FREE PRESS, MEDIA ACCESS PROJECT, NEW AMERICA FOUNDATION,
AND PUBLIC KNOWLEDGE
The Consumer Federation of America, Consumers Union, Free Press, Media Access Project, the
New America Foundation, and Public Knowledge (“Commenters”) respectfully submit these
comments in response to the Public Notice of the Federal Communications Commission

(“Commission™) sceking input on the state of competition in the Commercial Mobile Radio

Service (“CMRS”) market for the Commission’s upcoming Fourteenth Report.

L INTRODUCTION

The wireless industry has continued to grow over the years, with mobile phones
becoming a pervasive presence in the lives of Americans. It is estimated that more than 270
million mobile phones arc in use in the U.S." Consumers use their mobile devices more and

more — for mobile voice, data, and Internet access. Mobile broadband is expected to ultimately

! See Testimony of Chris Murray, Senior Counscl, Consumers Union regarding “Competition in
the Wircless Industry” before the US. Housc of Representatives Subcommittee on
Communications, Technology, and the Interet, Committee on Energy and Commerce, 2 (May 7,
2008).
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reach 30-35% of the total user base.” Wireless services have undoubtedly grown — but growth
should not be mistook for effective competition. In fact, while the mobile market continucs to
grow, it continues to grow less and less competitive, because the current wireless market and
regulatory structures inhibit competition, consumer choice, and innovation.

The Commission’s Thirteenth Report evaluated only a narrow range of the factors
required for a proper determination of cffective competition. Based on a shallow analysis of a
limited subset of market factors, examining a too-broadly defined market, and ignoring the
majority of practical impediments to competition and the clearest signs of market problems, the
Thirteenth Report concluded that the CMRS market was competitive. A more thorough analysis
using the criteria and the data from the Thirfeenth Report would reveal the severe problems with
competition in the wircless market. An accurate analysis — incorporating a proper determination
of the relevant market, a focus on the consumer and limits to consumer choice, and consideration
of the fine-grained factors used in industrial economics to evaluate workable competition in
markets — would present an even more dire, and even more accurate picture.

There is little reason to believe the current market and regulatory structure will support or
promotc more competition in the future. Effective competition in the wireless market requircs,
among other things, minimal barriers to entry and growth for competitors, maximal consumer
choice, and an absence of explicit barriers to innovation — all featurcs not present in the wireless
market. There are pronounced and cxtensive barriers to effective competition in the modern
CMRS market, including limited access to spectrum; unreasonable prices, terms, and conditions
for special access; and horizontal concentration in both the wireless and wircline markets. This

lack of cffective competition has led to provider conduct including handset exclusivity

? See McKinsey & Company, Perspectives on the Evolution of the U.S. Wireless Industry 15
(2009).

[SS]
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arrangements and parallel pricing regimes that harm consumers, inhibit innovation, and further
limit competition. The Commission must acknowledge the failures of the current regulatory
structure to bring about meaningful competition, and should take the necessary actions to revive

and expand competition going forward.

1. THE CMRS MARKET IS NOT COMPETITIVE.

A. Structural Competition in the Thirteenth Report is Not Sufficient.

Contrary to the conclusions of the Thirteenth Report, a weighted national average HHI of
2674 is not a high level of competition. Under general antitrust analysis, HHI levels above 1800
are considered “highly concentrated.”” Commenters expect the national average HHI to be even
higher for the 2008 data to be used in the Fourteenth Report — the introduction of the 3G iPhone
and the importance of mobile broadband as a growth driver, particularly in a weak economy, will
likely result in large carriers with popular devices attracting a disproportionate share of new and
switching customers. But even if HHI levels have not increased, any HHI level above 1800 in
any individual economic area (“EA”) indicates severely limited competition under traditional
analyscs. Ofthe 171 EAs reported in the Thirteenth Report, exactly one had an HHI under 1800
— and barely, at 1795.% Colloquially, if “four is few™ and “six is many,” the gold standard for

“many competitors” is 6 equal-sized competitors, or an HHI of 1667 — which no EA comes near.

* Department of Justice and Federal Trade Commission, Merger Guidelines, 1997, Section 1.5;
see also Neil B. Cohen and Charles A. Sullivan, The Herfindahl-Hirschman Index and the New
Antitrust Merger Guidelines: Concentrating on Concentration, 62 Tex. L. Rev. 453, 461 (1983).
* See 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, Thirteenth Report, 23 FCC Red 2241 at Table A-3 (2008) (“Thirteenth
Report™).
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A deeper examination of the EA data in the Thirteenth Report paints a bleaker position
than even the high average HHI of 2674 indicates. Economies of scale should indicate a pattern
across the EAs under which urban areas have more competitors and lower HHI than rural arcas
because competitors have more to gain from competing aggressively in those markets — but
instead, according to 2007 data, both the most and least competitive regious are the most rural,
demonstrating  distortions compared to what would be cxpected from a competitive
environment.” Furthermore, many EAs demonstrate substantially higher than average HHIs,
ranging from thc 4000s into the low 6000s, and in an unobstructed, competitive market, the
potential benefit of market growth in thesc areas at least (if not others) would be sufficient to
encourage additional investment and new entrants.

B. A Better Definition of the Market Would Reveal Even Less Competition.

Although the Thirteenth Report properly separated mobile services from other non-
substitutable services, such as Wireless Local Area Network services, the Report nevertheless
found it reasonable to analyze mobilc voice and mobile broadband together, based in part
because these services are often advertised and bundled together.® The Report also explains the
joint analysis, in part, on the lack of better data.” But, combining thesc markets obscures

competitive problems arising from greater concentration in mobile broadband services than

* Although population numbers in an arbitrary region are not an exact match for population
density, the EAs used in the Thirteenth Report center around metropolitan arcas, and thus large
areas arc indeed generally also dense areas.

® See Thirteenth Report at paras. 7, 34.

7 See id. at para. 33 (“However, the numbering data provide an estimate of mobile telephone
subscribers in general, without regard to whether subscribers use mobile broadband and other
data services as well as mobile voice services. As a result, the data do not provide a way of
distinguishing mobile telephone subscribers who still use their handsets primarily or exclusively
for voice calls from those who also subscribe to, and actively use, mobilc data services, or the
smaller subset of subscribers who have already migrated to mobile broadband networks and
devices.”).
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mobile voice services, Maobile broadband services, and the advanced wircless handsets capable
of using them to full extent, are disproportionately available to large incumbent carriers, because
of the market “features” of handset exclusivity arrangements for smart phones, cxcessive
backhaul rates for broadband traffic, disproportionate holdings of spectrum efficient for mobile
broadband usage, and other impediments to mobile broadband scrvice offerings by competitors.®
Furthermore, growth in the wireless market as a whole is driven by growth in mobile broadband
services, particularly in a rough economy,g Therefore, any limits on competition in the mobile
broadband market are particularly significant, and have ancillary impact on the ability of
providers to compete in the mobile voice market. The Commission must therefore analyze
mobile broadband data separately in the Fourteenth Report.

In the Thirteenth Report and past reports, the Commission’s primary consideration for
determining whether to treat two products as being in the samec market is ostensibly consumer-
focused — whether consumers view the products to be substitutes. ' From the perspective of the
consumer, mobile data services that do not allow the consumer to connect to the Internet — such
as Verizon’s V Cast Mobile TV service -- do not serve as substitutes for true mobile Internet

access services.'' In the Thirteenth Reporr, the Commission trcated the growth in mobile

8 See infra Sections 1I(E)(3) and HL

® Om Malik, “Downturn or Not, Mobile Broadband is Growing Fast,” GigaOm (March 17,
2009), ar http:/gigaom.com/2009/03/17/downturn-or-not-mobile-broadband-is-growing-fast/.
See also AT&T, “AT&T Investor Update,” at p. 7, April 22, 2009, at
http://'www.att.com/Investor/ Financial/Earning_Info/docs/1Q_09_slide_c.pdf.

' See Thirteenth Report at para. 32.

" The Commission recognized this in their proceeding on broadband data collection. “When
counting such subscribers, we direct providers to exclude subscribers whose choice of content is
restricted to only customized-for-mobile content,86and to exclude subscribers whose
subscription does not include, cither in a bundle or as a feature added to a voice subscription, a
data plan providing the ability to transfer, on a monthly basis, either a specified or an unlimited
amount of data to and from Internet sites of the subscriber’s choice.” Development of
Nationwide Broadband Data to Evaluate Reasonable and Timely Deploviment of Advanced
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Internet access services and in other, non-Internet, mobile data services to be an indicator of
growth in the broader wircless market'? — a true statement, but one with little bearing on the
current state or future of competition in the separate markets for mobile voice services, mobile
data services, and mobile Internet access scrvices. We urge the Commission to treat these
services more distinetly in the Fourteenth Report. A dceper cvaluation of these services will
indicate a higher degree of concentration and more obstacles to competition among providers of
mobile data and mobile Internet access services as compared to mobile voice services.

C. Provider Conduct in Pricing Indicates an Absence of Effective Competition.

The Thirteenth Report cvaluated provider conduct primarily through traditional metrics
such as price rivalry, capital expenditures, advertising expenditures, and javestment.” By
examining price and non-price rivalry at only the most gencral levels, and often in language
more reminiscent of advertising literature than critical analysis, the Thirteenth Report failed to
identify any specific instances of provider conduct reflecting insufficient competition.
Commenters urge the Commission to take a morc detailed look at provider conduct in the
Fourteenth Report.

Significant consolidation and lack of effective federal oversight of the wireless industry
have greatly diminished price competition in the CMRS market. In a variety of ways, the four
national wircless carriers — AT&T, Verizon, Sprint, and T-Mobile — have priced their services in
parallcl, potentially generating a substantial increase in prices. U.S. consumers paid an average

of $506 per year for wireless service in 2007, much more than users in most other developed

Services to All Americans, Improvement of Wireless Broadband Subscribership Data, and
Development of Data on Interconnected Voice over Internet Protocol (VolP) Subscribership,
WC Docket No. 07-38, Notice of Proposcd Rulemaking, 22 FCC Red 7760, 7772 at para. 23
(2008).

"2 See Thirteenth Report at paras. 164-167.

" See id. at paras. 110-176.
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nations.” In particular, substantially parailel (and substantially above-cost) text message prices
and mobile broadband usage prices reflect a stark failure of competition over price in wireless
scrvices.

1. Voice Plans

Monthly voice plan options provided by the four largest carriers do not reflect the
variable lifestyles of the Amcrican consumer. Instead, these plans offer little flexibility and
consumer choice. Most CMRS providers’ monthly plans offer a minimum of 200-450 minutes
for $29.99-839.99 per month, and offer a prepaid or “pay-as-you-go” service for customers who
choose not to purchase a monthly plan. Pay-as-you go services range in cost from {0 cents to 20
cents per minute, depending on the provider — a high price cven in comparison to international
calling card rates. While carriers will claim that these plans comprise a broad range of options
for the consumer, these limited choices cffectively force the majority of consumers to pay more
per month to purchasc more minutes than they need, and reveal weak price rivalry.

Further, CMRS providers have failed to take advantage of economies of scale despite a
recent boom in the volume of mobile subscribers, demonstrating a classic example of market
power and anticompetitive behavior. U.S. wircless subscribers have nearly tripled between 2000
and 2008, topping 270 million, or 87 percent of the population, in December of last ycar.'5
Wireless provider carnings reflect this massive subscriber growth. Annualized total wireless

revenues for the CMRS industry amounted to over $148 billion in 2008, up from around $45

" See Organization for Economic Co-Operation and Development, OECD Communications
Qutlook 2007, 6 (2007). The OECD average is $439 per year.

B u.S. cell phone subscribers amounted to about 207 million in 2005, about 109 million in 2000,
and about 33 million in 1995. See CTIA, “Wireless Quick Facts: Year End Figures,” ar
htp://www.ctia.org/media/industry_info/index.cf/A1D/10323.
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billion in 2000 and $19 billion in 1995. Yet, pricing plans remain largely parallel, and monthly
plan and pay-as-you-go options remain costly for customers looking for economical solutions.
2. Data plans
As wireless data usage has increased in recent years, more wireless voice scrvice
providers have begun to offer data scrvices alongside voice service. But the prices charged for
these services scem far removed from any possible cost, indicating supracompetitive profits and
a stark absence of provider rivalry over data prices. Usage charges over minimal initial
allowances can casily bump a consumer’s bill by scveral thousand dollars. AT&T’s $65 per
month plan, for instance, includes 5GB of data service, with an overage charge of $0.00048 for
each additional kilobyte, adding up to a whopping $480 for every extra gigabyte of data
transmitted.'”  Oklahoma wireless user Billie Parks, for instance, received a bill for about
$5,000, mostly comprised of charges for overstepping AT&T’s 5GB data cap.'®
3. SMS fees
CMRS carriers have adopted parallel, and increasing, pricing structures to maintain high
text messaging, or SMS, rates. Since 2005, rates to send and receive individual text messages on
the networks of all four major carrier networks have simultancously doubled from 10 cents to 20

9

cents per message.'” In 2003, T-Mobile charged as little as 5 cents per message to customers

16 See id

See generally “Cell Phones and Cell Phone Plans,” AT&T Wireless, at
http:/fwww.wireless.att.com/cell-phone-service/welcome/index.jsp. These rates reflect pricing
for BlackBerry and PDA “Personal + tethering” data plan without an individual or FamilyTalk
voice plan. International per-kilobyte data charges are much higher.
' See Martin Perez, “AT&T, Radio Shack Sued For $5,000 Netbook Bill,” Information Week
(March 2, 2009), at http://www.informationweek.com/news/telecom/business/
showArticle.jhtml?articlelD=215600328&subSection=Ncws.
' See Margucrite Reardon, “The Rising Cost of Texting,” CNer News (July 1, 2008), at
http://news.cnet.com/8301-10784_3-9982251-7 html.
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who did not sign up for a monthly text messaging plan.”?

When questioncd about the apparent
abuses of market power,?' the providers noted their monthly SMS plans, which can charge uscrs
as little as | cent for a single message, or provide unlimited messaging for a flat fee. However,
the carriers neglected to explain why the price of individual text messages, for customers who
choose not to buy a monthly plan, have increased. They failed to also address why all four
companies raised the prices for individual messages by equal amounts at largely identical times.
In other words, they failed to acknowledge concerns about the potentially anticompetitive nature
of their pricing practices for individual SMS mcssagcs.22

Price increases for text message services reflect a failure of competition, because they do
not align with increasing costs but only increasing profits. The cost a carrier incurs by
transmitting an SMS message has not increased in recent years. Text messaging files are very
small, and the price of their transmission is negligible for the provider. An SMS message travels
as a wireless signal from the handset, through the wired telephone network, and as a wireless
signal to the receiving handset. The text message is a free rider inside a so-called “control
channel,” or space that is already being used to operate the wireless network. In other words, a

text message does not use up any cxtra spectrum once the carrier pays the cost of the underlying

infrastructure and storage equipment. Thus, any revenue received by the provider on

® See Kristin Dizon, “Text Messaging Makes Cell Phones Even Hotter Among Kids,” Seattle
Post-Intelligencer (September 30, 2003),

http://www scattlepi.com/lifestyle/ 141809 texting30.htmi.

! See Letter from Senator Herb Kohl, Chairman of Subcommittee on Antitrust, Competition
Policy, and Consumer Rights, to Verizon Wireless, AT&T, Sprint, and T-Mobile (Sept. 9, 2008),
available at hitp://kohl.senate.gov/LT%20-%20cell%20ph%20CV .pdf.

2 See generally Letter from AT&T to Herb Kohl, Chairman of Subcommittee on Antitrust,
Competition Policy, and Consumer Rights (“Chairman Kohl”) (October 6, 2008); Letter from
Sprint to Chairman Kohl (October 6, 2008); Letter from T-Mobile to Chairman Kohl (October 3,
2008).
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incremental fext message usage is nearly pure profit™ To put these profits in perspective:
considering how little data is transferred in an SMS message, at 20 cents per message, consumers
pay the equivalent of almost $1,500 per megabyte of data transferred, a rate over seventeen times
more expensive than receiving data from the Hubble Space Telescope.” Streaming a single
typical song at SMS data rates would cost a consumer more than $5,000.° The failure to
compete by maintaining or lowering text message prices to reflect cost therefore should be
considered by the Commission in the Fourteenth Report’s evaluation of provider conduct.

D. Provider Conduct in Non-Pricing Aspects Also Reflects Insufficient
Competition.

The Thirteenth Report spent considerable time discussing new “app stores” and similar
new functionality offered by carriers, and pointed to these features as indicative of provider
competition. The Commission is right to consider innovation as a sign of market competition.
However, in 2008, the continued evolution of these offerings reflect substantial limitations on
innovation and on competition, demonstrated by ongoing limitations imposed by the wireless
carriers on the development of applications for wireless devices and wireless Internet access
services — limitations that are undesired by users of thc networks, reflecting insufficient
competition and high switching costs, and limitations that serve no clear purpose other than to
limit competition even further.

In an efficient market, consumers would be able to acquirc the full use and functionality

they value from their services. But mobile Internet access service providers continue to impose

* See Randall Stross, What Carriers Aven’t Eager to Tell You About Texting, The NEW YORK
TimES (December 28, 2008).

* See Gabricl Gache, “Space Science Data Transmission Four Times Cheaper than SMS,”
Softpedia (May 12, 2008), at http://news.softpedia.com/news/Space-Science-Data-Transmission-
Four-Times-Checaper-than-SMS-8538 1 .shtml (identifying that at 5 cents per message, SMS data
transfers are 4.4 times more expensive than data transfer to and from the Hubble telescope).
 Assuming an MP3 file size of 3.5 MB, typical for a 3.5 minute song.

10
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substantial limitations on the applications available through the store and thc uscs of the Internet
access service. For cxample, the popular Skype VoIP program is not permitted to operate over
AT&T’s 3G network — a situation which AT&T lobbyist Jim Cicconi explained by saying “We
absolutely expect our vendors not to facilitate the services of our competitors.”26 AT&T gave
the same treatment to Sling Media’s SlingPlayer Mobile application, forbidding its operation
over the 3G network, defending the decision solely by pointing to language in the terms of
service.”’ Finally and most recently, the debut of Apple’s iPhone 3G-S was awaited anxiously
by fans, who were subsequently disappointed to lecarn that AT&T did not permit the operation of
several of its features.™

But AT&T is not alone - all four major nationwide wireless carriers have substantial
limitations in the terms of service for their mobile broadband services. Given the degree of
similarity in the usage limitations, and the absence of any major wircless carrier willing to offer a
mobile broadband service without limitations (despite the insistence of some that the network
would support all uses), providers are certainly not engaging in aggressive competition over non-
price service features.

In the Fourteenth Report, the Commission should consider limitations on usage as
provider conduct indicating a lack of effective competition. These limitations on usage should
especially be considered where they are adopted in parallel and ostensibly without a basis in

limitations in the network.

* See Leslie Cauley, “Skype’s iPhone limits irk some consumer advocates,” USA Today
(February 2, 2009), at hitp://www.usatoday.com/tech/news/2009-04-01 -att-skype-iphone_N.htm.
Y See Chris Riley, “AT&T’s Not-So-Secret Veto over 3G SlingPlayer Mobile,”
Savethelnternet.com Blog (May 13, 2009), at http//www.savetheinternet.com/blog/09/05/13/
att’s-not-so-sceret-veto-over-3g-slingplayer-mobile.

* See Kevin Kelleher, “Why Does my iPhone Suck?” Reuters (June 12, 2009), available at
http://www.reuters.com/article/bigMoney/1dUS337036694420090612.

11
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E. Limits On Consumer Choice Reflect Insufficient Competition.

Thanks to lengthy standard contracts, high early termination fees (“ETFs”), and complete
barriers to consumer choice of wireless devices, consumers face substantial obstacles in choosing
and switching providers. In the Thirreenth Report, in its scction on “consumer behavior,” the
Commission cssentially ignored these obstacles, and spent a scant ten paragraphs on all of the
barriers to user switching of service providers.” The benefits of local number portability for
switching were praised for three full paragraphs, but only one was spent on ETFs, and the
Commission discussed the benefits of long-term contracts and minimized the consumer harm of

“ Handset exclusivity and other practical obstacles to switching went unmentioned.

the practice‘3
In the Fourteenth Report, the Commission must take more scriously these practical impediments
to consumer switching, to determine the impact that they have on consumer choice and on
effective competition.
L Early termination fees

Early termination fees are penalties levied when a consumer wishes to change or cancel
the terms of their wireless agreement. Early termination penalties by CMRS carriers create
artificial barriers to open competition in the wircless market and present difficult choices for the
consumer. Rather than facilitating the mobility and flexibility that most consumers rightfully
expect from the usc of mobile devices, ETFs lock mobile customers into long-term contracts that
fail to acknowledge the speed of technological progress in the mobile device market. While
these pricing structurcs undoubtedly benefit the wircless carrier by providing a reliable customer

basc for the longer term, they fail to promote competition for lower prices and improved

services. Indeed, ETFs facilitate oligopoly operating structures in the wircless market, since

¥ Thirteenth Report at paras. 177-186.
*1d. at 185
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carriers are permitted to divide customers among themselves without the threat of suddenly
losing them to a competing CMRS provider.
2. Contract extensions
Contract extensions further exacerbate the problem of carly termination. When
consumers choose to alter their voice and/or data plans or purchase a new mobile device due to
certain lifestyle changes, many CMRS carriers require those consumers to extend the end-date of
their contracts by one or two years.” At times, providers have enacted hidden or opague
contract extensions without warning the consumer.”> Sprint, for instance, has been the target of
litigation for failing to notify customers that their contracts were being extended when they
added morc cell phone minutes or made other small changes to their plarxs‘3 3
Contract extensions, hidden or not, are unjustified business practices established to
worsen the anticompetitive nature of ETFs. Morcover, contract extinctions further legitimate the
use of early termination penalties, and force customers to stay with one provider.
3. Handset exclusivity
Handsct exclusivity arrangements — contracts between device manufacturers and wircless
service providers to limit devices to be offercd with only one wireless service — artificially limit
consumer choice, restrict device innovation, and lead to higher prices. Of the ten most popular

handsets in the market in 2008, eight were tied to various network providers under exclusive

3! Though the Thirteenth Report notes that this is not a universal practice. See id.

32 Providers also charge a fee to upgrade your handset. See, e.g., “T-mobile Reinstates Useless
$18 Handset Upgrade Fee,” Consumerist (April 26, 2009),

http://consumerist.com/5228 100/t-+mobile-reinstates-useless- 1 §-handset-upgrade-fee.

¥ See Brian Bakst, “Minnesota Says Sprint Duped Customers,” Asseciated Press (September 27,
2007), available at http://www wirelessforums.org/alt-cellular-sprintpes/sprint-sued-unapproved-
contract-cxtensions-29588 htmi.
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deals.> For the consumer, the result is an artificial restriction on choice of service provider and
on switching service providers.”® In addition to limitations on the consumer’s choice of scrvice
provider, the consumer faces artificial limitations on a choice of device, because exclusivity
arrangements are also a barrier to entry for new entrants in the market for wircless devices.™
The continued operation of handset exclusivity arrangentents in the CMRS market, and their
impact on consumers and consumer choice, should be recognized in the Fourteenth Report as an
indication of incffective competition.

Exclusivity arrangements impact not only consumer choice, but also market structure, as
they constitute a barrier to entry for small service providers. As a direct consequence of
exclusive deals between device manufactures and incumbent national scrvice providers, small
service providers cannot offer the use of popular handsets and smartphones over their networks.
Thus, their services are less attractive to consumers who are driven towards the popular devices
that are offered by the incumbent providers, leading to further increase in their market power.
These arrangements are of particular concern with respect to the future of wireless services. The

future of wireless services, broadband access, and wireless Internet access services in particular,

3 See Kristen Beckman, “By the Numbers: Top Ten Most Popular U.S Handsets in November,”
RCR Wireless (January, 8, 2009} available ar http://www.rerwireless.com/article/20090108/
wireless/901079989/108 1/newsletter33.

¥ In contrast, almost 70-80% of the phones in Furope and Asia are sold independent of the
wireless providers. See, e.g, Margarita Schwartzman, “Cheap Unlocked Cell Phones: Switch
Cell Phone Providers Without Losing Your Phone,” Articlesbase (June 5, 2008), at
http://www.articlesbase.com/cell-phones-articles/cheap-unlocked-cell-phones-switch-cell-phone-
providers-without-losing-your-phone-439210.html.

*% For cxample, as Dell was considering developing a smartphone, it was faced with significant
challenges, including the need to carve out an exclusivity arrangement with a carrier, to market
its smartphone. See Justin Scheck, “Dell Prepares to Dial Into Smartphone Marketplace,” The
Wall  Street  Jowrnal (January 30, 2009), available at http://online.wsj.convarticle/
SB123327385680231133.html.
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are tied to the usc of smart phom:s,37 and without the ability to offer them, rural providers will

38

not have the ability to generate enough revenues to deploy 3G networks.™ Thus, if no action is
taken, a similar anti-competitive cnvironment will ensue for the coming 4G network markets.
Additionally, handset exclusivity arrangements give wireless service providers leverage
to exert influence over handset innovations that do not meet their approval. Currently, a handset
manufacturer is at the whim of the network carrier (with whom the exclusivity contract 1s drawn)
when it introduces new features to market its handset. For example, Nokia was forced to remove
some of its features, like Wi-Fi, for the ability to market its ¢61 phone in the U.S. Nokia was
required to eliminate these featurcs because AT&T, the network provider, was apprehensive that
consumers would take advantage of VOIP services, thereby reducing the minutes of its wireless
phone services.” In another example, RIM (the manufacturer of Blackberry) was prohibited by
AT&T from offering free mapping services to Blackberry users since AT&T wanted to offer
consumers its own mapping services for a fee.* Also, AT&T has blocked, disabled, or mutated
various other features such as Bluctooth technology, SIM card mobility, direct sound and photo
fie transfer capabilities, GPS services, and call timers (i.e., to keep track of minutes used).”!
Exclusive deals are not required by the structure of the CMRS market, and instead serve

as artificial impediments to compctition and innovation. The CMRS market in the U.S. is an

%7 See, e.g., Richard Wray, “Mobile phone firms bank on smartphones to bail out the industry,”
The Guardian (Feb. 14, 2009), at http://www guardian.co.uk/business/2009/feb/1 5/mobile-
world-congress-report-fewer-delegates.

3 See Reply Comments of United States Cellular Corporation, Attachment, William P. Rogerson,
An Economic Analysis of Exclusivity Arrangements between the Big Four Wireless Carriers and
Handset Manufacturers at 3 n.5, Docket No. RM-11497 (February 23, 2009).

¥ See Tim Wu, Wireless Carterphone, 1 INTERNATIONAL JOURNAL OF COMMUNICATION 389
(2007), available at http://papers.sstn.cony/sol3/papers.cfm?abstract_id=962027.

40 See Jessica Vascellaro, “A Fight Over What you Can Do on a Celiphone,” The Wall Street
Journal at Al (June 14, 2007).

M See id.
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established market for devices. [n an established market, device manufacturers do not have to
rely on exclusive arrangements with service providers to market their devices or to ensure
sufficient revenues to fund the rescarch and development of new products and services. Indeed,
this is the case in other established markets, such as Asia and Europe. Handset manufacturers in
Asia and Europe are able to sell 70-80% of devices independent of exclusive deals with service
providers.*” Thus, rather than representing an cssential feature of the market, handset exclusivity
deals are an artificial impediment to competition in the CMRS market.

The market power that U.S. carricrs enjoy through the sale of mobile devices not only
exacerbates the effects of consolidation in the wireless industry; it also facilitates the provider’s
leverage to operate via anticompetitive practices, such as the use of handset exclusivity and ecarly
termination fecs. Under the U.S. wireless market framework, if consumers wish to forgo the
high cost of purchasing a cellular phone at full price and using a prepaid cellular plan, they are
required to sign a contract with the provider for 1-2 years. In exchange, providers offer to
subsidize the price of a new mobile device, thus justifying the use of those contracts so that the
consumer can “pay off” the cost of the subsidized phone. Lack of regulation to diversify the
sales of mobile devices has thus facilitated the anticompetitive behaviors discussed above,
including handset exclusivity and the use of ETFs by CMRS carriers.

F. Market Performance Would Reflect Insufficient Competition.

The Thirteenth Report focused its analysis of market performance on average revenue per

unit, or ARPU, reporting that ARPU for voice services decreased but was balanced out by

# See Marguerite Reardon, “Will unfocked cell phones free consumers,” CNet News (January 24,
2007), avaifable at hup:/fnews.cnet.com/Will-unlocked-cell-phones-free-consumers/2 100-
1039 36152735.html.
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increases in ARPU for data scrvices.™ The Thirteenth Report also considered network quality
and minutes of use, among other factors. Although these factors can indicate a healthy industry
and a valuable product for consumers, they fail to demonstrate cffective competition. Substantial
increasing profits can be generated in an insufficiently competitive industry, while still
delivering a desirable product at reduced prices, by failing to lower prices at a rate that matches
cver-decreasing costs.

To remedy this, the Notice proposes that the Fourteenth Report use the profitability of
CMRS providers, in part, to determine market performance.®  Commenters strongly support
such an approach. Evaluating provider profitability accurately identifies the level of aggressive
competition in an industry, because in an effectively competitive market, if any incumbent
provider is generating supracompetitive profits, a new entrant will develop to undercut the
incumbent and get a piece of the pie. In the contrapositive, if incumbent providers gencrate
“abnormal profits” and new entrants do not develop, then the market does not demonstrate
effective competition. Commenters also support the continued tracking of minutes of use and
network quality for voice services, as both indicate market performance from the consumer’s
perspective.  Similarly, the Fourteenth Report may also wish to begin tracking bytes of use for
mobile broadband and mobile Interet access services.

G. Considering More Fine-Grained Factors Would Reflect Insufficient
Cempetition.

These comments focus on the major analytical criteria of structure, conduct, behavior,
and performance, as used by the Commission in the Thirteenth Report. Even with these limited

criterta, proper analysis of the CMRS market reveals insufficient competition. However, the

3 See Thirteenth Report at para. 195.
¥ See Wireless Telecommunications Bureau Secks Comment On Commercial Mobile Radio
Services Market Competition, Docket No. 09-66, Public Notice, at 12 (May 14, 2009) (“Notice™).

17
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study of industrial economics gencrally considers a much richer set of criteria within these
broader categorics for determining whether competition is warkable.* For example, within the
realm of structural criteria, one factor worth considering is whether the market includes artificial
barriers to mobility and entry, such as handset exclusivity arrangements.*® Within the realm of
conduct, two factors of notc include the presence of exclusionary or coercive tactics (sec, again,
the example of handsct exclusivity arrangements), and the level of misinformation or obscured
information in sales promotions.*”” In the category of performance, profit levels that are more
than that sufficient to reward investment, efficiency, and innovation may be signs of problems
with competition. **

The Commission should apply a more detailed economical analysis of the CMRS market

in the Fourteenth Report using more {inely-grained tools, focusing on the perspective of the user

and of promoting consumer choice.

fit. THE CMRS MARKET RESTRICTS ENTRY AND GROWTH.

Although much of the Fourteenth Report will be focused on market structurce, conduct,
and performance, the Nofice requests comment and analysis generally on competition in the
CMRS market.” Commenters thereforc offer comment broadly on restrictions to entry and
growth in the CMRS market that can be easily remedied with regulatory reform.

Market concentration analysis can only indicate distortions —~ it cannot explain them.

That task falls to other features of the wireless market. In particular, the wireless market

¥ See, e.g., F. M Scherer and David Ross, INDUSTRIAL MARKET STRUCTURE AND ECONOMIC
PERFORMANCE (Houghton Mifling: Boston, 1990), p. 53-54.

46 [d.

47 ]d

48 [d

*1d. at4.
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demonstrates high barriers to eatry and growth, including the limited availabi[ity of spectrum,
rapidly rising prices for wireless backhaul, limitations in roaming regulations, and difficulty in
offering popular new devices which are exclusively offered to large incumbent carriers. The
Thirteenth Report considered primarily spectrum availability as a limit on entry and growth; a
scant two paragraphs were spent on other barricrs to entry, and the Report did not mention many
of the most substantial, practical barriers to entry and growth faced by small and nascent wireless
service providers, particularly providers of mobile broadband scrvice. Proper analysis of the
CMRS market in the Fourteenth Report should demonstrate that the current market and
regulatory structure cannot adequatcely remedy ongoing problems with competition.  Thus, to
promote competition through growth and new entrants in the market, the Commission must
adopt policies and a regulatory structure to cnable true effective competition.

A. Speetrum Reform Is a Critical Requirement For a Vibrant Wireless Market.

Limited availability of spectrum under current regulatory structures can restrict growth in
and entry into the wireless market. But, with a proper regulatory regime, spectrum access should
not be a substantial deterrent, as additional spectrum is available, and new technologies cnable
more efficient and effective use of the spectrum.

1. Advanced technologies enable greater use of and access to spectrum.

Advanced spectrum technologics are changing the way spectrum can be accessed.
Iaterference in wireless transmission is a traditional concept that is no longer a severc constraint
on the efficient use of the spectrum. Technologies such as spread spectrum radio and “smart”
devices that can coordinate at low power levels without interference are in growing use today.
These technologies allow data to be sent between various “smart” devices without interference.

Additionally, the link between the frequency of a signal and the amount of data that can be sent
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on this frequency is decoupled, allowing for greater data transmission rates cven on lower
frequencies.

The Commission should identify ranges of spectrum that are or could be made available
and could be uscd more effectively and efficiently through smart devices and proper spectrum
allocations and policies. In fact, a large part of the spectrum allocated to broadcasting, military,
and other services lies fallow today.” To maximize use of this spectrum, the Commission
should conduct a full inventory of the nation’s spectrum resources.

2. Unlicensed use will enable greater use of and access to spectrum.

To spur competition in the wircless market, the Commission should administer
substantial portions of spectrum under a “public good” model. A public good model for
spectrum use could be facilitated with the re-assignment of fallow spectrum from licensed to
unlicensed (shared) use wherever possible.  Undoubtedly, an unlicensed regime should have
certain regulations in place to cnsure that devices cooperate fairly in using the spcctrum.5 !
However, unlicensed use of more spectrum will help maximize vitality of the CMRS market.

The benefits of unlicensed spectrum are long term and provcn.5 > Wi-Fi is an enormous
affirmation of the power of unlicensed spectrum; from its use in homes, office LANSs, parks, and

public places (amenity unwiring) to wireless ISP (Starbucks, T-Mobile), Wi-Fi has become a

0 See, e.g., “Congress considers inventory of spectrum use in America,” Freel03point9
Newsroom {(March 25, 2009), ar http:/blog.freel03point9.org/2009/03/congress-considers-
inventory-of html.

A “greedy” device that does not conserve the shared spectrum by using greater transmission
bandwidth or long transmission intervals would be controlled by implementing technical rules
(i.e., modulation, back-off schemes, etc.).

> While an auction of the fallow spectrum for exclusive use to a limited number of entitics
would reap immediate capital, it would stifle the perpetual gains of an open spectrum.

20
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platform for user created value and innovation.” Whilc the bencfits of unlicensed spectrum are

clear, in some instances a balance between licensed and unlicensed use of the spectrum is
required. For instance, although unlicensed usc enables greater utilization of the spectrum,
applications such as broadcast television and public safety communications require greater
quality of service, and thus would be better served by licensed spectrum allocations.™

By recently opening up white spaces for unlicensed use,” the Commission has alrcady
taken the first step towards unlicensed spectrum. However, more must be done to ensure that
markets throughout the country, especially rural and underserved areas, will benefit from the
opening of these fallow bands in the spectrum. Currently, transmission in these white spaces is
limited to low power devices. This hinders the adoption of wireless use in rural arcas since low
power transmission requires a network with many towers, access points, and repeaters to
maintain signal strength. Promoting transmission using a higher power level in rural and
underserved areas would make wirelcss broadband more acecessible to these communities.

B. Special Access Reform Is Essential.

Another barrier to entry and growth in the CMRS market, particularly in the offering of
mobile Internct access services, is the current market norm of unreasonable special access
pricing, terms, and conditions. Smaller (and new) carricrs that do not own broadband

infrastructure rely on special access transmission paths to support their telecommunication

% See, e.g., Clay Shirky, “The Possibility of Spectrum as a Public Good,” Networks, Economics

and Culture (August 13, 2004), available ar hitp://www.shirky.cony'writings/spectrum_public_
ood.html.

> See Jon Peha, Carnegie Mellon University, Emerging Technology and Spectrum Policy Reform

(January 2007} available at http://www.itu.int/osg/spu/stn/spectrumy/workshop_proceedings/

Background_Papers_Final/Jon%20Pcha%201TU%20spectrum%20workshop.pdf.

3 See In the Matter of Unlicensed Operation in the TV Broadcast Bands, Additional Spectrum for

Unlicensed Devices Below 900 MHz and in the 3 GHz Band, 23 FCCRcd 16807, Second Report

And Order And Memorandum Opinion And Order (2008).

21

11:47 Jun 28, 2010 Jkt 056833 PO 00000 Frm 00107 Fmt6633 Sfmt6633 S:\GPOHEARINGS\56833.TXT SJUD1

PsN: CMORC

56833.076



VerDate Nov 24 2008

104

businesses.** Competition is necessary in the special access market to ensure that dominant
incumbent carriers do not overcharge for the use of these lines or impose unrcasonable terms and
conditions.

Currently, few incumbent providers of special access exist. As a result, they are ablc to
use their market power to offer high special access prices.57 For example, in 2007, Verizon
received a 700% rate of return for the usc of its special access services.” These types of special
access rates introduce hurdles for small and new wireless providers, especially when they have to
compete with the incumbents (who are already at an advantage due to special access pricing) in
the last mile of the network. The Commission should ensure that these small providers are
protected from unreasonable special access pricing so that they can focus on using their capital
for providing better scrvices and products to customers.

The Commission currently asscsses the need for special access price regulation based on
market competition. Howcever, the Commission’s methodology for measuring competition has
been evaluated as incorrect in various studies that have been conducted. The Commission
measures competition by the number of competitive carriers who set up their equipment on an

incumbent’s network in Metropolitan Statistical Areas.”’

By setting up equipment in the
incumbent’s network, the small competitive carrier is assumed to have made a long term

investment that will keep a check on any market power that the incumbent exerts.

36 Special access also caters to the telecommunication needs of vital institutions like hospitals,
universities and banks.

37 See, e.g., Poter Bluhm and Robert Loube, Competitive Issues in Special Access Markets,
National Regulatory Rescarch Institute (January 21, 2009); Matthew Lasar, “Report Reignitcs
Fights over Special Access Rates,” Ars Technica (January 26, 2009), at
htip://arstechnica.com/tech-policy/news/2009/01/report-reignites-fight-over-special-access-
rates.ars.

% See Derck Turner, Free Press, Dismantling Digital Deregulation: Towards a National
Broadband Study (2009).

5% See Bluhm and Loube, supra note 57.
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However, according to the Government and Accountability Office (“GAO”), this gives

% The GAO has noted that the Commission’s

an inaccurate cstimation of competition.
assessment does not take into account that some of these competitive carriers either merge with
the incumbents or do not survive in the long term.** The GAO suggested that pricing and market
power also factor in the equation for determining c0111petitior1.62 Also, the National Association
of Regulatory Utility Commissioners has conducted a study recently which too advised the
Commission against the use of its current methodology for measuring competition in special
access markets.®

C. Consolidation Has Harmed Growth and Access for New Entrants,

Consolidation of market power in the CMRS market has created barriers to entry for new
entrants and fosters an anti-competitive environment. Most of this consolidation has been
possible due to the absence of spectrum caps — without spectrum caps, the large market
participants have advantages in growing larger and acquiring new spectrum. Vertical integration
among wircline and wireless providers has also prevented growth in the CMRS market.

IR The elimination of spectrum caps has facilitated consolidation.

To prevent incumbent wireless providers from getting the “first-mover advantage,”

spectrum caps were introduced by the Commission in 1994.%  However, these spectrum caps

were terminated in 2003 on the premise that no single wireless provider had significant market

% See U.S. Government and Accountability Office, Telecommunications: FCC Need to Improve
Its Ability to Monitor and Determine the Extent of Competition in Dedicated Access Services
(November 19, 2006).

* See id.

62 See id.

% See Bluhm and Loube, supra note 57.

% See Simon Romero, “F.C.C Is Expected to Lift Airwave Spectrum Cap,” The New York Times
at C6 (November 8, 2001), available at http://www.nytimes.com/2001/11/08/business/fee-is-
expected-to-lift-airwave-spectrum-cap.html.

23
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power that could prove to be a threat to competition.” Since then, therc has been a transition
from a CMRS market that thrived on competition to one that is influenced by a few incumbent
providers.

In the absence of spectrum caps, incumbent providers have gained access to large
portions of the spectrum. For example, the recent 700 Mhz spectrum auction substantially
increased the market power of two incumbents — AT&T and Verizon — leaving the market highly

6

susceptible to anti-competitive actions.*® Even when Commission regulations force one of the

two big carriers to divest spectrum, the other of the two often purchases it, leaving unchanged the

" The elimination of spectrum caps has enabled the two

market sharc held by the big two.
largest providers to use their purchasing power at spectrum auctions and ward off new entrants in
the market. The Commission should consider readopting a spectrum cap to ensure that small and

new providers are able to access the available spectrum resources of the nation.

2. Joint ownership and lack of intermodal competition among wireline and
wireless providers restrain growth in the wireless market.

CMRS carriers that are also incumbent wireline providers — namely AT&T and Verizon —
hold disproportionate power in the wireless market. Lack of rcgulation permits incumbents to
utilize a number of anticompetitive measurcs to demonstrate power in the market. First,
incumbents hold the capacity to position themselves and their products to ensure that customers

who switch from the wireline scrvice will remain users of wireless service offered by the same

% See Press Release, Federal Communications Commission, FCC Announces Wireless Spectrum
Cap To Sunset Effective January 1, 2003 (November 8, 2001), available at
hitp://www.fce.gov/Bureaus/Wireless/News_Releases/2001/nrwl0129.html.

% Se¢ Bryan Gardiner, “In Spectrum Auction, Winners Are AT&T, Verizon and Openncss,”
Wired (March 20, 2008), at http://www.wired.com/epiccnter/2008/03/fcc-rele