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PROCEEDI NGS

MR. THI ERER  Good norni ng everyone and wel cone to the
Cato Institute for this norning' s panel discussion, entitled
"Broadband and the Markets: Perspectives fromthe Investnent
Community." M nane is Adam Thierer. | serve as Director of
Tel ecommuni cation Studies here at the Cato Institute.

Before | introduce our distinguished panel, let ne just
rem nd everyone that today's panel is being broadcast |live on the
Internet at our Web site, www Cato.org. The event will also be
archived on our Wb site for future downl oadi ng.

| would al so encourage all of you in the audi ence and
t hose of you on the Wb to visit the technol ogy and tel ecom
portion of our Wb site at Cato.org\tech, where you will be able
to review our research and witings on these issues and you w ||
al so be able to downl oad free copies or subscribe to our
newsl etter, "Tech Know edge,"” the Cato Institute's technol ogy
newsl etter.

Finally, for those of you who are in the audience this
norning, | probably don't need to remind you that we at Cato are
constantly striving to prove that there is such a thing as a free
lunch in this town; and we will be providing one directly after
the end of today's proceedings.

For those of you listening on the Internet, we wll be

sendi ng you your lunch free nonentarily via Web Van or
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HoneRuns.com WAit a mnute, strike that. They are out of
busi ness.

Anyway, let nme now turn to our panel and introduce you
to today's participants. | will do so in al phabetical order
starting with Doug Ashton. Doug is Managing Director at Bear
St earns and Conpany. Doug has been follow ng the
t el ecommuni cati ons equi pnent space for the past seven years at
Bear Stearns, Jeffreys and Conpany, and Tucker Anthony.

Prior to that, Doug worked at the Anmerican Enterprise
Institute. Hi s focus areas in the equipnment area, include
t el econmuni cati ons software and access related to technol ogi es.
Doug recently testified, by the way, in front of the House Energy
and Conmerce Conmttee on the Tauzin-Di ngell bill.

Doug and | actually first met when he was wi th AEI
Doug has found a place in ny heart because he was the first
person to ever buy ne a steak dinner at Capitol Gille when it
opened, which | have never forgotten. And | guess this is now
payback for Doug. By the way, if anybody wants to find a pl ace
in nmy heart, steak lunch is usually the way to do it.

Second is Blake Bath. Blake is Managing Director and
Seni or Equity Research Analyst for Lehman Brothers. He is the
firms |lead anal yst, covering wire |ine tel ecommuni cations
services, a position he assunmed in 1996. He concentrates on | ong

di stance providers, regional Bell operating conpanies and rural
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| ocal exchange carriers, and coordinates the firms tel ecom
research activities.

Prior to joining Lehman Brothers, Bl ake was the primary
t el econmuni cati ons anal yst at Sanford Bernstein, from 1992 to
1996. He was an analyst in the Strategic Planning and Corporate
Fi nance organi zations at MCl Conmuni cations, from 1989 to 1992.
| should also add that Bl ake's research has been consistently
recogni zed by many firnms and nmedia outlets as anong the best in
the field. And he is consistently ranked as one of the top 10
analysts in this area year after year.

Third, we have Scott Celand. Scott is the founder and
CEO of the Precursor Goup. He is a nationally recogni zed
i ndustry expert and speaker on the intersection of investnment and
regulation. He has testified as an expert w tness before all the
rel evant tel ecom congressional subcommttees and is one of the
nost frequently quoted analysts in this field.

Previously, M. Celand was the Managi ng D rector of
the Precursor Group at Legg Mason. Scott also was a Partner at
t he Washi ngton Research G oup of Charles Schwab and Conpany,
where he was part of the 1996 Institutional Investor All-Anerica
Research Team for Washi ngton Research. 1In addition, Scott has
served as Deputy United States Coordinator for International

Communi cations Policy at the U S. State Departnent, and Seni or
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Policy Advisor for Legislative Affairs for Secretary of State
Janmes Baker.

Finally, we have Erik O beter. Erik serves as Senior
I nternet Anal yst at Schwab Capital Markets, where he focuses on
network technol ogi es and communi cations industries. Prior to
j oi ni ng Schwab Washi ngt on Research G oup, Erik served as Director
of the Advanced Tel ecom and I nformation Technol ogy Program at the
Economi c Strategy Institute, a think tank here in Wshi ngton,

D.C. He has also served as a Senior Consultant with
| nternati onal Tel ecom Consultants of Mexico Cty.

I f you want to know the quick way to Erik's heart, it
is through a bottle of fine tequila. He and | share a vice for
fine Don Julio and other fine tequilas. So, you can al ways know
the way to get himon your side is with a good bottle of tequila.

Now, that is our panel. But before getting started,
let me say a word about today's format. |nstead of having each
panelist stand up and give a typical sort of 15- to 20-m nute
presentation, Washington style, | have instead opted for a far
| ess formal |ayout for today's panel. Right fromthe start, | am
going to be asking questions and playing devil's advocate, to
encourage a nore active and interesting discussion. | wll be
aski ng questions about the current state of the broadband nmarket,
the specific legislative and regul atory proposals that are being

consi dered, the interaction, or |ack thereof, between Washi ngton
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and Wall Street, and the inpact of all of the above on nmarkets
and specific sectors of this industry.

Not only will | be asking questions fromthe start, but
| will be roving through the audi ence | ooking for puzzled or
angry faces who mght want to interject a word or a good question
about sonething the panel has said. Think of it as Jerry
Springer without the cat fights; although |I've conme to believe
that think tank cat fights can have their advantages, after
W tnessing the debacle at AElI a few weeks ago between Tom Hazl ett
and Jim d assman and realizing all the press attention you can
get. So, if any of our panelists feel the need to pull hair,
throw chairs, accuse fellow panelists of cheating on their w ves,
that is fine. Wwo aml| to stop you?

Anyway, just kidding. W want to encourage a lively
di scussion today. So, if you think of good questions to pose,
pl ease wave ne down and | will try to get to you during today's
pr oceedi ngs.

Let ne get started by kicking it off with just a very
broad question, but one that is going to require a little bit of
el aboration by our panelists. That is about the current state of
t he broadband marketplace. And | will ask a very sinple question
to start, which is: |[Is the current market for broadband

depl oynent worki ng? Do we have enough broadband depl oynent in
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Anerica? And, if not, as | assune nost panelists will say, why
not ?

s it because (a) governnent policies are hindering the
devel opnent and depl oynent of broadband services and how so? O
is it because (b) the demand is just not there and the costs
remain too high? 1In other words, is this nore of a marketpl ace
failure and not a regul atory one?

Let's kick that off w th Doug.

MR. ASHTON: | think it is alittle bit of both. To
answer the question, where is it and is it working, it is not
wor king. The industry is basically stalled, in our view, at the
access bottleneck. It is actually kind of ironic that our tech
sector is in such difficult tinmes right before what could be the
bi ggest expenditure cycle you could get, which would be
noder ni zi ng the cabl e networks, the RBOCs' networks, and
instituting sone form of broadband wireless, 2.5 Gor 3 G

We are basically stalled at the access | evel and taking
care of broadband access in kind of the easiest ways possible.
Most DSL is offered very close, say, to the central office
switches and the |ike. But the nasses, there are sone nmjor
i ssues on getting the broadband infrastructure out to the nasses.

I n our view, sone of those answers are going to have to
be found in policy and policy change. So, the real issue is, how

do we junp start access nodernization when the rate of return
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that a lot of the carriers see fromgoing down that path doesn't
appear to be good? And it is a very risky situation, because not
only is the rate of return an issue, but, really, trying to
figure out what ultimtely consuners want is al so another issue,
what they are willing to pay, et cetera.

We have a lot of things that are kind of going wong
here as we try to institute this next big cycle. And we are
basically stuck in front of it. W have hypothesized in our
witings and the like that without policy change, it is pretty
hard to see how you will get any kind of real access
noderni zation at | east over the next three to five years.

MR. THIERER: Sticking with al phabetical order, let's
hear from Bl ake next. Wat do you say to this, regulatory
failure, market failure, both or neither?

MR. BATH. | always love it when the equi pnment anal ysts
tal k about how the services conpanies aren't spendi ng enough.

The maj or theme of our research over the |ast year or so has been
t he degree of over-capitalization of the tel ecom narkets.

| think the fact of the matter is that broadband
deploynment is alive and well. |If you | ook at broadband froma
br oader perspective, broadband to busi ness custoners has gone
fromless than 2 percent penetrated in 1990 to about 55 percent
t oday; 55 percent of all business custoners have access to T-1

rates of speed to their desktop, or faster, which is pretty
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amazing. On the consuner side, we are at 7 percent market
penetration rates and over 50 percent availability.

| would agree with Doug to an extent, that it could be
certainly better. |If you look at just the consumer broadband
mar ket, which | presune is sonewhat the focus of the question,
clearly cable is in the |l ead today. Cable's custoner base is
greater than two tinmes the rate of the RBOC s.

Cabl e, and not coincidentally, nore than doubled, in
fact alnost tripled, its capital spending |levels basically
i medi ately after the Tel ecom Act and the deregul ati on of the
cable industry. dearly, cable has additional revenue streans
that it is able to address beyond just the high-speed Internet
access market. But | do think it is no surprise that cable,
which is a lot less regulated, if in fact not totally
deregul ated, has much hi gher penetration that the RBOC s have.

| used to work at MCI and | used to view the RBOC s as
the bad guys. But now | look at their deploynment and the
aggressiveness with which they are offering broadband, and | have
to be sonewhat synpathetic. They are putting 50-plus billion
dollars in capital at risk and are being asked to junp through an
awful lot of regulatory hoops in doing so. If | were them |
too, would be taking a neasured approach.

MR. THI ERER. Scott, we have heard a fairly pessimstic

approach about the broadband market from Doug, and now Bl ake is
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saying, well, it is not as bad as we think, there is a bright
side of this. Wat gives? Wat do you think about the
mar ket pl ace?

MR. CLELAND: | think what you need to do is | ook at
the market in three segnents. There is the big business segnent,
wher e broadband is al nost 100 percent deployed. Any of the big
busi nesses that want it can get it or have gotten it in nost
ur ban areas.

Then, if you look at small business, that is where the
real problemis, in ny perspective; probably 10 to 20 percent
depl oynent at best. Wat we have is what | call a broadband
paradox, in the sense that the small businesses -- and why snall
busi ness matters is that it is probably, if | have ny nunbers
right, 85 percent of all firns, 40 percent of enploynent and
about a third of the econom c output of the country. And if you
are a small business and you tend to demand broadband or you need
br oadband, you happen to be geographically | ocated the furthest
fromit.

For exanple, if you are a printing conpany, you need
lowrent. You need a | ot of space. You also need bandw dth
badly. If you have lowrent and a | ot of space, you are not near
anybody's central office. So, there is alot of that. Farmng

is that way. Construction is that way. Engineering is that way.
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The smal | busi nesses that npst need broadband are going to be the
furthest fromit, either fromthe cable or tel ephone plant.

Then you have the residential market. Qur nunbers,
right around now, we think it is approaching 8.5-9 percent
penetration. Cable is at about 71 percent, roughly. DSL is
about 27 percent.

So, to get to your other question, | think it is a
conbi ned nonster probl em of sone serious wong regulation and a
serious market problemin the sense that the econom cs of the
| ocal | oop are abysmal relative to other sectors. So, | imagine
we wll get to that nore.

MR. THI ERER. Erik, you did a study before joining
Schwab, where you talked a | ot about these issues, regul atory,
mar ket failure. What gives? Wat do you think this nmarket |ooks
i ke right now?

MR. OLBETER. Well, | agree with a |lot of what Bl ake
has said about there really being very little regulatory
influence at this point on the access part. The study that | did
was sort of looking at a lot of the |ong distance provisions of
the Section 271 prohibitions and the problens that that caused.
And | do think that still creates a significant disincentive for
some investnent.

| think that right now you can divide the world up in a

| ot of ways, and we can debate for a long tine whether or not
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depl oynment is going as well as it should. | have seen a | ot of
studi es that have tried to nmeasure broadband depl oynent versus
ot her technol ogies, the VCR and tel ephone capability. The
reality of it is that probably right now the Bells and the cable
guys are investing about as fast as they can, reasonably, into

t he markets.

| think a nore instructive question for this debate is
really focusing on, are there regulatory disincentives to
investnment? | think that overall we would all agree that the
Tel ecom Act was a tradeoff. Essentially, the tradeoff was for
conpetition, and that has sone inpact on the growth of
i nvestments and how those investnents are nade.

Now, while | don't think that currently regulation is a
tremendous barrier to growh -- and, again, we see that right
about 50 percent of the market has DSL avail able -- as you start
to go farther and farther into deploynment of access facilities,
and you start to talk about the suburbs and then you start to
tal k about rural areas, or you are tal king about under-served
areas, that is where | think the regulatory problens really
becone acute.

| think that is really where in the future we can sort
of hit a wall; where broadband depl oynent sort of stops at these
nei ghbor hoods and because (a) the rate of return on these

investnments currently are perceived to be, or literally, take
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four years before it starts being EBI TDA positive, and because
the rural areas have such different economcs and it is a |lot
harder to nmake significant bucks off of it, that we really could
hit a wall. And that is the kind of perspective that we are
comng from

MR. ASHTON. There is one point that is very inportant
to make in the sector, and in a ot of discussions it is hard to
break that out but it has been broken out a couple of tinmes here
and | just want to reiterate it, which is you really have to
t hi nk about tel ecomruni cations services in very distinct markets.
You can do it |arge business, small business, residential, or you
can look at it single-site businesses, nmulti-site businesses,
residential. But the build-outs, the services, the pricing,
conpetition, all the issues that go into maki ng a busi ness nodel
out of carrying a network are very different in each of those
segnents. Sonme of overbuilt. Sone are underbuilt.

The two that probably cone closest in nmy mnd, and you
coul d argue otherwi se | suppose, but the small business market
and the residential market are very often serviced off the sane
networ ks, the sane switches, and the sane digital |oop carriers,
whatever it mght be. At the end of npbst suburban streets are
busi nesses. And a collection of streets reach nore of a shopping
center, and there are businesses in the shopping center. These

ki nd of users are serviced off the sanme type of network.
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The | arge business, the city, D.C. or Boston or
what ever, that is a whole different situation. There are |ots of
smal | businesses in those cities, too. And they have better
access to broadband pi pes than people do in those markets. So,
those delineations are very inportant. And as Scott showed, the
denographi cs are also inportant in how they play out related to
where people are located. That is a major difference between us
and ot her countri es.

In Germany, for instance, | think 75 percent of the
people in Gernmany are |ocated within 6,000 feet of a CO  That
means they can be DSL-enpowered very easily. This country just
happens to be spread out. So, enpowering people for broadband is
atotally different ball game. And it is going to be nuch nore
difficult because we have addressed those kind of, okay,
ever ybody, we are not very denmand-dense, and all these kinds of
things. And we have dealt with that over tine. And nowit is
preclusive, in part, to broadband infrastructure.

MR THERER So, is it a case of niche market failure
here, where you have specific markets? W hear a | ot about rural
br oadband versus urban, residential versus business. That is
nore the case than what | think Doug is saying. W have a
probl em here in Anerica, a unique one, nmaybe partially based upon

geography. Is it the service provider serving those areas?

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



15

Bl ake, what gives? Are we seeing maybe there are
problens in certain markets nore than others? That seens to
obvi ously be the case. W is doing the best job, or what are
t he bi ggest problens we face?

MR. BATH. | guess, fromny perspective, it all cones
down to capital recovery. That was an issue that did not get a
| ot of focus over the last three or four years am dst very easy
capital in the capital markets. But now, given the capita
mar kets' tightness and a greater appreciation for the riskiness
of these investnents, it is going to cone down to, if you are a
phone conpany, where are you getting the best capital recovery
and the qui ckest pay back.

Clearly, the reason you have seen depl oynent of broader
band network to busi nesses is because you can recover the capital
qui cker. And clearly, the reason that the cable conpanies really
stepped up their investnent in 1997 and beyond was they were not
regul ated, they weren't forced to open up their networks. There
were multiple revenue streans that they could address. They
could price the services however they wanted.

| think you will see nmuch nore aggressive capital
depl oynent by the RBOC s and the | arge tel ephone conpani es, who
spend 70 to 80 percent of the capital in the industry; the |ess
regul ati on you have, the greater the freedomto price service and

depl oy the networks w thout forced access being forced.
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MR. THIERER. Well, Scott or Erik, what do you think
about the point Bl ake just nmade? Do either of you want to
coment on that?

MR. CLELAND: Well, | respectfully disagree with what
Eri k had said before about a tradeoff on the Tel ecom Act. |
agree with Erik, it was a tradeoff between conpetition and
investnment. But the way that it was inplenented, it was
i npl enented in a way where you were supposed to try and bal ance
those two things. Because if you read the purpose of the Tel ecom
Act, it was supposed to pronote conpetition to | ower prices and
i ncrease innovation for consuners, and encourage the depl oynent
of broadband technol ogies. And that "and" was kind of forgotten.

How it got so out of balance is that the FCC chose to
use uneconomc and -- | use the word -- "imaginary" pricing in
order to try and encourage conpetition. The TELRI C pricing
net hodol ogy, when you take off the layers and you look at it, it
was an imagi nary pricing nethodol ogy. They wanted sonebody to
choose the price of a network that hadn't been built. It was the
| owest price. It would have been the best available. So, it was
essentially a regulator going like this with a dart board and
saying, that is the price we want it to be, and there was no
basis in economc reality, and then no basis, on what Bl ake was

saying, of an ability to recover capital.
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So, the problem | talk about here is what | call a
reverse patent. 1In the United States we have a patent |aw which
all ows the people that innovate, the people that spend noney, to
actually reap the benefits of their investnent. And the way this
was i nplenented, it was a reverse patent; in the sense that the
person, the Bell that was going to invest the noney, would not be
able to enjoy the return. Essentially, when they put a dollar in
the ground, 50 cents on the dollar is what a conpetitor could
rent it at. It was |ike, how dunb is that?

If you are trying to pronote deploynent, if you are
trying to encourage investnent, why would you want the only
peopl e that could nmake noney off of that investnment to be those
that don't make the investnent? So, that at the core is one of
t he biggest problens in the TelecomAct: it was inplenented to
hyperstinul ate resal e conpetition and, in doing that, it
prof oundl y di scouraged any incentive for facilities-based
conpetition. Because why woul d you want to take the risk of
going in and putting in plant if you could actually rent it a
whol e | ot cheaper?

MR. THI ERER. Scott, | don't want to let this
opportunity pass w thout playing devil's advocate here. The
Tel ecom Act was concerned about expanding service options to
consunmers. It was al so concerned about building a conpetitive

mar ket pl ace, getting nore conpetitors.
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An exact quote we hear Reed Hundt say all the tine is,
"You can't have conpetition w thout conpetitors.” Now, what is
the nore inportant policy goal? 1Is it a plethora of conpetitors
in each market or is it an expansion of broadband? Sonetines it
seens |like there mght be a tradeoff, that we cannot have a
nunber of conpetitors in certain markets. W mght just have to
al | ow deregul ati on and one guy does a good chunk of it.

MR. CLELAND:. Wth all due respect to former Chairnman
Hundt, that is the way that he defined the Telecom Act. |If you
read it carefully and if you follow the colloquy on the debate,
the Tel ecom Act was an experiment. |t was creating the
opportunity for conpetition. It was opening narkets for
conpetition. There were votes on market share tests. They were
voted down. It was an experinent.

Peopl e got all excited about it. Expectations were way
out of control. But there wasn't any guarantee of conpetition.
And the fornmer Chairman took it upon hinself to say that we are
going to deliver it and we are going to reverse engineer this and
price it so that we do get a set nunber of conpetitors.

MR. THI ERER Blake is itching to say sonething.

MR. BATH. If | could just follow on to Scott's
coments about the Telecom Act. As we all knowin this town, you
have to work with a | ot of forces and you never get the perfect

bill. But if you think about what that Act did and the genesis
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of the Act, telecombills got brought up in every Congress,
beginning in 1986 or 1988. If you think about the state of the
tel ecom mar ket through 1995, only in 1995 did data and w rel ess
becone 10 percent of the tel ecom business. Today they are a
third. Five years fromnow, data and wreless are going to be
two-thirds of the market.

| think the telecombill was very much backward-1| ooking
and very much a product of the various industry constituencies at
the time, which were the voice-based RBOC s and | ong di stance
conpani es. So, the big debates at the tinme were, how do we get
the RBOC s into |long distance and | ong distance into the |ocal
mar ket , as opposed to thinking about, as Scott pointed out, how
do you really foster broadband depl oynment ?

The reality of what investors and customers and others
are now finding out, deploying broadband wired and w rel ess
networks is an incredibly capital intensive exercise. You are
putting an awful |ot of existing and new capital at risk. So,
the notion that you add additional risk elenents of how to
mar ket , of how your investnent is going to be opened up to others
or given up to others, really adds a degree of uncertainty that
is paralyzing, to an extent, sone of the investnent that m ght be
made.

MR, THIERER. Erik, did you want to follow up there?
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MR. OLBETER: Yes, just real quickly. | don't think
|"mready to throw chairs yet, Scott. But | think we actually
probably agree nore than we disagree. Cearly, the Tel ecom Act
was a forward-|ooking docunent. No one would price at TELRIC for
new networ k conponents. Clearly, they were not thinking ahead.
And, quite frankly, in 1996, not many of us were thinking about
the full inplications of broadband networks.

| guess the question is, at what point did it becone a
tremendous problem and where in fact are we going to see the
| ack of broadband rollout? | don't think, quite frankly in ny
view, that the Bell rollout to the big busi nesses has been
hal tered or hindered by the TelecomAct. | just don't think it
is. They are going to nmake that investnent. The noney is there.
The rates of return are there. That is sonething they need to
do.

Now we are starting to get into the rollout of nore
advanced services. You are tal king about needing to roll fiber
to the curb; you are tal king about rmuch nore capital -intensive
efforts. And, quite frankly, when you are tal king about suburban
areas, when you are tal king about a lot of the residential, as
well as the small business, all of a sudden now the inpact of the
Act, | think, is going to be truly felt.

We are sort of reaching a point now where, when you

| ook at deploying for rural areas -- and we have run the internal
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rate of return analysis -- when you are tal king about a rura
area, where you have a Sonnet Ring in place, and all of a sudden
a Baby Bell needs to throwin a 125,000 ATMswitch for a CO that
has maybe 1,000 |ines, when you are tal ki ng about reconditioning
that, that extra expense all of a sudden neans a lot if you're
deploying stuff. And, quite frankly, our overall analysis shows
you are actually not going to start being cash-flow positive
until about six years after the initial investnment. That is
huge. That is an enornous disincentive.

But is that to say that we won't have incentive in
Manhattan? No. We will continue to have incentive there. But,
really, | think it is nmore of a problem when you start going
beyond that and spreadi ng out where we are starting to see the
i npacts on that.

MR. TH ERER. But again, just to follow up before |
open up to some questions here, if | am M. Hundt |I say, but the
incentive cones from havi ng new conpetitors, new conpani es enter
t he marketplace; in sone of these markets where it appears that
there is only one major provider, the best incentive would be to
have two or three additional providers.

Now, the question there is facilities-based versus
resale, things like that. But let nme really put you guys on the
spot here. If there is only one big player in town who can do

this, should they be free to do it or maybe should the old rules
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continue to apply? Scott, you |look like you are itching to say
sonet hi ng

MR. CLELAND: Yes, | have been saying this now ever
since the Telecom Act and | testified before Congress on it. |
beli eve that nonopoly economcs still exist in the | ocal phone
mar ket and that technol ogy, unlike many peopl e thought, the
t echnol ogy changed everything. There has been a cult of
technol ogy, fromfixed wireless that has yet to work profitably,
cabl e tel ephony, the Iridiumfiasco. W can run down the
technol ogi es. There were huge, huge over-prom sing and
under -del i veri ng.

| amnot saying that it will always be a natura
monopoly. What | amsaying is we have yet to see a technol ogy
that is at a price point that transforns the | ocal phone networKk.
So, Congress, at the egging on of a lot of industry, thought that
a grand experinent was ready. But in the |ocal group the
problem -- and | have been saying this for years -- they thought
t hey woul d apply an MCI econonic nodel, where MCl coul d conpete
agai nst AT&T, and they got the economics totally wong, in the
sense that |ong distance conpetition was capital efficient and
the elasticities were incredibly powerful.

In local, it was the exact opposite. The elasticities

are dismal; they are .2. And the capital is so inefficient, it
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is off the scale. So, economics rule; technology doesn't rule.
That is the big m stake of the Tel ecom Act.

MR, TH ERER. Ckay, we have a couple of questions. |
ask you to please identify yourself and try to keep it rel evant

to what we are di scussing at that tine.

MR. HARKAVY: | ameElliot Harkavy with EGH &
Associates. | do strategic and operations consulting. Like M.
Bath, | used to work at MCI. And | was actually firsthand in the

negotiations with the RBOC s.

But leaving M. Cleland s point alone for a second,
what you are saying about broadband is a |ot of the good theory
stuff. | have been a customer of Verizon DSL for two years and
have al so hel ped a couple of other people get live onit. 1"l
tell you the real problemis, one, Verizon does not have their
act together froma process point of view, not an investnent
point of view If anything goes wong you have inside wring
pointing fingers at outside wiring, pointing fingers at network,
pointing fingers at tech support, pointing fingers at billing.

After three weeks of that, when | started to go online,
it turned out I was the one who had to | ook at the nodem box and
di scover they gave nme a box with two network jacks and no phone
jack. And when | alerted themto that, they actually recalled
1, 000 nodens.

MR. TH ERER. What was your question?
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MR. HARKAVY: | want to share a couple of very quick
stories and | want to get their reaction in terns of having their
act together. | amalso helping a client right now get theirs
up. They are using a CLEC. It has been 14 nonths since they
ordered it; 13 nonths and three weeks of which were them pointing
fingers at Verizon and Verizon pointing fingers back.

| finally called M. Coleman's office at Verizon. |
called M. Skylar's office at Earthlink. | got two senior-|evel
people. They are finally, instead of pointing fingers at each
ot her, discovering that they had sone bad cards in place, they
have had sonme bad wiring in place. But this was the type of
thing that, because they could point fingers all over the place
rather than actually react to sonething or have any consi stent
policies and procedures to | ook at things, Verizon could
effectively block any alternative carrier

Al so, at ny central office, you go there at 11:30 at
ni ght and you will see the CLEC s lining up in front of the
central office, on Hanpden Road and W sconsin Avenue, because
that is the only tine Verizon will let people into the co-los to
actually do sone work. Please tell ne howthis is affecting
conpetition and how this is affecting rollout.

MR. BATH. Let ne try and address that. | think it is
certainly different RBOC by RBOC. | would say Verizon has been

one of the |east focused on the DSL opportunity and, as a
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consequence, | think all of the custoner care issues that you
tal k about, certainly you are not the only custoner that is
havi ng those experiences. | think many, many, many are. But, |
think it does highlight the difference between the consuner

mar ket and the busi ness market.

In the business market, those issues crop up all the
time. You just don't see it as a custonmer because you have an
MS staff and a dedi cated tel ecom person who is dealing with al
that stuff and who is paying Verizon every tinme there is a truck
roll or this and that. | think that is point one.

Point two is how nmuch nore would the custoner --
guess you are saying it is a small business custoner -- how much
nore woul d that custonmer pay for high-speed access? Obviously,
there is a high value to the service, but because of the way

Verizon has to sell the |oops, they can only charge a certain

anount. Now, nmaybe that custoner would be willing to pay 120,
130 or 150 bucks a nonth to get that services. |If they are
payi ng that much nore, | can guarantee you Verizon would step up

their efforts to inprove custonmer service and i nprove tech
support.

Again, | think as Scott said, it is all going to cone
down to economcs. The RBOC s, by our estimtes, on their DSL
depl oynment have | ost over $4 billion in cash flow annually, in

2000 and 2001. In 1999 it was about $2.5 billion. People talk
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about four years to be EBITDA positive. | don't know where those
nunbers are comng from It takes a while. This is a |ot of
i nvest nent .

Clearly, there is a market demand out there. But
busi nesses are quite different fromconsuners in terns of their
willingness to pay; or, | should say, the arbitrage between what
Verizon can offer the price on a retail basis versus reselling
their network on, and in terns of the custoner care experience,
there is a lot nore going on in ternms of business custoners than
there is on the consuner side.

MR. TH ERER. Doug, do you want to junp in?

MR. ASHTON: There is a couple of technol ogy issues
here, too, that have to be understood. DSL as a technol ogy may
have been around for a long tine and a |ot of people like to
highlight that. | know the RBOC s sat on this stuff for a |ong
time. The fact of the matter is that there wasn't a | ot of
demand for it until the Internet took off and the browser was
invented and all that stuff happened in the early 1990's. And
like with a |ot of technol ogies, they needed upstarts to push the
envel ope on a new service. And then they watch and see how it
takes hold in the market. Then if it starts to take hold, they
start to get interested.

That is what big conpanies are supposed to do. |[If you

are running a | arge conpany, that is what you do. You |let other
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peopl e test the nmarket on new technol ogi es because you have the
capital to ultimately go right past themif it is sonmething that
actually ends up with a | ot of demand and has good econonmics to
it.

But DSL technol ogy is going through a | ot of changes.
There are a lot of issues that start in the central office, to
testing, to the back office systens that have to be equi pped to
take orders and activate the network and provision the services.
This stuff can't happen overnight. A few DSL upstarts made
everybody believe it could. They went after the easy custoners,
whi ch were easy to provision off of DSLAMs and CO s, et cetera.
The real cost of DSL, they are com ng down over tinme based on
technol ogy and the like. But that has to work itself through the
vendor mar ket and technol ogy devel opnent.

The ol d adage is that it cost sonewhere around -- and |
m ght not have this right, but | think Blake or Scott can help ne
with this -- | think an average truck roll costs sonething |ike
$450. So, if you are paying $40 a nonth, you are paying $480 a
year. Well, one truck roll is basically eating up the revenues
on your service. That doesn't account for the equi pnent and al
t he changes they have to make in their systenms and everything
else. And two truck rolls nmeans you have a two-year payback.

And three truck rolls means you have a three-year payback
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So, it is kind of Iike nmaybe they shouldn't be running
so aggressively until they actually get this down to a system an
automated system of offering a service that ultinmately makes it
econonmical, which ultimately can drive it out. And that is
really tal ki ng about DSLAM based DSL. W are not talking about
changing out all the digital loop carriers, of which there are
100, 000 of them to DSL enable those to anybody so that anybody
serviced by a DLC can get DSL service.

| think what happened was, after about 12 nonths of DSL
and Covad and Northpoint and the rest of these conpani es pushing
t he envelope, a lot of the realities of DSL finally cane out.

And all of a sudden it was |ike, hey, nmaybe this service won't be
as profitable as we thought it was going to be.

MR. BATH. The only other thing | would say is | think
there are trenendous anal ogi es between wireless and DSL. |If you
t hi nk about the last big service the RBOC s really rolled out, it
was wreless. |If you think about the early econom cs of that,
the service quality of that, | mean people were paying $1,000 a
nmonth for a big brick phone and a couple of dozen mnutes. It
did have the benefit of not being a regulated service. And it is
one of these markets where you add two conpetitors. You did have
to spend a lot of capital. As you were able to gauge market
dermand, the scale of economics clearly started to i nprove as you

nmoved down the penetration curve.

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



Unfortunately, with respect to DSL, you are only able
to charge a certain anmount, really, because of the ability to
resell the network by conpetitors.

MR THHERER. | amgoing to raise a couple of specifics
about Tauzin-Dingell and | egislative proposals. W have a nunber
of questions back here, though. Again, please identify yourself.

M5. ASHDOMN: | am Sue Ashdown. | amthe Director of
the Anerican Internet Service Provider Association, and also an
| nt ernet service provider.

We had the experience where we had a DSL conpetitor go
down. And custoners of ours, small business custoners who were
getting SDSL, who could no longer get it. They had to go back to
a dialup solution because the phone conpany now, not having any
conpetition, was not interested in providing a DSL product of its
own. So, Adam | thought your question was really interesting.
And | don't know that | felt that it was really answered. Is it
inmportant? Does Wall Street think that it is inportant to have
conpetitive DSL conpanies spurring rollout of DSL by the Bells?

Second of all, when you get to Tauzin-Dingell, that is
one of the solutions that has been proposed. O course, from our
perspective, we are afraid that that really takes away the DSL
conpetition that has allowed us to roll out DSL to our custoners.
Does Wall Street really think that given the poor chances that

have been assessed by a |lot of the press, Hollings' negative

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



remar ks about the bill, the contentious nature of it in the
House, does Wall Street really think that that bill has a chance?

MR. THIERER  Sue is stealing all ny thunder here for
my next questi on.

MR, ASHTON: | amjust going to junp in and say this is
the funny thing for ne. Sonebody is offering you a service and
they go out of business; and we are upset that the RBOC s don't
conme in and bring the same service to you. They are in it to
make noney. Maybe it is the service itself that is not
econoni cal that sonme conpany was financed to go sell. Qobviously,
you are probably not the only custoner. The service itself
doesn't appear to be justifying a business nodel for sonebody
el se, so why is it strange that the RBOC doesn't run in and try
to replace that service itself?

M5. ASHDOWN: | just want to followup with that. One
of the ways that | look at it is that there is a figure that |
never hear anybody tal k about. And that is the fact that in the
DSL mar ket pl ace, i ndependent studi es have shown that the Bells
command 80 percent market share in DSL. |s that not enough to
prove (a) that the regul ations nay be working very well to their
advant age right now, and (b) that it is econom cal for thenf

MR. THI ERER  Does anybody want to try to answer that?

MR. BATH: | would. Eighty percent of the DSL market

is the incorrect definition of the nmarket.
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MR THIERER. Right. | was going to say are we
defining the market right, or the relevant market here, is the
question. Are we talking DSL, cable, or satellite? Wuo is
included in that? That is part of the answer to that.

Does anybody el se have a question? W have anot her
guestion here. John?

QUESTION: A couple of quick coments. One, the
rel evant market clearly includes cable nodens that have about 70
percent of the market. Nunber two, the figures you heard earlier
on cash floww Il tell you, they may have been better off with 40
percent of the market than 80 percent. Third, on wreless,
wirel ess did not have Reed Hundt nessing it up. And that is why
conpetition worked a | ot better there.

Lastly, on sitting on DSL, the comment nade earli er,
not true. Bell Atlantic rolled out DSL for video in the sunmmer
of 1993. At the same tinme, about one or two nonths |later, they
won a court case about the right to offer content over those
[ines. On the other side of that was the National Cable
Tel evi si on Association and the FCC. That represented the content
side with 70 percent of the business. So, they didn't sit on it.

What happened was that all the video trials, cable,
Time Warner's full service network, all the video trials by
t el ephone and cable went up the chute by the tine the Tel ecom Act

had passed. And it took the Internet and the prospect of
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broadband to revive it. But nobody that | know of sat on
anything. They are rolling this technol ogy out despite |osing
nmoney, because ot herw se they fear, and understandably, that
cable will have 100 percent of the market. And if they wait
until the rules change to start rolling it out, if they do
change, it will be too |ate.

MR. TH ERER. Does anybody want to comment on that?

MR. OLBETER: | actually just want to agree with what
that gentleman said. First, to answer your question: Does
conpetition matter? Absolutely. Wien | talk to ny clients and |
ask them what are the forces driving Bell investnent, it is a
regul atory environment no | ess than cable. They are constantly
telling us, well, if they don't do it, the cable guys will. That
is clearly having an inpact.

When | ask them how nmuch of an inpact -- and generally,
when | ask people on the street who know nore about this than
do -- what kind of conpetitive inpact is DSL having on the
depl oynent on actually the investnent rates, | get very m xed
answers, quite frankly. And | think the general sentinent is
very m xed as to whether or not DSL really poses sort of a
long-termthreat. Probably in the niche markets and probably in
t he business market it does.

But really, I think, one of the drivers for everyone's

i nvestnents, whether it be cable or the Baby Bells, is really the

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



two. | nean, what is the other one doing? Were are they
investing? And they have invested on the sane path and in a | ot
of the sane areas probably because of just a gane theory, where
you want to be where your conpetitor is. You don't want to |ose
any existing revenue to them But, increasingly, | think that
that is going to be the real big fight noving forward.

MR. THIERER. W have a coupl e of other questions over
here. Dd you want to say sonething, Scott?

MR, CLELAND: Yes, | would just piggyback on that.
When you talk to sharehol ders and you talk to investors,
conpetition is a lousy investnent thene. It is an awful
i nvest ment thene. Because conpetition erodes profits and
conpetition slows grow h.

Now, if you can choose to invest in only the w nners,
essentially; if new conpetitors are going to be the only w nners
and the incunbent is going to be a | oser, then you have a fixed
gain, and that is great. You can win. But net-net, introducing
conpetition and enforcing conpetition, what it is good for is it
is good for consunmers. It is good for choice. It sonetimnes
stimul ates conpetition.

It is not good for investors. Qur clients hate it.
They are always | ooking for the | east conpetitive nmarkets,
mar ket s where there are huge barriers to entry. And | would

argue that broadband, DSL, and cabl e nodens, that is not
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conpetition. A duopoly is not conpetition. There are huge
barriers to entry. Satellite is still a very feeble entrant to
this. Fixed wireless has yet to show up at the gane.

And if you |l ook at a conpetitive marketplace, what you
woul d expect to see is prices going down. And anybody that has
| ooked at the DSL and the cabl e nodem mar ket know that prices are
going up 10 to 25 percent. That is not a conpetitive narket.
That is a nmarket that investors like -- a market that is not very
conpetitive, where prices are going up and returns have a chance
of goi ng up.

MR THIERER  Erik, | amgoing to give you your
foll owup, but, Scott, aren't sonme of these markets contestable?
| always nmake this point when | am giving presentations. | have
two satellite dishes and two cell phones. | amripping wres out
of nmy hone. | have this corny phrase, ny wife and I, "wire-free
by 2003." W hate wires. No nore cable. W have one Verizon
line only because our satellite dish requires us, if we want to
be interactive and order novies, we have to have that |ine in our
home. That can go soon, as well.

This sounds like a fairly conpetitive market in a
strange way. Now, not every hone has these options, but | have
two satellite dishes, two cell phones. That is ny last mle in a

sense. \Wat do you say to that? You just said that a duopoly is
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not conpetition, satellite is nowhere on the nmap. | have gone to
t hat option.

MR. CLELAND: And you are very rare. And you are not
going to get the service that you would through a cabl e nodem
You have chosen to go wireless. You have chosen to sub-optim ze
your high-speed access. Satellite is outstanding for one-way
broadcast. Wen you try and retrofit it to do two-way broadband,
it doesn't work. You have a huge | atency problemon the return
path. If you wanted to get broadband switching in the sky, you
woul d have to nmake that satellite bigger than the Space Station.
It is not economc.

And why satellite econom cs don't work for broadband is
very sinple: economcs rule. The nore switching you want to do
up in the sky, the bigger the rocket it is going to take to put
up, the nore power it takes, and the cost goes up. So, satellite
as a broadband conpetitor, is going to be a feeble conpetitor
because it is not the sane service. It is going to have a
| at ency probl em

MR. THIERER. COkay. |If there are any satellite people
here, just let nme know and you can go off on a rant on Scott.

Erik?

MR, OLBETER Well, actually, | agree with everything
you said on satellites and |I think | disagree with al nost

everything previously, respectfully. | think part of it is the
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uni verse that you are comng from Here we have nostly peopl e
dealing with Tel ecom equi pnent and services. Wen you talk to
peopl e who are either in the Internet space, where very few of
themare left, as well as entertai nnment conpanies, they care
about conpetition. They like conpetition. They want to see this
rolled out as much as possi bl e.

They really want to see broadband, and vi ew br oadband,
as absolutely crucial to the next evolution of their nodel,
whet her it be AOL-Tine Warner, on the AOL side, or even on the
entertai nment side of that conpany, as well as Yahoo. You can go

down the list. There is a huge recognition that we need

br oadband.

| don't sense that there is a |ot of people very
confortable with just this idea that, well, the cable guys don't
matter, their investnent doesn't. | think actually they matter a

tremendous anmount in rolling this out and encouragi ng depl oynent.

| guess the question is, clearly, getting back to the
original theme, that there are disincentives for a huge investor,
and the investor with the nost capital out there to actually nake
this happen -- mainly the Baby Bells -- and what do you do once
you sort of hit that wall? Cdearly, we should have done a | ot of
deploynent. In the future, the deploynent doesn't | ook that
great. | think that is a continued concern.

MR. THI ERER: W have a question here.
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MR ROSS: | amPatrick Ross with Conmuni cations Daily
and Washington Internet Daily. | want to thank Scott there for
menti oni ng consuners. Because we have heard a | ot about
infrastructure and equi pnment and capital return.

| want to ask a question not as a reporter but as a
consuner, as sonebody who had DSL for a year and has since
dropped it, when | was |looking at ny bills of cable and tel ephone
and |l ong distance and wireless. Wlat | want to ask is, we know
why busi nesses gain from high speed and why the penetration is
occurring there; obviously, you get a return on your investnent
and you are nore productive. | used to wite for CNET. There is
no way that operation could exist w thout broadband. W couldn't
be posting news stories real tine.

As a consumer, | liked the "always on." | |iked the
fact that | didn't have a separate phone line. But what was |
getting for my $50 a mont h? Slightly faster returns, but it is
not like there is content there. Content is what drove cable
penetration across the country, with TBS and HBO and ESPN. \ere
is the content? Where is the drive to make consuners take
br oadband? W al ready have penetration in urban areas, but we
are still at 7-8 percent total penetration. People aren't taking
it. It is too expensive and the price is going up.

MR, ASHTON. Let nme address a couple of things on that,

because this brings up a point | always try to nake, which is,
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once you get past the regulatory issues -- because if you live in
a gl obal market -- we have a gl obal slowdown in telecom This
isn't just a U S. thing. | amsure everybody here realizes that.
Well, if you | ook at other parts of the world, they are regul at ed
differently. So, what is their problenf

If the problemis our regulation, then what is their
problen? WelIl, they have other problens that we al so have on top
of our regulatory problem I|ike the universal problemin this
busi ness, which is voice is dying as a service that can generate
growt h, and profitable growh, and we have nothing to replace it.
As Scott noted in his Barron's interview, which was the first
time | actually saw it in print, data doesn't make anybody a | ot
of nmoney. And where it does, it doesn't create a value chain
where everybody in the val ue chain makes noney.

So, we have a service issue which is a demand issue.
VWhich is, if | build this infrastructure and | spend all this
nmoney up front, what can | offer over it that you will pay noney
for and for which I can generate a return? And this industry
does not have the answer to this. If you don't know what service
you want to deliver, because we are not sure what you want or are
willing to pay for it, then we don't know how to optim ze the
network to deliver it.

| nmean, do we put in DSL so it can support video, or do

we do it so it can support Internet access? It is a big
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difference in the infrastructure and the technol ogy you buy. So,
this is a very sinple problemthat this industry has, but it is a
very hard one to solve. It gets back to an Internet thing.

VWhich is, | never listen to the Internet fol ks because they stil
don't understand i ncone statenents and they don't understand
profits and revenues. The fact is, if you think about the
Internet and Internet services versus tel ephone services, they
are very different.

Let's take, for exanple, voice-nail and Callerl D, two
very profitable services that have pretty decent penetration
rates. Those services are supplied with technology that is
totally within the carrier's network. It is on the switch or it
is in a peripheral. The carrier ows it, controls it, all those
kind of things. They bill you for it and they make all the
noney. And they don't share a thing.

I nternet access is like a taxi service, where | get a
flat rate every nonth and | take you to everybody el se's place of
busi ness and you do business with them And the nore | take you,
| don't get any nore noney for it. And wireless is going to
figure this out first. They are getting there, and WRAP is a
start. W have got to figure out a way to marry content with the
service provider so they get a stake in the real noney, as you

describe, in content. That is where the noney is.
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| f the service provider doesn't have a stake in that,
then what kind of gane are they going to play? They are going to
play a | osing gane for an extended period of tinme, because the
payback on this investnent is going to take years and years and
years. So, it is a business nodel issue. It is not just
regulatory. It is business nodel issues, and this sector has not
sol ved them

MR. TH ERER. W have two questions here. This
gent|l eman has been waiting the | ongest.

MR. GODFREY: | am John CGodfrey, with Sony.

| have two questions for M. Cleland. The first is
historical. |If the FCC did set the resale prices, the TELRIC
i magi nary prices, too low, did the resellers thrive in that
mar ket, and how are they doing today? That is just something
that probably everybody else in the room knows besi des ne.

Then the second question: |s there a price at which a
regul ator could direct that broadband depl oyers resell access
t hat woul d gi ve enough incentive for investnent and yet al so
al l ow sone conpetitors to be in the market or is that just an
i npossi bl e dr eanf?

MR. CLELAND: To answer your first question, at first
the resellers did thrive. The two biggest were AT&T and MC
Worl dCom whi ch the unbundl ed el enent platformwas essentially

the reseller nodel. So, they did sinmulate at first. Teligent,
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it took off for a while and people were excited about it because
it was driving revenues. Because it was reselling stuff. It
wasn't using its fixed wireless. So, it was the resale

stimul ation.

If you talk to the Teligent people, they say, |ook, we
made a m stake. We |listened to investors and we |istened to
regul ators that pushed us into a resale nodel, and we got in over
our heads and we couldn't recover. That is a conpany exanpl e,
where reselling was the beginning and the end of their dem se.

It never got themto focus on fixed wreless.

MR. THIERER: There was this question about reselling
br oadband, nam ng the right price. Does anybody want to handl e
that? 1s that sonething that conpetent regulators can do, if we
apply the econoni cs?

MR. CLELAND: No way. What we learned fromthe TELRI C
thing is that these markets are incredi bly conplex. There are
all sorts of subsidy and regulatory distortions. It is just
prof oundly distorted. Essentially, what the FCC deci ded, they
said, why do we need this conpetition thing? Wy do we need
these market forces? Wy do we need supply and demand? It takes
too long and it is too nmessy. Let's pick the nunber, and this is
the nunber it should be. And they picked w ong.

MR. ASHTON: That is a key issue. Because everything

t hat everybody said today has pointed out one thing: This is a

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



42

capital -i ntensive business, and it gets nore capital intensive
the farther down the network hierarchy you go, nmeaning closer to
the edge. So, if you want to spur conpetition, you can do it
successfully, like we did in the | arge business markets; because
there were subsidies and things that were distorting pricing and
you coul d enter there and everybody was very demand- dense and al
that good stuff, and it happened.

But if we try to push it to the edge -- and that is
where it is capital intensive -- well, hence, we have a probl em
So, the solution has got to be in trying to figure out a way to
make it |less capital intensive, which points back to the resale
nodel ; which Wall Street just isn't buying into. And Bl ake would
probably know better than I, but | think by the end of the CLEC

cycle, the facilities-based nodel had totally taken hold and the

resale nodel didn't. | think there are answers, if people can
figure it out. | amnot one of those kinds of people. | just
wat ch.

But if sonebody could figure out a nethodol ogy for
buil ding a resal e nodel back into this sector, | think it could
be very effective. And | think the FCC was headed down that path
with sone of the separate subsidiary rules. | am not saying
support themor not, but you investigate those -- is there a way
we could create a new | ayer of service providers based on a

resal e nodel where, yes, they are at a disadvantage to the
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RBOC s, but maybe they coul d bundl e other services in that woul d
create sone kind of marketabl e bundl ed package or sonethi ng?
Sonebody should be trying to figure out policy-w se how we coul d
make t hat happen.

MR. TH ERER W are going to get into policy and
Tauzin-Dingell in just a mnute. W have a gentlenman who has
been waiting with a question back here for sone tine.

MR BROMWN: | am Ken Brown with the Al exis de
Tocqueville Institution.

| want to just change the subject a little bit, but it
is still telecom Let's say | was a hypothetical carrier and
this Tauzin-Dingell legislation either affected ne positively or

negatively by allow ng conpetition to prevail and conpetition to

get stronger, et cetera. So, what | decided to do was, | said,
wel |, I am spendi ng enough noney on | obbyists, why don't | cone
up with a strategy that pushes this bill because, regardl ess of
whet her the bill passes or not, Wall Street, Bear Stearns, and

Precursor, Lehman, and Schwab, they are all following this stuff,
and maybe ny conpetitors that are depending on these finance

anal ysts rating a conpetitor's stock well or rating the
possibility of investnment well, nmaybe they will get disinterested
followng the legislation to continue financing these
conpetitors. So, whether the |egislation passes or not, ny

conpetitor goes out of business.
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Now, obviously this is hypothetical, but M. d assnman
and M. Hazlett got into it last week a little bit. M. Hazlett,
| think, pretty nuch roasted M. d assnman on this point. He was
the first that started this study, where he was sayi ng that
Verizon actually had a strategy to kind of keep noving
Tauzin-Dingell forward, and the RBOC s had strategies to keep
nmovi ng Tauzi n-Dingell forward regardl ess because Wall Street
fol ks woul d pay attention to it and say, well, this is going to
either pass or fail, but either way it is going to discourage
people frominvesting in these conpetitors.

So, | guess ny question is, w thout being too
expository, you're certainly here because at |east your enployers
think that regulatory policy is inportant. You are not here just
as pundits. You are following this stuff. You are follow ng
whet her or not this legislation is going to pass. You are
getting involved in it because you feel like it affects your
investors. It does affect your bottomline, your ability to make
noney, and to raise capital for these conpanies. Wat | want to
know is, do you think (a) we are seeing Wall Street strategies?
In other words, we are seeing conpani es advocate | egislation,
advocate policies, regardless of the initial aim but a secondary
aim to affect what you guys think.

And (b) do you think a strategy like that is currently

wor ki ng?
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MR. BATH: The answer is sinple: No and no.

MR. BROMN: I n other words, do you think that the fact
that you are here, that you are very, very interested in what is
going on here, is evidence that it does matter and it does affect
whet her or not these conpani es get --

MR. TH ERER. Let ne actually preface this. Not
everybody knows maybe what the d assman-Lehr study said. W wll
get into Tauzin-Dingell here shortly. The @ assman-Lehr study
essentially said it was an event study. They tried to do a
correl ati on between uni que press announcenents and events
surroundi ng the Tauzin-Dingell bill, which partially deregul ates
t he broadband market. And people say it favors the Bells.

So, here was this event study saying there was a direct
correl ation between the stock prices of various CLEC s and these
event announcenents that we saw having to do with Tauzi n- D ngel |
Now, this is what the little debacle over at AEl was all about.
But what do you guys think about that notion generally, about
stocks and announcenents here on Capitol HIlI? Are markets
wat chi ng that closely?

MR. OLBETER |If nmarkets were watching closely, both
Scott and | would be much, nuch wealthier. The answer is no. |
t hi nk generally what sharehol ders | ook for is general trends.
Qobvi ously, there are certain things that nove stocks nore than

others. Wth Mcrosoft, if there is a decision to break it up,
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okay, you will see the stock nove, and you will see it nove in
anticipation. But the idea that you can correlate on a
day- by-day basis, and (a) presunes that the market didn't know

bef orehand that sonmething was comng; (b) there is a |ag

effect -- | think in general investors want to know where are
t hi ngs going overall, are we going to see nore deregul ation, or
are we not? But they don't follow the day-to-day stuff. | nean,

very, very few of them do

MR. THI ERER Bl ake, how about this? You pick up the
paper and it says Tauzin-Dingell introduced, and Comrerce
Conmittee likely to pass it wth overwhel m ng support. Now, that
di dn't happen, but do you read that and say | am going to adj ust
nmy investnent decisions today?

MR. BATH. Yes. | think investors clearly pay nore for
der egul ated busi nesses than they do for heavily regul ated
busi nesses. But | think the prevailing view on Wall Street is
Tauzi n-Di ngell doesn't have a chance in hell. | don't know what
t he ot her panelists would say, but anong ny clients they have
conpletely tuned it out. They know the Senate dynam cs. They
know t he policy, the behind-the-scenes | obbying activities that
are going on. So, they have pretty nuch tuned it out.

MR, ASHTON. | think there is one interesting thing to
t hi nk about, though, and it goes back to the telecombill. And I

thi nk Scott probably could peg that earlier, but ny understandi ng
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is that a bill had been thrown around for two decades or
sonething and then it finally passed. W are in the business of
predicting and trying to find ways to show that we are right
after we do so. And one of the things you can do is support
Tauzin-Dingell and say it is going to pass. It mght not pass
for five years, but sonmething will happen

It is our philosophy, in covering the equi pnent sector,
which is the only reason we care about the bill, because we think
it would spur investnent -- so, we don't comment on whether it is
optimal or not, but it is definitely a positive if it were to
pass for equipnment stocks -- and | think you are going to start
to see the maj or equi pment conpani es get behi nd sonet hi ng.
Because they know where the noney is. It is very rare that you
go to a conpany anynore that doesn't say their target market is
the RBOC s or the cabl e conpani es.

So, | think you are going to start to see that bil
pi ck up as the markets |angui sh and people start |ooking for the
next excuse. Utimtely it will cone around to policy, and then

ultimately there will be sonme policy changes. And whether it is

that bill or sonething else, | don't know But | think
definitely the opinion on Wall Street, | agree with Blake, is
that the bill doesn't have a chance in passing.

Wat we try to tell people is that that doesn't

necessarily nean it is not inportant. Because once it is on the
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tabl e, both sides make their threats as to, well, this is what
will happen if it passes and this is what will happen if it
doesn't. And the RBOC s have been pretty clear about the need
for this bill to spur investnent on their behalf. So, they wll
probably react in sonme way accordingly.

So, | think ultimately sonething is going to happen
because it has to, if you are going to get the tech market back.
And | think the tech market is pretty inportant to everybody.

MR. THIERER. This is a good chain of reasoning. |
want to keep on this. Go ahead, Scott.

MR. CLELAND: It is very easy. The telecomlegislation
is not going to pass into lawin this Congress. But the House is
going to pass this bill easily in the next couple of nonths.

It is very inportant; | agree with Doug. Everybody is
m ssing the point in framng this about whether |egislation
passes or not. That is not what is going on. What is going on
is the change of adm nistration, the change of the House
chai rmanshi p of the Conmerce Conmittee. What is going onis a
debate of whether telecompolicy remains status quo or whether it
changes.

VWhat is going on is a nassive debate about whether we
repeat the m stakes we nade in voice conpetition in data
conpetition. That is what this is all about. For five years

not hi ng has changed with the Tel ecom Act inplenentation. Now,
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why we hear ads ad nauseam on Tauzin-Dingell is because there is
a fight over whether or not we change a policy that has led to
very little success.

MR. THI ERER: Let's assune for a mnute, though, that
there is a different constitution of Congress. W have M.
McCain still in power and he introduces the bill he had |ast year
that was very simlar to Tauzin-Dingell, very deregulatory in
nature. And there is a chance that sonething |ike Tauzi n-Di ngel
can nove through the entire Congress and | and on the President's
desk.

The critics say this is the end of conpetitive
broadband; that this is the first step toward Bell
re-nmonopol i zati on of the marketplace; that it is the end of the
CLEC s, it is their death knell. It is gloomand doom | nean,
| just don't think |I have seen enough ads on this issue that have
told ne this.

(Laughter.)

MR THIERER. This is all we hear. Wat about that?
Let's ignore the legislative or political dynam cs for just one
monment and think this bill has a chance to nove and pass by early
fall. What does it nmean to markets? Wat does it nmean to
specific sectors?

MR. CLELAND: What the debate is all about is whether

t he governnent gets out of the way or not. And why this issue is
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not going to die, | agree with Doug, is because the governnent is
inthe way in a big way. The question will be will they step out
of the way in order to try and help the tech sector or tel ecom
spendi ng. Because current policy, the current trajectory, isn't
doing it. It is actually causing sone of the problens we have.
MR THIERER Ckay. And if anybody wants to junp in
there, go ahead. | amjust wondering, you hear so nmuch gl oom and
doom Let's assune that governnent gets out of the way and the

Bells can go into the broadband mar ket pl ace unhi nder ed.

MR. ASHTON: | don't understand why the bill has been
pitched the way it has been. It surprised ne, and maybe | don't
follow it as close as Scott does. | don't understand why this
perception is that it is so negative for CLECs. If you are a

facilities-based carrier targeting the | arge busi ness narket,
what does the unbundling exenption matter to you? One is that it
is a small percentage of overall CLEC lines, | think. Two is
investors only want to invest in facilities-based carriers
anyway. So, why is this end of the world?

| don't really get it. To me, | think it is a cop-out.

Actually, in testifying in support of the bill for the equi pnent

sector, | was a little naive in understanding how the CLEC s were
tal king about the bill. | had not really thought about it as
bei ng so bad for them | mssed that.
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MR TH ERER: Okay. | amgoing to play devil's
advocate here. This is back door re-nonopolization of this
i ndustry. W are undoing the Tel ecom Act, the intent of
Congress. W intended for there to be conpetition and resale and
unbundl i ng and interconnection. That was all part of it. And
what applied for voice should apply to data. |If it doesn't, then
at sone point, if convergence is reality, it all doesn't nmake a
difference. The Bells just get into data and then data becones
one big bundle, voice, data, Internet and everything else. Wat
about that? | nmean, this is it.

MR. CLELAND: Let's get back to a physics |esson.

El ectromagnetic technologies -- that is the tel ephone, that is
cable, that is wireless -- can be physically unbundl ed. W have
the physics to tap radio spectrumsignals. Therefore, it is
physically easy to unbundl e el ectromagneti c networks.

The problemis that data networks tend to be nore fiber
based, and our physicists haven't figured out how to bend |ight,
howto tap light. So, right now, optical technol ogi es, or what
tend to be data technol ogies, are not easily unbundl ed. Wen you
have a data network, what you want to do is have an access
regime. An access regine is conpletely different than an
unbundling reginme, which is a physical architecture issue. Wat
you need in data networks is access to that network at a | ot of

di fferent points.
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You don't need to unbundle this part of light or this
part of a mirror. It doesn't nmake sense.

MR TH ERER. |Is there sonebody in the crowd who wants
to take a contrarian position on that one and say sonething
different? Let ne know.

MR. ASHTON: Let nme comment on one thing, too, here.
Because | got this question at the hearing which was, well, isn't
a bit abit, and it doesn't matter if it is voice, data or video
or whatever? And the answer that canme fromone of the Bel
Conpani es was, yes, you are right, a bit is a bit. And I'm
thinking, a bit is not a bit. Because a bit is associated wth a
service that is totally different than the other service. So,
yes, technically in the network, the network doesn't really
notice what it is. Although there, you could even argue that, as
wel | .

But what does it matter about the networks? It is the
end service that is inportant and how we regul ate that type of
service. Because, in the end, technology will keep trunping
policy if the policy is based on the network as opposed to the
servi ce.

MR THI ERER: Let ne throw a twist in here, as well,
because Tauzin-Dingell isn't the only thing out there. W have

ot her proposals that are being dropped.
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Conyers and Cannon have introduced | egislation that
woul d i ncrease DQJ oversight and antitrust authority. This was a
very hot debate during the tinme leading up to the Tel ecom Act:
what kind of a role would the DOJ have and the anti-trust
officials and anti-trust laws. That, with M. Hollings assum ng
t he chairmanship of the Senate Conmerce Conmittee again, is now
once again areality that this is sonething we are going to be
seriously debating. Now, whether or not it will pass is a
different story. But who knows what a | egislative vehicle com ng
out of the Senate could | ook Iike.

And say the House, going back to legislative realities,
passes sonething |ike Tauzin-Dingell, but M. Hollings passes
sonet hing that |ooks Iike the old 1822 days of 1994, when we saw
bills that were very progress-regulatory, with a nunber of
procedural safeguards, separate subsidiaries, antitrust
oversi ght.

Now let's us tal k about the ugly reality of
conferenci ng those sorts of vehicles. How do markets read
increased antitrust authority in this sector? |Is what | am

sayi ng even possi ble? Wat do you guys think about that?

MR. BATH. | think it is possible, given the fol ks who
are comng into power. | guess | would say the nmarket woul d
certainly interpret that very negatively. | think what the

mar kets are hoping for is consolidation and better returns. |
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t hi nk what the markets are hoping for is that wirel ess goes from
seven players down to three or four, so you have nore effective
econonm cs with respect to 2.5 and 3 G depl oynent.

| think what the markets are hoping for is the death of
many CLEC s and DLEC s who had very targeted niche strategies
anongst easy capital tines. And what the nmarkets are hoping for
is inmproving the profitability and less regulation in this
sector, not nore regulation.

MR. THIERER: Right. So, the markets are interested in
not only not seeing increased antitrust oversight, but antitrust
rel axation. Now, are we going to get that? Are we going to get
it fromthe Bush adm nistration? Does anybody want to put some
odds on that? W have seen a |lot of antitrust intervention and
m cronmanagi ng and tinkering with the nerger revi ew process.

MR. BATH. | think you are going to get it because a
| ot of the big guys -- | nean, AT&T wants to be sold. Worl dCom
wants to be sold. Sprint wants to be sold. That is a big change
fromtwo to four years ago, where those guys were acquirers.

The thing that has really changed, to ne, in the [|ast
couple of years is the |long distance guys, the backbone
provi ders, the Internet access and backbone, |ong di stance data
guys, they recognize the gane is over. The gane has changed to

where there are lots of separate markets and this is all a voice
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business, to this is a data and wirel ess future where what
matters is having that last mle of connectivity.

I f you are AT&T or Worl dCom you hang on to the
enterprise custonmer base. And maybe that can outwei gh sonme of
the dynam cs of the power of the last mle for a while. But |
think if you just |look at the actual steps the conpanies are
taki ng, whether it is AT&T' s quadvestiture, where at the tine we
said -- and it is becomng clearer and clearer that this is the
case -- they put the conpany up for sale in pieces; whether it is
Worl dCom s separation, and they are trying to nake it easier to
sell thenselves; Sprint is going to do the sane thing. People
want rel axation.

We are having a natural process, | think, of changing
i ndustry structure because of the econom cs of the different
technol ogi es, wirel ess and broadband, where once you put that
anount of capital in place in the last mle, you are going to
want as nuch revenue as you can.

MR. THIERER: So, | guess | don't even need to ask ny
next question, which is: Wat about all these proposals we are
all of a sudden hearing fromsone folks in the |Iong di stance canp
and the CLEC s about a second round of divestitures for tel ecom
breaking the Bells up again, whol esale versus retail? M chael

Arnmstrong has been suggesting this on the pages of the Wl

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



Street Journal. You have a couple of folks on the Hill toying
around with this idea. W have not seen |egislation drop.

| don't know. And | amnot a market guy, but it seens
to nme that this is pretty radical stuff and the markets are going
to have a strong read on this.

MR. CLELAND: | used to be a head counter on the H I,
counting votes. And if you want to understand the House, you
have to understand that 434 out of 435 Menbers have Bell jobs in
their districts. And the Bells don't want another divestiture
happening. It could happen through a court-ordered breakup, but
it is not getting through the U S. Congress. It isn't getting
through the U S. House. It is as close to a political
non-starter as could exist. Merits aside -- we are not talking
about the nerits or anything. W are just tal king about raw
political read. It is a non-starter

MR. ASHTON. The nerits are very interesting to it.
But | agree, if it is a non-starter, it is a non-starter. |
actual ly thought that that had a chance of really re-igniting
this business. You can sit back and get farfetched with things.
As long as it is not that kind of separation that cane with the
| ast divestiture.

MR. THI ERER Are you tal king about a voluntary

di vestiture or mandatory divestiture?

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



57

MR. ASHTON: | amtal ki ng about what type of
divestiture. Do you |eave these conpani es under the same stock
for instance, or do you separate themlike we did in the early
1980's? If you we are to take the nore Draconian road, | nean, |
m ght as well retire; because the equi pnent sector will be done
for years because nothing is going to get sold and no network
investnment is going to take place while these guys are trying to
separate thensel ves.

That is probably the worst thing that coul d happen for
the tech market, and therefore |I don't think it is doable. The
| ess onerous view of it is actually, | think, deserving of
people's attention that are good at figuring this stuff out,
because it really could ignite a different type of market. And
if we don't figure these questions out pretty soon, it is kind of
like letting the RBOC s nerge and | ooki ng back now and sayi ng,
oh, well, was that the right thing to do?

O cutting Sprint and MCl apart, was that the right
thing to do? And pretty soon it is going to be too late to do
anyt hi ng because there are not going to be that many pl ayers out
there of any size. And then how do you restart things?

MR THI ERER  Have the nmarkets taken a | ook at al
about what has been happening at the State level with regards to
these sorts of things? And not just divestiture, but also let's

bring one other |egislative or regulatory approach up here --
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increasing fines. This is all the rage these days on Capitol
Hill. Let's beef up fines for "violating the Tel ecom Act."

Now, that is open to a lot of interpretation, but this
i s serious business. You even have Conmi ssioner Powell at the
FCC supporting sone variation of this. You have the head of the
Tel ecom Subconmittee in the House supporting a bill. This m ght
be a reality. Now, how does the narket read it when all of a
sudden the fines for supposed violations of the Tel ecom Act are
nmor e than quadrupl ed, nmaybe up 50 percent or 100 percent? |
don't know. | nean, the nunbers are all over the place.

Does anybody have a read on that? O her people say,
oh, these fines are nothing. The Bells will pay them and nove
on, it's done.

MR. CLELAND: Fines are apple pie. It is very good
politics. It is a smart policy. The questionis: 1Is it
sonmet hing that you want to be successful at? It is kind of Iike
t he barking dog catching the car. Do you want to fine a Bel
into subm ssion? Let's get back to tal king about consuners. The
reality is that the Bells, who the fines are targeted at, serve
250 mllion Americans.

Now, you cannot, but policynmakers [ove to do it, they
try and separate sharehol der interest from consuner interest.
They are like conjoined twins. They cannot be separated. They

share a heart and they share a lung. |f you punish sharehol ders
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a whole lot, you will punish the consuners. |f you punish
sharehol ders a |l ot, what you are basically saying is, let's not
invest in the business. Let's have huge cuts in order to reduce
custoner service. Let's really show that Bell |eadership that we
are serious.

It is kind of |ike taking your hands to sonebody to get
through to themand really squeezing hard. And at sone point, it
becomes counterproductive. It is not a very good strategy when
it is taken to this extension.

MR. ASHTON: And it presupposes that the problemwth
certain conpeting carrier segnents is based on Bell non-
cooperation. It is not that sinple. The problens are all over
the place and they are there for lots of different reasons.

kay, so we fine theminto subm ssion. So, now they
make it easier to interconnect and do all these other things. So
what ? Does that help? Al of a sudden, does Janes d assnan do
another faulty event study and say, "The stocks went up after
this"?

It is not a foregone conclusion that that would happen.

MR. THI ERER. W have sone ot her questions. Anybody?

MR MCCAIN.  Jim MCain, with AT&T.

While you raised it a couple of tinmes, no one yet has
addressed on the panel what happens to the dem se of the CLEC

industry froma public policy perspective, if Tauzin-Di ngell does
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pass. Because | think npost observers would agree that that is
what woul d happen.

Secondly, if you could address why do you think it is
the Bells, when they go to Wall Street, tal k about how wel | DSL
depl oynent is going, but in Washington it is a totally different
story?

MR THI ERER  Anybody?

MR. CLELAND: The CLEC s are dying on their own w thout
any help fromthe HIl.

MR. TH ERER: But won't Tauzin-Dingell just facilitate
that? And isn't that a bad thing? Don't we want sone
conpetitors here?

MR. ASHTON: Maybe it will facilitate a restructuring
of that group, which mght be good for it. Maybe it will force
themto get the healthy facilities and put together conbinations
of entities that are survivable for the long term Maybe that is
what that sector needs, as opposed to this slow death that does
nobody any good. Maybe what we need is sone kind of junp-start
where, okay, this is what is going to happen and we are going to
have survivors or not. Because | don't necessarily believe that
none of the CLEC s can survive in that environnment.

| actually have gone a little bit back and forth,
because everybody is kind of telling ne that that is the case.

still don't entirely believe it. You can still put together a
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good business nodel in telecom You have to structure your
capital right and target markets that are underserved, and al
these kind of things. But this bill is not necessarily
preclusive. And | actually think it really only matters for the
residential and small business market. | think it has no inpact
on the | arge business narket.

MR. THI ERER  Bob Crandal | of Brookings just had a nice
study for Criterion Econom cs, tal king about the correlation
bet ween the CLEC stocks that are doing the best and the fact that
they are investing in facilities-based infrastructure for the
nost part, showing that there is a business nodel, but it
i nvol ves nore than resale. It seens to ne that there is alot to
that. You have to diversify outside of the regulatory paradi gm
and understand that there is sonething nore that needs to be
done.

We had anot her question here. This gentlenmen right
here was waiting.

MR, ZI NMAN:  Jack Zinman, with the Comon Carrier
Bureau of the FCC. Please hold the booing and hissing until the
end of the question.

Si nce the passage of the Act we have had some successes
and admttedly sone failures, sone of which have been chronicled
here today. | would ask you to take off your financial hat for a

second and put on your regulatory hat. [|f you were Chairman of
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the FCC for a week or a nonth, what would be nunber one on your
agenda list to pronote broadband depl oynent ?

MR, BATH. | actually think the FCC, in general, over
the last five-plus years, has done a terrific job in inplenenting
what have been the | aws that have been put in front of them
don't just say that because you are here. | believe it. | have

lots of friends who work at the FCC.

| think in terms of the steps that Powell, et al.,
could take, | think a ot of themare being taken am dst the
politics that exist here in Washington. | think for broadband

depl oynent, a big element of that is going to be wireless. A big
i ssue there is obviously spectrum caps and freeing up as nuch
spectrum as possi bl e.

| think, secondarily, on the wire line side, it is not
regulated. It is leaving cable as it is. | think one of the
better things that could happen to the RBOC s DSL depl oynment is
if cable continues to whip their tails in the marketplace. |
think eventually people start to understand that this is a
mar ket. The hi gh-speed data market to the consuner is a market
where the deregul ated conpetitor is doing a |lot better than the
guy who is regul at ed.

| think you would see a | ot nore, both investnent in
network as well as investnment in the soft stuff, |ike |oop

dat abases and custoner service organi zations and partnerships
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Wi th conputer conpanies, et cetera, if there was |ess regulation
and greater potential for good capital recovery.

MR. THI ERER  Anybody el se? The FCC you are czar for
t he day.
ASHTON: They woul d give the spectrum away.
OLBETER  Yes, that's a big one.

THI ERER:  Spectrum reform

2 ® 3 %

HECHT: M nane is Lawence Hecht. You can check
out what | do at InternetPublicPolicy.com

| was very interested in your talk about convergence.
My question is, how do the regulations at the FCC drive
investrment in different sectors, whether they are wrel ess,
wireline, content or data?

MR. BATH: Totally. | think hugely. [If you think
about cable, cable as a group was investing 6-plus billion
dollars in their networks in the 1994 to 1996 heavy handed peri od
of regulation. And when the Tel ecom Act was signed, annual
capital investnent went up to $15, $16, $17 billion per year.

Look at |l ong distance. Part of the reason we have
over -capacity and over-capitalization in the | ong distance sector
right now, I nmean there are mnimal barriers to entry there.
There are certainly no regulatory barriers other than those
keepi ng the bad guys, the RBOC s, out. But that is where there

has been enornous investnent, both in |ong di stance voice and
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data networks, and wirel ess, obviously, as well. So, | think the
| ess regulation, the nore freedomthat is given, that is where
you get investnent.

MR. HECHT: Wat happens to the narkets if there is a
change in policy and the FCC or Congress views the different

industries as the same, as data being the sane as voice?

MR. BATH. | personally think that is a very healthy
thing. If you take ny earlier coments about the evol ution of
the tel ecom business -- and | think this el udes people
sonetinmes -- this was a voice business. Wen | worked in it at

MCl, even through the early nineties, voice was 90 percent of the
busi ness; data and wireless were 5 percent a piece in 1995 If
you think about any kind of telecombill that could get enacted
and i npl emrented, you are |ooking at 2004 to 2005. By that tine
two-thirds of the market is going to be data and wirel ess.

Everyone woul d agree there is healthy conpetition in
wireless. Everyone, | think, would agree there is healthy
conpetition in data. And based on the evolution of |P technol ogy
and the ability to offer voice services over these broadband
networks, that is just, | think, a recognition of the technol ogy
evol ution that is going on.

MR. THIERER W have a question here. |f anybody in

back has one, nmke sure you hold your hand up.
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MS. FI TZMAURI CE: I'm Sena Fitzmaurice, fromthe
Wet zl er G oup.

There is a |l ot of speculation that if the Bells are not

able to get Tauzin-Dingell, what will be their next step. There
is sone discussion as to whether they will try and have
regul ati on i nposed on cable -- regulatory parity, some are
calling it now -- unbundling or sone other regulation. Wuld you

comrent on what that m ght do to the markets and broadband
rol |l out?

MR. BATH: | think that is an easy one. | think they
are contenplating that as their next regulatory strategy because
| think the consuner high-speed data market is a strategically
i nportant market. And when the cable industry was regul ated they
spent a lot less and were a | ot | ess aggressive. Certainly you
woul d want cabl e investors. Renenber, cable conpanies are stil
highly levered. And to an extent, depending on the capital
mar kets, they would certainly get a lot less capital if their
busi ness was regulated than if it was deregul at ed.

MR. OLBETER Logically, if you nmake the argunent that
the regulations in the Tel ecom Act are slowi ng investnent by the
Bells, that it is a disincentive, then it is difficult to sort of
make the case that all of a sudden inposing simlar rules on the
cable guys will all of a sudden be different. It won't. It is

likely to not only slow growmh by the cable guys and their
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i nvestnent, but then you are also likely, innm view, to see sort
of a slowing of investnent by the Baby Bells. Cearly, they go
hand i n hand.

MR, ASHTON:. That would be just slightly | ess worse
t han breaking the RBOC s apart from an equi pnment perspective.
Agai n, you just walk away. And we are kind of headed on that
slippery slope anyway. | amsure you all know what is happening
in tel ecomequi prent and tech these days.

This regulatory uncertainty is getting to be a problem
Because if you are running a business and you are not really sure
what the rules are going to be, it is hard to invest a |ot of
nmoney. And this has to be cleaned up. |If this is going to drag
on and on and on, then you might as well just assune that the
i ssues are going to drag on and on and on for the stock market.

MR. THI ERER  Doug, let me stop you there and ask
anot her question. Because | think a | ot of people can agree with
that point, regulatory uncertainty is a bad thing. It is finding
the certainty or comng to agreement on uncertainty that is the
problem But one thing there seens to be a | ot of agreenent
on -- and this is specifically simlarly addressed to a | ot of
equi pnent providers -- is sonmething about broadband tax credits.
W are hearing a |lot about this today in Washington. It seens to

be about the only broadband related bill that has al nost
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unani nous support in Congress. Everybody is junping on this
thing. It seens |ike the one vehicle that can pass.

And one of the things you often hear about this bill is
that it would really help junp start not only broadband
depl oynment, but give a little boost to naybe the equi pnent market
and stocks across the board. Wat did you say to sonething |ike
t hat ?

MR. ASHTON: It probably gets universal acceptance
because it won't do nuch. So, it won't upset anybody. What it
can do, and | don't have the math, but what you are |ooking at --
and let's take the Bell perspective -- you have to go through
everybody individually -- they are looking for a rate of return
on their dollars. A tax credit will help push that rate of
return higher.

WIIl it get it over the edge to spur depl oynent of
services? Probably not. It will help get us there. So, if it
is the first step and we get it, that is good. But we need nore
after it. And we can't assune that a tax credit would just al
of a sudden open the fl oodgates and we are back and running
again. M fear about just the tax credit policy is that we do it
and then we think we have sol ved the problem and we wal k away,
and then we don't address policy.

It is |ike what sonme people said about the tax cut.

The problemwith the tax cut is that it has al ready been done, so
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we don't have that to turn to to re-ignite the econony. Now,
that is not ny area of study, but that is the sane argunent that
| am concerned about with tax credits.

MR. THIERER. Now, Erik, | have read your report, and

you have given this bill high odds of passage relative to the
other things out there. |Is it going to nmean anything?

MR. OLBETER | think the answer is "it depends, but
probably not." | think inits current form if you passed it,

the 10 percent threshold for the tax credit is too low. And the
definition of broadband service, quite frankly, is probably too
high for nost rural areas they are tal king about. | have
actually run sone of the nunbers, just trying to | ook at what the
IRRis. And it is one of these things where it has a very
mar gi nal i npact.

But, quite frankly, the problens are nuch bigger than
10 percent or 20 percent. And | think at the tine, when you
really start saying, all right, what are we trying to do here?
W really want to nmake a tremendous difference in the rollout.
So, we'll probably get up to like 70 percent or so, currently,
and we want to include that |last 30 percent. Wll, you're
tal ki ng about shortening |oops. You' re tal king about sone of
these things in conditioning that need to be done. Even like

South Dakota? | nean, nmy God. This is very expensive stuff.
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And 10 percent is not going to do it. And 20 percent probably
isn't going to do it.

MR TH ERER Well, is there a percentage that woul d?
What woul d nake a difference? But at some point, of course, we
reach the political breaking point, and they won't go over 50
probably. Wat would nmake a difference? Is there a nunber?
When you run the nunbers on this, does anything nake a
di fference?

MR. OLBETER: |'ve just put 10 and 20 in, and cone to
the conclusion that, if you're talking in an area where --
particularly if you |l ook at the Bells, and you say, all right,
|"ve got to throw the ATMswitch in there, |1've got to
recondition, |I've got to shorten loops, | don't think for themit
makes a lick of difference at 20 percent.

When you start going to sone of the independents, |ike
a Ctizen, for exanple, or even sone of the snaller ones that are
of fering, okay, that m ght nmake a difference. But, quite
frankly, the broadband service right now that they're rolling out
and that is nost accepted is at 1.5 negs. And this goes back to
the comment we had earlier; people are demanding G- dot-1Iight.
This is very slow stuff, relatively. This is not 1.5.

So, the question is, you give ne 10 percent, | roll out
a service, and do people even want it? That's really an open

guesti on.

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



70

MR. THI ERER. Scott, did you want to say anything?

MR. CLELAND: Yes. | think broadband |egislation,
Tauzin-Dingell is the dom nant debate right now But broadband
depl oynment nationally is going to be an issue for years, until it

is resolved. The current broadband depl oynent skews i nvest nent
and economc growh big tinme. Wat we essentially are going to
have is broadband job flight.

To the extent that communities or areas don't have
br oadband, they're going to grow slower, they're going to have a
| ot I ess job opportunities, a |lot | ess people are going to be
investing in those communities, and you' re going to have kind of
the reverse flight -- people have been noving out of the cities
to suburbs and out to rural areas, and this will be a force to
bri ng people back into cities, in order to reach broadband.

So, the political inplications of broadband depl oynent
are just beginning to be felt. That is why people are putting
their toe in the water on tax credits and why they're talking
about Tauzin-Dingell as the cheapest way, essentially, it's an
of f- budget way to stinulate investnent. |It's basically saying,
| ook, we're not going to require you to do X, Y and Z; therefore,
it's going to be cheaper for you to depl oy.

W are in the early stages of figuring out what we want

to do as a nation for broadband deploynent. [It's not going away.
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We're at 9 percent now It's going to be a decade or so before
it isrolled out, at the current rate, to the average Anerican

MR THI ERER That is a really interesting point. W
have not even nentioned how we now have a debate about the
muni ci pal i zati on of broadband in sonme communities. Sone
comunities are getting very angry about the fact that it is so
slowin comng to the rural areas, they are actually taking over,
bui | di ng new systens entirely. There are court fights over this.
But nore on that in a mnute.

MR, ASHTON: It is just a matter of who is subsidizing
it. It is mssing the issue, to a large extent, with the
di fferent places, noving the pie around, instead of trying to
deal wth the econom cs of the service in the first place.

MR TH ERER  Ri ght.

Sir, did you have a question back here?

MR. ANDERSON: | am Mark Anderson, Cable & Wrel ess.

Do you see any market inpact or conpetition in the
sector from conpanies like Yipes? They seemto have an
i nnovative business plan, netropolitan Ethernet, a very short
provi sioning cycle, and dial -up, bandwi dth on demand. Do you see

any inpact there, or no access to capital? Wy aren't they being

heard fronf
MR. BATH: | think they are being heard from Those
fol ks are sonme of the few areas that are getting capital. The
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whol e gi gabit/Ethernet opportunity is getting funding. R ght
now, | guess the only issue with it is that it is viewed as a
ni che service. Do big businesses or specific Internet-focused
conpanies, is all they want a big fat pipe to the Internet and
screw any other data services?

| think the reality is maybe there is a small sliver of
the market that wants that, but | think the broader corporate
enterprise market wants the broader suite of data services. It
has a |l ot of |egacy data services and applications issues to deal
with., But | think those folks do have a pretty interesting
busi ness nodel and | think they will get funded.

MR. TH ERER. W have about five or 10 minutes. | am
going to cut off alittle early. Qur panelists have been very
patient. | know this gentleman has been waiting with a question.

MR RCEMER: | amBrian Roener. | work on spectrum
al l ocation policy.

When asked what you woul d do as FCC Chai rman for a day,
two of you, alnost in unison, said, "Gve away the spectrum"™ M
guestion is: To whom and on what basis? Afterwards, what woul d
you say to (a) the taxpayer who right now thinks they own the
spectrum and (b) the appropriator on the Hi Il who al so thinks
that he or she owns the spectrumand is using those revenues nany

times over at this point?
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MR. ASHTON: | think what we should do is say to you
that we think this is a good idea; how do we give that away and
to whon? Because you woul d have to answer that for us. W think
it is agoodidea. | think it is a good idea for this reason
One, it would spur other countries to act the sane way and that
woul d | ower the burden on conpanies in investing. Remenber, | am
an equi pnent analyst, so I want to just see technol ogy bought,
even if you are going to put it in the garage.

(Laughter.)

MR. ASHTON: So, | think the wireless business nodel is
going to be tough fromhere. It was a great one at first. W
gave nobility to voice. kay. And people liked voice. So, that
was a good idea. It wasn't as high risk in hindsight as |I guess
peopl e thought it was at first. And you can certainly wthstand
aver age revenues per user com ng down and those kinds of things.

So, it has been a great service. But now, to extend it
into these new services |ike wireless Internet and gam ng and al
these things, | think they are too uncertain to place a huge
capital burden on the carriers just to get in the gane. And if
you | ook at the wireless space, | nean there are just not going
to be that many new entrants any which way you cut it. So, if
you could evenly divide it sonme way between the existing entrants

-- | mean, there is what, four or five -- three, four or five in
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al nost every area -- if sonmehow you could cone up with that, |
t hi nk you woul d spur a huge anpunt of investnent.

You woul d basically allow the wirel ess sector to take
the risk that it is having trouble taking right now. Then, in
the end, | think the governnent would end up with a better take
than they will get on the spectrumin the first place.

MR. BATH. This is Arerica. Let's sell the spectrum
Let's sell it to the highest bidder. The idea that you can give
the spectrumaway, | think is ludicrous. W |earned our m stakes
with trying to designate a certain anmount of spectrum goes to
this party and that party. W ended up with years of regul ation.
Let's sell the spectrum

MR. ASHTON: How is capital nore efficiently held by
t he governnent? |If you look at it, there are only five, four or
three guys in any market that are going to make use of this
stuff. So, we have a sector here that is on its butt and in a
ot of trouble. Look at the wirel ess equi pnment stocks. Nobody
is anticipating a ot of investnment. Unfortunately, | don't know
what the policy answer to this is, but certainly the European
service providers who bid on wirel ess nade sone naj or m st akes.

MR THIERER:. This is the point I was going to add
about let's take a | ook at what narkets have done both here and
internationally.

Eri k, do you want to junp in?

ARTI Transcripts
(202) 347-0030 and wwwe.artitranscripts.com



75

MR. OLBETER  Yes. Actually, I will sort of back away
fromny initial statenment. Having an auction is the nost

efficient way to get the spectrumin the hands of people who are

going to use it. | think the concern, really, in |Iooking at
Europe and sone of the things that have happened -- and | do not
hol d nyself out to be a spectrum auctions expert -- but clearly

there is a significant anount of concern that you can gain the
spectrum essentially to nake your conpetitors pay a nuch higher
price than they would normally.

It is sort of the idea that you have to be in the gane.
It doesn't matter how nmuch it costs, you have to be there.
Because if you are not there and the other guy is, okay, you are
SOL. So, then, what they do is you boost the price. You end up

payi ng $100 billion, and you are just begging for forgiveness.

And if we have another situation Iike that here, | agree, | think
that all of a sudden you will see the rollout that you were
hoping to get incredibly slowed. | think it is an issue nore of

process rather than the general theory of should we go back to
just picking nanes out of a hat.

MR. TH ERER  Yes, sone have accused the folks in
Europe of being guilty of the "if you build it, they will cone"
mentality with 3 G And now a | ot of stocks are taking a hit
over there. Now we are having this debate about 3 Gin Anerica,

and there is this question of, howw Il it play out?
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W have a couple nore questions that | want to get to.
This gentl eman right here.

MR STEINMTER: | amLarry Steinmter

It seenms to ne that you are kind of extrapolating from
exi sting nodels and, if you will, structures in the way the
t el ecommuni cations structure is built. [If you build broadband
and you find a way to get broadband around the country, you are
going to open up a |lot of opportunities for access points from
w reless at nmuch hi gher frequencies as opposed to what you do
now, where you have to operate at the | ower frequencies to get
the range to kind of get in and support it.

So, it seens to ne that there is a coupling here
bet ween the present nodel, if you will, and how you have built
your regulations to support the current infrastructure and the
rel ati onshi p between narrow band and narrow band wi rel ess. And
when you build a very pervasive broadband structure, all of a
sudden you are going to allow wireless to go up into whole new
br oadband frequency regi mes. Wuld anybody care to comment on
that? | amsure the equi pnent manufacturers would |ike that.

MR. THIERER |Is anybody a spectrum engi neer here?

MR. CLELAND: The problemthere is that essentially you
have a | egacy nodel, you have inbedded investnent and you have
inertia. You have essentially interests that protect the system

as it is right now And as we see in the Tauzin-Dingell fight,
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when anybody tries to change the needle in a different direction
in a significant way, there is a huge fight.

At the FCC, for little policy issues, there are huge
fights. It is nuch easier to protect the status quo than it is
to change it. Wat you are saying from an engi neering standpoi nt
makes sense. Froma political, operational and mgratory sense,
it is near inpossible.

MR. THIERER: One nore, and then we are going to wap
it up.

MR. HERSHEY: | am Bob Hershey. | am a consulting
engi neer.

They had tal ked earlier about sonme of the new
t echnol ogi es com ng up, such as getting nore |ines through fiber
and voice over TCP/IP and things like that, as increasing the
speed of penetration of broadband. | wonder to what extent that
will be taking effect versus the econom cs and the regul atory
stuff we discussed so far.

MR THH ERER  That is kind of a technical one.

MR. ASHTON: | think one of the problens is that we
|l ost a | ot of our envel ope pushers in this marketplace. That has
really hurt a |lot of the new age type technol ogi es, and the
mar ket has not even renotely recovered fromthat. |If you |ook at
the RBOC s, for instance, their Project Pronto plans and the

others that have simlar plans are very ATM based, not |IP based.
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And so the whole IP revolution and networks are going IP and
those kind of things, you can't really make that case anynore
when you | ook at the value chain end to end.

So, those are certainly issues that have to be
resolved. And over time, | think technology will still nove
forward. It will just nove forward maybe not as fast as it was
goi ng, but maybe it will be nore efficient when 10 conpani es are
not all working on the sane thing, when we have one that is
working on it, or two or three. So, w thout envel ope pushers,
everything slows down. And then we are back to relying on big
conpanies to do things that obsolete their networks faster. And
that is a very bad thing for technol ogy.

MR. THH ERER:. Wl |, guys, do you have any w ap-up
comment s?

(No response.)

MR TH ERER. | want to thank you all for being so
patient. It has been very enlightening. It has been very hot up
here. Everybody join nme in a round of applause for our
panel i sts.

(Appl ause.)

MR. THIERER: And we wi |l have |unch upstairs in our
W nt ergarden Auditoriumright up front.

(Whereupon, the Cato Institute Policy Forum was

concl uded.)
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