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Executive Summary

General Overview

Qwest has requested deregulation of virtually all of its retail services.! Qwest has also
requested that service quality regulation be suspended. The critical issue presented by
Qwest’s proposal is whether effective competition exists. My examination of market
conditions does not support Qwest’s claims that effective competition exists for all
customer classes throughout its service area. Qwest possesses monopoly power, which
makes deregulation ill-advised. Qwest’s monopoly power, if unchecked, can lead to
outcomes which are undesirable from a number of perspectives. If deregulated, Qwest
has the potential to:

. Raise prices for customers who do not have competitive alternatives.

. Lower prices to levels below its costs in market segments where consumers have
competitive alternatives.

. Cross-subsidize below-cost pricing, resulting in harm to emerging competition
and the unlawful recovery of joint and common costs from noncompetitive
services.

. Implement rate deaveraging schemes which could adversely affect specific

geographic areas in the state.

. Degrade service quality in a manner which could disadvantage customer classes
or geographic areas which have not attracted CLEC activity.

As a result of the harm that can emerge from unchecked monopoly power, the
Commission should reject Qwest’s request for deregulation.

I have examined Qwest’s current regulatory framework and find that it imposes a
balanced set of constraints on Qwest’s monopoly power, while enabling Qwest to
respond to emerging competition. | see no need to modify the existing regulatory
framework.

My testimony is organized into five sections: the first addresses Qwest’s proposal in light
of statutory objectives outlined by the Colorado General Assembly and the U.S.
Congress. | then turn to an evaluation of actual competition in Qwest’s service area.
Third, | discuss theories of potential competition offered by Qwest witnesses. Fourth, I
analyze Qwest’s request for service quality deregulation. Finally, I address the
appropriate regulatory structure for Qwest in light of market conditions. Each of these
sections is summarized below.

! I use the name Qwest to identify Qwest’s regulated Colorado operations.
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Summary of Tab 1: Statutory Goals

Purpose and Overview

Qwest’s request for deregulation of all retail services must be viewed in light of statutory
objectives, both at the state and federal level. In Tab 1 of my testimony I discuss key elements
of Colorado and federal law which have bearing on Qwest’s request.

Findings

The Telecommunications Act of 1996 and the Colorado Revised Statutes prescribe a
balanced approach to the promotion of competition. The goal of increased competition is
constrained by continuing objectives of the promotion of affordable and high-quality
services, by the need to guarantee the recovery of no more than a reasonable share of
joint and common costs from basic local service, and the recognition that competitive
forces vary widely across markets.

The Colorado Revised Statutes indicate that the introduction of competitive forces into
the State’s telecommunications markets requires a flexible regulatory approach.

Qwest’s deregulation proposal is fatally flawed as it is entirely inflexible. Qwest’s
proposal does not recognize market differences which have left large numbers of
customers facing market conditions which are little changed since 1996, i.e., a continuing
monopoly for local exchange service.

Qwest witnesses claim that the Commission should be prepared to accept higher prices
and lower levels of service quality as a result of competition. These witnesses
misinterpret statutory objectives which indicate that affordable prices and high quality
services should be protected by the Commission as it oversees the introduction of
competition.

The main conclusions of my testimony would be no different if Qwest had originally
requested only that Part 2 services be moved to Part 3. The underlying issues associated
with Qwest’s initial request, and any potential new request to move Part 2 services to Part
3 or Part 4, are quite similar. As discussed in C.R.S. § 40-15-207 and § 40-15-305,
reclassification in either case requires that the Commission must make a finding on the
bellwether issue of effective competition.

Conclusions

The legislative directives offered by the U.S. Congress and the Colorado General
Assembly seek to provide benefits to consumers through the introduction of competition.

The pro-competition approach identified by each of these bodies is constrained.
Protection of specific objectives, such as the affordability and high quality of basic
service, are to be pursed in conjunction with pro-competition policies.

Qwest’s proposal is entirely inconsistent with these objectives.
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Summary of Tab 2: Market Conditions in Qwest’s Service Area

Purpose and Overview

In Tab 2 of my testimony | report the results of a detailed examination of actual market
conditions in Qwest’s service area.

I examine the market for local exchange services, which, for residential customers,
include basic local exchange service, vertical features, and second lines.

To evaluate the local exchange market in Qwest’s service area, | first place the status of
local exchange competition in Colorado into nationwide context.

Following the nationwide overview, | turn to the local exchange market in Qwest’s
service area. | examine the market shares held by various firms in specific geographic
areas, and market shares associated with various customer classes.

I examine two other factors which are critical in determining whether effective
competition exists, (1) the potential for consumers to switch providers (the demand
response), and (2) the actions of CLEC firms in the market with regard to their supply
decisions (the supply response).

Findings

Based on a nationwide comparison, | have found that the progress of competitive entry in
Colorado has been sightly below average.

Qwest currently maintains an overall market share of approximately 83%. The next
largest firm in the market has a market share of approximately 5%. The combined
market shares of the smallest 40 firms operating in the market is less than 1%. This
market structure is consistent with Qwest possessing monopoly power.

Large numbers of consumers reside in non-urban rate centers where Qwest maintains a
market share in excess of 95%, indicating near-monopoly conditions. Even within urban
areas, CLEC activity varies significantly by wire center, with large numbers of
consumers residing in urban wire centers where Qwest’s market share exceeds 95%.

A commonly-used measure of market concentration, the Herfindahl-Hirschmann Index
(HHI), when applied to Qwest’s service area, yields a value of 7,006. This HHI value is
nearly four-times the benchmark used by the Department of Justice (1,800) to identify
situations where the exercise of market power is likely.

Qwest’s dominance of the market varies by geographic area, however, even in the

geographic area with the highest level of CLEC activity, the HHI takes a value of
approximately 4,700, which is 2.6 times the Department of Justice’s benchmark.
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Furthermore a large number of consumers reside in areas of Qwest’s service area where
the HHI exceeds 9,000, which is close to the level of pure monopoly.

My analysis also shows that CLEC activity is closely linked to customer class. CLEC
activity has been most significant in the business sector. Market shares by customer class
are shown in the diagram, below.

Chart 1: Quwest Colorado Service Area Market Share by Qustomer dass.
December 31, 2003
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In Tab 2 of my testimony | also examine the ability of consumers to substitute alternative
services and technologies for Qwest’s local exchange service.

. Demand substitution could serve as a check on Qwest’s monopoly power.
However, | have found that the ability of consumers to substitute alternative
technologies or services varies by customer class and geography. Consumers
residing in rural areas, and residential customers in general, have limited ability to
substitute for Qwest’s local exchange service. This inability to substitute
confirms that the high market shares observed are consistent with monopoly
power.

. I have also examined the supply response to determine whether monopoly power
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might be checked by rapid expansion of supply from CLEC service providers, or
from alternative technologies. | have found, however, that CLEC supply
alternatives are actually becoming more limited due to the continuing crisis in the
CLEC industry.

. The FCC has limited the ability of CLECs to utilize UNE-platforms (UNE-P).
UNE-P is widely used by CLECs in Qwest’s service area. Restrictions on the
availability of, or higher prices for, UNE-P will have a negative impact on CLEC
activity.

. Beyond this regulatory issue, the rapid consolidation of the telecommunications
sector, with SBC acquiring AT&T, and Verizon acquiring MCI, may have a
chilling effect on local exchange competition.

. While there is some evidence that supply alternatives may be emerging from
cable television companies, whether cable marketing strategies will offer an
alternative supply source to a broad segment of the market is unclear at this time.
Early indications point to cable companies targeting only the high-end of the
residential market.

. Evidence indicates that while incidental substitution of wireless telephony for
wireline may be occurring, the overwhelming majority of consumers continue to
behave as if wireless and wireline are complementary services, i.e., purchasing
both wireline and wireless service.

. Voice over Internet Protocol (VolIP) is an emerging technology offered on a
stand-alone basis by companies like VVonage, and by some cable television
companies. Limitations of this technology include the necessity of a broadband
connection, which is present in only 15% of Colorado households. In addition,
use of VoIP from a third-party vendor does not have the benefit of number
portability and E911. Use of VolP from third-party vendors requires customers to
be technologically savvy.

. The approach used by Qwest witnesses to evaluate the local exchange market falls short
of what is required to gain an understanding of market conditions. Qwest witnesses,
while providing a cursory review of market data, rely most heavily on theories of
potential competition to evaluate market conditions. However, these theories are widely
recognized by economists as having little use in all but the most limited set of market

conditions.
Conclusions
. Qwest maintains a very high market share in the overall local exchange market. This

high market share is consistent with the Company’s ability to exercise monopoly power.
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While the Company maintains an overall market share of about 83%, submarket analysis
indicates that for a large number of customers residing in Qwest’s service area, near-
monopoly conditions continue to prevail. These near-monopoly conditions contribute to
Qwest’s overall monopoly power, and provide a potential source of subsidy.

Qwest, if deregulated, has monopoly power which will allow it to engage in monopoly
practices which are detrimental to consumers and to competition.

Summary of Tab 3: Qwest’s Advocacy of Potential Competition

Purpose and Overview

Qwest bases much of its case for deregulation on theories of potential competition. In Tab 3 of
my testimony | explain why theories of potential competition do not support deregulation of
prices and service quality in Qwest’s local exchange market.

Findings

Qwest witnesses rely on theories of “Schumpeterian competition,” “contestable markets,”
and “accommodative entry” to justify Qwest’s request for deregulation of all retail
services. Without exception, these theories are inappropriate.

Schumpeterian competition is based on the underlying premise that unrestrained
monopoly is superior to competition in delivering economic stability and technological
innovation. Policy based on the theory of Schumpeterian competition would require
replacing pro-competition policy with pro-monopoly policy. Such an approach is
inconsistent with statute and ample evidence of the innovative superiority of competitive
forces.

The theory of contestable markets is based on necessary conditions which are not
consistent with market reality in Qwest’s service area. Qwest witnesses, while claiming
to abide by the contestable market theory offered by William Baumol and his coauthors,
actually rely on a novel and untested theory which has little to do with the original
contestable market theory. The original theory of contestable markets, and the derivative
theory offered by Dr. Taylor and Dr. Weisman, provide no basis for the Commission to
grant Qwest’s request for deregulation of all services.

Qwest witnesses also discuss theories of accommodative entry and indicate that these
theories point to the inappropriateness of retail regulation once a regulated market for
wholesale inputs emerges. The support offered for this conclusion is a mathematical
model developed by Dr. Weisman. | show that Dr. Weisman’s model is overly
simplistic. When more realistic assumptions are used, Dr. Weisman’s model indicates
that retail regulation can improve the efficiency of market outcomes where
accommodative entry policies are in place.

Vi
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Conclusions

Theories of potential competition have been shown in the economic literature to have little
practical value. Qwest witnesses Dr. Taylor and Dr. Weisman have not added any new element
to these discredited theories. The Commission should reject the use of theories of potential
competition when evaluating whether Qwest has the potential to exercise monopoly power.

Summary of Tab 4: Service Quality and Local Exchange Competition
Purpose and Overview

Qwest requests that the Commission deregulate all aspects of its service quality. In Tab 4 of my
testimony | address the request for service quality deregulation in light of observed market
conditions.

Findings

. Qwest bases its request for service quality deregulation on its incomplete analysis of
market conditions which I discuss in Tab 2 of this testimony, and on the theories of
potential competition that | critique in Tab 3 of this testimony. Qwest witnesses thus
ignore Qwest’s monopoly power when discussing the Company’s request for
deregulation of retail service quality.

. Qwest witnesses also ignore other critical factors related to Qwest’s service quality,
including:

. The vital public safety role played by basic local service;

. The fact that telephone service is subject to network effects, which result in the
service quality experienced by one consumer having a potential impact on other
consumers;

. The fact that telecommunications service quality may be difficult for consumers

to accurately interpret; and, related to this point,

. The ability of service providers to “point fingers” and deny responsibility for
problems, due to the interrelated nature of service quality across networks.

All of these factors indicate that continued oversight of Qwest’s service quality is
appropriate.

. Research that | have published indicates that service quality discrimination may occur as

local competition emerges, thus providing further support for the continued regulation of
Qwest’s service quality.

vii
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. Qwest witnesses’ claims regarding the beneficial nature of differential service quality
associated with the long-distance market should be viewed with caution. Dr. Taylor and
Dr. Weisman ignore the fact that the service quality discrimination which they describe
was viewed as anti-competitive by long-distance rivals of AT&T. The service quality
discrimination which Dr. Weisman and Dr. Taylor speak highly of was ultimately
remedied by what is perhaps the defining pro-competition policy in the long-distance
market—equal access, which leveled the service quality playing field.

. Qwest witnesses point to intermodal competition, such as wireless and VolIP, as
providing a check on Qwest’s ability to degrade its service quality. However, the
markedly lower levels of service quality associated with these options provides a low-
level target against which Qwest would compete. As a result, Qwest customers could
experience significant service quality degradation.

Conclusions

I show that market forces within Qwest’s service area are not sufficient to provide a check on
Qwest’s monopoly power. Service quality discrimination and degradation are possible in light
of Qwest’s continuing monopoly power, and thus continued oversight of Qwest’s service quality
is required. Qwest’s proposal for deregulation of its service quality should be rejected.

Summary of Tab 5: Qwest’s Regulatory Framework
Purpose and Overview

In Tab 5 of my testimony | examine the appropriateness of Qwest’s current regulatory plan, in
light of the analysis contained in the previous sections of this testimony, where I quantified
Qwest’s dominance of the local exchange market and its monopoly power. However, if the
Commission believes that deregulation is now warranted, | also offer some suggestions on how
deregulation should proceed.

Findings
. Qwest already has substantial regulatory flexibility.
. Qwest’s current regulatory framework does not impose any significant impediment to

Qwest’s ability to respond to emerging competitive forces.

. Qwest’s current regulatory framework constrains the Company from engaging in a
number of detrimental practices which its monopoly power enables. Qwest is
constrained from: implementing unsupervised rate increases for basic local service; from
engaging in unsupervised rate deaveraging; and, is constrained from dropping prices
without regard to the cost of service. In addition, the current regulatory framework
provides service quality incentives.

viii
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My analysis of market conditions supports the continued application of the modest
constraints under which Qwest currently operates.

If the Commission believes that deregulation is warranted, | believe that it should
proceed with caution. My testimony has identified large numbers of consumers who
continue to face market conditions virtually unchanged since the passage of the
Telecommunications Act.

The large business market segment shows the highest level of facilities-based CLEC
activity. Large business customers are better able to protect their interests in the
marketplace, both as a result of the higher levels of CLEC activity and as a result of their
superior expertise in telecommunications matters, due to their use of in-house experts or
consultants to establish the services that best suit their needs.

Small business customers, as a customer class, show the highest overall CLEC market
share. However, the prominent reliance on UNE-P by CLECs, and the segmented nature
of the small business market, make blanket deregulation of this market segment ill-
advised. If the Commission decides to deregulate Small Business services, it should
target wire centers where CLEC activities are highest, and monitor the impact of the
restriction of UNE-P on CLEC activity. If the Commission pursues deregulation, | also
recommend that a “safe harbor” rate be established for small business customers with
fewer than five lines.

The residential market segment shows the least evidence of CLEC activity. Protection of
basic local service offered by Colorado statute and by the Telecommunications Act of
1996 is not consistent with Qwest’s request that residential retail rates be deregulated.
Geographic factors are also important to consider, with marked differences in CLEC
activity across Qwest rate centers. Even within the rate centers where CLECs are most
active, there is considerable variation in CLEC activity across wire centers. While |
recommend against deregulation, if the Commission decides to deregulate Residential
services, it should target wire centers where CLEC activities are highest, and monitor the
impact of the restriction of UNE-P on CLEC activity. If the Commission pursues
deregulation, I also recommend that a “safe harbor” rate be established for residential
customers.

Evidence from the toll market shows a higher level of competitive activity than is evident
in the local market. However, low volume consumers are less likely to find protection
from market forces. Deregulation of the toll market should afford some protection to
low-volume users.

Conclusions

Qwest’s blanket request for deregulation should be denied.

If deregulation of local exchange service is pursued by the Commission for other than
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large business customers, it should: (1) be undertaken at the wire center level, (2)
acknowledge differences across customer classes, (3) be consistent with legislative
mandates regarding the continuing affordability and continued high quality of basic local
service, and, (4) offer “safe harbor” rates.

A limited set of regulatory protections should be included in the deregulation of toll
services.
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Statement of Qualifications

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Trevor R. Roycroft and my business address is 51 Sea Meadow Lane, Brewster,
MA, 02631

WHAT IS YOUR OCCUPATION?

I am an independent consultant providing economic and policy analysis related to
telecommunications and information technology industries.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

In June 1984 | received the Bachelor of Arts degree in Economics with a minor in Statistics
from California State University, Sacramento. The degree was awarded with honors. In
September of 1986 | received the Master of Arts degree in Economics from the University
of California, Davis. In December of 1989 | received the Doctor of Philosophy in
Economics from the University of California, Davis. My Ph.D. fields of specialization are
Economic Theory, Industrial Organization, Public Sector Economics, and Economic History.
PLEASE DESCRIBE YOUR PROFESSIONAL BACKGROUND.

| have provided services as an independent consultant since 1994. From 1994 to the end of

2004 1 was a professor in the J. Warren McClure School of Communication Systems
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Management at Ohio University. | was granted tenure and promoted to Associate Professor
in the Spring of 2000. My primary areas of teaching responsibility were graduate and
undergraduate courses covering regulatory policy, the economics of the telecommunications
industry, and telecommunications technology. Prior to my employment at Ohio University,
I was employed by the Indiana Office of Utility Consumer Counselor (OUCC) from May of
1991 until July of 1994. For most of my tenure at the OUCC | was Chief Economist. Prior
to my employment at the Indiana OUCC, | was a Visiting Assistant Professor of Economics
at Kenyon College, Gambier, Ohio, during the 1989 and 1990 academic years. | have also
been an Instructor of Economics at California State University, Sacramento in the Fall of
1987 and during the 1988 academic year. Economics courses that I have conducted include:
Principles of Economics, Intermediate Microeconomics, Industrial Organization, Economics
of the Public Sector, and Economics of Developing Countries. Exhibit TRR-1 is a copy of
my vita.

HAVE YOU PREVIOUSLY PRESENTED TESTIMONY BEFORE THIS
COMMISSION?

No. | have presented testimony in other jurisdictions. A complete listing of testimony is
provided in my vita, which is provided as Exhibit TRR-1.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS CASE?

I have been asked by AARP to respond to Qwest’s request for deregulation, as presented in the
Qwest Petition and supported by the Direct Testimony of Qwest witnesses.

WHAT HAVE YOU DONE TO PREPARE FOR YOUR TESTIMONY?

I have reviewed Qwest’s filing. | have prepared discovery requests which were served on

Qwest. I have reviewed the responses to those requests and have prepared follow-up discovery
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as appropriate. | have reviewed discovery requests served by other parties to this proceeding,
and have reviewed responses to that discovery which was relevant to my analysis. | have
reviewed Article 15 of the Colorado Revised Statutes and the Code of Colorado Regulations
which relate to Colorado Public Utility Commission’s rules. | have reviewed the Colorado
Public Utilities Commission Staff Report “Investigation of Competition in Colorado’s
Telecommunications Market.” | have reviewed other relevant materials, including the FCC’s
Local Competition Rules, the FCC’s Triennial Review Order and UNE Remand Order, and
the FCC’s TELRIC NPRM. ? | have reviewed the U.S. Supreme Court’s rulings in the lowa

Utilities Board and Verizon cases.®

In the Matter of Implementation of the Local Competition Provisions of the
Telecommunications Act of 1996; Interconnection between Local Exchange
Carriers and Commercial Mobile Radio Service Providers. CC Dockets 96-98
and 95-185. FCC Order No. 96-325. August 8, 1996. 129. (Hereinafter, Local
Competition Rules.) In the Matter of Review of the Section 251 Unbundling
Obligation of Incumbent Local Exchange Carriers, Implementation of the Local
Competition Provisions of the Telecommunications Act of 1996, Deployment of
Wireline Services Offering Advanced Telecommunications Capability. CC
Dockets Nos. 01-338, 96-98, 98-147. August 21, 2003. (Hereinafter, Triennial
Review Order.) In the Matter of Unbundled Access to Network Elements Review
of the Section 251 Unbundling Obligation of Incumbent Local Exchange Carriers
WC Docket No. 04-313, CC Docket No. 01-338, Order on Remand, February 4,
2005. (Hereinafter UNE Remand Order). In the Matter of Review of the
Commission’s Rules Regarding the Pricing of Unbundled Network Elements and
the Resale of Service by Incumbent Local Exchange Carriers, WC Docket No.
03-173. FCC 03-224, September 15, 2003. (Hereinafter, TELRIC NPRM.)

3 IOWA UTILITIES BOARD, ET AL. V. FEDERAL COMMUNICATIONS
COMMISSION, ET AL. 1999 WL 24568 (U.S.) (Hereinafter, lowa Utilities
Board).

VERIZON COMMUNICATIONS INC. V. FCC (00-511)219 F.3d 744, affirmed
in part, reversed in part, and remanded. May 13, 2002, pp. 40-41. (Hereinafter,
Verizon Ruling.)
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Overview of Testimony

Q:
A

HOW IS YOUR TESTIMONY ORGANIZED?

| have organized my testimony to provide a systematic response to Qwest’s proposal for
deregulation. Qwest’s proposal is supported by the testimony of four witnesses. Mr.
McDaniel provides an overview of the Qwest proposal and discusses Qwest’s current
regulatory status. The balance of Qwest’s case is logically divided into two sections. Mr.
Brigham’s testimony is devoted to an analysis of actual market conditions in Qwest’s service
area. He provides his perspectives on CLEC competition utilizing traditional wireline
technology and on “intermodal”” competition based on wireless and Internet technologies.
The other component of Qwest’s proposal is supported by the testimonies of Dr. Weisman
and Dr. Taylor. While these witnesses make reference to data on actual competition
provided by Mr. Brigham, they focus on theories of potential competition, which they
indicate obviate the Commission’s need to make any findings regarding actual competition.*
Dr. Taylor and Dr. Weisman also discuss their perspectives on the relationship of Colorado
statute to the market and regulatory environment. They also offer their support for

deregulation of Qwest’s service quality performance.

My testimony is organized into five sections: the first addresses Qwest’s proposal in light
of the statutory objectives stated by the Colorado General Assembly and by the U.S.

Congress. | then turnto an evaluation of actual competition in Qwest’s service area. Third,

In response to discovery, Dr. Weisman and Dr. Taylor each indicate that they
have not conducted any specific analysis of market data, and have relied only on
selected information obtained from Mr. Brigham. Response to AARP Data
Requests 4-16 and 4-17.
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I discuss theories of potential competition offered by Qwest witnesses. Fourth, | analyze
Qwest’s request for service quality deregulation. Finally, | address the appropriate

regulatory structure for Qwest in light of market conditions.



TAB 1



Direct Testimony of Trevor R. Roycroft, Ph.D.
On Behalf of AARP
Colorado PUC Docket No. 04A-411T

13
14

15
16
17
18

19
20
21
22

23
24
25
26
27
28

29

30
31

32
33
34

35

Tab 1: Statutory Goals

A. Purpose and Overview

Qwest’s request for deregulation of all retail services must be viewed in light of statutory objectives,
both at the state and federal level. In Tab 1 of my testimony I discuss key elements of Colorado and
federal law which have bearing on Qwest’s request.

Findings

The Telecommunications Act of 1996 and the Colorado Revised Statutes prescribe a
balanced approach to the promotion of competition. The goal of increased competition is
constrained by continuing objectives of the promotion of affordable and high-quality
services, by the need to guarantee the recovery of no more than a reasonable share of joint
and common costs from basic local service, and the recognition that competitive forces vary
widely across markets.

The Colorado Revised Statutes indicate that the introduction of competitive forces into the
State’s telecommunications markets requires a flexible regulatory approach.

Qwest’s deregulation proposal is fatally flawed as it is entirely inflexible. Qwest’s proposal
does not recognize market differences which have left large numbers of customers facing
market conditions which are little changed since 1996, i.e., a continuing monopoly for local
exchange service.

Qwest witnesses claim that the Commission should be prepared to accept higher prices and
lower levels of service quality as a result of competition. These witnesses misinterpret
statutory objectives which indicate that affordable prices and high quality services should
be protected by the Commission as it oversees the introduction of competition.

The main conclusions of my testimony would be no different if Qwest had originally
requested only that Part 2 services be moved to Part 3. The underlying issues associated
with Qwest’s initial request, and any potential new request to move Part 2 services to Part
3 or Part 4, are quite similar. As discussed in C.R.S. § 40-15-207 and § 40-15-305,
reclassification in either case requires that the Commission must make a finding on the
bellwether issue of effective competition.

Conclusions

The legislative directives offered by the U.S. Congress and the Colorado General Assembly
seek to provide benefits to consumers through the introduction of competition.

The pro-competition approach identified by each of these bodies is constrained. Protection
of specific objectives, such as the affordability and high quality of basic service, are to be
pursed in conjunction with pro-competition policies.

Qwest’s proposal is entirely inconsistent with these objectives.

6
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B. Statutory Goals for Colorado Telecommunications Markets

Q:

A:

WHAT GOALS ARE IDENTIFIED BY THE COLORADO GENERAL ASSEMBLY
FOR THE TELECOMMUNICATIONS MARKETPLACE IN THE STATE?

The Colorado General Assembly identifies a balanced set of goals which imply a reflective
and reasoned approach to the introduction of competition into Colorado telecommunications
markets:

The General Assembly hereby finds, determines, and declares that it is the policy of the state
of Colorado to promote a competitive telecommunications marketplace while protecting and
maintaining a wide availability of high-quality telecommunications services. Such goals are
best achieved by legislation that brings telecommunications regulation into the modern era
by guaranteeing the affordability of basic telephone service while fostering free market
competition within the telecommunications industry. The General Assembly further finds
that the technological advancements and increased customer choices for telecommunications
services generated by such market competition will enhance Colorado’s economic
development and play a critical role in Colorado’s economic future. However, the General
Assembly recognizes that the strength of competitive force varies widely between markets
and products and services. Therefore, to foster, encourage, and accelerate the continuing
emergence of a competitive telecommunications environment, the General Assembly
declares that flexible regulatory treatments are appropriate for different telecommunications
services.’

Thus, the Colorado General Assembly created a policy which promotes competition, but also
promotes the wide availability and high-quality of telecommunications services; which
guarantees the affordability of basic telecommunications services; and recognizes that
competitive forces vary widely between markets, and products and services. To achieve
these objectives, the General Assembly prescribed flexible regulatory treatments. The
guidance offered by the Colorado General Assembly is also consistent with the sentiments
expressed by the U.S. Congress in the Telecommunications Act of 1996, which is described

in the preamble as a law:

> C.R.S. § 40-15-101.
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To promote competition and reduce regulation in order to secure lower prices and higher
quality services for American telecommunications consumers and encourage the rapid
deployment of new telecommunications technologies.®

DOES QWEST’S PROPOSAL REFLECT THESE STATUTORY OBJECTIVES?
No. The careful balancing of objectives identified by the Colorado General Assembly is
completely ignored in Qwest’s proposal. Most notably, Qwest’s proposal does not ensure
the provision of high-quality services; it does not promote the affordability of basic
telecommunications service; and it does not recognize in any way that competitive forces
vary between markets, products, and services.

IN LIGHT OF QWEST’S REQUEST FOR SERVICE RECLASSIFICATION AND
DEREGULATION, WHAT HAS GUIDED YOUR EVALUATION OF MARKET
CONDITIONS IN QWEST’S SERVICE AREA?

I have employed economic methodologies and tools to answer the questions the Colorado

General Assembly suggests be addressed by the Commission when considering whether

services be reclassified or deregulated.

The Colorado General Assembly has provided a set of criteria for determining whether
services may be moved from Part 2 to Part 3 classification, and Part 3 to Part 4 classification.
C.R.S. § 40-15-207 and § 40-15-305 offer guidance to the Commission on the process of
reclassifying services, with each section offering five similar points of consideration. | have

summarized the five points in Table 1, below.

For Qwest services to be reclassified from Part 2 to Part 3, or from Part 3 to Part 4, these key

economic conditions in Qwest’s service area, including the nature of entry barriers, the

Preamble, Telecommunications Act of 1996.
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number and relative size of firms operating in the market, and supply and demand conditions

must be examined. The Commission is also advised to find whether the deregulation of the

Table 1: C.R.S. 840-15-207 and 840-15-305 compared.

840-15-207 (Part 2 to Part 3) 840-15-305 (Part 3 to Part 4)
(I) The extent of economic, technological, | (I) The extent of economic, technological, or
or other barriers to market entry and exit; other barriers to market entry and exit;
(1) The number of other providers (1) The number of other providers offering
offering similar services in the relevant similar services;
geographic area;
(111) The ability of consumers in the (1) The ability of consumers to obtain the
relevant geographic area to obtain the service from other providers at reasonable
service from other providers at reasonable | and comparable rates, on comparable terms,
and comparable rates, on comparable and under comparable conditions;

terms, and under comparable conditions;

(IV) The ability of any provider of such (IV) The ability of any provider of such
telecommunications service to affect prices | telecommunications service to affect prices
or deter competition; or deter competition;

(V) Such other factors as the commission | (V) Such other relevant and necessary
deems appropriate. factors, including but not limited to relevant
geographic areas, as the commission deems
appropriate.

services in question “will promote the public interest and the provision of adequate and
reliable service at just and reasonable rates.”” Thus, as suggested by the Colorado General
Assembly, an analysis of actual market conditions is required to determine whether effective
competition exists in Qwest’s service area

C. Effective Competition

Q: OF WHAT IMPORTANCE IS EFFECTIVE COMPETITION TO THIS
PROCEEDING?

7 C.R.S. §40-15-305(1)(a).
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Qwest has requested that the Commission deregulate virtually all of its retail services. The
Colorado Revised Statutes offer the Commission guidance associated with the process of
deregulation:

. . .the commission shall deregulate. . . specific telecommunications services. . . upon a
finding that there is effective competition in the relevant market for such service and that
such deregulation will promote the public interest and the provision of adequate and reliable
service at just and reasonable rates.®

I have focused on the economic issues raised by this guidance, namely, whether there is
effective competition in the markets which Qwest seeks deregulation.

WHAT IS EFFECTIVE COMPETITION?

Given the context of this proceeding, effective competition is characterized by market
conditions which are capable of constraining Qwest’s monopoly power.
THROUGHOUT THISTESTIMONY YOU USE THE TERMS “MARKET POWER”
AND “MONOPOLY POWER.” CAN YOU DISCUSS YOUR USE OF THESE
TERMS?

Yes. The term “market power” is used by economists to identify situations which are a
departure from a competitive outcome. A seller has market power if it has the ability to
profitably maintain prices above the costs of production. There are varying degrees of
market power and market power is quite common. For example, a recording artist (or their
record label) may charge a premium for a popular new music release and charge lower prices
for older or less popular titles issued by the same artist. This example represents a relatively
small and inconsequential degree of market power. The premium charged will not persist

as the album title ages or the artist loses popularity, and the supply of the recording is

unlikely to affect public safety or economic development.

8 C.R.S. 840-15-305(1)(a), emphasis added.
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Monopoly power represents a substantial degree of market power. A firm with monopoly
power (1) can charge prices well in excess of levels justified by costs and (2) can do so over
an extended period of time. A firm with monopoly power may find other tools at its
disposal, especially if it operates in a segmented market where competitive forces vary by
customer class or geographic area, as is the case for Qwest. When the market is segmented,
monopoly power can provide the necessary resources to allow the firm to engage in price

discrimination, cross subsidization, and anti-competitive practices.

It is important for the Commission to make its decision based on a thorough evaluation of
the local exchange market in Qwest’s service area, and the potential of Qwest to exercise
monopoly power. Only through such an evaluation can the Commission respond, in light
of the statutory guidelines offered by the Colorado General Assembly, to Qwest’s request

for complete deregulation of its services.

D. Flexible Regulation

Q:

THE COLORADO GENERAL ASSEMBLY INDICATES THAT FLEXIBLE
REGULATORY TREATMENTS ARE APPROPRIATE FOR DIFFERENT
TELECOMMUNICATIONS SERVICES. ISQWEST’SPROPOSAL CONSISTENT
WITH THIS GUIDANCE?

No, Qwest’s proposal is entirely inflexible. The lack of flexibility makes Qwest’s policy
prescriptions, as advanced by Qwest witnesses, entirely inappropriate for current market
conditions. As I discuss further below, there are a number of reasons why Qwest’s proposal
should be rejected by the Commission, however, a fatal flaw in Qwest’s proposal is its total

lack of flexibility. The lack of flexibility inherent in Qwest’s proposal, and its “one-size-fits-

all” approach, virtually guarantees that Qwest’s plan will harm consumers and harm

11
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competition.

WHAT IS THE UNDERLYING SOURCE OF THE LACK OF FLEXIBILITY
CONTAINED IN QWEST’S PROPOSAL?

The lack of flexibility is a direct result of an evaluation of market conditions in Qwest’s
service territory which is based on the questionable economic theories offered by Dr.

Weisman and Dr. Taylor.

The economic theories applied by Dr. Weisman and Dr. Taylor in their evaluation of market
conditions in Qwest’s service area, in addition to having questionable general value, are also
entirely inflexible. According to the theories advanced by Dr. Weisman and Dr. Taylor,
competitive forces currently offer the same degree of market discipline of Qwest’s monopoly
power for a low volume residential customer who has no choice for basic telephone service
and for an enterprise-level business customer which already engages in extensive self-
provision of telecommunications services, which has a staff of trained professionals to
manage and provision its telecommunications services, and which obtains
telecommunications services from multiple vendors. Likewise, the inflexible economic tools
utilized by Dr. Weisman and Dr. Taylor predict that competitive forces currently offer the
same discipline for Qwest’s monopoly power in Qwest’s Hillrose rate center (which is
outside of Fort Morgan), where Qwest’s market share is virtually unchanged from pure
monopoly, and in the Aurora rate center, where Qwest’s market share has fallen. Thus,
policy recommendations made by Qwest witnesses deliberately ignore real-world conditions
in Qwest’s service territory and replace reality with hypothetical and highly stylized

interpretations of what “should be” happening, given the general policy framework

12
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prescribed by the Telecommunications Act of 1996. The inflexibility of this approach
should be rejected.

WHAT BEARING DOES THE COMMISSION’S FEBRUARY 10, 2005 ORDER
HAVE ON YOUR TESTIMONY?

I have reviewed the Commission’s February 10, 2005 Order addressing the permissibility
of Qwest’s proposal to reclassify Part 2 services directly to Part 4. The Commission has
instructed Qwest that it cannot simultaneously move Part 2 services to the Part 4
classification, as is requested in Qwest’s Petition. However, the Commission also advised
all parties to prepare for the April hearings, which indicates that the Commission does not
believe that its ruling requires that Qwest return to square one. Thus, this testimony remains

responsive to Qwest’s October 1, 2004 filing.

While I do not know at the time of this writing what Qwest’s reaction to the Commission’s
ruling will be, I don’t believe that Qwest will be satisfied with the classification of Part 2
services in Part 3 for any extended period of time. Qwest may request deregulation of Part
2 services in the future, assuming that they are first moved to Part 3. Alternatively, Qwest
may offer an alternative legal theory regarding the ability of the Commission to deregulate

Part 2 services at this time.

The main conclusions of my testimony would be no different if Qwest had originally
requested only that Part 2 services be moved to Part 3. The underlying issues associated
with Qwest’s initial request, and any potential new request to move Part 2 services to Part

3 or Part 4, are quite similar. As discussed in C.R.S. § 40-15-207 and § 40-15-305,

13
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reclassification in either case requires that the Commission must make a finding on the

bellwether issue of effective competition.

Thus, while in this testimony | refer to Qwest’s request for deregulation associated with its
October 1, 2004 filing, which is the only material | have to respond to, the evidence that |
provide applies equally to the issue of reclassification of Part 2 services to Part 3. For that
reclassification to occur the Commission must find, in addition to the existence of effective
competition, that the reclassification will promote the provision of adequate and reliable
service at just and reasonable rates and the public interest. 1 don’t believe that the evidence
enables the Commission to make such findings, for either the purpose of reclassifying Part
2 services to Part 3, or for deregulating Part 2 services.

PLEASE SUMMARIZE TAB 1 OF YOUR TESTIMONY.

The Telecommunications Act of 1996 and Colorado Revised Statutes each point to a
measured approach to the introduction of competition in telecommunications markets.
Statutory objectives associated with competition include the continued availability of
affordable and high-quality services. Colorado statute recognizes that the introduction of
competition will not result in uniform market forces and will require a flexible regulatory
approach for various telecommunications markets and services. Qwest’s proposal ignores
the statutory objectives and the arguments offered by Qwest witnesses regarding the
desirability of higher prices and lower service quality in the face of continuing monopoly
power should be rejected. In the testimony that follows I explain why Qwest’s proposal is
out of sync with both the Colorado General Assembly’s stated objectives and with current

market conditions in Colorado.

14
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Tab 2: Market Conditions in Qwest’s Service Area

A. Purpose and Overview

In Tab 2 of my testimony | report the results of a detailed examination of actual market conditions
in Qwest’s service area.

I examine the market for local exchange services, which, for residential customers, include
basic local exchange service, vertical features, and second lines.

To evaluate the local exchange market in Qwest’s service area, | first place the status of local
exchange competition in Colorado into nationwide context.

Following the nationwide overview, I turn to the local exchange market in Qwest’s service
area. | examine the market shares held by various firms in specific geographic areas, and
market shares associated with various customer classes.

I examine two other factors which are critical in determining whether effective competition
exists, (1) the potential for consumers to switch providers (the demand response), and (2) the
actions of CLEC firms in the market with regard to their supply decisions (the supply
response).

Findings

Based on a nationwide comparison, | have found that the progress of competitive entry in
Colorado has been sightly below average.

Qwest currently maintains an overall market share of approximately 83%. The next largest
firm in the market has a market share of approximately 5%. The combined market shares
of the smallest 40 firms operating in the market is less than 1%.

Large numbers of consumers reside in non-urban wire centers where Qwest maintains a
market share in excess of 95%, indicating near-monopoly conditions. Even within urban
areas, CLEC activity varies significantly by wire center, with large numbers of consumers
residing in urban wire centers where Qwest’s market share exceeds 95%.

A commonly-used measure of market concentration, the Herfindahl-Hirschmann Index
(HHI), when applied to Qwest’s service area, yields a value of 7,006. This HHI value is
nearly four-times the benchmark used by the Department of Justice (1,800) to identify
situations where the exercise of market power is likely.

Qwest’s dominance of the market varies by geographic area, however, even in the
geographic area with the highest level of CLEC activity, the HHI takes a value of
approximately 4,700, which is 2.6 times the Department of Justice’s benchmark.
Furthermore a large number of consumers reside in areas of Qwest’s service area where the

15
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HHI exceeds 9,000, which is close to the level of pure monopoly.

My analysis also shows that CLEC activity is closely linked to customer class. CLEC
activity has been most significant in the business sector.

In Tab 2 of my testimony | also examine the ability of consumers to substitute alternative
services and technologies for Qwest’s local exchange service.

Demand substitution could serve as a check on Qwest’s monopoly power. However,
I have found that the ability of consumers to substitute alternative technologies or
services varies by customer class and geography. Consumers residing in rural areas,
and residential customers in general, have limited ability to substitute for Qwest’s
local exchange service. This inability to substitute confirms that the high market
shares observed are consistent with monopoly power.

I have also examined the supply response to determine whether monopoly power
might be checked by rapid expansion of supply from CLEC service providers, or
fromalternative technologies. I have found, however, that CLEC supply alternatives
are actually becoming more limited due to the continuing crisis in the CLEC
industry.

The FCC has limited the ability of CLECs to utilize UNE-platforms (UNE-P). UNE-
P is widely used by CLECs in Qwest’s service area. Restrictions on the availability
of, or higher prices for, UNE-P will have a negative impact on CLEC activity.

Beyond this regulatory issue, the rapid consolidation of the telecommunications
sector, with SBC acquiring AT&T, and Verizon acquiring MCI, may have a chilling
effect on local exchange competition.

While there is some evidence that supply alternatives may be emerging from cable
television companies, whether cable marketing strategies will offer an alternative
supply source to a broad segment of the market is unclear at this time. Early
indications point to cable companies targeting only the high-end of the residential
market.

Evidence indicates that while incidental substitution of wireless telephony for
wireline may be occurring, the overwhelming majority of consumers continue to
behave as if wireless and wireline are complementary services, i.e., purchasing both
wireline and wireless service.

Voice over Internet Protocol (VolP) is an emerging technology offered on a stand-
alone basis by companies like Vonage, and by some cable television companies.
Limitations of this technology include the necessity of a broadband connection,
which is present in only 15% of Colorado households. In addition, use of VVolP from
a third-party vendor does not have the benefit of number portability and E911. Use

16
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of VoIP from third-party vendors requires customers to be technologically savvy.

The approach used by Qwest witnesses to evaluate the local exchange market falls short of
what is required to gain an understanding of market conditions. Qwest witnesses, while
providing a cursory review of market data, rely most heavily on theories of potential
competition to evaluate market conditions. As I discuss in a later section of this testimony,
theories of potential competition are widely recognized by economists as having little use
in all but the most limited set of market conditions.

Conclusions

Qwest maintains a very high market share in the overall local exchange market. This high
market share is consistent with the Company’s ability to exercise monopoly power.

While the Company maintains an overall market share of about 83%, submarket analysis
indicates that for a large number of customers residing in Qwest’s service area, near-
monopoly conditions continue to prevail. These near-monopoly conditions contribute to
Qwest’s overall monopoly power, and provide a potential source of subsidy.

Qwest, if deregulated, has monopoly power which will allow it to engage in monopoly
practices which are detrimental to consumers and to competition.

B. Qwest’s Market Analysis

Q:

WHICH OF QWEST WITNESSES DISCUSS MARKET CONDITIONS INQWEST’S
SERVICE AREA?

Mr. Brigham provides a discussion of market conditions in Qwest’s service area. Dr. Taylor,
and to a lesser extent, Dr. Weisman, make reference to actual market conditions, however,
Dr. Taylor and Dr. Weisman base their statements regarding actual market conditions on Mr.
Brigham’s testimony. Thus, I direct the bulk of my comments at Mr. Brigham’s analysis,
with the understanding that statements | make regarding my analysis also apply to the
derivative comments on market conditions appearing in the Direct Testimonies of Dr. Taylor
and Dr. Weisman.

WHAT MARKET IS RELEVANT FOR YOUR ANALYSIS?

Qwest is requesting the deregulation of all of its retail services. These services may be

17
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purchased on a stand-alone basis, or part of a bundle. | examine the market for local
exchange services, which include basic local exchange service, as well as vertical features.
Thus, when | make reference to the “local exchange market,” I mean basic local service and
the group of related services which are sold in conjunction with basic local service, including
vertical features and second lines. The market for long distance calling is not part of the
local exchange market. Rather, long distance calling is a related complementary service,
which has distinct market characteristics. Consumers frequently purchase local services
from one provider and long distance from another provider. Consumers do not purchase
basic local exchange service from one LEC and Call Waiting from another LEC. While long
distance service is frequently bundled with local services, especially in light of Qwest’s
receipt of interLATA authority, | believe that the toll market deserves separate treatment.

OF THE LOCAL EXCHANGE SERVICES SOLD BY QWEST, DO ANY
COMMAND A UNIQUE PLACE IN THE MARKET?

Yes, basic local service has a special place in the market as it is associated with state and
federal universal service objectives, and has other legal mandates associated with it. For
example, the Telecommunications Act of 1996 specifies that services included in the
definition of universal service bear no more than a reasonable share of the jointand common
costs of facilities used to provide those services.? Similarly, the Colorado General Assembly
has stated that the fostering of free market competition must be balanced with the guarantee
of affordable and high quality basic telephone service.’® Thus, any request for deregulation

of basic local service must be considered in light of the unique place basic local service

’ Telecommunications Act of 1996, Section 254(K).
10 C.R.S. § 40-15-101.
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holds in the market.

WHAT STEPS ARE NECESSARY TO ANALYZE THE LOCAL EXCHANGE
MARKET IN QWEST’S SERVICE TERRITORY?

| believe that several steps are needed to analyze the local exchange market in Qwest’s
service territory. Valuable information can be gained from an analysis of market share. To
the extent possible, market share analysis should be conducted on a geographic and customer
class basis. Examination of market share information, while a critical first step to
understanding the progress of competition, is not the only action necessary. In addition to
an examination of market share, | also evaluate the potential for substitution on the demand
side, and the response from the supply side. Monopoly power may be constrained if
consumers are observed to easily and frequently change providers in response to price
differences. Likewise, if alternative suppliers are observed to quickly expand their supply
and marketing activity into a broad section of the marketplace, then an incumbent’s market
power may be constrained. To summarize my three-step approach, | examine market shares
observed in Qwest’s service area; | examine the demand side of the market and the ability
of consumers to substitute for Qwest’s local exchange service; and | examine the supply side
of the market to determine whether there are impediments to firms other than Qwest
supplying local exchange service.

DOES MR. BRIGHAM FOLLOW THESE STEPS?

No. Mr. Brigham does develop an analysis of market share, however, he ultimately links his
conclusions back to the contestability arguments offered by Dr. Taylor and Dr. Weisman.**

Contestability theory does not rely on the analysis of market structure or actual market

11

Direct Testimony of Robert Brigham, pp. 7-8.
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conditions. Contestability is based on conditions affecting entry and exit from a market;
whether the entrant has the ability to serve the same market demand with the same
technology as the incumbent; and the inability of an incumbent to respond with price cuts.
Mr. Brigham’s analysis does not follow the steps which I have discussed above and is,
therefore, incomplete.

DOES MR. BRIGHAM’S ANALYSIS CORRECTLY ADDRESS MARKET
SEGMENTATION?

No. The structure of the marketplace for which Qwest seeks deregulation is complex.
Careful analysis of the market must be undertaken to determine the appropriate response to
Qwest’s request and to develop an appropriate regulatory (or deregulatory) treatment of
Qwest services. In the analysis that | conduct, | acknowledge market segmentation. This
approach stands in contrast to the approach utilized Mr. Brigham and by Dr. Taylor and Dr.
Weisman. These witnesses fail to identify differences in market segments in Qwest’s service
area which are driven by customer characteristics and geography.

CAN YOU PROVIDE EXAMPLES OF MARKET SEGMENTATION?

Yes. Market segmentation may result from distinct consumer needs or location-related
differences. For example, large business customers require specialized services related to
the nature of the business. Telecommunications service providers tailor service offerings
to meet the specific needs of large business customers; custom installations of
telecommunications services are common. Thus, the large business market segment

provides one useful subclassification within the overall market.

Residential customers do not require the unique configurations or intensity of
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telecommunications technology that a large business customer demands.
Telecommunications services offered to residential customers by Qwest are most frequently
sold in conjunction with basic local telephone service—which provides a telephone number,
a white pages listing, and the ability to make and receive local calls. Around this service,
a wide array of other complementary services are sold, including vertical features like call
waiting and Caller ID; or voice mail, high-speed data services, and additional voice-grade
lines. The residential market provides another logical subcategory in the overall local

exchange marketplace.

Small business users have a range of telecommunications needs, from modest, which could
be satisfied by a service similar to residential basic local service offering, to more complex
multiline installations. The nature of the small business will drive its telecommunications
needs. Furthermore, businesses, both large and small, view telecommunications
expenditures differently than residential customers, i.e., as a tax-deductible business
expense, this also affects their purchase decisions. These factors point to the small business

market as another logical subcategory within the overall marketplace.

Geography also segments the overall market. Consumers residing in the Deckers rate center
do not face the same market conditions as consumers residing in the Denver rate center.
Market forces may vary by geographic area. This fact was recognized by the Colorado

General Assembly when it prescribed geography as a factor which the Commission should
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consider when deregulating emerging competitive services.'?

C. Analysis of Market Shares

Q:

A:

WHY IS MARKET SHARE IMPORTANT?

To understand the structure of a market, information on the absolute and relative size of
firms in the marketplace is required. Economic theory suggests that competitive activity is
related to the number of the firms in the marketplace. Monopoly is at one end of the
spectrum of market structure, and economic theory predicts that an unconstrained
monopolist will take advantage of its position in the market by raising prices above cost for
a sustained period, or pursuing other actions which are to its advantage. In most markets,
including Qwest’s, there is not a pure monopoly. More than one firm sells services.
Economic theory provides a basis for the understanding of markets which have some degree
of supply rivalry. The number and relative size of firms in a marketplace influence whether
amarket is characterized by effective competition or continuing monopoly power. Antitrust
analysis has also relied on market share to identify monopoly power. Specifically, market
share thresholds as low as 75% have been associated with monopoly power.**

HOW HAVE YOU ANALYZED MARKET SHARES IN THE QWEST SERVICE
TERRITORY?

I have utilized information publicly available from the FCC, from the Colorado Commission

Staff’s Report on local exchange competition, and have also gathered information from

12 C.R.S. 8§40-15-305.

B3 See, for example, U.S. v. Grinnell, 384 U.S. 563 (1966) (indicating an 87% share
is consistent with monopoly power); Eastman Kodak, Co. v. Image Technical
Services, Inc., 504 U.S. 451 (1992), (80% is consistent with monopoly power);
United States v. Microsoft, No. 00-5212, Slip Op. (D.C. Cir. June 28, 2001), (80%
is consistent with monopoly power), U.S. v. E.I. du Pont Nemours and Co. 351
U.S. 377 (1956) (75% is consistent with monopoly power).
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Qwest’s filing, as well as the discovery process.”* My analysis begins with a general
evaluation of the progress of local exchange competition since 1996, and then moves to

specific information on the marketplace in Qwest’s service area.
I. Overview of the General Progress of Local Exchange Competition

PLEASE DESCRIBE THE GENERAL PROGRESS OF LOCAL EXCHANGE
COMPETITION UNDER THE ACT.

On a national basis, the progress of competitive entry under the provisions of the Act, the
FCC’s rules, and the states’ general oversight has been mixed. Market entry data on the
CLEC industry reported by the FCC shows that on a state-by-state basis, lines served by
CLECs range from a 3.8% percent market share in the state of Montana to a 32.2% market
share in the state of Rhode Island.”® Table 2 summarizes the nationwide results reported by
the FCC for the period ending June 30, 2004.*° Overall, the FCC reports about 17.5% of

access lines nationwide being served by CLECs.

1 Information | used for the analysis of market conditions as of June 30, 2004 was
provided in Confidential Attachments B, C, F, G, and H to the response to OCC
Data Request 02-043S1. Information I used for the analysis of market conditions
as of September 30, 2004 was provided in responses to AARP Data Requests 01-
1 through 01-21.

1 Market shares reported by the FCC represent all CLEC provision, including
resale, UNE’s, UNE-Ps, and CLEC self-provision. The FCC withholds some
state-level data to protect confidentiality of the small number of CLECs operating
in some states. As a result, data from AK, HI, SD, VT, WV, and WY do not
appear in Table 2.

16 “Local Telephone Competition: Status as of December 31, 2002.” Industry
Analysis and Technology Division, Wireline Competition Bureau, Federal
Communications Commission. June 2003.

http://www.fcc.gov/Bureaus/Common_Carrier/Reports/FCC-State_Link/IAD/lcom603.pdf

23



Direct Testimony of Trevor R. Roycroft, Ph.D.

On Behalf of AARP

Colorado PUC Docket No. 04A-411T

WN -

Table 2: Nationwide Market Share Comparison. FCC's "*Local Telephone
Competition Status as of June 30, 2004."" Data from Table 6 of that report.

State CLEC Market Rank by CLEC Rank by CLEC Lines
Share Market Share

Rhode Island 32.26% 1 33
New York 29.78% 2 2

Michigan 25.98% 3 7

Arizona 25.21% 4 13
Utah 23.44% 5 25
Massachusetts 22.52% 6 9

Kansas 22.33% 7 24
Nebraska 21.83% 8 34
Illinois 20.91% 9 6

Pennsylvania 20.44% 10 5

New Jersey 20.40% 11 8

New Hampshire 20.27% 12 36
Minnesota 20.26% 13 16
Virginia 19.62% 14 10
Georgia 19.46% 15 12
District of Columbia 19.05% 16 32
Texas 18.62% 17 3

Wisconsin 18.54% 18 14
Colorado 16.97% 19 19
California 16.05% 20 1

Maryland 15.97% 21 15
Delaware 15.72% 22 41
Florida 15.63% 23 4

Alabama 15.45% 24 23
Ohio 14.68% 25 11
Tennessee 14.43% 26 21
Maine 14.17% 27 40
Indiana 13.95% 28 18
lowa 13.91% 29 35
Oregon 13.28% 30 28
Oklahoma 13.23% 31 29
Washington 13.11% 32 20
Missouri 12.90% 33 22
Arkansas 12.21% 34 37
Louisiana 12.19% 35 26
North Carolina 11.49% 36 17
Connecticut 11.47% 37 27
Kentucky 10.62% 38 31
Nevada 10.53% 39 38
Mississippi 10.25% 40 39
South Carolina 10.05% 41 30
New Mexico 7.88% 42 42
North Dakota 7.80% 43 44
Idaho 6.64% 44 43
Montana 3.83% 45 45
Nationwide 17.59%
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HOW DOES COLORADO COMPARE IN THE NATIONAL RANKINGS OF THE
PROGRESS OF LOCAL EXCHANGE COMPETITION?

Progress in Colorado has been a bit below average when compared to the nationwide
experience. Overall CLEC market share in Colorado reported by the FCC stands at 16.97%
for June 2004. This market share places Colorado 19" nationwide based on market share.
Colorado is also 19" nationwide based on the number of CLEC lines. The FCC reports a
total of 498,583 CLEC access lines in Colorado and a total of 2,439,132 ILEC lines. The
FCC data show that CLECs have made relatively modest progress in Colorado.

ON A NATIONWIDE BASIS, HAVE CLEC ENTRY PATTERNS FAVORED ANY
SPECIFIC CUSTOMER CLASS?

Yes, the FCC reports that CLECs have not gravitated toward residential and small business
customer classes. The most recent data shows that approximately 65% of CLEC lines are
associated with residential and small business customers, as opposed to 77% residential and
small business customers for ILECs."

ARE THERE LIMITATIONS TO THE FCC’S DATA?

Yes, the FCC’s reporting is based on statewide data. As a result, information regarding the
progress of local exchange competition for Qwest can be tracked only generally. Another
limitation of the FCC’s data is that it relies on self-reporting from the CLEC sector and does
not report any information from carriers who provide fewer than 10,000 lines in a state.
However, despite the limitations associated with the FCC’s data, | believe that the FCC’s
report provides valuable insight into the relative progress of local exchange competition
across states. The bias introduced by CLEC self-reporting and the exclusion of CLECs

which provide fewer than 10,000 lines is not likely systematic—there is no a priori reason to

1 Ibid, Table 2.
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believe that the bias would not affect states in a relatively equal fashion, making a relative
comparison of the data possible and useful. This comparison relays a very clear
conclusion—Colorado is not exceptional when considering the progress of local exchange
competition.

DID YOU ALSO EVALUATE MORE SPECIFIC INFORMATIONON THE STATUS
OF COMPETITION IN QWEST’S SERVICE TERRITORY?

Yes. | was able to use information from the Colorado Commission Staff’s Report
“Investigation of Competition in Colorado’s Telecommunications Market,” from Qwest’s
filing, and other information obtained through the discovery process to get a specific picture
of the status of competition in Qwest’s service territory.

WHAT DOES THE COMMISSION STAFF’'SREPORT ON LOCAL COMPETITION
INDICATE?

The Staff’s Report, which is based on a December 31, 2003 study period, shows a local
exchange market dominated by Qwest. The Staff Report indicates that facilities-based
competition has made limited inroads, with about 6% of access lines served by CLECs on
a facilities basis in Qwest’s service area.”® The Staff Report identifies a total of 41
companies which are providing local exchange service, with 10 of these companies
providing service over their own facilities.

DOES THE STAFF REPORT PROVIDE INFORMATION REGARDING THE
PROGRESS OF LOCAL EXCHANGE COMPETITION AT THE WIRE CENTER
LEVEL?

Yes. The Staff Report provides detailed wire center information, by customer class, and

includes reports of facilities-based CLEC activity. The information is reported based on line

counts, customer counts, and revenues. The information shows that the majority of Qwest

18 Not counting use of UNE loops.
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wire centers have very little CLEC activity.

DOES THE STAFF REPORT SHOW THAT CLEC ACTIVITY HAS BEEN
UNIFORM ACROSS CUSTOMER CLASSES?

No, it has not been uniform. Table 3, below, summarizes information on market share by

access lines shown in the staff report, focusing on the experience across customer classes.

Table 3: Qwest and CLEC Market Share from Staff Report
Table 2a—Retail Line Analysis
Customer Class CLEC Market Share Qwest Market Share
Large Business 19.1% 80.9%
Small Business 31.0% 69.0%
Residential 11.1% 88.9%
Overall Market 15.7% 84.3%

The information shown in Table 3 clearly shows that the experience of the three customer
classes is not uniform. CLECs in Colorado have not gravitated to the residential
marketplace, which reflects the nationwide data discussed earlier. Chart 1, below, presents

a graphic presentation of the same data.
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Chart 1. Quest Golorado Service Area Market Share by Qustomer Qass.
December 31, 2003
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DID YOU INDEPENDENTLY EXAMINE QWEST’S MARKET SHARE BASED ON
MORE RECENT DATA?

Yes. | was able to evaluate proprietary information provided by Qwest dated June 30", 2004
and September 30™, 2004. There are two significant differences between this more recent
data and the data associated with the Staff Report. Both relate to the level of granularity
associated with the data. The Staff Report is based on a wire center analysis, and thus has

information on market share and CLEC providers at the wire center level.’* Qwest was

19 As of the date of filing of this testimony, | only had access to the “public” version

(continued...)
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unable to produce detailed information regarding facilities-based CLEC activity at the wire
center level. Instead, it provided this information at the rate center level.?’ In addition,
Qwest could not identify the customer class associated with all CLEC activity. Thus, while
hoping to provide a detailed analysis at the wire center level for this more recent data, | had
to limit my analysis to the rate center level. In spite of this limitation, the more recent
information that | examined indicates a similar set of market conditions to those reflected
in the Staff Report.#

WILL YOU EXPLAIN YOUR MARKET SHARE ANALYSIS FOR THE JUNE 30,
2004 DATA?

Yes. The first step in my market share analysis was to identify the market shares of 68 firms
Qwest identified as providing local exchange service in Qwest territory. | then used this
information to generate two metrics which are widely used to interpret market structure.
These metrics indicate a highly concentrated market structure consistent with continuing
monopoly power, with Qwest maintaining a near-monopoly position in many sub-markets.
MR. BRIGHAM POINTS TO THE LARGE NUMBER OF CLECS OPERATING IN

THE STATE AS INDICATING THAT A FULLY COMPETITIVE MARKET HAS
EMERGED IN QWEST TERRITORY. IS COUNTING CLECS SUFFICIENT?

19(...continued)

of the Staff Report. It provides a valuable overview of the marketplace, however,
the “public” version did not allow me to examine the activity of specific CLECs
at the wire center level that would have allowed the calculation of concentration
ratios and HHI (discussed below).

20 In many cases, Qwest rate centers and wire centers are the same (i.e., one wire

center per rate center). In metropolitan areas, there are typically multiple wire
centers associated with a rate center.

21 The data associated with the June 30" time frame included detailed information

on active CLEC:s at the rate center level. While requesting, in a timely fashion,
similar information from Qwest for the data from the September 30" time frame,
Qwest did not provide the information in time to perform the necessary data
processing.
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No. Mr. Brigham points to a large number of CLECs, and a larger number of
interconnection agreements. Mr. Brigham mentions that there are more than 50 CLECs
actively providing service in Qwest territory and points to more than 100 wireline and resale
interconnection agreements.?> While counting the number of CLECs present in the market
provides some information on market conditions in Qwest territory, economists have
alternative means of examining market structure which allow for an economically
meaningful interpretation of market conditions. Simply pointing to what appears to be a
large number of CLECs as an indicator of the extent of competition in Qwest territory is a
serious error. An examination of CLEC market share and associated metrics provides a
better view of the nature of competition facing Qwest.

WHAT ARE THE MARKET SHARES OF THE LARGEST 20 FIRMS OPERATING
IN QWEST’S SERVICE AREA?

Table 4, below, shows the market shares of the top 20 firms operating in Qwest territory as
of June 30™, 2004. The market shares shown are for the overall market, both business and
residential customers. It can be seen that as of June 30", 2004, Qwest held a commanding
position, with a market share of 83.4% of the overall market. The next largest firm has a
market share of 5.4%—which is 78% lower than Qwest’s. It is also noteworthy that the 19
CLECs shown in Table 4 command a combined 15.8% of the market, indicating that the
remaining 48 CLECSs appearing in the data provided by Qwest command only 0.76% of the
market on a combined basis. The small scale of operation for these CLECs indicates a
“competitive fringe” which has little impact on the overall market. A graphic of the

relationship between Qwest and the next nine largest CLECs is shown in Chart 2, below.

2 Direct Testimony of Robert H. Brigham, p. 10.
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Table 4. Market Share of Top 20 Firms Operating in Qwest Colorado’s
Service Area.
Firm Market Share Firm Market Share
(CLEC:s Identified (CLEC:s Identified
by Code) by Code)

Qwest 83.43% CLECJ 0.27%
CLECA 5.37% CLECK 0.23%
CLECB 3.12% CLECL 0.16%
CLECC 1.65% CLECM 0.15%
CLECD 1.26% CLECN 0.15%
CLECE 0.80% CLECO 0.13%
CLECF 0.61% CLECP 0.12%
CLECG 0.58% CLECQ 0.11%
CLECH 0.46% CLECR 0.10%
CLECI 0.44% CLECS 0.10%

Chart 2: Market Share Comparison for Top Ten LECs
In Qwest Colorado's Senice Area. June 30, 2004.
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HOW ELSE CAN THIS MARKET SHARE INFORMATION BE USED?

The market shares shown in Table 4 can be used to generate measures of market
concentration. One technique used by economists is to calculate “concentration ratios.”
Concentration ratios are developed by summing the market share of the ‘n’ largest firms in
the market, where ‘n’ is a number specified by the analyst. For example, Qwest’s overall
market share is 83.4%, which is also the one-firm concentration ratio. Four firms are used
in the most common concentration ratio. For Qwest territory the 4-firm concentration ratio
is 93.6%. This indicates that the largest four firms are providing 93.6% of all access lines.
This measure indicates a highly concentrated market,? but is somewhat misleading given
that one of those four firms, Qwest, has an 83.4% share of the overall market. Table 5,

below, shows the four, eight and twenty-firm concentration ratios for Qwest territory.

Table 5: Concentration Ratios for Qwest Service Territory

Group of Firms: Largest— Percentage of Access Lines
1-firm 83.4%

4-firms 93.6%

8-firms 96.8%

20-firms 99.2%

The market structure characterized by the information in Table 5 shows an extremely
concentrated market, with one firm, Qwest, having the dominant position in the market.
ARE THERE OTHER MEASURES OF CONCENTRATION?

Yes. Another measure of market concentration which is widely evaluated is the Herfindahl-

2 A rule of thumb for interpreting the 4-firm concentration ratio offered by Scherer,

who identifies 40% as a level consistent with oligopoly behavior. Scherer, F. and
D. Ross, Industrial Market Structure and Economic Performance, p. 82.
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Hirschman Index or HHI. The HHI sums the square of market shares of each firm in the

market to generate a single number.

S; represents the market share of any one of the firms operating in the market. An advantage
of the HHI results from the fact that market shares are squared, which reduces the need to
accurately measure the market share of small firms.** The HHI takes on a value of 10,000
in the case of a pure monopoly.” Higher HHI values indicate a stronger likelihood of the
existence of market power. The Department of Justice (DOJ) utilizes the HHI when
evaluating mergers and identifies a threshold value of 1,800 as indicating a “highly
concentrated” industry.

WHAT IS THE HHI VALUE FOR QWEST’S SERVICE AREA?

The HHI for Qwest’s service area is 7,006. The DOJ notes that when evaluating a merger,
“Where the post-merger HHI exceeds 1,800, it will be presumed that mergers producing an
increase in the HHI of more than 100 points are likely to create or enhance market power or
facilitate its exercise.”® The HHI for Qwest’s service area is nearly four (4) times the
threshold which the DOJ considers highly concentrated, and thus is one where the exercise

of monopoly power is likely.

Itis useful to consider the HHI value in the Qwest local exchange marketplace in light of the

2 This is less of an issue for Qwest’s market as most CLECs with small market

shares utilize UNEs, UNE-P and resale, which are precisely tracked by Qwest.
2 100% squared.

2% U.S. Department of Justice Horizontal Merger Guidelines.
http://www.usdoj.gov/atr/public/guidelines/horiz_book/15.html
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DOJ’s merger guidelines through the following counterfactual: Suppose that Qwest were
split into three competing firms, each taking an equal portion of Qwest’s current market
share—call these hypothetical firms the “Baby Qwests.” This hypothetical split would cause
the HHI for the market to fall to 2,364, still above the DOJ’s 1,800 threshold. DOJ merger
guidelines would indicate that merging any two of the Baby Qwests results in the creation
or enhancement of market power, as the HHI increases by well over 100 points. However,
it is important to note that the DOJ’s merger guideline is breached if any one of the Baby
Qwests merged with the largest CLEC currently operating in Qwest’s service area.”” Thus,
the current state of the market, with Qwest commanding such a dominant position based on
market share, indicates that creation of such a firm through a merger would not be likely
allowed by the Department of Justice. Of course no merger is necessary to establish Qwest’s
commanding position in the market and the monopoly power which goes with that
commanding position.

DOES THE HHI FOR THE TOLL MARKET IN QWEST’S SERVICE AREA
PROVIDE A RELEVANT POINT OF COMPARISON?

Yes. Qwest has gained market share in the long distance market in Colorado since it was
granted interLATA authority. The HHI for the interLATA market shows a much different
picture than the local market. Table 6, provides the market share of long distance providers,
including Qwest, as of the 1% Quarter of 2004. The market share shown is based on the

number of households using each IXC as a presubscribed carrier.?

27

That is, a merger of one of the hypothetical 3-way split Qwest’s with CLEC “A”
in Table 4 increases the HHI by more than 100 points.

28 Data from TNS Bill Harvesting Survey, June 2004. Provided in response to

AARP Data Request 01-048.

34



Direct Testimony of Trevor R. Roycroft, Ph.D.
On Behalf of AARP
Colorado PUC Docket No. 04A-411T

O©ooO~NOoO Ol WN -

18

19

20

21

22

23

24

25

26

27

28

Table 6: Long Distance Market
Share in Colorado (1% Quarter
2004)

Company Share
28.5%
28.2%
10.9%
8.3%
5.2%
4.8%
4.7%
3.3%
2.3%
1.6%
1.2%
All Other Combined 15.1%

Ale—=[T|O[TMm|O(O]|m|>

The datain Table 6 show a very different market structure than is the case for local exchange
service in Qwest’s service area. The HHI for this market has a value of about 1,890. This
value is above the threshold identified by the DOJ for a highly concentrated industry.
However, it is substantially below the level calculated for Qwest’s local exchange market.
The market shares in Table 6 are more evenly distributed, with the top two firms having
approximately equal market shares. Another important difference associated with the
structure of the toll market can be seen in the number of firms that have very small market
shares (below 1.2% each), but serve, on a combined basis, a substantial percentage of all
subscribers (15.1%). In the local exchange market, the impact of these very small “fringe”
firms is non-existent. There is no question that consumers have a much better chance of
being protected by market forces in the long distance market, a fact which is reflected by the

much lower HHI.?®

2 However, the protection offered by market forces may not apply to low volume
toll users, who have seen significant rate increases in recent years.
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Ii. Market Share Analysis by Rate Center

THE ANALYSIS YOU DISCUSSED ABOVE WAS FOR QWEST’S OVERALL
OPERATIONS. DO YOUR CONCLUSIONS CHANGE IF YOU EXAMINE
MARKET SHARES ON A RATE CENTER BASIS?

My general conclusions do not change, however, analysis on a rate center basis reveals
important information regarding the patterns of entry and the nature of Qwest’s monopoly
power. Qwest’s proposal ignores a large number of consumers in Qwest’s service area who
face market conditions which have not appreciably changed since the implementation of the
Telecommunications Act of 1996, i.e., pure monopoly. This isaconcern because the degree
of competitive activity affecting various geographic areas differs while Qwest has requested
deregulation throughout its service area. Table 7, below, shows the HHI calculated for each

of Qwest’s rate centers. Table 7 shows that on a rate center basis, that HHI values range

from 4,721 to 9,790.
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Table 7: HHI by Qwest Rate Center, June 30, 2004.
Rate Center HHI in Rate Rate Center HHI in Rate
Center Center
AURORA 4,721 BASALT 9,309
DENVER SULLIVAN 5,442 SILVERTON 9,309
GREELEY 6,529 LEADVILLE 9,341
DENVER 6,545 OURAY 9,342
FT COLLINS 7,243 MEAD 9,398
LOVELAND 7,298 KREMMLING 9,434
COLORADO SPRINGS 7,387 DEL NORTE 9,443
STERLING 7,426 GRANBY 9,468
PUEBLO 7,534 PARACHUTE 9,483
LONGMONT 7,563 EATON 9,502
GRAND JUNCTION 8,064 ALLENS PARK-LYONS 9,518
CANON CITY 8,097 MEEKER 9,533
GLENWOOD SPRINGS 8,118 HAYDEN 9,533
DELTA 8,300 DECKERS 9,535
FT MORGAN 8,436 FRASER 9,557
WINDSOR 8,540 FAIRPLAY 9,559
MONTROSE 8,761 PLATTEVILLE 9,583
FT LUPTON 8,767 AGUILAR 9,599
GUNNISON 8,805 CALHAN 9,609
DURANGO 8,838 NEW CASTLE 9,609
SALIDA 8,850 DEBEQUE 9,616
CORTEZ 8,928 CRIPPLE CREEK 9,622
TELLURIDE 8,992 SILT 9,624
PALISADE 8,997 PEYTON 9,635
WALSENBURG 8,999 OLATHE 9,639
STEAMBOAT SPRINGS 9,005 RIDGWAY 9,676
LIMON 9,051 HUDSON 9,682
VAIL 9,068 HOT SULPHUR SPRINGS 9,696
BRECKENRIDGE 9,071 JOHNSTOWN-MILLIKEN 9,733
CRAIG 9,071 YAMPA 9,741
FLORENCE 9,073 KEENESBURG 9,758
DILLON 9,074 GRAND LAKE 9,758
BRIGHTON 9,086 BAYFIELD 9,760
CARBONDALE 9,088 WELDONA 9,768
TRINIDAD 9,120 MANCOS 9,778
ASPEN 9,126 HILLROSE 9,786
ESTES PARK 9,152 OAK CREEK 9,790
GEORGETOWN 9,152
FRUITA 9,173
ALMOSA 9,173
BRUSH 9,180
CRESTED BUTTE 9,225
BUENA VISTA 9,228
JULESBURG 9,229
GILCREST 9,252
MONTE VISTA 9,283
BERTHOUD 9,285
LA SALLE 9,291
RIFLE 9,300
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ARE THERE SIGNIFICANT NUMBERS OF ACCESS LINES IN RATE CENTERS
WHERE NEAR-MONOPOLY CONDITIONS EXIST?

Yes. As | discussed earlier, an HHI value of 1,800 is utilized by the Department of Justice
to identify highly concentrated markets which make it likely that market power will be
enhanced or exercised. The values that | have calculated for Qwest’s service area on a rate
center basis are substantially above this threshold, making the exercise of monopoly power
likely. While it is true that in certain rate centers CLEC activity has moved market structure
away from pure monopoly, a large number of customers still face near-monopoly market
conditions. | consider an HHI in excess of 9,000 to indicate “near-monopoly” conditions,*
which indicates that at least 400,000 lines in Qwest’s service area are in near-monopoly
areas.® Table 8, below, shows the distribution of access lines in Qwest’s service area,
categorized by HHI range. The continued existence of these near-monopoly conditions

make Qwest’s request for deregulation unacceptable.

Table 8: HHI Ranges and Number of
Access Lines (By Rate Center)

Number of HHI Range (Calculated
Lines in Range by Rate Center)
67,133 Less than 5,000
87,086 5,000-5,999
1,474,096 6,000-6,999
594,037 7,000-7,999
197,121 8,000-8,999
298,545 9,000 and above.

%0 Given Qwest’s dominance in the market, this near-monopoly threshold implies a

Qwest market share in a rate center of approximately 95% (or greater).

3 The 400,000 lines is the sum of the 300,000 lines shown in Table 8 and 100,000
lines in Denver-area wire centers where Qwest has market share of 95% or above,
which are discussed separately below.
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THE DATA SHOWN IN TABLE 7 SHOWS THE HIGHEST LEVEL OF CLEC
ACTIVITY IN DENVER-AREA RATE CENTERS. IS THE LEVEL OF CLEC
ACTIVITY UNIFORM WITHIN DENVER-AREA RATE CENTERS?

No. Even within Denver-area rate centers, CLEC activity is skewed toward certain wire

centers. Table 9, below, summarizes Denver-area wire center data which is available from

the Staff Report.

There are a total of 48 wire centers in three Denver area rate centers (the Aurora, Denver,
and Denver Sullivan rate centers). CLEC market shares in these 48 wire centers range from
0.7% to 38%. Facilities-based market shares for CLECs range from 0% to 24.6%. Of the
48 wire centers, only twenty-seven (27) show a CLEC market share greater than 10%, and
only twenty-one (21) show a facilities-based market share greater than 5%. Thus, even in
the Denver area, CLEC activity has been uneven, with nearly half of the wire centers
showing no evidence of facilities-based competition. Nearly 100,000 lines are served in

Denver area wire centers where Qwest maintains a market share of 95% or greater.
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Table 9: Combined CLEC Market Share, Denver Area Wire Centers, December 31, 2003. Data from
Staff Report.
Rate Center Wire Center Overall CLEC | CLEC Facilities-Based

Share Share

Denver DENVER MAIN 38.00% 7.00%
Aurora AURORA 28.90% 18.80%
Denver DENVER SOUTHEAST 28.20% 24.60%
Denver SMOKY HILL 28.20% 24.60%
Denver ARVADA 24.90% 18.50%
Denver DENVER WEST 24.60% 18.10%
Denver DENVER NORTHEAST 23.80% 14.80%
Denver ABERDEEN 23.80% 13.10%
Denver DENVER NORTH 23.40% 15.90%
Denver LAKEWOOD 22.50% 13.40%
Denver ENGLEWOOD 21.70% 0.30%
Denver Sullivan SULLIVAN 21.50% 14.10%
Denver DENVER SOUTHWEST 21.50% 15.10%
Denver PARKER 20.40% 16.10%
Denver WESTMINISTER 20.00% 11.10%
Denver HIGHLANDS RANCH 19.10% 13.90%
Denver GOLDEN 16.60% 10.40%
Denver BOULDER 16.30% 5.60%
Denver TABLE MESA 16.00% 9.30%
Denver BROOMFIELD 15.50% 7.70%
Denver CURTIS PARK 14.90% 0.60%
Denver DENVER SOUTH 13.90% 5.00%
Denver NORTHGLENN 13.50% 7.60%
Denver DRY CREEK 12.50% 0.70%
Denver CAPITOL HILL 12.10% 2.70%
Denver GUNBARREL 12.00% 6.60%
Denver DENVER EAST 10.90% 0.20%
Denver LITTLETON 9.30% 1.00%
Denver COTTONWOOD 9.10% 0.40%
Denver MONTEBELLO 7.80% 1.10%
Denver COLUMBINE 7.00% 1.10%
Aurora MONAGHAN 5.90% 0.00%
Denver CASTLE ROCK 4.60% 0.00%
Aurora DNVR INTL AIRPORT 4.50% 0.00%
Denver IDAHO SPRNGS 4.50% 0.00%
Denver LOOKOUT MOUNTAIN 4.20% 0.00%
Denver CENTRAL CITY 3.60% 0.00%
Denver LARKSPUR 3.50% 0.00%
Denver MORRISON 3.40% 0.00%
Denver NEDERLAND 3.10% 0.00%
Denver ERIE 2.90% 1.10%
Denver FREDERICK 2.30% 0.00%
Denver ELIZABETH 2.20% 0.00%
Denver EVERGREEN 2.00% 0.00%
Denver KIOWA 2.00% 0.00%
Denver WARD 1.70% 0.00%
Denver COAL CREEK CANYON 1.10% 0.00%
Denver ELBERT 0.70% 0.00%
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HOW SHOULD THE COMMISSION CONSIDER THIS INFORMATION ON THE
DENVER AREA RATE CENTERS?

Uniformly deregulating Qwest’s operations on a rate center basis, even in Denver area rate
centers, raises significant risks of Qwest engaging in unacceptable monopoly practices such
as sustained price increases, cross subsidy, or selective service quality degradation.

IS THERE ANOTHER EVALUATION OF MARKET SHARE WHICH YOU
BELIEVE IS IMPORTANT?

Yes. Considering the current state of the market and future prospects for competition,
evaluating facilities-based entry is important. Firms which rely on Qwest for inputs do not
have the same ability to deploy new technologies or offer other innovations as do firms
which provide service over their own facilities. Additionally, the prices, terms and
conditions associated with the inputs acquired by CLECs from Qwest face an ongoing risk
of revision which may lead to a less-favorable environment for CLEC providers who rely
on UNEs. As will be discussed further below, the FCC now indicates that the availability
of UNE switching and UNE-P is no longer required. Changes in wholesale rates or terms
could cause a reduction in the level of CLEC activity at the retail level. Thus, evaluating
levels of facilities-based competition provides a view of how robust market entry might be
in the face of an unfavorable turn of events associated with CLEC use of Qwest’s facilities.
Furthermore, as is discussed below, facilities-based competition offers the potential for a
higher level of benefits to consumers and superior market-disciplining forces than does
resale-based entry.

WHAT IS CLEC FACILITIES-BASED MARKET SHARE IN QWEST’S SERVICE
AREA?

The June 30, 2004 data show that the overall market share for CLECs which use only their

own facilities at a level marginally above the 6% identified in the Staff Report.
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I examined facilities-based market share on a rate center basis based on the June 30, 2004
data supplied by Qwest. Even if I include CLECs use only their own facilities and those that
rely on UNE loops, facilities-based shares are very low. Sixty (60) Qwest rate centers show
no facilities-based CLEC activity. Seventeen (17) Qwest rate centers show facilities-based
shares greater than zero, but less than 2%. Five (5) rate centers show facilities-based CLEC
shares between 8 and 10%, and four (4) rate centers show CLEC shares greater than 10%.

Predictably, the highest facilities-based CLEC shares are associated with urban areas.

The Staff Report also indicates that facilities-based CLEC activity is not geographically
uniform, maps created by the Staff show that most facilities-based CLEC activity is
concentrated in the Denver MSA, and varies by customer class. | have attached these maps
to my testimony as Exhibit TRR-2.

DOES FACILITIES-BASED COMPETITION OFFER A SUPERIOR MEANS TO
DISCIPLINE MONOPOLY POWER?

Yes. Facilities-based competition is superior to resale-based provision in disciplining
markets. The introduction of new infrastructure introduces the possibility of more flexible
product design and the deployment of new technologies, products, and services which may
be attractive to consumers. Facilities-based competition in the long distance market resulted
in the deployment of new technologies, such as fiber optic cable, and innovative approaches
to billing, such as MCI’s “Friends and Family” plan which generated both price and quality
benefits for consumers. In a similar fashion, wireless networks have provided an additional
facilities-based access alternative for long-distance calling. Expanded facilities-based access
to long distance providers has generated significant benefits for users of both wireline and

wireless long-distance services. However, facilities-based local exchange service
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alternatives in Qwest territory are few and far between. Thus, the beneficial influence of
facilities-based competition in Qwest territory is relatively weak.

DOES YOUR EVALUATION OF THE SEPTEMBER 30, 2004 DATA INDICATE
ANY MAJOR CHANGES IN MARKET CONDITIONS?

There was relatively little change as compared to the information provided in the Staff
Report, and virtually no change when compared to the June 30, 2004 data.

DR. TAYLOR INDICATES THAT ECONOMISTSUTILIZE THE LERNER INDEX
TO MEASURE MARKET POWER. HAVE YOU APPLIED THE LERNER INDEX?

No and neither does Dr. Taylor. The main problem with the application of the Lerner Index
is that it requires the calculation of the market price elasticity of demand and the supply
elasticity of CLECs, an exercise which Dr. Taylor has not undertaken.

BASED ON YOUR EVALUATION OF MARKET SHARE, WHAT DO YOU
CONCLUDE?

It is clear from the information presented in the tables above that CLEC market activity has
not been occurring uniformly within Qwest’s service area. CLECs have gravitated toward
the Denver metropolitan area. Relatively little CLEC activity has been occurring outside of
urban areas. CLEC activity has not affected customer segments equally. CLECs have
gravitated to the business sector of the marketplace, especially CLECs relying on their own
facilities. Based on this information alone, evidence points to the continued existence of
monopoly power in all areas of Qwest’s service area, with significant numbers of customers
facing near-monopoly conditions. To augment the analysis conducted above, | now turn to

an examination of demand and supply conditions in the marketplace.

D. Demand Response

WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?

In order to fully assess the market environment in Qwest territory, one’s analysis should
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extend beyond market share. Qwest’s dominant position in the marketplace may be
mitigated by other factors, one of which is the ability of consumers to easily seek out
alternatives which can substitute for Qwest’s services. If customers have the ability to, and
face the price incentives to, utilize substitute services offered by Qwest rivals (or alternative
technologies), then Qwest’s ability to exercise its monopoly power may be mitigated. Thus,
this section analyzes the potential of the “demand side” of the market to discipline Qwest’s
monopoly power. The analysis of the demand response must pay close attention to the price
points and technical limitations associated with alternatives which may be available. Not
all demand substitutes represent competitive alternatives. Price, as well as technical and
service quality limitations, will influence the ability of a consumer to substitute. If the only
alternative available to consumers has a much higher price, or lower quality, or is
technologically inappropriate, than the prices, quality, and technology associated with
Qwest’s basic local exchange services, then Qwest could increase its prices by a substantial
margin without seeing much of a demand response. | analyze several potential demand
substitutes in the discussion that follows: CLEC alternatives, wireless alternatives, cable

telephony, and Voice over Internet Protocol (VolP).
I. CLEC Alternatives

ARE RESIDENTIAL CUSTOMERS ABLE TO PURCHASE SERVICES FROM
CLECS IN A MANNER WHICH PROVIDES A CHECK ON QWEST’S
MONOPOLY POWER?

No. The residential market has suffered competitive contraction in recent months, led by

AT&T’s decision to abandon customer growth activities in the residential market.** Other

national carriers, such as Var-Tec and Excel Communications (both of which operate in

3 “AT&T to Curtail Retail Wireline Push, Retrench Around Business Segment,” TR
Daily, July 22, 2004.
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Colorado) have stopped accepting residential customers.*

HAVE CLEC REPRESENTATIVES MADE STATEMENTS INDICATING THAT
THEY ARE NOT PLANNING ON SUPPLYING THE ENTIRE RESIDENTIAL
MARKETPLACE?

Absolutely. CLECs are quite clear regarding their business plans. For example, LeRoy
Carlson, Jr, president of TDS telecom, which operates the CLECs TDS Metrocom and
USLink made the following remarks at an investor conference:

Our CLEC approach is very targeted. We’re working for high penetration in carefully
selected markets -- mostly small urban, suburban and urban-fringe markets. We aim for the
smaller to mid-size business customers and “communications-intensive" residential
customers.*

Similarly, prior to AT&T’s decision to entirely shift its focus from the residential
marketplace, AT&T’s former President of Consumer Services described AT&T’s entry
strategy as follows:

Our principle of maximizing cash requires that we only enter states that meet our gross
margin requirements. Once we have entered a state, we design and target each offer to high
value customers to further improve the economics of the business.*

The philosophies quoted above, while inconsistent with the objectives of the

Telecommunications Act, which endeavored to bring the benefits of competition to

American telecommunications consumers,* do make a great deal of sense from the point of

s See: http://w3.excel.com/us/localservice/index.asp
http://www.vartec.com/EN/index.asp

3 Presented at Baird Growth Stock Conference, May 14, 2003.
http://www.teldta.com/investor/invpresentation05142003tds.htm

® Transcript of Conference Call by Betsy Bernard, President and Chief Executive
Officer, AT&T Consumer, July 23, 2002.

% Telecommunication Act of 1996, Preamble.
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view of the CLEC. Targeting “communications-intensive” residential customers is the
easiest path to profitability for CLECs who have any interest in the residential market at all.
However, if the high-end of the market is the target, then market forces will not likely reach
much beyond the “telecommunications intensive users” who pique CLEC interests. As a
result, residential consumers may not have the opportunity to choose an alternative provider
simply because the CLEC alternative is not interested in serving residential customers.

DO CLECPRICING PLANS AND MARKETING EFFORTS SHOW EVIDENCE OF
CLEC INTEREST IN THE HIGH END OF THE RESIDENTIAL MARKET?

Yes. Of those carriers continuing to offer services to residential customers, an evaluation
of CLEC offerings indicates that CLECs are targeting the high-end of residential local
exchange market. For example, MCI promotes its “Neighborhood Complete” plan. This
plan bundles unlimited long distance calling with local exchange service and is priced at
$49.99 per month, excluding End User Common Line (EUCL) charges, taxes, and other fees.
This provides a price point that is not likely to be attractive to consumers who are not heavy

long-distance users.

Residential service offerings promoted by these carriers on their corporate web sites which
do not include the unlimited long distance option are priced well above Qwest’s current local
exchange rates. Plans promoted on MCI’s website for residential users do not offer the
option of no long distance usage, with a package offering 200 long distance minutes per
month presenting their lowest-price option at $29.99 per month (not including EUCL, taxes,
and other fees). Comparing these prices to Qwest’s current basic local service rates indicates
that to switch to one of these alternatives, a residential customer could face a significant

price increase. Thus, these plans are not plausible alternatives unless Qwest increased its
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local exchange service prices significantly.

ARE THESE CLEC SERVICE PLANS TECHNICALLY EQUIVALENT TO
QWEST’S BASIC LOCAL EXCHANGE SERVICE?

No, there may be technical differences. For example, in addition to higher prices, there may
be restrictions on the “unlimited” local calls provided by CLECs. MCI warns its customers:
All Neighborhood products (with the exception of HiSpeed Internet Service) are designed
for customers who use their phone lines primarily for voice calling, i.e., calling friends,
family, businesses etc. These products are not intended for phone lines that are connected
to the Internet for extended periods of time.

If after signing up for The Neighborhood you are on the Internet for significant periods of
time (and you have not signed up for HiSpeed Internet Service), you may be assessed an
additional monthly charge for Internet/data use, be disconnected, or be moved to a different
product.®

The limitation on dial-up Internet usage also reinforces the desire to target the high-end of
the market. MCI’s message is clear, if you want to use their local service and you use the
Internet, MCI’s broadband offering is required. These product plans do not offer a clear
alternative to Qwest’s flat-rate local exchange service. Some customers, especially those
who are at the high-end of the residential market, i.e., who utilize long distance calling

extensively and who utilize broadband Internet access might find some of these plans

attractive. HOWGVGI‘, most customers do not.
Ili. Wireless Alternatives

DO WIRELESS TELEPHONE SERVICES OFFER A COMPETITIVE
ALTERNATIVE WIRELINE SERVICES?

No. Mr. Brigham offers an extensive discussion of the alleged impact of wireless telephony
on the local exchange market. However, my examination of the market indicates that there

is not sufficient evidence to conclude that wireless telephones are a competitive alternative

3 http://consumer.mci.com/TheNeighborhood/res_local _service/Taxes/dsl.jsp?subp

artner=DEFAULT
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to a wireline telephone for the vast majority of consumers. While it is possible that certain
demographic groups, for example, college students, may rely on a wireless phone most
frequently, this demographic group was previously less likely to have a telephone in the first
place, thus the widespread use of wireless by this demographic certainly does not represent
adisplacement of wireline telephones.®® Data on wireless and wireline subscription indicate
that wireless telephones are viewed as an economic complement, rather than as an economic
substitute for wireline telephones.

ISN’T IT TRUE THAT THE DECLINE OBSERVED IN COLORADO SWITCHED
ACCESS LINES IS PARTIALLY ATTRIBUTABLE TO THE GROWTH OF
WIRELESS TELEPHONY?

There may be some incidental substitution occurring, but consumers are not behaving in a
manner which indicates that any significant substitution of wireless for wireline has begun.
It is true that switched access lines in Colorado have declined recently. However, some of
the decline in switched access lines in Colorado is due to the replacement of second lines
used for dial-up Internet access with broadband offerings, typically DSL offered by
telephone companies, or cable modem service. For example, between December 2003 and
June 2004, Qwest saw its number of residential second lines decline, but the number of
Qwest DSL lines increased by double the decline in second switched lines. State-wide in
Colorado, cable modem lines grew by over 100,000 between June 2003 and June 2004. This
substitution indicates that the decline in switched access lines observed cannot be entirely
attributed to wireless substitution. If one takes into account mass-market high-speed data,

the overall number of “wirelines” in Colorado has continued to grow, with an increase of

%8 Students residing in college dorms generally receive telephone service from the

college or university, not the telephone company. Off-campus housing
arrangements, especially with “roommates” would not necessarily have each
individual having their own phone line.
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about 2% during the June 2003 to June 2004 period.** During the June 2003-2004 period
the number of wireless access lines in Colorado grew by about 300,000 subscribers or 12%.*°
Continued growth in both wireless and wireline facilities supports the proposition that
consumers are behaving as if the services are complements.

ARE THERE CULTURAL BARRIERS TO REPLACING A WIRELINE
TELEPHONE WITH A WIRELESS TELEPHONE?

Yes. First, wireless telephone plans bill for usage for both incoming and outgoing calls.
High-end wireless plans may offer “buckets” of minutes that can be used at any time,
however, exceeding one’s limit may result in charges as much as $0.45 per minute.
Consumer aversion to measured local calling is one barrier to the outright replacement of a
wireline telephone with a wireless phone. Second, wireless telephones do not provide a
reasonable means for Internet access. This point is discussed in more detail below. Third,
for a family to replace a wireline telephone with a wireless alternative, multiple wireless
telephones will be required. Thiswould replace the current single main number for reaching
aresidence with multiple numbers. Even with number portability, a main household number

would require maintenance of a separate wireless phone for that purpose.

% Data drawn from: “Telephone Competition: Status as of June 30, 2004.” Industry

Analysis and Technology Division, Wireline Competition Bureau, Federal
Communications Commission. December 2004.

http://www.fcc.gov/Bureaus/Common_Carrier/Reports/FCC-State_Link/IAD/lcom1204.pdf

and,

“High-Speed services for Internet Access: Status as of June 30, 2004,” Industry
Analysis and Technology Division, Wireline Competition Bureau, December
2004. http://lwww.fcc.gov/wcb/iatd/comp.html

40

Telephone Competition: Status as of June 30, 2004.” Industry Analysis and
Technology Division, Wireline Competition Bureau, Federal Communications
Commission. December 2004.

http://www.fcc.gov/Bureaus/Common_Carrier/Reports/FCC-State_Link/IAD/lcom1204.pdf

49



Direct Testimony of Trevor R. Roycroft, Ph.D.
On Behalf of AARP
Colorado PUC Docket No. 04A-411T

10

11

12
13

14

15

16

17

18

19

Use of a wireline phone is necessary for a variety of complementary technologies. For
example, home security companies frequently require a wireline phone to operate, as do
satellite television systems, and digital video recorders. The ability to access banking and
financial records without a wireline phone may be limited. Even the ability to order a pizza
may be hindered by the absence of a wireline phone.** Finally, wireless telephones may not
be E911 compatible, which may be a significant consideration when considering the prospect
of abandoning a wireline phone for wireless.

CAN A CONSUMER USE A WIRELESS TELEPHONE TO SEND A FAX?

No, the inability to send a fax using a wireless phone is another limitation of the technology
and presents another reason why some consumers would not find it to be a substitute for a
wireline telephone.

AREWIRELESS TELEPHONES CAPABLE OF PROVIDING DIAL-UP INTERNET
ACCESS?

Wireless dial-up is an emerging service. To utilize the dial-up wireless service, a special
card must be purchased for the user’s PC.** Sprint and AT&T market their product as a
business service, with business-oriented price points of $50 to $80 per month, depending on
how many megabytes of data is downloaded (additional charges apply if download limits are

surpassed).

Wireless companies are offering telephones which are capable of providing some basic

“1 For further discussion, see “Choosing Cell Over Landline Can Bring Unexpected
Pain,” The Wall Street Journal Online, July 9, 2004.
http://online.wsj.com/article_print/0,,SB108921367434057319,00.html

42 http://slate.msn.com/id/2087308/
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Internet-related functions, like e-mail and web browsing, however, the “Internet” that is
provided through these plans is not the open Internet that is typically available from a dial-up
ISP, and is likely a poor substitute for the Internet services available over a dial-up
connection. Furthermore, these phone-based “wireless Internet” plans impose additional
fees, including charges for downloads, based on the number of kilobytes transferred.** Thus,
amajor consideration in the choice calculus regarding abandoning a wireline phone is what
to do about Internet access. Broadband is an alternative, but would likely add another $30
to $40 per month to the cost of replicating the services available over a wireline phone.

ARE THE ERGONOMICS OF WIRELESS PHONES CONDUCIVE TO VIABLE
SUBSTITUTION FOR ALL SEGMENTS OF THE POPULATION?

No. Wireless telephones are difficult to hold compared to larger, more ergonomically
designed telephone sets available for wireline networks. In addition, wireless handsets
present keypads which are often more difficult to see and use. These factors may be highly
significant for portions of the population, such as the elderly, or those with physical
disabilities.

DOES WIRELESS SERVICE QUALITY INHIBIT A WIRELESS TELEPHONES
DESIRABILITY AS A REPLACEMENT FOR A WIRELINE TELEPHONE?

Yes. Wireless coverage areas do not provide uniform signal strength and may have “dead
zones,” where either no signal or a very weak signal can be received. If your homeisina
dead zone, a wireless telephone may not be an alternative to wireline. Furthermore,
receiving a wireless signal within a building may be difficult even when a signal is available

out-of-doors. Thus, a wireless phone may not provide a very good alternative to a wireline

43 See, for example, AT&T Wireless, Explanation of Rates and Charges,
http://www.attwireless.com/buy/consumer/plans.jhtml;dsessionid=ZV2FFL0JXQ
EZPB4R0OGZSFFA?_requestid=149275#
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phone when walking from room to room (or into the basement) in a home or apartment.

Even where signal strength is adequate to use the phone indoors, wireless
telecommunications providers have incentives to oversubscribe their services as there are
usually no checks on wireless service quality. The wireless industry practice of adding
customers without expanding network capacity may improve revenues, but it places
increased demands on wireless carrier infrastructure which negatively affects consumers.
During peak calling periods overwhelmed wireless networks have difficulty meeting user
demand, leading to blocked and dropped calls. During the August 2003 blackout that
affected the Eastern U.S., cellular systems did not perform well due to insufficient network
capacity and battery back-ups at cell towers that only provided a few hours of auxiliary
power.* A 2003 survey of wireless users conducted by Consumer Reports magazine
indicates that in the week prior to the survey 10 percent of respondents experienced
conditions where they could not get service, 14 percent experienced dropped calls, and 11
percent experienced poor call quality.* Another 2003 survey, conducted on behalf of the
U.S. General Accounting Office (GAO), also indicates service quality problems. GAO
estimates that 22 percent of wireless users were unable to successfully complete 10 percent

or more of their calls.*® A survey conducted by the National Regulatory Research Institute

4 “Blackout gives cell phones a black eye,” CNET News.com. August 15, 2003.
http://news.com.com/2100-1039-5064689.html

o “Three steps to better cellular,” Consumer Reports, February 2003, p. 16.

4 “FCC Should Include Call Quality in Its Annual Report on Competition in Mobile
Phone Services.” General Accounting Office April 2003, p. 3. Available at:
(continued...)
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in 2003 reported that 26% of wireless users interviewed gave their service a grade of “D,”
9% assigned a grade of “F,” and only 19% assigned a grade above “C.”*" A 2004 J.D. Power
and Associates survey identified static and interference, and the inability to connect on the
first try as the top two problems facing wireless users.”® These service quality issues make
wireless telephones an inferior product when compared to wireline phones.* A recent
survey of consumer decisions regarding potentially dropping their wireline phone found poor
service quality the top impediment to switching, both among the respondents who indicated
that they would not consider switching, and among the respondents who said they might
consider switching, if wireless service could otherwise meet all household needs.*

ARE WIRELINE AND WIRELESS TELEPHONE COMPANIES FINANCIALLY
INTERTWINED?

Yes. The financial interdependency of wireless and wireline carriers is quite common, with
major wireline carriers like SBC, Qwest, BellSouth, Verizon, and Sprint all having major
wireless operations. Qwest’s parent has wireless operations which offer service in Colorado.
Some analysts are pointing to the necessity of combining wireless and wireline business
strategies for success, placing a company like Qwest in a superior position to wireline

providers without a wireless affiliation, and wireless providers without a wireline affiliation:

“6(...continued)

http://www.gao.gov/new.items/d03501.pdf

4 http://researchnews.osu.edu/archive/celsatis.htm

8 http://www.jdpower.com/news/releases/pressrelease.asp?ID=2004085

49 See also: “Mobile Metrics: Wireline to Wireless Displacement Study,” Advanis,

January 2004, p. 4. Provided in response to AARP 01-054.

%0 Mobile Metrics: Wireline to Wireless Displacement Study. Advanis, January

2004.
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In the longer term only service providers with business models that offer consumers a full
range of both wireline and wireless services, and easy transition between the two
technologies, will succeed,” said Alex Winogradoff, research vice president for Gartner.
"Unaffiliated wireless operators will find it difficult to compete against affiliated operators
and will likely go out of business unless they adopt a more comprehensive business model
or partner with, acquire or be acquired by a wireline operator.>

If this theory is correct, there may be a rough road ahead for wireline CLECs who don’t have
a wireless affiliate.  Some recent examples of the type of revenue increasing
wireline/wireless integration strategies available to wireline carriers which also have
wireless operations include SBC-Cingular’s “MinuteShare” offering, which provides a
shared bucket of wireline long distance and wireless minutes. SBC-Cingular has also
recently introduced a product designed to integrate their wireless customers’ usage with their
local telephone service. The new service offering, called FastForward, is described by SBC
as follows:

This unique device — designed as a cradle to hold a wireless phone — simply plugs into an
electrical outlet. When the Cingular Wireless phone is "cradled," calls to the wireless phone
are forwarded to a designated landline phone, while the wireless phone's battery is
automatically re-charged. Cingular customers with a FastForward device can get unlimited
incoming wireless calls (minutes) forwarded to their landline phone in the local calling area
— without the minutes counting against their monthly wireless calling plan for just $2.99
per month plus the cost of the device. The service is free to SBC residential local phone
company customers who receive a single bill for Cingular wireless and landline services, and
BellSouth customers who sign up for a combined bill and two other features.

The FastForward device clearly illustrates the type of relationship firms like SBC and
BellSouth are cultivating with their customers who use wireless, one in which their wireless

phone is used in conjunction with the wireline phone—not as a substitute for a wireline

phone.

o http://www.cellular-news.com/story/9606.shtml

52 http://www.sbc.com/press_room/1,,1783,00.html
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Qwest is pursuing asimilar wireline/wireless integration strategy with its calling plans which
offer subscribers free calls to their Qwest wireline phone.>® Additionally, Qwest offers its
customers the ability to use the same telephone number for their wireline and wireless

telephone.>

Qwest also has the ability to market wireless and wireline service bundles through integrated
ordering systems which allow customer representatives to jointly market wireline and
wireless services.

HAVE OTHER INDUSTRY OBSERVERS IDENTIFIED THE COMBINATION OF
WIRELINE AND WIRELESS OPERATIONS ASASTRATEGIC ADVANTAGE IN
THE MARKETPLACE?

Yes. Forexample, a Yankee Group report identifies the integration of wireline and wireless
as a desirable strategy for the telecommunications provider:

Consumers’ requirements for voice are simple: the ability to speak to one another when and
where they want at the lowest cost possible. Consumers are currently creating their own de
facto integrated service bundles by using their wireless phones for mobility and long
distance, and using their wireline phones when it is more convenient or economical to do so.
The ideal bundle would allow consumers to connect with the handset of their choice on the
lowest cost network available. To achieve this providers should. . .design service bundles
around consumer behaviors. Design services where wireless handsets can revert to wireline
networks when this is the least expensive network available, and wireline calls can route to
wireless networks when the user is mobile.*

Qwest witness Mr. Brigham relies on this same document to support his contention that
wireless is replacing wireline. However, as is indicated by the above quote, consumers are

not behaving in such a fashion when it comes to local services. Rather, substitution for long

> https://www.gqwestwireless.com/products/plans/index.jsp

> Qwest 2003 10-K, p. 33.

% “A New Era in Voice Communications as Mobile Changes the Rules for
Wireline,” Yankee Group, November 2003.
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distance is evident. Mr. Brigham mistakes long-distance substitution for local calling
substitution. Furthermore, Mr. Brigham also overlooks the main point of the Yankee Group
Report, i.e., that companies which integrate wireless and wireline will have a superior
position in the marketplace. Qwest is identified by the Yankee Group as a company that is
capable of achieving this objective, while two rivals, AT&T and MCI are not.*®

DO COMPANIES WITH COMBINED WIRELESS AND WIRELINE SERVICE
OFFERINGS GENERALLY ENCOURAGE, THROUGH THEIR MARKETING
EFFORTS, WIRELINE CUSTOMERS TO REPLACE THEIR WIRELINE
SERVICES WITH WIRELESS SERVICES?

No, absolutely not. These companies have a vested interest in their subscribers’ continued
use of wireline services and are developing strategies to integrate their customers’ use of
wireline and wireless technologies. Thus, these companies are very careful to avoid
marketing messages that might lead customers to think about abandoning their wireline
connection. Long distance carriers such as Sprint and Qwest, which also have substantial
long distance business operations based on wireline access networks, face a risk of
cannibalizing wireline long distance revenues and thus must also tread lightly with regard
to wireline displacement messages.

DO WIRELESS COMPANY MARKETING PRACTICES PROVIDE A BARRIER
TO CUSTOMER EXPERIMENTATIONWITHDROPPING WIRELINE SERVICE
WITH A WIRELESS REPLACEMENT?

Yes. As isdiscussed further below, to replace a wireline phone with a wireless offering will
require the purchase of a high-end wireless calling plan. Wireless calling plans require long-

term contracts, rather than the month-to-month service agreements associated with awireline

telephone. These long-term wireless service contracts have high fees for early termination.

% “A New Era in Voice Communications as Mobile Changes the Rules for

Wireline,” Yankee Group, November 2003, p. 1.
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Long-term contracts with early termination fees present a barrier for residential subscribers
who might consider trying to switch away from wireline service. If the wireless replacement
did not work out, and wireline service needed to be restored, not only would the consumer
face the prospect of a service establishment charge from the wireline provider, but a hefty
service termination fee from the wireless provider. As some wireless carriers impose
termination fees as high as $200 per number associated with a wireless accounts, the
prospect of experimentation with abandoning wireline becomes highly risky.>” As is
discussed below, replacing wireline with wireless would likely require the purchase of
multiple phones and thus subscribers could face very high termination fees.

IF QWEST CONTINUOUSLY RAISED LOCAL EXCHANGE SERVICE PRICES,
WOULDN’'T ITS CUSTOMERS EVENTUALLY FIND WIRELESS TO BE A
VIABLE ALTERNATIVE?

Focusing simply on the price point, and ignoring the service quality and cultural barriers to
switching, it is possible that some customers might. It is important to evaluate the price
point associated with a cellular plan sufficient to substitute for wireline service. For 2003,
the average number of local minutes associated with a Qwest access line was about 2,000

per month. To evaluate the choice calculus of switching from a wireline phone to an entirely

wireless household, I utilized this usage level to help identify the type of calling plan needed.

Given that some portion of the average minutes per line for Qwest is associated with dial-up
Internet connectivity, the 2,000 minutes per month should be reduced to generate an estimate

of the number of voice minutes per month. Based on information regarding Internet usage,

> T-Mobile imposes a $200 per number early termination fee, Cingular imposes a

$150 per number early termination fee, Verizon imposes a $175 per number early
termination fee. (Information obtained from service terms at carrier web sites.)
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I estimate that the 2,000 minutes per month average would include, on average,
approximately 150 minutes of Internet dial-up time.® This would indicate that
approximately 1,850 minutes per month reflect average voice usage. Recognizing the
wireless plans offer “peak” and “off-peak” distinctions,” | conservatively selected plans
offering in the 950-1,400 “anytime minutes” range to identify price points for wireless
plans.®® Reviewing various wireless plans indicates that current prices for wireless service
providing this range of anytime minutes range from $60 to $100 per month, not including
taxes, surcharges and fees. | believe this price range is highly conservative. The high
minute of use charges associated with overrunning the “bucket” of “anytime minutes”
associated with a wireless plan would provide an incentive to purchase plans with more

“anytime” minutes as insurance against costly usage overruns.

Of course, $60 to $100 per month gets you one telephone, and additional charges will apply

to add telephone lines. It is important to note that as wireless phones are “mobile,” it is

%8 This estimate is based on information regarding frequency of Internet access

associated with a study conducted by the Pew Foundation. See:
http://www.pewinternet.org/reports/toc.asp?Report=98

The assumptions based on the Pew study are that approximate 50% of households
have dial-up Internet access, 55% of households go online every day, and that
average time online is 15 minutes.

> Night and weekend minutes usually apply for a relatively small portion of the

week. Night minutes typically run from 9 p.m. to 6 a.m. The remainder of the
day must be covered by the “anytime minutes,” if high minute-of-use charges are
not to apply.

60 Variation in the service offerings by wireless providers did not allow for

evaluation of a fixed number of anytime minutes.
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likely that replacing a wireline connection with wireless would require multiple units for a
typical family. If the sole wireless phone “walks away” with an individual family member,
then risk and inconvenience are imposed on the remaining family members left without a
telephone.

FOR A TYPICAL FAMILY, WHAT PRICE POINT DO YOU ESTIMATE FOR
REPLACING A WIRELINE PHONE WITH A WIRELESS ALTERNATIVE?

Replacing a wireline phone with a wireless phone would most likely mean purchasing a
relatively “high end” wireless plan, and the addition of multiple handsets could easily lead
the price per household of “basic wireless service” to climb over $100 per month, not even
addressing the Internet access issue. Of course these high-end wireless plans include long
distance and may also include other features, like call waiting and voice mail, thus specifics
of consumer preferences and usage would influence the price-point at which rising wireline
prices would lead subscribers to abandon the wireline phone. However, for individuals who
do not use much long distance, or who value their dial-up connection to the Internet,
considerable price increases could be imposed by Qwest without the wireless alternative
providing a constraint, not even considering factors such as lower service quality. Thus,
there is a highly plausible explanation for the observed outcome of wireless subscription
growing very rapidly in Colorado, while wirelines in Qwest territory continue to
grow—consumers do not view wireless as a demand substitute for wireline. Given current
usage patterns associated with wireline telephones, prices associated with wireless plans
capable of replacing a wireline telephone do not provide the needed constraint on Qwest’s
continuing monopoly power in the local exchange.

DO MARKET ANALYSTS AGREE ON THE MAXIMUM NUMBER OF
SUBSCRIBERS WHO MIGHT MAKE THE SWITCH?

The Gartner Group points to an eventual displacement of about 10% of wireline phones by
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wireless. Advanis indicates that a “realistic” estimate is 6 million households nationwide
(about 5% of households) switching by 2007. Thus, in the long run, 90-95% of the market
is viewed as not likely to consider abandoning their wireline connection for wireless.*

DOES THE POSSIBILITY OF 10% OF THE MARKET EVENTUALLY
MIGRATING TO WIRELESS AFFECT ONLY QWEST?

No. This potential migration also affects all CLECs in the marketplace and as was
mentioned above, CLECs who do not have a wireless affiliate will be less likely to adapt in
the changing market environment than a company like Qwest, whose parent plans to manage
and capture a portion of this potential wireless migration.

QWEST WITNESS BRIGHAM POINTS TO ASURVEY OF WIRELESS USERS IN
IOWA AS INDICATING THAT A HIGH PERCENTAGE OF WIRELESS USERS
ARE ABANDONING LANDLINE SERVICE. ARE THERE ANY PROBLEMS
WITH THAT SURVEY?

Yes. The general problems associated with conducting telephone interviews, e.g., use of
Caller ID and answering machines to screen calls, leads to difficulties in getting participants
and introduces sample bias. As a result of the inability to get an adequate number of
participants, the authors of the survey referenced by Mr. Brigham admit that they were
unable to achieve the proper stratification of their sample.®” Beyond the difficulties in
assembling the sample associated with the lowa survey, the overarching weakness of survey
information applies to the lowa survey referenced by Mr. Brigham, i.e., individuals may say

one thing and do another. That is why it is preferred to utilize data which reflects actual

consumer decisions in the marketplace as opposed to data on what consumers say they may

61 Gartner Group projection, see, http://www.cellular-news.com/story/9606.shtml

“Mobile Metrics: Wireline to Wireless Displacement Study,” Advanis, January
2004, p. 4.

2 Exhibit CO RHB-11, p. 9.
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do, or are doing, in the marketplace. There is no indication from the demand data that | have
analyzed that 25% of wireless users in Colorado have dropped landline service, as is
suggested by the report of the lowa survey results referenced by Mr. Brigham.

YOUR DISCUSSION OF WIRELESS BEING A DEMAND SUBSTITUTE FOR
WIRELINE PHONES FOCUSES ON THE RESIDENTIAL MARKET SEGMENT.
CERTAINLY THERE IS A GREATER POTENTIAL FOR WIRELESS DEMAND
SUBSTITUTION ON THE BUSINESS SIDE?

No, there is a much smaller potential for business migration to wireless. Businesses utilize
PBXsand corporate voice-mail, making wireless a less attractive substitute as wireless plans
do not offer the high degree of customization that is available from these systems.
Furthermore, business migration to voice over IP, exploiting the economics from integrating
internal voice and data networks does not as yet have a viable wireless component.
Businesses certainly make use of wireless telephony, but as an extension to their wireline

systems. Displacement of business wireline networks with wireless is not expected anytime

soon,® especially in light of poor wireless service quality.®
iii. Telephony and the Internet

HOW HAS THE INTERNET AFFECTED TELEPHONY?

There are an evolving set of technologies which enable telephony over the Internet or other
data communications networks. Some of these technologies are designed for computer-to-
computer communication over the Internet. Other technologies, commonly referred to as

Voice over Internet Protocol (\VolP), enable voice communication over any packet-based

63 A Yankee Group report provided Qwest in response to AARP 01-051 points to
small business substituting wireless long distance for wireline long distance.

64 Ryan, Clarke. “Don’t let poor voice quality chase away your best customers.”

TelephonyOnline, February 4, 2004.
http://telephonyonline.com/ar/telecom_dont_let_poor/
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data network. The former of these technologies, computer-to-computer communication over
the Internet, has led to several “free telephony” projects, which encourage use of the Internet
to replace long distance calling, especially for international calls. The latter technologies
have been pursued by business telecommunications users to integrate their voice and data
communications networks to economize in the self-provision of voice services for internal
business communications. (VolP can replace a PBX). VolP is emerging as a viable service
outside of the business self-provision market. VVonage and other third-party vendors have
stand-alone offerings, and cable television and telephone companies are starting to roll out

VoIP over their high-speed data networks.
a. Computer-to-Computer Telephony

IS COMPUTER-TO-COMPUTER INTERNET TELEPHONY A DEMAND
SUBSTITUTE FOR LOCAL TELEPHONE SERVICE?

No. Computer-to-computer Internet telephony is primarily a substitute for long-distance
calling. Skype and the Free World Dial-up Project focus on computer-to-computer long-
distance calling. Even though it may provide lower quality than a circuit-switched call, its
attractiveness is its relatively low price.®® In order to access the Internet some type of a
connection to an Internet Service Provider (ISP) must be established. Such a connection
could be established with a dial-up connection over the local telephone network, thus a
“local call” is made to initiate the Internet-based telephone call. Of course, if a broadband
connection is used to connect to one’s ISP, Qwest’s network still might be utilized, but over
a DSL connection. Even if a cable modem, or some other alternative is utilized to reach

one’s ISP so as to place a computer-to-computer Internet phone call, the impact on Qwest’s

However, given the emergence of “flat-rate” long distance plans, the price
advantage of long distance Internet telephony is fading.
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local exchange market is still not apparent as Internet telephony makes the most sense for
long-distance calling. Computer-to-computer Internet telephony offers the ability to make
international calls at very low cost. Using Internet telephony to replace a local call makes
little sense. While it might be technically possible, why would one go through the trouble
of booting up their computer to connect to their Internet telephony provider in order to place

a local call? Picking up the phone and dialing the needed 10 digits is the obvious choice.
b. Voice Over IP

MR. BRIGHAM POINTS TO INTERMODAL COMPETITION FROM VOICE
OVER INTERNET PROTOCOL (VolP). DOES VOIP OFFER A VIABLE
ALTERNATIVE FOR QWEST CUSTOMERS?

No. As was discussed above, VolP may offer a viable alternative for large business users
who have an internal data network deployed and can replace a PBX with VVoIP. VoIP is
beginning to be offered by some cable companies, but this alternative appears to be available
to only a few Qwest residential customers in a limited geographic area. Furthermore, as will
be discussed further below, cable companies appear to be positioning VolP to their high-end
residential subscribers and are not offering the service to those who do not subscribe to
cable, or even to those cable customers who are unwilling to purchase high-speed internet

access and a high-end cable programming bundle.

DO CABLE COMPANIES’ VolP SERVICES PROVIDE ADEMAND SUBSTITUTE
FOR CONSUMERS RESIDING IN QWEST’S SERVICE AREA?

There are a number of cable companies operating in Qwest’s service area, with differing
market strategies with regard to VolP. Comcast has announced plans to roll out VVolP on a
nationwide basis. Comcast’s pricing strategy, however, is noteworthy. Comcast will offer
existing Comcast broadband Internet customers unlimited local and toll calling for $39.95

per month. For customers who get broadband Internet access from other sources, such as
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DSL, a stand-alone Comcast VolIP service will be priced at $54.95 per month.®® Comcast’s
pricing is indicative of two things: first Comcast is targeting the high-end of the market.
Second, it also looks like Comcast is sending a signal to RBOCs—i.e., Comcast won’t be
competing for RBOC broadband customers’ VVoIP services—why would any DSL subscriber
pay $54 per month for a service available from the RBOC (or a stand-alone provider) for

much less.

Aldelphia Cable, which serves Colorado Springs, is not providing cable telephony.®” Mr.
Brigham identifies Bresnan Communications as a cable company that serves several medium
and small sized cities in Colorado as a potential source of alternative supply. However, Mr.
Brigham’s testimony also points out that this cable company is only interested in serving the
high-end of the market, just as other CLECs have practiced.

Bresnan plans to offer its customers reliable digital phone service using Net2Phone as a
bundle alongside its current cable TV and high speed internet access products.®

The desire of cable companies to bundle voice services with video and high-speed data
services may limit the demand for cable-based telephony. Only about 60% of households
nationwide subscribe to cable, and only a fraction of these subscribe to cable broadband.

Whether cable companies will widely offer stand-alone voice services is yet to be seen.

66

See, “Comcast pushes VoIP to prime time”, ZDNet, January 10, 2005.
http://news.zdnet.com/2100-1035_22-5519446.html?tag=zdfd.newsfeed

“Comcast Enters VVoIP Market with Pricey Plans,” TMCNet, January 10, 2005.
http://www.tmcnet.com/tmcnet/articles/2005/comcast-voip-calling-cable.htm

67

According to Adelphia Cable’s web site, using Colorado Springs Zip Codes.
http://www.adelphia.com/local_offers/index.cfm

68 Brigham Direct Testimony, p. 77.
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WHAT ABOUT VOIP FROM THIRD-PARTY VENDORS?

For residential users, VoIP can be provided over a DSL or cable modem connection by a
third-party provider such as VVonage. Thus, the service requires a broadband connection.
Data from the FCC indicates that only 15% of residential customers in Colorado have a

broadband connection,® thus making this option limited.

Furthermore, use of Vonage or a similar service has distinct disadvantages, such as the lack
of number portability, the inability to utilize E911 services, and the inability to have
telephone service in the event of a power outage.”” VolP might be considered by some
residential customers who already have a broadband connection, but to a customer without
a broadband connection (or a computer) VoIP is not an alternative.

IS VOIP AN ESTABLISHED TECHNOLOGY IN THE RESIDENTIAL
MARKETPLACE?

No, it is a technology which is emerging, and thus has problems and limitations, and I don’t
think VVolP providers, such as VVonage, represent a meaningful alternative for the vast
majority of Qwest’s residential customers. VolIP has many shortcomings for those who do
have the required broadband connection. It is important to note that VVonage is not

compatible with one of the most popular cable broadband ISPs, America OnLine, thus

and

69 Based on data from the FCC’s December 31, 2004 reports on broadband
deployment and local exchange competition.

0 Vonage Web Site: http://www.vonage.com/features.php?feature=911

http://www.vonage.com/features_Inp.php?LNPareaCode=508&LNPexchange=896&LNP_submi
t_btn=Submit
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limiting the potential for adoption.” Problems with VVoIP network outages have emerged.’
Vonage offers the following advice for some of these situations, which also illustrates two
related problems with VVolP—the lack of service technicians and the need for the user to be
technologically sophisticated:

The inability to receive inbound calls is directly related to the Phone Adapter's ability to
register with our proxy server. If the Phone Adapter is not registered, the VVonage proxy
server will be unable to route calls to the device. When a call is unable to reach the phone

adapter, Vonage will route the call to your voicemail.

There are a few reasons your phone adapter may not be able to register with the Vonage
proxies:

* Power outages
* Loss of Internet connectivity
* Router/firewall security options blocking VVonage traffic

If this problem occurs, verify you have Internet connectivity and/or check your
router/firewall security settings and reboot the Phone Adapter. To reboot the phone adapter,
unplug the power cord from the back of the device, for 15 seconds, and then plug it back in.
This will initiate a new registration request. Wait 5 minutes for the device to completely boot
up, before attempting to make a call.

Other than this type of problem, there are reports of VVolP call blocking problems arising
where cable company networks may be accidently blocking VVolP calls as part of normal

security screening practices.” Blocking of VolIP calls by other ISPs is also a problem

n This fact was confirmed by a call to VVonage’s sales support line on October 13,
2004.

2 Charny, Ben. “VolP provider Vonage suffers outage.” News.Com, August 2,
2004.
http://news.com.com/VolP+provider+Vonage+suffers+outage/2100-7352_3-5293
439.html

s Charny, Ben. “Some VoIP calls being blocked.” News.Com, August 12, 2004.

http://zdnet.com.com/Some+VolP+calls+being+blocked/2100-1105_2-5307232.html?part=rss&t
ag=feed&subj=zdnn
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DO VOIP USERS NEED SPECIAL SKILLS?

Yes, VoIP from third-party vendors will be more attractive to the technologically savvy.
Companies like Vonage have no service personnel to help users establish or repair service
at a customer’s premises. The user must be prepared to perform these services themselves,
or to contract out for professional help. For example, if you want to use Vonage on multiple
phones within your home, you must rewire your inside wiring.” Configuring equipment for
use with VVonage’s service requires that the subscriber possess technical acumen which can
safely be described as “above average.” For Vonage to operate, the user’s broadband
connection must terminate on a router.”® A router may be integrated in a cable broadband
offering, but Vonage’s need for a router would require a DSL user to purchase an additional
piece of equipment.”” To use a router with Vonage (in either the cable or DSL scenario), it
must be configured. Vonage offers the following hint on how to get the router set up
correctly so it can be used with VVonage’s service:

Your router typically should be configured for PPPOE if you are using a DSL Internet

Service Provider. Some cable modem services require that the Mac address of the computer
is spoofed in the router configurations. Check your router documentation for more

[ “Vonage Complains to FCC of Calls Being Blocked,” Reuters, February 14,
2005.
http://www.reuters.com/newsAtrticle.jhtml;jsessionid=WFAKCZKRWRSZKCRB
AEOCFEY ?type=internetNews&storylD=7625857

S http://www.vonage.com/help_knowledgeBase_article.php?category=45&article=

649

76 A router is a device which provides an interface between two networks. In the
home environment the router connects the cable or telephone companies’ data
network to the home network, which may be connected to multiple computers.

" DSL offerings are typically provided with a DSL modem and filters, but a router
is typically not part of the CPE provided by the telephone company.
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information.™

Thus, for broadband users who are not sure whether they are “PPPoE compliant,” or how to
“spoof” their computer’s “Mac address,” setting up Vonage may present some problems.
Of course, Vonage has technical support, which may be accessed by telephone, however, |
don’t think that most customers will be willing or able to trouble-shoot VVolP problems.
ARE THERE OTHER LIMITATIONS ON VOIP?

Yes. Use of a VoIP provider such as VVonage also means that telephone service is not
available when the broadband connection is out or when electric power is out. Furthermore,
E911 cannot be used at anytime with VVonage and to use any 911 services users must activate
the service and manually enter information into a Vonage database.” Vonage addresses the
911 issue as follows in its service agreement:

You acknowledge and understand that the Service does NOT support traditional 911 or E911
access to emergency services. VVonage does offer a limited 911-type service available only
on VVonage Devices as described herein, but you acknowledge and understand that 911-type
dialing is NOT automatic, that you must separately take affirmative steps, as described in
this Agreement and on VVonage’s website, to activate such 911-type dialing capabilities and
that such 911-type dialing is different in a number of important ways (some, but not
necessarily all, of which are described in this Agreement) from traditional 911 service. . . .
You agree to inform any household residents, guests and other third persons who may be
present at the physical location where you utilize the Service of the non-availability of
traditional 911 or E911 dialing from your Vonage Service and Device(s). If you activate
Vonage 911-type dialing service, you agree to inform any household residents, guests and
other third persons who may be present at the physical location where you utilize the Service
as to the important differences and limitations of VVonage 911 dialing service as compared
with traditional 911 or E911 dialing that are set forth in this Agreement.®

8 http://lwww.vonage.com/help_knowledgeBase_article.php?category=45&article=
188

7 http://www.vonage.com/features_911.php

80 Vonage Customer Agreement, emphasis in original.

http://www.vonage.com/features_terms_service.php
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Given the limitations of current VVolIP services, | don’t believe that it is a service which is

capable of providing a check on Qwest’s monopoly power at this time.

E. Demand Response in the Business Market Segment

Q:

A:

DOES THE BUSINESS SECTOR OF THE MARKET PRESENT A DIFFERENT
DEMAND RESPONSE THAN THE RESIDENTIAL SECTOR?

Yes. CLECs are actively courting the business sector with service offerings which provide
price benefits to business users. Businesses, especially large and medium sized businesses
are likely to have employees who manage telecommunications procurement, and thus who
have the resources and expertise to discover and implement competitive alternatives to
Qwest. Firms that do not have these resources internally may employ telecommunications
provisioning consultants to assist them in the quest to cut the costs of their
telecommunications inputs. Thus, business cost cutting motivations, combined with
extensive provisioning expertise, as well as CLEC offerings which provide potential price
benefits, make the demand response on the business side a potential constraint on Qwest
monopoly power. However, segmentation within the business market should be recognized.
Small business users are more likely to face constraints similar to the residential market than
are large and medium businesses.

PLEASE SUMMARIZE YOUR DISCUSSION OF THE DEMAND RESPONSE.
Qwest retains a very high market share, especially in the residential market segment. It is
clear from the discussion above that the ability of residential consumers to quickly and easily
find cost-comparable alternatives to Qwest services does not exist. CLECs are withdrawing
from the residential marketplace, and those that continue to offer service do not provide
services comparable to Qwest’s local exchange services. Wireless options are plagued by

coverage and service quality constraints, in addition to not providing dial-up Internet
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connectivity and being a more costly alternative to wireline services offered by Qwest.
Computer-to-computer Internet telephony and VVolP are emerging technologies which do not
currently offer sufficient alternatives for residential consumers of local exchange service.
The lack of a demand response indicates that the high market share evident in Qwest
territory is an indication of monopoly power in the residential marketplace. Large

businesses may have a much better ability to substitute on the demand side.

F. Supply Response

WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?
To fully evaluate Qwest’s potential to exercise monopoly power, the supply side of the
market must also be evaluated. To evaluate the supply response, the availability of a means

of supply, and the willingness of a firm to supply must be examined.

In a competitive market firms are constrained by the entry of, or output expansion by, other
firms in the marketplace. If a firm in a competitive market unilaterally increases prices,
other firms are capable of satisfying market demand as consumers search out lower cost
alternatives to the firm which has raised its prices. Itisimportantto consider the supply side
of the local exchange market to determine whether a supply response exists that is sufficient
to constrain the exercise of monopoly power. To evaluate the supply response, the means
by which new market entrants could serve the market must be examined. Unlike the long
distance market where rivals to AT&T, such as Sprint and MCI, built large amounts of long
distance capacity which could serve significant portions of the long distance market,
facilities-based entry in the local exchange in Colorado has been limited in its scope. Aswas
discussed above, overall facilities-based entry has been marginal, with CLECs establishing
a very limited market share on a facilities basis over the past nine years. Thus, on a facilities
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basis, the overall supply response has been negligible, with residential customers continuing
to face very few technological alternatives to Qwest’s facilities. The lack of facilities-based
alternatives is a strong indicator that the facilities-based supply response alone is not
sufficient to mitigate Qwest’s monopoly power.

DOES THE SUPPLY POTENTIAL IN THE LOCAL EXCHANGE MARKET
DEPEND ON THE UNBUNDLING AND RESALE PROVISIONS OF THE
TELECOMMUNICATIONS ACT OF 19967

Yes, prior to the Telecommunications Act of 1996, the potential for alternative supply was
virtually non-existent. The Act required that ILECs make their retail services available for
resale and to provide unbundled network elements. These requirements have provided an
alternative means for CLECs to supply the market, however, the rules associated with
unbundling are in a state of flux, with the elimination of one of the most popular sources of
alternative supply, the UNE platform (UNE-P).

HAS UNE-P BEEN IMPORTANT FOR CLEC SUPPLY?

Yes, nationwide, about 75% of all CLEC supply which relies on ILEC facilities is based on
UNE-P. In Colorado, about 60% of all CLEC supply which relies on Qwest facilities has
been based on the UNE-P.#! The elimination of the UNE-P as a required offering will have
a significant impact on the ability of CLECs to supply the market. The dissents of FCC
Commissioners Copps and Adelstein provide a telling assessment of the potential impact of
the FCC’s recent decision:

What we have in front of us effectively dismantles wireline competition. Brick-by-brick,
this process has been underway for some time. But today’s Order accomplishes the same
feat with all the grace and finality of a wrecking ball. No amount of rhetoric about judicially
sustainable rules and economically efficient competitors can hide the blockbuster job this

Commission has done on competition. During its tenure, the largest long distance carriers
have abandoned the residential market. And as a result of today’s decision, other carriers

8l Based on data from the response to OCC Data Request 02-43S1.
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will follow suit. In their wake we will face bankruptcies, job losses and customer outages.
Billions of dollars of investment capital will be stranded. And down the road consumer will
face less competition, higher rates and fewer service choices.®

By not defending the Commission’s prior decision before the Supreme Court, the majority
placed itself in a box, in effect a coffin for telecom competition. Now, the majority buries
telecom competition six feet under. The only choice | was given was where to pound in the
nails. | cannot support this decision, because it will force consumers and businesses to pay
higher prices and have fewer choices.®®

Even FCC Chairman Powell, who voted in favor of the revision of the FCC’s rules to

eliminate UNE-P could not muster a rosy assessment of the impact of the FCC’s order:

We recognize, however, that during the years of wrangling over the lawfulness of UNE-P,
companies have sold phone service to significant number of consumers using this now
thoroughly legally discredited business approach. While we cannot justify the continuation
of this approach, we see the need and obligation to minimize the impact on consumers by
providing a smooth transition of these customers to other alternatives. To accomplish this,
we have adopted a significantly longer transition than first proposed. In addition to the six
months already provided by our Interim Order, we will extend the transition into early 2006.
We are confident this will mean less disruption for customers and provide time for quickly
emerging alternative—not the least of which include cable telephone, wireless and VolP—to
root in the market.®

I address the supply prospects to which Chairman Powell optimistically sees “taking root”
in the next 12 months below, but will note for now that Chairman Powell overlooks the most
likely alternative source of supply for consumers residing in Qwest’s service area who may
find their CLEC-based service option eliminated in the coming months, i.e., the supply

alternative offered by Qwest. Unlike other “seeds of supply”” which may “take root” in the

82 Unbundled Access to Network Element, Review of the Section 251 Unbundling
Obligations of Incumbent Local Exchange Carriers, Order on Remand, WC
Docket No. 04-313, CC Docket No. 01-338, Statement of Michael J. Copps.

8 Unbundled Access to Network Element, Review of the Section 251 Unbundling
Obligations of Incumbent Local Exchange Carriers, Order on Remand, WC
Docket No. 04-313, CC Docket No. 01-338, Statement of Jonathan Adelstein.

84 Unbundled Access to Network Element, Review of the Section 251 Unbundling
Obligations of Incumbent Local Exchange Carriers, Order on Remand, WC
Docket No. 04-313, CC Docket No. 01-338, Statement of Michael Powell.
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future, Qwest already has ubiquitous facilities deployed which enable its ability to supply
the entire market, if necessary.

QWEST WITNESSES POINT TO THE CONTINUED AVAILABILITY OF
COMMERCIALLY NEGOTIATED AGREEMENTS FOR UNE-P. IF THESE DO
IN FACT EMERGE, WHAT DOES ECONOMIC THEORY PREDICT?

Dr. Weisman indicates that such arrangements would likely be available at higher prices.®

Higher prices will indicate less use of the UNE-P and less CLEC activity.

HAVE YOU CONDUCTED ANY RESEARCH WHICH QUANTIFIES THE
RESPONSE OF CLECS TO UNE PRICE CHANGES?

Yes. | conducted a study of CLEC activity in SBC California’s service area. This research
appears in a peer-reviewed economics journal 2 | was able to control for a number of factors
which are likely to influence CLEC entry decisions, including UNE loop prices, the number
and size of business customers, the incomes of residential customers, whether customers
were located in a rural area, and the cost of constructing local exchange facilities. Results
of this research indicate that a 1% increase in UNE loop prices resulted in a 2.6% decrease
in the number of CLECs serving a Zip Code area. In other words, increasing UNE prices
leads to less CLEC activity. Thus, reassurances that no impact on competitive activity will
result from commercially negotiated agreements which result in higher UNE prices should
be viewed with caution. A copy of this paper is provided as Exhibit TRR-3.

WILL WIRELESS NETWORKS PROVIDE AN ALTERNATIVE SOURCE OF
SUPPLY FOR LOCAL EXCHANGE CUSTOMERS?

| have already discussed wireless telephony in detail from the demand side. Quite simply,

& Direct Testimony of Dennis L. Weisman, p. 23.

8 Roycroft, Trevor. “Empirical Analysis of Entry in the Local Exchange Market:

The Case of Pacific Bell,” Contemporary Economic Policy, Vol. 23, No. 1,
January 2005.
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wireless is a complement, not a substitute for wireline service. As such, while there is a
supply of wireless service available in Qwest’s service territory, it is used in conjunction
with wireline services. Furthermore, wireless networks are not currently engineered to
handle the demands should large numbers of consumers be forced to substitute.

DOES VolP PROVIDED BY CABLE COMPANIES PROVIDE A SUPPLY
ALTERNATIVE FOR LOCAL EXCHANGE CUSTOMERS?

Nationwide, some cable companies are offering VolP. Cable companies, as a source of
facilities-based supply, have service territories which are gerrymandered, making broad
market entry more difficult as new facilities would need to be constructed outside of their
licensed service area. Qwest customers are not facing any significant source of supply from
cable VolIP at this time, and it is difficult to project what the future may hold. Problems have
emerged that have slowed the deployment of the technology and the costs associated with
its provision have been higher than expected.®” As is pointed out by Mr. Brigham, Comcast
currently offers circuit-switched services to residential customers in a portion of Qwest’s
service area, but has established non-trivial market presence in only the three Denver-area
rate centers.

WHAT ABOUT VolP FROM THIRD-PARTY VENDORS LIKE VONAGE?

The biggest limitation is the requirement that the consumer already have a broadband
connection. Data indicates that only about 15% of Colorado households meet this threshold
requirement. Thus, the limited VVoIP access network places a hard limit on supply from this

source.

8 See, for example: Dumond, Chris. “VolP Now Becomes New Way for Calling,

September 19, 2004. Cox Newspapers. See also, Cole, Richard. “Motorola,
Nortel Team Up For IP Telephony Boost ,”
Cableworld, Feb. 11, 2002. http://www.sparkpr.com/news_detail.php?n_id=45
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1 Q: GIVEN THE LIMITATIONS OF THESE FACILITIES-BASED POSSIBILITIES,
2 WHAT ABOUT FACILITIES-BASED COMPETITION USING TECHNOLOGIES
3 SIMILAR TO THOSE USED BY QWEST?
4
5 A | have already discussed some aspects of facilities-based entry in Qwest’s service territory
6 in the section on market share. Facilities-based entry has been limited both in Colorado and
7 in the rest of the nation. Most facilities-based entry has occurred in high density areas and
8 focused on business customers. The existence of scale economies will affect CLEC’s local
9 market entry decisions, especially whether it makes economic sense to build alternative
10 facilities.
Chart 3: Monthly Cost Per Loop, Density, and Mar ket Share
—4&@—5,000-9,999 —Jl—— 1,000-2,499
$16.00
$14.00
$12.00
$10.00 -
$8.00
$6.00 ’ ’ ‘
$4.00
$2.00
$0.00
15% 20% 25% 30% 35% 40% 45% 50% 55% 60% 65% 70% 75% 80% 85% 90% 95% 100%
Mar ket Share
11 Chart 3, above, shows the results of a comparison of loop costs based on the FCC’s
12 Synthesis Model for SBC California’s operations.®® While the research that I conducted was

Qwest refused to provide cable cost data which would have enabled a Colorado-
(continued...)
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for SBC operations, | have no reason to believe that use of Qwest data would generate
conclusions that are any different. Chart 3 compares the cost per line per month of a local
loop in two density zones. | conducted multiple runs of the Synthesis Model using
alternative assumptions about market share. The “high density” area has customer density
of between 5,000 and 9,999 lines per square mile and is associated with high-density urban
areas. The “medium density” area has between 1,000 and 2,499 lines per square mile and
is associated with suburban areas. It is apparent from the results for the high-density zone
that loop costs are relatively flat over a broad range of market shares. The difference
between loop costs at a 100% market share and a 40% market share is about 16%. In the
lower density zone, comparable to a suburban area, loop costs rise steadily as market share
declines. The difference between loop costs in the lower density zone at a 100% market
share and 40% market share is about 31%. This analysis points to part of the reason for
lower levels of facilities-based competition in the residential market, persistent scale
economies in the geographic areas where residential customers reside.

PLEASE SUMMARIZE TAB 2 OF YOUR TESTIMONY.

Tab 2 of my testimony has provided a detailed analysis of market conditions in Qwest’s
service area. This analysis shows that Qwest maintains market shares which are consistent
with the existence of monopoly power throughout its service area. Residential customers
have seen the lowest levels of CLEC activity, resulting in higher Qwest market shares in the
residential market segment. Geography also has a significant impact on CLEC activity, with
a large number of consumers residing in rate centers where Qwest has a market share of 95%

and above. In addition, even in urban areas, significant variation in CLEC activity across

8(...continued)

specific version of this analysis. Response to AARP 01-024 and AARP 01-025.
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wire centers is evident, with large numbers of consumers residing in wire centers where
Qwest maintains a market share of 95% or above. This section of my testimony has also
shown the limited ability of the demand and supply side of the market to discipline
monopoly power. Qwest’s continuing monopoly power makes the Company’s request for

total deregulation unacceptable.
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Tab 3: Qwest’s Advocacy of Potential Competition

A. Purpose and Overview

Qwest bases much of its case for deregulation on theories of potential competition. In Tab 3 of my
testimony | explain why theories of potential competition do not support deregulation of prices and
service quality in Qwest’s local exchange market.

Findings

. Qwest witnesses rely on theories of “Schumpeterian competition,” “contestable markets,”
and “accommodative entry” to justify Qwest’s request for deregulation of all retail services.
Without exception, these theories are inappropriate.

Conclusions

Schumpeterian competition is based on the underlying premise that unrestrained
monopoly is superior to competition in delivering economic stability and
technological innovation. Policy based on the theory of Schumpeterian competition
would require replacing pro-competition policy with pro-monopoly policy. Such an
approach is inconsistent with statute and ample evidence of the innovative
superiority of competitive forces.

The theory of contestable markets is based on necessary conditions which are not
consistent with market reality in Qwest’s service area. Qwest witnesses, while
claiming to abide by the contestable market theory offered by William Baumol and
his coauthors, actually rely on a novel and untested theory which has little to do with
the original contestable market theory. The original theory of contestable markets,
and the derivative theory offered by Dr. Taylor and Dr. Weisman, provide no basis
for the Commission to grant Qwest’s request for deregulation of all services.

Qwest witnesses also discuss theories of accommodative entry and indicate that these
theories point to the inappropriateness of retail regulation once a regulated market
for wholesale inputs emerges. The support offered for this conclusion is a
mathematical model developed by Dr. Weisman. | show that Dr. Weisman’s model
is overly simplistic. When more realistic assumptions are used, Dr. Weisman’s
model indicates that retail regulation can improve the efficiency of market outcomes
where accommodative entry policies are in place.

Theories of potential competition have been shown in the economic literature to have little practical
value. Qwest witnesses Dr. Taylor and Dr. Weisman have not added any new element to these
discredited theories. The Commission should reject the use of theories of potential competition
when evaluating whether Qwest has the potential to exercise monopoly power.
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B. Qwest’s Theories of Potential Competition

Q:

THE TELECOMMUNICATIONS ACT CREATESAREGULATED MARKET FOR
WHOLESALE SERVICES (INTERCONNECTION, UNES, AND LOCAL MARKET
RESALE). DR. WEISMAN AND DR. TAYLOR INDICATE THAT IF A MARKET
FOR REGULATED INPUTS EXISTS, THAT REGULATION OF RETAIL PRICES
AND SERVICE QUALITY ISUNNECESSARY. IS THIS CORRECT?

No. Dr. Weisman and Dr. Taylor offer several theories, including “Schumpeterian
competition,” “market contestability,” and “accommodative entry” as justification for their
recommendations that retail price and service quality regulation be immediately and
completely suspended once a wholesale market is created. As I discuss below, theories of
potential competition do not provide a valid basis for evaluating market forces in Qwest’s
service area. | begin by discussing Dr. Weisman’s use of the theories of Joseph Schumpeter
and then move on to contestable markets and accommodative entry theories. The theories
presented by Dr. Taylor and Dr. Weisman have a common theme— that actual competition
is not necessary for markets to be disciplined. In the discussion that follows | show that

economic research has demonstrated that theories of potential competition are on very shaky

ground.
I. Schumpeterian Competition

QWEST WITNESS DR. WEISMAN DISCUSSES THE THEORIES OF JOSEPH
SCHUMPETER AS A BASIS FOR ESTABLISHING POLICY IN THIS
PROCEEDING.** DO SCHUMPETER’S THEORIES PROVIDE A GOOD
FOUNDATION?

No. To appreciate the value of Schumpeter’s theories, and to understand why Dr.
Weisman’s reliance on Schumpeter’s prescriptions is inappropriate, a little background is

necessary. Before proceeding I note that Schumpeter’s theories, especially those associated

8 Direct Testimony of Dennis L. Weisman, pages 13, 14, 34, 44, and 55.
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with the alleged advantages of the monopoly form of organization, have spawned a vast
literature in the economics profession.® Dr. Weisman makes no reference to this literature.
Furthermore, Dr. Weisman focuses on only one of Schumpeter’s market theories.
Schumpeter had two distinct views regarding industry structure and market outcomes. The
first view was conveyed in his 1934 work titled The Theory of Economic Development. In
this work Schumpeter discussed the competitive market structure associated with late-19"-
century Europe. Schumpeter’s second view was contained in his 1942 work, Capitalism,
Socialism, and Democracy. This work is reflective of U.S. industrial organization in the
first half of the 20" century. Dr. Weisman focuses on Schumpeter’s 1942 theory.”* Thus,
I too will focus on the nature and usefulness of Schumpeter’s theory as expressed in his 1942
work Capitalism, Socialism, and Democracy.

WHO WAS JOSEPH SCHUMPETER AND WHAT FACTORS INFLUENCED HIS
THINKING?

Joseph Schumpeter was an Austrian economist (he was Austria’s Minister of Finance during
the Austrian hyperinflation, thus having a short-lived tenure in that position). He later joined
the faculty at Harvard and during the 1930s formulated the ideas which were published in
his most famous work, Capitalism, Socialism, and Democracy (1942), a work which Dr.
Weisman draws from to support his arguments relating to potential competition. The

backdrop for the ideas associated with Capitalism, Socialism, and Democracy was the Great

% Schumpeter’s work has also had appeal to other disciplines such as sociology and

history.

o Economists have assigned the monikers “Schumpeter Mark I” and “Schumpeter

Mark 11" to distinguish which of Schumpeter’s theories is being discussed. Dr.
Weisman’s discussion is of the “Schumpeter Mark I1” theory. For a concise
summary of “Mark I” and “Mark 11" see, Malerba, F. and Luigi Orsenigo,
“Schumpeterian patterns of Innovation,” Cambridge Journal of Economics, Vol.
19, 1995, pp. 47-65.
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Depression, which led many to doubt the continuing viability of capitalism as a system. In
Capitalism, Socialism, and Democracy Schumpeter argued that capitalism would eventually
succumb to Socialism: *. . .1 have tried to show that a socialist form of society will inevitably
emerge from an equally inevitable decomposition of capitalist society. . .”*? However,
Schumpeter’s work was more of a defense of capitalism, in spite of its then-current crisis,
rather than an attack.”

DR.WEISMAN MENTIONS APROCESS OF “CREATIVEDESTRUCTION,” HOW
DOES CREATIVE DESTRUCTION WORK IN SCHUMPETER’S APPROACH?

Schumpeter described a process of “creative destruction,” where technological, market, and
managerial advances destroy existing capital values by introducing new technologies or new
ways of doing business (Schumpeter also poetically referred to the impact of this process as
a “perennial gale,” indicating that the process was constant and harsh on the businesses
involved). According to Schumpeter, creative destruction is an ongoing, but long-run
process. Atany point intime, the markeplace is likely characterized by firms which are the
current “victors” in the process of creative destruction, and thus these firms are likely to have
monopoly power. However, the victorious firms, which have supremacy due to some new
technology or an organizational or market advantage, are likely to be unseated in the long
run due to new innovations.

WHAT CONCLUSIONS DID SCHUMPETER DRAW FROM CREATIVE
DESTRUCTION?

It is important to understand that Schumpeter used this concept to advocate the benefits of

% Schumpeter, J. Capitalism, Socialism, and Democracy, preface to the 1942

edition.

% See, for example, Muller, Jerry Z. “Capitalism, Socialism, and Irony:

Understanding Schumpeter in Context,” Critical Review Vol. 13, Nos. 3-4, 1999.
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monopoly power for the general economy. Schumpeter identified what he saw as the
benefits of monopoly power, with its necessary components of price fixing and restraint of
trade, on the performance of the modern market economy:

If we list the items that enter the modern workman’s budget and from 1899 on observe the
course of their prices not in terms of money but in terms of the hours of labor that will buy
them—i.e., each year’s money prices divided by each year’s hourly wage rates—we cannot
fail to be struck by the rate of the advance which, considering the spectacular improvement
in qualities, seems to have been greater and not smaller than it ever was before. . . .as soon
as we go into details and inquire into the individual items in which progress was most
conspicuous, the trail leads not to the doors of those firms that work under conditions of
comparatively free competition but precisely to the doors of the large concerns. . .

.. .[T]he investigating economist or government agent sees price policies that seem to him
predatory and restrictions of output that seem to him synonymous with loss of opportunities
to produce. He does not see that restrictions of this type are, in the conditions of the
perennial gale, incidents, often unavoidable incidents, of a long-run process of expansion
which they protect rather than impede. . . .

.. .“Restraints of trade” of the cartel type as well as those which merely consist in tacit
understandings about price competition may be effective remedies under conditions of
depression. As far as they are, they may in the end produce not only steadier but also
greater expansion of total output than could be secured by an entirely uncontrolled onward
rush that cannot fail to be studded with catastrophes. . . .%

The above quotations from Schumpeter’s work show the direction that Schumpeter was
heading with his theory—monopoly makes the capitalist system perform better than a system
of free competition. According to Schumpeter, the restriction of output and price fixing,
both explicit and implicit, associated with monopolistic enterprise leads to a system which
provides a higher standard of living for its citizens than does uncontrolled competition. In
other words, free competition is undesirable, monopoly is beneficial.

ARE YOU SAYING THAT SCHUMPETER WAS PRO-MONOPOLY?

Yes, this is the message contained in Capitalism, Socialism, and Democracy. Schumpeter

o Schumpeter, J. Capitalism, Socialism, and Democracy, pp. 81, 88, and 91,
emphasis added.
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believed that the monopoly form of organization was superior to a competitive market
structure. He saw monopoly as providing a better opportunity for innovation and more
stability for the general economy. Thus, to follow the guidance of Dr. Weisman, with regard
to the theories offered by Schumpeter, the Commission would have to abandon statutory
objectives which require the promotion of competition and replace them with a policy of the
promotion of monopoly.

DOES SCHUMPETER’S APPROACH HAVE MUCH PRACTICAL USE GIVEN
THE SOCIAL AND LEGAL CONTEXT OF THE MATTERS BEFORE THE
COMMISSION?

No. Schumpeter’s theory of creative destruction referenced by Dr. Weisman should be
viewed in the context of competing economic systems and the performance of the overall
economy. This fact makes the analysis and policy prescriptions contained in Schumpeter’s

works of little practical use, given the social and legal context of the matters before the

Commission.

Schumpeter did not consider laws that are designed to achieve policy objectives, such as the
objectives of increased competition in telecommunications markets contained in the
Colorado statute or the Telecommunications Act of 1996. Rather, Schumpeter hypothesized
that if left to itself, in the long run, that the modern capitalist system, one which he saw as
dominated by large firms and monopoly power, would see market outcomes which he
thought were superior to what might have been possible if the market economy were
characterized by competitive forces.

WHAT QUESTIONS SHOULD THE COMMISSION CONSIDER WHEN
EVALUATING DR. WEISMAN’S RECOMMENDATION THAT THEY ADOPT A
SCHUMPETERIAN VIEW OF MARKETS?

The questions the Commission would need to consider when evaluating Dr. Weisman’s

83



Direct Testimony of Trevor R. Roycroft, Ph.D.
On Behalf of AARP
Colorado PUC Docket No. 04A-411T

10

11

12
13

14

15

16

recommendations regarding Schumpeter in particular, and potential competition in general
include: Should we simply ignore a monopolist’s actions that crush competitors or harm
consumers? Are we willing to tolerate practices of price discrimination or the restriction of
output (or the withholding of technology) because the monopolist finds such action is more
profitable? Should we now promote monopoly instead of competition? | believe that the

answer to these questions is “no.”

While Schumpeter’s notions are interesting given their historical context, I don’t believe that
they provide a basis for the Commission to evaluate Qwest’s request for deregulation. While
it is Schumpeter’s (and apparently Dr. Weisman’s) opinion that society is better off in a
world where monopoly power is encouraged, a Schumpeterian policy which promotes
monopoly is unacceptable given what we now know about the benefits of competition.

WAS SCHUMPETER RIGHT ABOUT MONOPOLY MARKETS BEING BETTER
AT INNOVATION THAN COMPETITIVE MARKETS?

No. There have been extensive studies associated with this question, inspired by Professor
Schumpeter’s work.*® In the years since the dissemination of the theory of creative

destruction, research has yielded little evidence that innovation increases with firm size.®

% Empirical research on innovation and monopoly requires the use of some metric
of innovation. Many of the studies in the literature rely on patent data, which is
then linked to the size of the firm which takes out the patent.

% For a survey article covering the literature through 1992, see: Scherer, F. M.,
“Schumpeter and Plausible Capitalism,” Journal of Economic Literature,
September 1, 1992, Vol. 30, Issue 3. For a more recent, but less complete survey
of empirical research, see Nelson, R. and Sidney Winter, “Evolutionary
Theorizing in Economics,” Journal of Economic Perspectives, VVol. 16, No. 2,
Spring 2002. For a recent study which concludes that there is no evidence of the
Schumpeterian hypothesis holding for the Telecommunications and Information
technology sector in Korea, see: Kim, P.R. “R&D and Firm Sizes in the

(continued...)
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Furthermore, when evaluating the hypothesis that monopoly is more innovative in the
telecommunications industry in the U.S., developments such as the advent of the Internet
(which emerged outside of the monopoly environment and which operates in market
conditions more closely in tune with the competitive model), show that competitive forces
are superior to monopoly forces when it comes to innovation. Similarly, technology
deployment and innovation in the wireless and long distance industries also cast doubt on
Schumpeter’s notion that monopoly is more innovative in these high technology fields.
Deployment of fiber optic cable in long distance markets was driven by competitive forces.
Wireless innovations such as walkie-talkie and wireless linking to databases emerged after
competitive forces were encouraged in wireless markets. Inaddition, marketing innovations
have been associated with the breaking down of monopoly barriers in telecommunications
markets. For example, billing plans such as MCI’s “Friends and Families” proved to be very
popular with consumers, as did AT&T Wireless’ introduction of a “bucket” of “anytime”
minutes. These innovations were direct results of pro-competitive policies in the respective
industries.  Because of what we have learned about technological change in
telecommunications and information technology markets, the argument that promoting
monopoly in the telecommunications industry might result in more innovation does not hold
water.

SCHUMPETER MENTIONS PERCEIVED PRICING ABUSES ASSOCIATEDWITH
MONOPOLY. ARE THERE OTHER PROBLEMS WITH MONOPOLY THAT
SCHUMPETER DID NOT ADDRESS?

Yes. Aregime of Schumpeterian laissez faire, as recommended by Dr. Weisman, may lead

%(...continued)

Information and Telecommunications Industry of Korea,” Small Business
Economics, Vol. 15, 2000, pp. 183-192.
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to market outcomes which exist for an extended period and which are unacceptable from a
legal or social standpoint. For example, automobile manufacturers’ attitudes toward safety
equipment have not accounted for the social impact of their products, as is evidenced by this
quote from General Motors’ founder Alfred Sloan:

| feel that General Motors should not adopt safety glass for its cars. | can only see
competition being forced into the same position. Our gain would be purely a temporary one
and the net results would be that both competition and ourselves would have reduced the
return on our capital and the public would have obtained still more value per dollar
expended.”’

As a result of the mismatch between corporate and social interests, mandates regarding the
use of a variety of safety equipment have been imposed on the auto industry. Similarly, as
I discuss later in this testimony, local exchange competition may lead to service quality
discrimination, which I believe the Commission would view as unacceptable in light of this

Commission’s concerns regarding economic development in the state. | don’t believe that

the Commission should make any policy decisions based on Schumpeter’s theories.
ii. Contestable Market Theory

DRS. WEISMAN AND TAYLOR BOTH INDICATE THAT THE THEORY OF
CONTESTABLE MARKETS CAN BE APPROPRIATELY APPLIED TO THE
LOCAL EXCHANGE MARKET. IS THIS CORRECT?

No. The theory of contestable markets has generated considerable interest in the economics
profession since its popularization in the early 1980s by William Baumol, John Panzar and

Robert Willig.®® As an economic theory, it has been thoroughly examined, from both a

theoretical perspective and from an empirical perspective. The results of this examination

o Adams and Brock, Eds. The Structure of American Industry, 8" Edition, p. 121.

98

Baumol, W., Panzar, J., and Robert Willig. Contestable Markets and the Theory
of Industry Structure. Harcourt Brace Jovanovich, Inc., New York, 1982.
Hereinafter, this work will be referenced as Baumol et al.
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have led economists to doubt the usefulness of contestable market theory in any real-world
market setting. The local exchange market has characteristics which make contestable
market theory entirely inapplicable.

WHAT IS THE “THEORY” OF CONTESTABLE MARKETS?

Unlike most new economic theories, which make their appearance in an academic journal
or book with little fanfare, contestable market theory was launched with considerable self-
promotion. Professor Baumol, one of the theories creators, delivered an address on the topic
of contestable markets in 1983 to the American Economic Association modestly titled

“Contestable Markets: An Uprising in the Theory of Industry Structure.”*

The theory of contestable markets describes an equilibrium that may emerge in a market if
certain necessary conditions are satisfied. The originators of the theory attempted to
overturn what might be considered to be the *“classic” approach to understanding
markets—the “structure, conduct, performance” paradigm. Under this classic paradigm, the
structure of the market (such as the size and number of firms) is thought to influence how
firms conduct their operations and compete against one another. Market structure will then
affect the market’s economic performance. Application of this paradigm typically begins
with an examination of the market shares and relative size of firms, as well as specific

demand and supply conditions.

Contestable market theory takes an entirely different approach, namely, market structure is

thought to be completely independent of predicted market outcomes. Rather, entry

% The American Economic Review, Vol. 72, No. 1, Mar., 1982, pp. 1-15.
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conditions and the existence or nonexistence of sunk costs determine market outcomes.
Thus, while the classic approach would generally predict that a firm with natural monopoly
characteristics is likely to have market power, the contestable market theory indicates that
even a natural monopoly can be powerless to raise prices above cost.*®

CAN YOU PROVIDE AN OVERVIEW OF THE CONTESTABLE MARKET
THEORY AND ITS UNDERLYING ASSUMPTIONS?

Yes. There are three necessary conditions associated with the contestable market theory:

1) Entry to and exit from a market are absolutely free, costless, and unrestricted;

(2) Entrants are capable of serving the same market demand and use the same productive
techniques as the incumbent; and,

3) Incumbents cannot respond to entry with price reductions during the entry period.
Entrants thus take the existing market price as a given and assume that the incumbent
does not respond with price cuts.

There is a tendency for discussions of contestable market theory to focus on entry and exit

conditions, especially as to whether there are non-recoverable costs of exit (sunk costs).

However, all three conditions above must be satisfied for the equilibrium conditions (i.e.,

sustainable prices equal to cost). Drs. Weisman and Taylor fail to substantively address any

aspect of the contestability theory other than the entry conditions.

CAN YOU EXPAND UPON THE FIRST OF THESE THREE NECESSARY
CONDITIONS FOR CONTESTABILITY?

Yes. The first condition, the entry and exit provisions, describe a situation where entry is,

100 As will be discussed below, the contestability hypothesis indicates that where
increasing returns are present (as is the case under natural monopoly), the
incumbent firm will not be able to raise prices above average cost. Where
increasing returns are not present, the incumbent firm cannot raise prices above
marginal cost.
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as one observer has put it “ultra-free.”*®* There can be no impediment whatsoever to market
entry. Contestability requires circumstances in a market to enable the entrant, upon entering
the market, to match all aspects of the incumbent’s operations. The “ultra-free” nature of
entry in the contestability theory is illustrated by Baumol et al.’s discussion of how
contestability works in a “natural monopoly” market:

A clear example (of contestability) is provided by small, and therefore naturally
monopolistic, airline markets. Consider two towns between which the demand for travel is
only sufficient to support one flight a day. This is a natural monopoly market. And yet,
because airline equipment (virtually “capital on wings”) is so very freely mobile, entry into
the market can be fully reversible. In principle, faced with a profitable opportunity in such
a market, an entrant need merely fly his airplane into the airport, undercut the incumbent’s
price, and fly the route profitably. Then, should the incumbent respond with a sufficient
price reduction, the entrepreneur need only fly his airplane away to take advantage of some
other lucrative option—even if he only returns his rented aircraft or resells it in the well-
functioning secondary aircraft market.'%?

The passage above nicely illustrates the nature of the entry (and exit) conditions required for
contestability theory. If the market is a natural monopoly, as assumed by Baumol el al., then
the entrant will only be successful in realizing profitable operations if the entrant captures
all demand, i.e., all consumers must immediately respond to the lower price and take service
from the entrant. The entrant is capable of moving its capital freely from one market to the
next, as is the incumbent. The fact that an aircraft may be rented or resold applies equally

to the entrant and incumbent, thus the absence of sunk costs applies to the incumbent as well.

In Baumol et al.’s example, the incumbent takes on the role of the entrant who may cut

101 Shepherd, W. “Contestability vs. Competition,” American Economic Review,
Vol. 74, No. 4, September 1984, pp. 572-587.

102 Baumol, W., Panzar, J., and Robert Willig. Contestable Markets and the Theory
of Industry Structure. Harcourt Brace Jovanovich, Inc., New York, 1982, p. 7.
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prices and recapture the entire market.'%

As will be discussed further below, Dr. Taylor and Weisman focus on the alleged absence
of sunk costs for entrants given the provisions of the Telecommunications Act of 1996.
However, for contestability to apply, sunk costs must be absent for the incumbent as well.
Contestable market theory requires that the entrant must be able to serve the “same market
demands and use the same productive techniques as those available to the incumbent
firms.”'% If the entrant enters a market and serves the entire market demand, it becomes the
incumbent. If it has entered the market without sunk costs, and serves the entire market
demand, then the sunk costs could not be present with incumbency. If sunk costs emerge
only after the entrant serves the entire market demand (i.e., sunk costs are associated with
incumbency), then the market cannot satisfy the necessary conditions of the theory, as the
entrant would face sunk costs.

WHAT ABOUT THE SECOND CONDITION FOR CONTESTABILITY?

Second, contestable market theory assumes that the same technology is available to entrants
as is available to incumbents and that either type of firm is capable of serving the entire
market demand. Any firm must be able to quickly serve whatever level of demand that may
be implied by the rapid exit of other firms. Facilities-based CLECs do not have the ability
to employ the same technology, as represented by the incumbent’s ubiquitous network. The

availability of UNEs does not comport with this necessary condition associated with

103 As is pointed out by Tirole, contestable market theory does not need to
distinguish between entrants and incumbents in any significant way. Incumbents
may be thought of as “entrants” which have placed their capital into operation.
See, J. Tirole, The Theory of Industrial Organization, pp. 308.

104 Baumol et al. p. 5.
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contestability theory as there are considerable frictions associated with this entry path, as
will be discussed below.*®®

WHAT IS THE THIRD CONDITION FOR CONTESTABILITY?

The third requirement associated with the contestable market theory is that incumbent firms
cannot respond with price cuts during the entry period. Returning to the natural monopoly
example cited above, if incumbent price cuts are possible, then the entrant will face
uncertainty regarding its revenues, and will be reluctant to enter as the profitability of entry
is not certain. This condition plays a critical role in the theoretical dynamic of a contestable
market. The instantaneous entry, if met by an instantaneous price cut, would eliminate the
entrant’s ability to profitability enter the market. Pricing flexibility granted under Qwest’s
alternative regulation plan allows for rapid price decreases, requiring only 14 day’s notice.
If deregulated, Qwest’s ability to drop price even more rapidly would further undermine the
price rigidity assumed by Baumol, et al.’s contestable market theory.

THE CONCEPT OF “SUSTAINABLE” PRICES IS IMPORTANT TO
UNDERSTANDING THE THEORY OF CONTESTABLE MARKETS. WHAT ARE
SUSTAINABLE PRICES?

Sustainable prices reflect economically price levels at which no efficient entrant will find
it profitable to enter the market.'® In the contestable market model, only sustainable prices

are consistent with market equilibrium.*® The theory of contestable markets describes a set

of circumstances which result in a market equilibrium which closely resembles the outcome

105 Local market resale under the terms and conditions outlined in the

Telecommunications Act does not contribute to a contestable outcome. The fact
that resale rates are established on an avoided cost basis leaves the potential for
non-sustainable prices to exist.

106 Baumol, et al. pp. 9-10.
107 Baumol, et al. p. 5.
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of the theoretical “perfectly competitive market.” However, the results associated with the
contestability theory allege to be even more widely applicable, as the set of sustainable
prices can be associated with a market which is otherwise considered to be a “natural
monopoly.”

DR. WEISMAN INDICATES THAT HIS READING OF THE ECONOMICS
LITERATURE REVEALS LITTLE CONCERN WITH THE THEORY OF
CONTESTABLE MARKETS.!® IS HE CORRECT?

No, Dr. Weisman ignores a significant literature which has discredited the theory of
contestable markets. Contestability, as a new theory of market equilibrium, captured the
attention of economists, especially given Baumol et al.’s efforts to place the theory on the
radar screen of the economics profession. Criticism of contestable markets on a variety of
theoretical grounds was immediate.'*

“Baumol et al. have offered ultra-free entry as a new general system in place of the core
concepts and evidence of the field. Instead their analysis only treats a specialized, extreme
set of conditions, which are probably found in no real markets which have significant
internal market power.”*'

Others have examined contestability’s premise in light of assumptions which are unstated
in the contestability hypothesis. For example, the impact of financial markets and the
potential for differential assessments of the relative risks associated with incumbent and

entrant operations. This leads to the following conclusion regarding contestability:

“Hit-and-run entry is implausible if costs are at all sunk. Even if costs are not sunk, hit-and-
run entry is implausible if firms resort to financial markets to finance investment. Because

108 Direct Testimony of Dennis L. Weisman, p. 30.

109 See, for example,; M. Weitzman, “Contestable Markets: An Uprising in the
Theory of Industry Structure: Comment,” American Economic Review, Vol. 73,
No. 3, June 1983, pp. 486-487;.

110

W. Shephard, American Economic Review, Vol 74, No. 4, September 1984, p.
585.
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they operate under the conditions of impacted and differentially imperfect information,
financial markets impose a higher cost of capital on entrants than on incumbent firms. This
places entrants—and not just hit-and-run entrants—at an absolute cost disadvantage, vis-a-
vis incumbent firms, and creates the possibility of strategic behavior by incumbents vis-a-vis
potential entrants.”***

This observation seems particularly relevant given the continuing CLEC financial crisis.

Summing up the theoretical literature seven years after the release of Baumol el al.’s work,

economist Richard Gilbert noted:

“My strongest conclusions focus on the general validity of the model of perfectly contestable
markets. There is only weak evidence consistent with this theory, and the amount of
inconsistent evidence is substantial. In fairness to the proponents of the contestable markets
theory, it was developed under the assumption that entry and exit are free, and tests of the
theory should recognize this condition. Adherents of contestability theory can argue that
many of the observations discussed in this paper are irrelevant to the theory because no one
expects industries with substantial entry costs to be contestable. But a theory that applies
only when entry and exit costs are strictly zero is of little practical value.”**?

There is no question that contestability has not held up well as a theory of market outcomes.

QWEST WITNESSES DR. WEISMAN AND DR. TAYLOR EACH POINT TO
“SMALL” RATHER THAN NON-EXISTENT SUNK COSTS OF ENTRY IN THE
LOCAL EXCHANGE MARKET. HAS THIS MODIFICATION TO THE
CONTESTABILITY BEEN EMPIRICALLY EXAMINED?

Yes. Dr. Taylor and Dr. Weisman both state that the existence of some sunk costs for
113

facilities-based, resale and UNE entry options is consistent with contestability theory.

Their opinion is contradicted by research done by economist Joseph Farrell, who later served

1 Martin, S. “Sunk Costs, Financial Markets, and Contestability.” European

Economic Review, Vol 33, (1989), pp. 1102-1103.

12 Gilbert, R. “The Role of Potential Competition in Industrial Organization,”

Journal of Economic Perspectives, Vol. 3, No. 3, Summer 1989, p. 124.

13 Direct Testimony of William E. Taylor, p. 5. Direct Testimony of Dennis L.

Weisman, p. 33.
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as the chief economist at the FCC. Professor Farrell examined the sensitivity of the
predictions of the contestable market model in light of variations of sunk costs and
incumbent price response lags in a 1985 article. He concluded that the claim, made by
Baumol et al., that markets are almost perfectly contestable when sunk costs are small was
not borne out.™**

HAS THE CONTESTABILITY THEORY BEEN TESTED EMPIRICALLY?

Yes. The theory of contestable markets offers hypotheses which can be empirically tested.
In the years following the introduction of the contestability theory, numerous studies have
been conducted to explore whether the outcomes predicted by the contestable market theory
could be quantified. A summary of empirical results, written with the benefit of the
availability of nine years of empirical research on contestability, is provided in the
following:

The empirical objections to contestable market theory are many. . . The first objection is the
evidence . . . that profit margins and returns to particular firms are in fact correlated with
elements of market structure such as concentration and barriers to entry. The second
objection is that evidence on actual entry suggest that it is slow and usually small-scale. Hit-
and-run entry is unknown, and large-scale entry, when it occurs, does generate a response
from incumbent firms. Third, it is difficult to think of any examples of industries without
substantial sunk costs. The paradigm example quoted by Baumol et al. is the airline
industry: a plane can be switched from one route to another without incurring significant
costs. But even then. . . the evidence of industry behavior is distinctly unfavorable to the
contestability hypothesis. For example, while a plane can be easily brought into a new route

and just as easily taken out again, the setting up of the ground support for a new route does
incur substantial sunk costs.'*®

As was mentioned above, the post-deregulation airline industry provided fertile ground for

114 Farrell, J. “How Effective is Potential Competition?” Economics Letters Vol. 20,

1986, p. 67.

s Hay, D. and D. Morris. Industrial Economics and Organization Theory and

Evidence. Oxford University Press, 1991, p. 579.
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testing the contestability hypothesis:

Airline markets were expected to have relatively low entry and exit costs, and with their
availability of data, they have been a popular testing ground for the theory of contestable
markets. Here again, most of the studies cast doubts on the theory. Although sunk costs
may be relatively low for airlines, the validity of contestability theory also depends on the
assumption that prices move slowly relative to capital. The other factors that limit entry at

airports and encourage brand recognition, have undermined the recent effectiveness of
potential entry in this industry.*

By now, it is well established that airline markets are not perfectly contestable. Actual
competition has been found to have a substantial effect on market performance, in contrast
to the predictions of this theory™*!

From an empirical perspective, as well as from a theoretical perspective, the contestable

market theory has not held up well.

HAVE OTHER FACTORSWHICHUNDERMINE THE CONTESTABLE MARKET
THEORY BEEN UNCOVERED BY RESEARCHERS?

Yes. The contestable market theory requires that entrants can attract customers (the entire
market in the case of natural monopoly), by undercutting the incumbent’s price by some
slight margin. This assumption is not consistent with market conditions in the local exchange
market as it ignores the incumbent’s potential to impose costs on its customers for switching
providers, or to use other means to induce customer loyalty.

HOW CAN AN INCUMBENT IMPOSE COSTS ON ITS CUSTOMERS FOR
SWITCHING TO AN ENTRANT?

Long-term contracts, with penalties for breach, are one method which has been recognized

as a means of preventing customers from switching to a new entrant and thus establishing

116 Gilbert, R. “The Role of Potential Competition in Industrial Organization,”
Journal of Economic Perspectives, Vol. 3, No. 3, Summer 1989, p. 124.

17 Peteraf, M. “Sunk Cost, Contestability and Airline Market Power,” Review of

Industrial Organization, Vol. 10, 1995, p. 289. Peteraf cites to seven other works
on the matter to support the above statement.
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a market entry barrier.**® If a customer is locked-in to provision from the incumbent, and
faces a penalty for early termination, then the customer faces a cost of switching, and is less
likely to respond to an entrant’s offer of a slightly lower price. Of course, the entrant could
pay the breach-penalty for the potential customer, but in so doing, the incumbent imposes
asunk cost on the entrant. Qwest uses long-term contracts when entering a relationship with
their customers, with terms of up to 60 months. Contract terms offered by Qwest include
substantial penalties for early termination.'*®

DOES THE USE OF BUNDLING HAVE AN IMPACT ON CUSTOMER COSTS OF
SWITCHING PROVIDERS, AND THUS IMPACT THE CONTESTABILITY
HYPOTHESIS?

Yes. Another popular and effective means of reducing a customer’s willingness to switch
providers is the use of service bundles. Bundles offer a combination of services, typically
at a price which is lower than the a la carte service offerings of the seller. Thus, if a
customer “breaks the bundle” by accepting a lower price for one of the individual services
from another provider, the customer will face higher prices for the other services which are
still taken from the incumbent. If the overall purchase price for the services included in the
bundle increases, then the consumer will be less likely to switch providers. Furthermore,

when purchasing a bundle, prices for individual services may no longer be directly known

by the consumer, which may hinder their willingness to switch.

Bundling has additional impacts on the contestable market hypothesis. Market entrants must

be able to offer comparable bundles as the incumbent at a lower price. For example, if a

118 Aghion, P. and P. Bolton. “Contracts as a Barrier to Entry,” American Economic

Review, Vol. 77, No. 3, June 1987, pp. 388-401.
19 Responses to AARP Data Requests 4-07 and 4-08.
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