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Q.

Is there cumrently a process in Arizona by which services can be classified as
competitive?

Yes. Cumrentruks allow a carrer to pettion the Commission to chssify as competitive any
service or group of services. [R-14-2-1108, A.A.C.]. The carrier has the burden ofproving
that the service or group of services is competitive. Under current rules, pricing of competitive
telecommunications services must be at or bebw the maximum tarifed rate, and at or above
TSLRIC. [R-14-2-1109, A.A.C.]. Price changes that fall within this range become effective
with concurrent notice to the Commssion. [Id.]. Competitive Telecommunications Services are
defned as: “any telecommunications service where customers of the service withn the relevant
market have or are lkely to have reasonably availabk altermatives”. [R-14-2-1102, A.A.C.].

Relevant Market s defned as:

Where buyers and sellers ofa specifc service or product, or ofa group of
services or products, cone together to engage in transactions. For
telecommunications services, the relkevant market may be dentified on a
service-by-service basis, a group basis, and/or by geographic location. [Id.].

Although the definttion of “relevant market” appears to contemplate differentating competitive
conditions by geographic area, the remainder of the rukes seem to indicate otherwise. Nowhere
n the ruks is there a specific provsion which expressly alows a service to be classifed as
competitive in one geographt area while remaining regulated in the remainder ofthe state.
Thus, even if competition for a particular service were to become quite intense in downtown
Phoenix, there is no ckar process available for obtaining competitive status for a service in that
one particular area. Whatever the original intent, until competition advances throughout the
entire state, pricing flexibilty would be difficult, ifnot immpossibk, to obtain under the existing

ruks.
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The Company claims that dozens of carriers are now competing with US West in
Arizona. How substantial is the competition?

Ifone judges by the number of announced competitors, it may seem substantial. However, if
one judges by the extent to which these firms have actually entered the market and are actually
persuading customers to try new carriers, the situation boks far different.

The sheer nunber of announced competitors by itselfreveals very little at this early
juncture. A lone whak doesn’t get much competition ffom a school of mnnows. Depending
upon how many actual custom ers these firns have obtained, the level of revenues they are
generating, and the extent to which these customers are profitable to serve (and thus the
competitors are likely to remain viable) one can reach vastly different conclusions about the
actual status of a market.

Consider, for exanple, how the stuation would differ if new entrants are forced to sel
ther services below cost n order to overcome customner mertia, or to overcome customers’
perception that US West’s offerings are the “safest” and most reliabk choice. Under these
circunstances, the economic barriers to entry may remain quite high, despite the nominal
presence of a large number of entrants. The telling detail would be the extent to which the new
firms have gained market share, and are likely to soon grow large enough to truly challenge US
West’s dommant position in the market.

In judging the extent to which barriers to entry have declined, the market share of the
combined conpetitors--and the distrbution ofthat market share in various geographic

submarkets-- can reveal much about the true state of the market.

What is US Wes t’s current market share in Arizona?
Nowhere n ts prefiled case does the Company supply any evidence concerning ths vial

indicator of competitive conditions. However, internal documents and data supplied by the
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Company i response to discovery confirm the obvious—the Company continues to enjoy quast
monopoly status inmost markets. For example, US West periodically prepares a Competitive
Report for internal wse, which was provided in response to discovery. The most recent report I
have seen indicates that, as of May 2000, the Company’s statewide residential market share
was ***Proprietary Proprietary*** [Response to RUCO 30-001] This provides
an ndication of the overal extent of conpetition in the state. However, this percentage was
developed using a rather generous definition of “competition” which includes wireless carriers
and resellers. Many customers consider wireless service to be complementary to traditional
wireline service, rather than corsidering it to be a substitute or conpetitive aternmative. And,
while resellers compete with US West, they continue to provide substantial wholesale revenues
to US West, and theyare limited in the extent to which they can phce the Company under

competitive pressure.

US West wants to initially classify as competitive 47 wire centers for business
customers and 23 wire centers for residence customers. Has the Company provided its
marketshare inthese particular locations?
No. US West apparently does not separately track market share for each wire center, nor has
the Company provided any estimates of its overall market share in the wire centers it wants to
immediately chssify as “conpetitive.” While the Company has provided some limited
mformation about competitive activty n these locations, the nformation provided isn’t suffcient
to conclide that competitive pressures are signifcantly greater n these wire centers than in
other parts of the state, much less that competitive pressures have increased to the point where
increased pricing fexbility is justifed.

For mstance, dscovery responses provided by US West in this proceeding indicate that
the Company has ***Proprietary Proprietary*** residence access Ines in the 23

wire centers that the Company proposes to immedately chssify as compettive. [See Response
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to RUCO 30-002]. This represents approximately ***Proprietary Proprietary*** of
US West’s totalresidental access Ines. In contrast, compettive reselers are usng
***Proprietary Proprietary*** of the Conpany’s resdential 1FR lines in these 23
wire centers, as of Jure 2, 2000. [Response to RUCO 30-004]. This represents approximately
***Proprietary Proprietary*** of the ***Proprietary Proprietary*** such
Ines being resold statewide. While the level of resale compettion is slightly higher in these wire
centers, it certanly couldn’tbe considered signifcantly more intense than the level of resale

competition n other parts ofthe state.

Have you attempted to develop a rough estimate of US West’s current residential
market share in the wire centers it wishes to immediately declare to be “competition
zones”’?

Yes. I have used information provided by US West through the discovery process, to estimate
the Company’s market share in the wire centers it wants to immediately convert to competitive
zones. The most detaikd information availabk is for the number ofresold services by wire
center. As ofJure 2, 2000, ***Proprietary Proprietary*** US West residental lines
were being resold by conpetitors n the 23 wire centers. [Response to RUCO 30-004]. As of
Jure 1, 2000, ***Proprietary Proprietary*** telephone numbers in these 23 wire
centers were ported to facilities-based compettors, ncliding both business and residental
customers. [Response to RUCO 30-006]. Similarly, ***Proprietary Proprietary***
Local Interconnection Service (“LIS”) trunks were purchased by competitors from US West,
for use n providing service to both residence and business customers. [Response to RUCO
30-007]. Another indication of the magnitude of compettive activity & the fict that just
***Proprietary Proprietary*** unbundled loops were being used by competitors to
serve business and residence customers i these 23 wire centers. [Resporse to RUCO 30-

005].
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After considering these statistics and others, I estimate that competitors were probably
providing service to roughly ***Proprietary Proprietary*** or fewer residental
Ines in these 23 wire centers, as of May 2000. The data suggests that more than four years
after passage of the 1996 Telecom Act, the trend towards increased competition is stil inits
mfancy. US West continues to overwhelmingly dominate the picture, with an overall residentil
market share which remains close to ***Proprietary Proprietary***, even in the wire

centers where it claims competitive pressures are the most intense.

What is your overall impression of the status of competition in Arizona local exchange
markets?

Perhaps the 49 wire centers identified by the Company have seen more competitive activity
than some other parts ofthe state, but even i these areas, the trend towards ncreased
compettion & at a very early stage. I expect conpetitors will continue to refine ther busness
plans, and will increasingly gain credibilty with customers. O ver time, they can be expected to
provide an increasingly more significant competitive challenge to US West. However, even the
most generous nterpretation of the market data suggests that competitive entry is not an easy
process, and it willbe quite a whik before US West no longer domnates the market in most
parts ofthe state.

Ifthe exsting system of regulation were truly hamstringing US West's ability to respond
to competitive pressures, if barriers to entry had truly declined by as much as the Company
imples, and if asymmetrical regulation were truly phcing the company at a severe disadvantage
(e.g., because the Company can’t cut prices in response to competitors), the conpetitors’
market share would be much larger, and the Company’s share of the market would be
declining much more rapidly than it actually has.

While the data suppled by the Company has limitations and ambiguties which make it

difficult to fuly evaluate market conditions, it s more than sufficient to confrm the obvious: it &
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not yettime to being thinking about deregubting the Company, or providing it wih the type of
extreme pricing fexbility that it seeks n ths proceeding US West continues to enjoy a
dommnarnt share of most Arizom telecommunications market, and its conpetitors are far too

small to provide an adequate substitute for continued reguhtory oversight by the Commission.

Wouldyou please elaborate upon why the current market share data argues against
giving US West the pricing flexibility it seeks?

Yes. Aneffectively conpetitive market cannot emerge until barriers to entry have been bwered
and customers perceive the conpetitive offerings as adequate substitutes for the services
provided by the domnant carrer. The extent to which barriers to entry persist, and the extent
to which customners accept the compettive offerings as viabk substiutes for those of US West
is shown by, inter alia, by the way they behave n the marketplace. Until customers actually
change carrers, and are satsfied with the service provided by the new ertrants, there is no
empirical basis for assuming that the market has successfully conpleted the transition from
monopoly conditions to effective conpetition.

Legal barriers to entry were largely elimnated with passage of the 1996 Federal Act,
and many economt and technical barriers to entry are being reduced over time. However, this
does not mean that the remaining barriers to entry are msgnifcant. To the contrary: the 1996
Federal Act 8 now more than four years old, yet the transition to effective conpetition & still at
a relatively early stage. Ths is confirmed by many indicators, ncliding the fact that very w
customers have ever seriously contemplated changng their local carrier, and the fact that the
total number of competitive local exchange carriers operating in Arizona s much lower than the
anabgous number of competitive ong distance providers.

Even nore tellingly, local competitors have not yet enjoyed much success in actualy

penetrating the local exchange market, developing a market presence, gaining customers, or
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building revenues. Despite all the rhetoric and impressive sounding announcements, the actual
levelof market peretration s very modest, as ndicated by the Company’s market share.

The mere fact that a certain mumber of “warm bodies” have shown up and announced
therr intention to offer local telephone service is not indicative ofthe extent to which meanmngful
“entry” & actualy occurring or the extent to which customers are wiling to accept these firms’
offerings as viable substitutes for those of ther existing carrier. It is one thing to chimthat a
market i potentially “contestable”; it is another (and far more significant) thing to show that
barriers to entry have largely or entirely been eliminated, or to show that the market s in fact
being successfully corntested.

Govemment price regulation has historically been inposed on firms lke US West as a
substitute for effective competition. In fact, one of the key economic principles underlying
traditional rate of return regulation was the premse that reguhtion should attempt to simulate
the results of effective competition. The mere presence of new entrants is not sufficient to justify
eliminating the protections afforded by reguhtion. Regulation should be relaxed, or withdrawn,
as competitive conditions ntensify to the point where customers no longer need the protections
it affords. Stated differently, as market conditions evolwve, proviing customers wih more and
more of the benefts of effective conpetition, (nchidng protection from price gouging), the role
of regulation should evolve and dimnsh. But, regulatory protections should not be removed

prematurely.

What is your opinion concerning the sort of retail market share that US West would be
expected to retain if barriers to e ntry didn’t exis t, and conditions were ripe for a rapid
transition to a fully competitive market?

Becauwse the local telkecommunications markets are evolving and no clear precedents exist, no
one can say for sure. However, there are some ndicators. For example, a survey by People’s

Choice provides an indication ofthe potential distrbution of market shares that could be
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expected once an effectively conpettive telecom market s established: if givena free choice of
carrier, only 63.5% ofresidence customers would stay wth ther incumbert carrier. The rest
would migrate to anIXC, competing utility, or cable company. [Public Utilities F ortnightly,
January 1, 1998, p. 15.] Ths findingis consstent with the actual state ofthe long-distance
market, in which the ncunbent (AT&T) has steadily lost market share over the past 13 years
and now commands barely half. [FCC Long Distance Market Share Report, 4th Quarter
1998, rekeased 3/99.]

Admittedly, local and long-distance markets have different characteristics, but these
survey figures are consistent with what one would expect. There are £w, if any markets, n
which customers all freely choose the same supplier. Where viable alternatives exst, customers
tend to pick different suppliers based upon their individual tastes and preferences. Conversely,
inmarkets where a single supplier enjoys an overwhelmingly dommant market share, barriers to
entry typically exist, or the dommart carrier enjoys the benefits of patent protections, market
irertia, or other factors which diminish the efectiveness of the competitive process.

In my opmnion, technical, legaland economic barriers to entry largely explain the reason
by so few customers have tried another local carrier. Otherwise, it would be reasonable to
expect US West to have already bst somewhere between one-third and one-half ofits retai
business. Stated differently, if Phoenix customers truly beleved that they can freely choose
amongst a variety of different local telecommunications vendors, one would not see

***Proprietary Proprietary*** of the customers remmining wih a single supplier.

It could be argued that market s hare data are backward-looking and fail to reflect the
extent of current and prospective competition. Do you agree ?

No. In my opmnion, market share and market concentration data can provide extremely useful
mformation in the current context, provided that consideration & also givento trends in that

data. The evidence available in this proceeding indicates that US West contnues to enjoy an
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overwhelmingly lrge share of most markets. The potential exists for US West to abuse its
market power, or to obstruct the trend towards increased compettion, ifthe regulatory
constrants were removed prematurely. Of course, the door should remain open for US West
to provide the Commission with updated, more complete information concerning competitive
condiions. At some poirt in the future, there may be evidence that US West’s market share has
severely decined n a particubr area, and that it is contnung to decline rapidly. Evidence of
that sort would offer greater assurance that US West’s market power has been sufficiently

diluted to justify reduced reguhtion within that particubr market.



