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Introduction

My name is Richard Cabe. My address is 221 I Street, Salida, Colorado 81201.

I 'am an economist in private practice, specializing in economic analysis of regulatory
matters in the telecommunications industry. I have presented testimony in matters
concerning competition in the telecommunications industry to the public utility
commissions of Alabama, Arizona, Colorado, Florida, Georgia, Iowa, Kentucky,
Louisiana, Mississippi, Oregon, North Carolina, South Carolina, Texas, Utah and
Washington. Until recently I was employed as Associate Professor of Economics
and International Business at New Mexico State University. In that position I taught
graduate and undergraduate economics courses and arranged the telecommunications
curriculum for conferences sponsored by the Center for Public Utilities. Over the last
several years I offered graduate courses in Industrial Organization, Microeconomic
theory, Antitrust and Monopoly Power, Game Theory, Public Utilities Regulation,
and Managerial Economics for MBA students. My experience with
telecommunications regulation began when I was employed by the Washington
Utilities and Transportation Commission in various capacities. During my
employment at the Washington Commission I served as a staff member to the Federal
- State Joint Board in CC Docket No. 86 - 297. When I left the Washington
Commission to complete my doctoral degree my title was Telecommunications
Regulatory Flexibility Manager. Additional information concerning my

qualifications is provided as Exhibit 1.



3.

I have been asked by MCI Worldcom to examine the IXC rule (Paragraph (2) of Rule
1220-4-2-.55 Regulatory Reform) presently in force as well as the proposal now
under consideration to change the rule, and to comment on questions of public policy
raised by those rules.

My conclusion is that the interLATA long distance market is effectively competitive
in Tennessee, just as it is in the remainder of the country. Imposition of the
regulatory requirements now in the Tennessee IXC rule or in the proposed
amendment to the rule are not necessary; market forces are sufficient to ensure that
rates are just and reasonable without price regulation. Further, I conclude that
imposition of these regulatory requirements can only interfere with the otherwise
effective operation of competitive forces, denying the full benefits of competition that

the market could provide without regulatory intervention in prices.

Competition in the InterLATA Market

The interLATA telecommunications market is characterized by effective competition.
In order to evaluate the status of competition in a market it normally suffices to
evaluate the extent of the market power of the largest firm in the market. When I was
a member of the staff of the Washington Utilities and Transportation Commission I
was asked to make a recommendation as to whether AT&T was subject to effective
competition in its offerings of intrastate interLATA telecommunications services.
Insofar as AT&T, the largest firm in the market, is subject to effective competition it
is reasonable to conclude that the market itself exhibits effective competition and that

all firms in the market are disciplined by effective competition.



6. My analysis in that case reached the conclusion that AT&T was subject to effective
competition. My testimony making this recommendation on behalf of Commission
Staff was filed on April 6, 1987, and is attached to this statement as Exhibit 2. The
Commission adopted my recommendation and classified AT&T as a 'competitive
telecommunications company.' Under Washington statute and the Commission's
rules, classification as a competitive telecommunications company amounted to
deregulation; it removed the constraints of rate of return regulation and imposed no
price regulation or any other limitation on the company's earnings or prices. Since
that time AT&T, as well as all other interLATA long distance companies providing
service in Washington, has not been subject to regulation of a form that is at all
similar to the requirements of either the existing Tennessee IXC rule or the proposed
amendment to that rule now under consideration. T am not aware of another state
which imposes requirements similar to those of the Tennessee IXC rule o
interLATA long distance companies.

7. At the time my testimony on behalf of Commission Staff was filed, in April of 1987, 1
recommended, and the Commission adopted, a constraint on AT&T's freedom to
fashion volume discounts. The constraint applied only to AT&T and was to operate
for the limited period expiring on 1 J anuary, 1989. As indicated in my testimony at
the time, the need for such a restriction was a transitional one. I don't believe that any
such restriction would be appropriate under current market conditions.

8. After recently discussing the question with a current member of the Washington
Commission Staff I am confident in saying that the Washington Commission has

never regretted its classification of AT&T as competitive and its consequent reliance
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11.

on the forces of market competition rather than on regulation to serve the public
interest.
My evaluation of the extent of AT&T's market power in the testimony attached as
Exhibit 2 was conducted in accordance with the specific framework provided by
Washington State statute, but the criteria are reasonable ones for the determination of
the existence of effective competition in any market. The Washington statute
requires the Commission to consider, at a minimum, the following criteria:

(a) the number and size of alternative providers of service

(b) the extent to which services are available from alternative providers in the
relevant market

(c) the ability of alternative providers to make functionally equivalent or
substitute services readily available at competitive rates, terms and conditions
(d) other indicators of market power which may include market share, growth in
market share, ease of entry, and the affiliation of providers of services.
The findings that I reached as to the existence of effective competition in that case
and my recommendation that there is no need for regulatory constraint on prices are
discussed in detail in Exhibit 2. These findings apply today in Tennessee with even
greater force after intervening events that have occurred during the passage of twelve
years since that testimony was filed.
Over the twelve years since the Washington Utilities and Transportation Commission
found effective competition in the Washington interLATA market, an enormous
amount of market entry has occurred, a great deal of new capacity has been installed,
information about the functioning of the market has become widespread, and
competition has come increasingly to emphasize price. Each of these considerations

reinforce the determination that the interLATA market is subject to effective

competition.
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A. Market Structure
The publicly available data on long distance market structure, and market entry in

particular, makes little distinction between interstate and intrastate calling. For
purposes of analyzing the performance of this market it is appropriate to neglect this
distinction. To restrict one's attention to intrastate calling would be an error because
entry and exit decisions do not observe the distinction.

The FCC's Preliminary Statistics of Communications Common Carriers, 1998 edition,
demonstrates the relationship between the intrastate and interstate portions of the
Tennessee InterLATA market: of the interLATA billed access minutes originating or
terminating in Tennessee, 9,163,673,000 are interstate; 2,120,299,000 are intrastate.
That is, of the interLATA telecommunications minutes originating or terminating or
both within Tennessee, approximately 19% are intrastate in nature. The vast majority
of interLATA telecommunications affecting Tennessee consumers - 81% - is
interstate in nature.

Firms simply do not consider going into the business of providing Tennessee
intrastate telecommunications services. If there were such a firm it would quickly
realize that some 80% of its business extended beyond state boundaries, and it would
adjust its view of the market accordingly.

Some facilities-based interexchange carriers only have their own switching and
transmission facilities in a limited region, but such carriers must act as resellers to
send calls outside the region in which they have facilities. Furthermore, facilities-
based interexchange carriers in one region face market discipline from carriers in
adjacent regions; carriers in neighboring regions are very well positioned to enter and

take advantage of opportunities created by prices in excess of costs. These basic facts




of the interexchange telecommunications market call for analysis of market data
without reference to the interstate/intrastate distinction.

16. My 1987 recommendation as to the existence of effective competition contained in
Exhibit 2 was borne out by a more recent Federal Trade Commission study based on
data from the several years following my recommendation’. Michael Ward's 1995
report found AT&T market power sufficient to support only a miniscule departure
from the ideal result of perfect competition: a possible deadweight loss® in the amount
of between .03% and .36% of industry revenue. This estimate is for the period of
1988 to 1991. The report also notes: "Competitive pressures continue to mount and it
is likely that the potential deadweight loss currently [1995] is smaller." (page 60)

17. Since 1995 competitive pressures have continued to mount and I expect that the
potential for exercise of market power is considerably smaller today.

18. The degree of concentration in an industry can be summarized by the Herfindahl-
Hirschmann Index (HHI). The index has a value of 10,000 for a monopoly and
approaches zero as the number of firms in the industry increases and their individual
market shares become insignificant. By 1984, after many years of non-equal access
competition, the interLATA long distance market's HHI had fallen from 10,000 to
8,155°, By 1987, when the testimony of Exhibit 2 recommended that market forces
were sufficient to ensure just and reasonable rates without regulation, the HHI had

fallen to 6,298; despite the very high concentration, all evidence taken together

! Federal Trade Commission Bureau of Economics Staff Report, "Measurements of Market Power in Long
Distance Telecommunications”, Michael R. Ward, 1995

2 Deadweight loss is a measure of the inefficiency introduced by prices that depart from the ideal of perfect
competition. In this case it shows the dollar value of the inefficiency which could have been caused by
AT&T's abuse of its remaining market power as of the 1988 - 1991 period.

? All of the long distance market Herfindahl-Hirschmann Index values are taken from the FCC report: Long
Distance Market Shares, Fourth Quarter 1998, released March 1999, Table3.2.
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provided assurance that the market was effectively competitive. During the period
1988 through 1991, during which the FTC report cited above found a potential
deadweight loss of less than one half a percent of industry revenue, the HHI fell from
5,720 to 4,321. For the most recent year available, 1997, the reported HHI was
2,508.* The other likely measure of concentration, AT&T's market share, shows a
similar decline.

19. This fall in values of the HHI demonstrates two important points for evaluating the
effectiveness of competition in the long distance market: First it shows that
concentration in the industry has declined dramatically, and that the trend seems to be
continuing. This fact, in and of itself, shows that the exercise of market power is
much less likely today than it was in the past. Market concentration is by no means
the only indicator to be examined in evaluating the effectiveness of competition, but
market power is much less likely to be exercised in an industry with lower
concentration.

20. Second, the decline in Herfindahl-Hirschmann Index has occurred through entry and
expansion of AT&T's competitors. The fact that the decline has occurred and
continues demonstrates that any remaining barriers to entry and expansion in the
industry are routinely being surmounted.’

21. The main barrier to entry in this industry, which once justified government
intervention in the form of price regulation, was AT&T's monopoly control of access
to customers through the local exchange network. This barrier prevented expansion

of AT&T's competitors before the divestiture of 1984. The possibility of effective

* A table is provided below showing Herfindahl-Hirschmann Index values for some other industries.



competition in the industry opened up as the equal access requirement which
accompanied divestiture was implemented.® In 1984 there was no equal access by
interexchange companies other than AT&T. The most recent data I have seen (end of
year 1996) showed 98.8% conversion to equal access in Tennessee and 99.4%
nationally. The decline in HHI and in AT&T's market share reflect removal of this
barrier to entry and the subsequent operation of market forces.
B. Growth of Capacity

22. The decline of market concentration discussed above was accompanied by reductions
in the inflation-adjusted price of long distance services and prodigious growth in
volumes. Interstate access minutes increased by 427% from 1987 through 1998, an
annual growth rate of approximately 14%. Capacity has grown apace, and has
changed from mostly microwave radio systems to almost entirely fiber optic cable.
The new entrants in the industry managed to install sufficient capacity to
accommodate a ten-fold increase in volume, contrasted with AT&T's doubling of
volume, from mid 1984 through the end of 19978,

23. Meanwhile, efforts to increase capacity have benefited from important technological
developments. As noted in the FCC's most recent fiber deployment update, "...
newer technologies using wavelength division multiplexing boost this capacity

estimate significantly. Moreover, in some cases this technology can be overlaid on

* Additional evidence of the absence of barriers to entry or expansion is provided below in the discussion of
capacity expansion.

% Note that since the Bell Operating Companies (BOCs) were not in the long distance business, working out
the considerable technical difficulties of equal interconnection arrangements with AT&T's competitors was
not hampered by the incentive problems which now plague efforts at interconnection by CLECs that hope
to compete directly with the BOCs.

7FCC Long Distance Market Shares Report, March 3 1, 1999, Table 1.1.

8 FCC Long Distance Market Shares Report, March 31, 1999, page 1.
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existing systems without requiring total replacement of terminal equipment.”"
Further, "It is important to note that the increased fiber system capacity made possible
by increased use of optical amplification and wavelength division multiplexing have
reduced the need of existing carriers to construct new fiber'®”.

Fiber optic cable was always a remarkable investment because its capacity could be
increased after installation without replacing the fiber but by merely replacing the
opto-electronic equipment at each end of the fiber. Current technology often allows
great increases in capacity without replacing the equipment at each end of the fiber,
but rather by installing supplemental equipment at each end.

As to the existence of adequate current capacity to actually serve customers who
might be won from a competitor, Exhibit 3 provides some evidence. The Wall Street
Journal, September 7, 1999 notes that "Sprint officials say the no. 3 long-distance
concern, Westwood, Kan., has seen its call volumes go up 30% since it introduced its
nickel-calling plan six weeks ago". The article doesn't say that Sprint is concerned
with its ability to serve these new customers, despite the fact that the FCC's most
recent Fiber Deployment Update shows Sprint as the interexchange carrier with the
smallest fraction of dark fiber''.

The existence of adequate current capacity and the ease of increasing capacity are
important to analysis of the effectiveness of competition. Difficulty in acquiring new
capacity or expanding existing capacity are potential barriers to entry and expansion
which could impair the effectiveness of market forces. No such difficulty is apparent

in today's interexchange telecommunications industry.

® Fiber Deployment Update, End of Year 1997, page7.
' Fiber Deployment Update, End of Year 1997, page7.
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C. Market Information and Price Competition
In order for market forces to achieve the goal of allocative efficiency, consumers

must have information about quality, price and other terms and conditions attached to
market transactions. If these conditions are absent it is more likely that regulatory
intervention, of one sort or another, might improve on market outcomes.

At the time of divestiture, when the logjam barrier to entry of unequal access was just
being removed, most consumers had no experience and very little good information
about how an open market for long distance telecommunications services might work.
Consumers were unsure of the quality of service that might be provided by carriers
other than AT&T. Information concerning prices, terms and conditions of purchase
of long distance service is now more widely available and better understood.

Exhibit 3, a September 7, 1999 Wall Street Journal article notes that: "A cutthroat
price war in the long-distance telephone market is prompting record numbers of calls
by consumers seeking to re-evaluate their own calling plans.'*" Consumers are now
evaluating calling plans, and because of changes in rate structures, the evaluation is
getting easier to do.

The rate structures, or calling plans, that consumers are evaluating are becoming
simpler than in the past. The 'postalized' or non-distance-sensitive rates now common
in calling plans are much simpler for consumers to evaluate than distance sensitive
rates. Consumers can now realistically evaluate a calling plan by acquiring a modest
amount of information and forming an estimate of the plan's implications for total
cost when applied to the consumer's calling pattern. This task is much more complex

with rates that vary by distance to the called party.

" Fiber Deployment Update, End of Year 1997, Table 3.
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34

Consumers who want to find the best calling plan for their pattern of usage can also
use the services of ratemasters.com. This world wide web site solicits information
about the consumer's calling pattern in the form of consumer responses to questions
in a form on the web page. The service then compares the cost of the consumer's
present calling plan to other available offerings. The lowest cost calling plan is
selected and projected savings reported, using the calling pattern described by the
consumer,

Even customers who do not shop around for the best deal are getting the benefits of
competition. As one example, in September of 1997 MCI inaugurated 5¢ Sundays: a
simple price reduction which applied to all presubscribed customers. It was not
necessary for customers to call in or subscribe to a calling plan in order to receive the
benefit of the reduction.

Just as in any other purchase, consumers will vary in the amount of information
gathered to support the purchase of long distance services. There are very good
reasons why consumers will choose to acquire different amounts of information in
preparation for making their purchase decisions. Furthermore, consumers will differ
in their ability to process information and make wise decisions about purchases in the
entire range of consumer products and services - telecommunications services among
them.

In contrast to the first days after divestiture, the long distance telecommunications
market is now well understood by consumers, specific price information is readily
available, and rate structures are becoming less complex. These facts support the

conclusion that inadequate information is no longer an impediment to proper

"2 Phone War Prompts a Record Number of Calls, ThlelWall Street Journal, September 7, 1999, page B6.
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36.

37.

functioning of the market. Insofar as some groups of consumers are disadvantaged in
access to information about long distance prices or in their ability to evaluate

alternative offerings, public policy should support the dissemination of information
about current prices and calling plans, or provide consumer education services - the

existence of such groups is not a recommendation for price regulation.

The Need for Regulation in the InterLATA Market

When markets are working reasonably well they can do a better job of fostering the
public interest than regulation can. This proposition is fundamental to our political
and economic institutions. Perfect competition is not required. Ifregulation were
adopted in the absence of something close to perfect competition, many more
industries in this country would be regulated.

As I have stated above, the interLATA long distance market is effectively
competitive. All evidence suggests the absence of impediments to competition which
might call for government intervention in the form of price regulation.

Effective competition is often defined as competition that is working well enough so
that regulation is unlikely to improve on the outcome of market forces. For many
decades before the unequal access barrier to entry was removed as an impediment to
competition in the long distance industry, there was a consensus that regulation was
justified. Now that the barrier of unequal access has been removed, entry is
demonstrably open, market forces are at work changing the structure of the industry,
and information necessary for price competition is widely available, I see no reason to

continue economic regulation of the long distance industry.
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38. Table 1 shows a selection of industries with Herfindahl-Hirschmann Index values
greater than 2000. The list includes common industries from macaroni to men's
trousers. In addition to sharing relatively high Herfindahl-Hirschmann Index values,
these industries share the attribute of not being subject to price regulation. Despite
concentration of much of the industry's production into the hands of a few firms, as
indicated by high Herfindahl-Hirschmann Index values, these industries are not
subject to price regulation.

39. Any suggestion of imposing price regulation on the industries in this table is likely to
be met with strong negative responses. There are important differences in the way in
which we should interpret the HHI values for different industries'®, but the two
factors which make price regulation of the long distance industry seem plausible on
its face are the high concentration and the heritage of regulation. As discussed above,

neither factor justifies price regulation today.

" For example, the manufacturing industries in this list are essentially all subject to foreign competition,
which will not be captured by the HHI reported by the Census of Manufactures.
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Table 1. Selected Herfindahl-Hirschmann Index Values

Herfindahl
SIC Hirschmann

Code Description Index
2043 | Cereal Breakfast Foods 2253
2062 | Cane Sugar Refining 2125
2066 | Chocolate and Cocoa Products 2188
2076 | Vegetable Oil Mills, Except Corn, Cottonseed, and Soybean 2119
2087 | Flavoring Extracts and Flavoring Syrups, Not Elsewhere 2085

Classified
2096 | Potato Chips, Corn Chips, and Similar Snacks 2716
2098 | Macaroni, Spaghetti, Vermicelli, and Noodles 2237
2296 | Tire Cord and Fabrics 2682
2325 | Men's and Boys' Separate Trousers and Slacks 2338
2381 | Dress and Work Gloves, Except Knit and All-Leather 2239
2655 | Fiber Cans, Tubes, Drums, and Similar Products 2306
2754 | Commercial Printing, Gravure 2310
2824 | Manmade Organic Fibers, Except Cellulosic 2158
2833 | Medicinal Chemicals and Botanical Products 2999
3221 | Glass Containers 2162
3262 | Vitreous China Table and Kitchen Articles 2470
3275 | Gypsum Products 2078
3331 | Primary Smelting and Refining of Copper 2827
3355 | Aluminum Rolling and Drawing, Not Elsewhere Classified 2566
3511 | Steam, Gas, and Hydraulic Turbines, and Turbine Generator Set 2549

Units
3641 | Electric Lamp Bulbs and Tubes 2702
3692 | Primary Batteries, Dry and Wet 2929
3711 | Automobiles 2676
3721 | Aircraft 2717
3724 | Aircraft Engines and Engine Parts 2378
3769 | Guided Missile and Space Vehicle Parts and Auxiliary 2034

Equipment
3861 | Photographic Equipment and Supplies 2408
3995 | Burial Caskets 2149
3996 | Linoleum, Asphalted-Felt-Base, and Other Hard Surface Floor 2741

Source: 1992 Census of Manufactures report MC92-S-2,

"Concentration Ratios in Manufacturing."

IV.The Costs of Unnecessary Regulation

40. When regulation is not needed to protect the public interest, but is imposed

nevertheless, society incurs two different types of costs. The direct costs of
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complying with and enforcing regulatory directives, and the inevitable distortions of
the outcomes of an otherwise well-functioning market. The first type of costs
involves resources of complying companies and regulatory agencies. Companies
must devote resources to keeping records, preparing reports and developing policies
for conducting business in compliance with the regulations. Regulatory resources
must be devoted to analysis and enforcement efforts in the long distance industry
which could have been more productively used in other areas. These costs are
straightforward and easy to understand.
The second type of cost is much less apparent to casual observation, but I believe this
second cost of unnecessary regulation is of much greater consequence. In my 1987
testimony on behalf of the Washington Commission Staff (Exhibit 2, page52) I
referred to this second type of cost as follows:
This is the cost due to facilities built in the wrong place, or of the wrong type, or
not built when they should have been or built when they should not have been.
This is the cost of regulatory distortions of the signals that cause firms to do
things in the interest of making a profit. This is inevitable because regulatory
institutions are not as efficient at processing information as the decentralized
market. Obviously, if I didn't believe that it is sometimes worth this cost I
wouldn't be working for this Commission. In the case of AT&T, however, [
believe that our regulatory interventions are mostly an unnecessary expense and
an unnecessary distortion in an otherwise effectively working market.
It is not easy to quantify the distortions which are inevitably caused by regulation, but
there is unanimity among professional economists that these are real costs imposed on
society by regulatory intervention in markets. Whether the benefits sought from the

activities which cause these costs are worth the costs depends on the nature of the

imperfections in the market being regulated. As I indicated above, all indicators of
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competition in the interLATA long distance market suggest that the market doesn't

need price regulation.

. There is currently a great deal of innovation going on in the pricing of long distance

services. Much of this innovation amounts to price reduction (as referred to in
Exhibit 3) and bringing the structure of prices into closer correspondence with the
structure of costs'

Other changes may involve price increases, but price increases in an effectively
competitive industry are not a bad thing. Price increases may be necessary in an
effectively competitive industry in order to reflect costs more closely. In this case
society benefits from the more efficient allocation of resources which result from the
price increase.

In industries with opportunities for innovation, price increases often reflect an
increase in value to consumers. In order for markets to function properly the prospect
of increasing price in return for increasing value to the customer is a crucial element.
The increase in value to the consumer could come in a variety of forms: it could take
the form of better service in some dimension of service that is difficult to provide; it
could involve creative billing arrangements; it could involve innovative bundling of
services. To speculate further would be to try to anticipate the workings of
competitors' marketing and product development departments.

My point is that those of us involved in the regulatory process cannot and should not

attempt to 'pick winners' or in any way constrain the experimentation of companies

" I referred above to long distance rates that do not vary with distance called. This is an example of rate
structure coming into closer correspondence with cost structure. The FCC's most recent fiber deployment
update notes that: "... the inherent cost of long haul transmission is becoming less a function of distance
than of the number of terminations ..." Fiber Deployment Update, End of Year 1997, page7
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subject to effective competition. The companies' marketing and product development
departments have much better resources to engage in this sort of creative effort than
the resources that can be brought to bear in regulatory proceedings.

In an effectively competitive industry there is no reason to fear these efforts to create
value for customers. No individual company has a corner on the market for value
enhancing innovation. The companies will compete with each other in price, but also
in efforts to create value in innovative ways. Companies which succeed in creating
value for customers will find their competitors' efforts directed to imitating the
success. Competitors who cannot accomplish the value enhancing innovation
necessary to compete will have to lower price in order to compete in the short run,
even if the lower price is not compensatory in the long run and the company's old
business plan is no longer viable in an environment that includes others who have
figured out how to enhance value in important ways.

Most important, the engine of competition in value enhancing innovation is driven by
the motive of earning additional profit. In many circumstances the innovator's
incentive depends on the prospect of capturing part of the benefit of the innovation by
increasing price. If competitors are denied the prospect of raising price to capture
some of the value created by innovation, the incentive for innovation is simply not

there,

. Conclusion and Recommendation

The interL ATA long distance market in Tennessee, as in the rest of the country, is

subject to effective competition. This market doesn't show the failings of competition
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51.

(chiefly barriers to entry and expansion) which justify price regulation in other
industries, such as the local exchange industry.

In the presence of effective competition price regulation is not needed. Market forces
in the interLATA long distance industry are sufficient to ensure that prices will be
just and reasonable without regulation.

Finally, imposition of price regulation where it is not needed is a costly proposition.
Regulatory resources devoted to the interLATA long distance industry would be
much better spent in other activities. The cost to companies of compliance with
directives associated with price regulation is an unnecessary expenditure. Most
importantly, price regulation inevitably distorts market participants' incentives for
competition in ways that deny consumers the full benefit of an effectively competitive

market.
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Review BellSouth Telecommunications, Inc.'s Cost for Unbundled Network Elements and
Interconnection Arrangements; Direct Filed November 17 , 1997; Hearing Testimony December
16, 1997, On Behalf of AT&T Communications of the Southern States, Inc.

Before the Public Utilities Commission of the State of Colorado, Docket No. 97M-063T; On
Behalf of AT&T Communications of the Mountain States, Inc. and MCI Telecommunications
Corporations; In the Matter of the Administration of the Colorado High Cost Fund and the
Development of a Cost Model; Direct Testimony filed in the name of William Lehr; Hearing
Testimony 1 December, 1997




Before the North Carolina Utilities Commission, Docket No. P-55, SUB 1022; Hearing
Testimony September 30, 1997; In RE: Notification of Intention to File a Section 271 Petition
for In-Region InterLATA Authority with the FCC Pursuant to the Telecommunications Act of
1996; Filed September 3, 1997; On Behalf of MCI Telecommunications Corporation and AT&T
Communications of the Southern States

Before the Alabama Public Service Commission, Docket No. 26029, Review of Cost Studies;
Filed August 29, 1997; Hearing Testimony September 24, 1997: On Behalf of MCI
Telecommunications Corporation and AT&T Communications of the South Central States

Before the Georgia Public Service Commission, Docket No. 7061-U, Review of Cost Studies,
Methodologies, and Cost-Based Rates for Interconnection and Unbundling of BellSouth
Telecommunications Services; Direct filed April 30, 1997; Rebuttal and Supplemental filed
August 29, 1997; Surrebuttal filed September 8, 1997; Hearing Testimony September 18,1997;
On Behalf of MCT Telecommunications Corporation and AT&T Communications of the South
Central States

Before the Louisiana Public Service Commission, Docket No. 22022/22093; In RE: Review and
Consideration of BellSouth Telecommunications, Inc.'s TSLRIC and LRIC Cost Studies; Filed
August 25, 1997; Hearing Testimony 12 September, 1997; On Behalf of MCI
Telecommunications Corporation and AT& T Communications of the South Central States

Before the Public Service Commission, Commonwealth of Kentucky, In the Matter of: Inquiry
into Universal Service and Funding Issues, Administrative Case No. 360, Filed July 11, 1997;
Hearing Testimony August 6, 1997; on behalf of MCI Telecommunications Corporation

Before the Florida Public Service Commission, In The Matter of the Petition of MCI
Telecommunications Corporation for Arbitration with United Telephone Company of Florida
and Central Telephone Company of Florida concerning interconnection rates, terms and
conditions pursuant to the Federal Telecommunications Act of 1996, Docket No. 961230-TP;
Direct filed October 11, 1996; Rebuttal filed November 19, 1996; Hearing Testimony December
19, 1996, on behalf of MCI Telecommunications Corporation

Before the Arizona Corporation Commission, In The Matter of The Petition Of MCImetro
Access Transmission Services, Inc. For Arbitration Of Interconnection Rates, Terms, And
Conditions Pursuant to 47 U.S.C. § 252(b) Of The Telecommunications Act Of 1996, Docket
No: U-3175-96-479; October 18, 1996; on behalf of MCImetro Access Transmission Services,
Inc.

Before the Public Utility Commission of Texas, In The Matter of The Petition Of MCImetro
Access Transmission Services, Inc. For Arbitration Of Interconnection Rates, Terms, And
Conditions Pursuant to 47 U.S.C. § 252(b) Of The Telecommunications Act Of 1996, Docket




Nos. 16300, 16355, October 14, 1996; on behalf of MCImetro Access Transmission Services,
Inc.

Before the Public Utilities Commission of the State of Oregon, In The Matter of The Petition
Of MClImetro Access Transmission Services, Inc. For Arbitration Of Interconnection Rates,
Terms, And Conditions Pursuant to 47 U.S.C. § 252(b) Of The Telecommunications Act Of
1996, ARB 9, October 11, 1996; on behalf of MCImetro Access Transmission Services, Inc.

Before the Utah Public Service Commission, In the Matter of the Petition for Arbitration,
Consolidation and Request for Agency Action of MCIMetro Access Transmission Services,
Inc. Pursuant to 47 U.S.C. Section 252, Docket No. 96-095-01; Direct testimony filed 8
November 1996, Rebuttal testimony filed 22 November, 1996

Before the lowa Utilities Board, In Re MCI Metro Access Transmission Services, Inc.,
Petitioning Party, and U S West Communications, Inc., Responding Party, Docket No. ARB-
96-2, September 6, 1996; on behalf of MCImetro.

“Before the Public Utilities Commission of Oregon:UM 351, In the matter of the Investigation
into the Cost of Providing Telecommun ications Services, Electric Lightwave, Inc.’s Response to
Issues 1, 3, and 4, filed 30 August, 1993”

Before the Washington Utilities and Transportation Commission, In the Matter of the
Complaint of GTE Northwest Incorporated against Pacific Northwest Bell Telephone
Company with respect to Interexchange Traffic Utilizing Extended Area Service Facilities,
Docket No. U-88-1719-F; on behalf of U.S. Metrolink Company; Cross Examination December
1989

"Affidavit of Richard Cabe", in Support of Motion of U.S. MetroLink Company for
Suspension and Hearing in the matter of U. S. West Communications Tariff Filing 2056T before
the Washington Utilities and Transportation Commission, September 1989

Implementation of the Colorado Telecommunications Act of 1987 An Evaluation”, Report to
the Colorado Public Utilities Commission, with Vinson Snowberger, June 30, 1988

Before the Energy and Utilities Committee of the Washington State House of Representatives,
to present the Annual Report of the Utilities and Transportation Commission on the Status of
the Washington Telecommunications Industry, February 1987

Before the Washington Utilities and Transportation Commission, In the Matter of Application
of Pacific Northwest Bell for Banded Tariffs, Cause no. U-86-40; Cross Examination September
1986




Before the Washington Utilities and Transportation Commission, In the Matter of the Petition
of AT&T of the Northwest for Classification as a Competitive Telecommunications Company,
Cause no. U-86-113; Cross Examination April 1986

Cost of Service Information for Implementation of the Regulatory Flexibility Act, Report to the
Washington Utilities and Transportation Commission, July 1985

“On Reducing Errors in Air Pollution Epidemiology,” with S. Atkinson and T.D. Crocker, draft
report, Institute for Policy Research, University of Wyoming to U.S. Environmental Protection
Agency for Grant CR808893-01, April 1982.

Consulting Clients:
Texas Office of Public Utility Counsel
Florida Competitive Carriers Association
Avantel, Mexico
AT&T
MCI and MCI Worldcom
Marcatel, Mexico
New Mexico State Corporation Commission
Electric Lightwave Inc.
Washington Utilities and Transportation Commission
U.S. MetroLink Company
Colorado Public Utilities Commission
Maryland People’s Counsel

PUBLICATIONS:

“Issues, Indicators, and Baselines: The Benefits and Hazards of Using a Natural Resource
Accounting System in the RCA Analytical Process", with Jason Shogren and Stanley R.
Johnson, in Evaluating Our Nation’s Natural Resources, edited by T. Robertson, B. English, R.
Alexander, and P. Rosenberry, University of Tennessee Agricultural Experiment Station, 1996

"CEEPES: An Evolving System for Agroenvironmental Policy”, with Aziz Bouzaher, Stanley
Johnson, Andrew Manale and Jason Shogren, p 67-89 in Integrating Economic and Ecological
Indicators, edited by J. Walter Milon and Jason Shogren, Praeger, Westport CT, 1995

"Metamodels and Nonpoint Pollution Policy in Agriculture", with Aziz Bouzaher, Alicia
Carriquiry, Phil Gassman, P. G. Lakshminarayan, and Jason Shogren, Water Resources Research
29, p. 1579-1587, June 1993



“The Effects of Environmental Policy on Tradeoffs in Weed Control Management", with Aziz
Bouzaher, David Archer, Alicia Carriquiry and Jason Shogren, The Journal of Environmental
Management, 36, #1, 69 - 80, Sept. 1992

"The Regulation of Non-Point Source Pollution Under Imperfect Information”, with Joseph
Herriges, The Journal of Environmental Economics and Management 22, 134-146, 1992

"Equilibrium Diffusion of Technological Change Through Multiple Processes”, Technological
Forecasting and Social Change 39, Number 3, May 1991

“Natural Resource Accounting Systems and Environmental Policy Modeling”, with Stanley R.
Johnson, The Journal of Soil and Water Conservation 45 # 5, p 533-9, September/October 1990

“Network Differentiation and the Prospects for Competition in Local Telecommunications", in
Sixth Annual Current Issues Challenging the Regulatory Process, The Center for Public Utilities,
New Mexico State University, 1990

"Prospects for Competition in the Local Exchange Telecommunications Industry”, in
Telecommunications Regulation in Washington State, Washington Utilities and Transportation
Commission, January 29, 1989

"Rate of Return Regulation of Multiproduct Firms," Doctoral Dissertation, University of
Wyoming, Department of Economics, 1988

Annual Report to the Legislature on the Status of the Washington Telecommunications
Industry, principal author for the Washington Utilities and Transportation Commission,
January, 1987

“Normative Economics and the Acid Rain Problem” with LS. Eubanks, in T.D. Crocker, ed.,
Perspectives on the Economics of Acid Deposition, 1983, Ann Arbor Michigan: Ann Arbor
Science Press.

“Intertemporal and Intergenerational Pareto Efficiency: An Extended Theorem,” Journal of
Environmental Economics & Management 9, p 355-360, December 1982.

“Investment Criteria for Projects with Intergenerational Effects,” Masters Thesis, Pennsylvania
State University, Department of Economics, 1982.

EMPLOYMENT
Teaching:

Associate professor, Department of Economics and International Business, New Mexico State
University; 1994 - 1999, Assistant professor 1990 to 1994 Antitrust Policy and Monopoly




Power; Graduate Microeconomic Theory; Mathematical Economics; Industrial Organization;
Seminar in Regulatory Economics; Economics of Risk, Uncertainty and Information; Game
Theory, Advanced Seminar in Industrial Organization; Econometrics; Managerial Economics;
Introduction to Economics; Microeconomic Principles

Assistant professor, Department of Economics, West Virginia University, 1983-1984: Graduate
Environmental Economics; Principles of Economics.

Lecturer, Department of Economics, University of Wyoming, 1982-1983: Money & Banking;
Intermediate Microeconomics.

Teaching assistant, Department of Economics, University of Wyoming; Fall, 1980.

Teaching assistant, Department of Economics and Department of Mathematics, Pennsylvania
State University, five quarters in academic years 1978-1979 and 1979-1980.

Public Policy:

Economic Consultant, 1988. Performed economic analysis concerning regulation of the
telecommunications industry under contract to the Colorado Public Utilities Commission and
the Washington Utilities and Transportation Commission.

Associate, RCG/Hagler, Bailly, Inc. 1987-1988. Assignments included litigation support in Bell
Operating Company requests for lessened regulation and a study of the effect on property
values of proximity to a major defense facility containing hazardous waste sites.

Telecommunications Regulatory Flexibility Manager, Washington Utilities and Transportation
Commission, 1985-1987. Duties included conduct of investigations and preparation of
recommendations, primarily with regard to the telecommunications industry; preparing
evidence, assisting in cross examination and presenting expert testimony; and serving as a
member of the Federal - State Joint Board Staff, FCC Docket 86-297, concerned with revising
jurisdictional separations of telecommunications company costs and revenues.

Research:

Post-Doctoral Research Associate, Center for Agricultural and Rural Development, Department
of Economics, Iowa State University, September 1988 to August 1990. Participate in policy-
oriented economic research and serve as liason to the Economic Research Service, USDA.

Research Associate, Department of Economics, University of Wyoming, spring 1981 through
summer 1982. Theoretical modelling, data construction, and analysis on health effects of air
pollution and application of economic methods to ecosystem modelling. Under the direction of
Thomas Crocker.




Research assistant, Department of Economics, University of Wyoming, summer 1980. Data
construction and analysis on health effects of air pollution. Under the direction of Ralph d'Arge.

Research assistant, Department of Economics, Pennsylvania State University, summer and fall
1979. Theoretical and empirical work with Assymetric Quadratic Gorman Polar forms (flexible
functional forms with explicit analytical solutions for the dual cost or expenditure function).
Under the direction of Jonathon Dickinson.

Other Employment:

One year, Administrative Research Assistant, Aroostook County Action Program, Presque Isle
Maine.

2

Four years, U.S. Coast Guard, Electronics Technician.

AWARDS

Washington Utilities and Transportation Commission employee award for contributions to a
positive work environment, Olympia, Washington, December 1986.

Award of merit, College of Commerce and Industry, University of Wyoming, 1981.
John S. Bugas fellow, University of Wyoming, academic year 1980-1981.

PERSONAL

Born July 16, 1950; Pulaski County, Arkansas
Married, one child
Second language: Spanish
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Please state your name and business address.

My name is Richard Cabe and my business address is 1300

Evergreen Park Drive South, Olympia, Washington 98504.
By whom are you employed and in what capacity?

I am employed by the Washington Utilities and Transportation
Commission as Telecommunications Regulatory Flexibility

Managér.
Please describe your duties with the Commission.

Sincé.June of 1985 I have been assigned to matters involving
implementation of the Regulatory Flexibility Act. I have
prepared. drafts of rules, analyzed filings; prepared policy
memoranda and participated in staff activities in contested
cases. From January 1985 through May 1985 I was assigned to
otheé duties concerning utility rates of return, affiiiated

transactions, etc.

Please describe your employment history prior to joining

Commission staff.

Immediately prior to joining Commission staff I was an

Assistant Professor of Economics at West Virginia

oETE o
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University. I served as a provisional member .of the
Graduate faculty and taught a graduate level course in
Environmental Economics as well as undergraduate courses in
Principles of Economics. Prior to appointment to the
faculty at West Virginia University I served as Instructor
in Economics at the University of Wyoming where I taught
courses in Intermediate Microeconomic Theory and Money and
Banking. At the University of Wyoming I also served as
Research Assistant and later as Research Associate in

research projects in Environmental Economics.
Please describe your educational background.

I received the B.A. degree in Mathematics from the
University of Maine at Presque Isle in 1978. I received the
M.A. in Economics from Penn State University in 1980 with
fields of specialization in Mathematical Economics and the
History of Economic Thought. I have completed all but the
dissertation requirement for the DPh.D. in Economics at the
University of Wyoming. I have completed the Ph.D. course-
work and comprehensive exams for fields of specializafion in
Natural Resource and Environmental Economics and in Public
Regulation and 1Industrial Organization. I am currently

conducting research for a dissertation on game theoretic

modeling of telecommunications pricing.
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Has your written work in economics been published?

My paper T"Intertemporal and Intergenerational Pareto
Efficiency: An Extended Theorem" appeared in the December

1982 Journal of Environmental Economics and Management. I

was the author with L. S. Eubanks of "Normative Economics

and the Acid Rain Problem" in Perspectives on the Economics

of Acid Deposition, Ann Arbor Science Press, 1983, I was

one of three Joint authors of a research report On Reducing

Errors in Air Pollution Epidemiology of the Institute for

Policy Research, University of Wyoming. My assistance was
acknowledged in the headnote of a paper by Jonathan
Dickinson, "Asymetric Quadratic.Gorman Polar Forms: Flexible
Functions With Explicit Duals", in the working paper series

of the Department of Economics, Penn State University.

Have you presented testimony before this Commission in other

cases?

Yes. In Cause No. U-86-40, a case involving banded rates
for Pacific Northwest Bell, I recommended that pricing
flexibility not be granted where there was danger that

monopoly power would be abused.
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SUMMARY

Q.

A.

What is the purpose of your testimony?

I will analyze AT&T's petition for classification as a
competitive telecommunications company. I have concluded
that AT&T's services are subject to effective competition,
except for certain ﬁvestiges of market power" which néed not

impede classification provided that the Commission adopt

certain restrictions which would prevent the abuse of any

vestiges of market power which do remain.
Generally, what restrictions do you recommend?

I recommend that AT&T be fequired to maintain its practice
of charging rates which do not vary between geographic
areas. I recommend that AT&T's pricing flexibility be
limited, for a fixed period, in such a way as to assure that
customers with iow volumes of usage receive the benefit of
competition for the business of larger volume customers. I
also provide detailed recommendations for the disposition of
AT&T's waiver requests in a way that is consistent with

other waivers which this Commission has granted to

competitive telecommunications companies.

]
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STANDARDS AND TESTS FOR EFFECTIVE COMPETITION

What standards should be applied in the Commission's
consideration of AT&T's petition for classification as a

competitive telecommunications company?

The Regulatory Flexibility Act of 1985 provides that the
Commission shall classify a company providing service in a
relevant market as competitive and give it the benefits of
minimal regulation when the Commission finds that there is
effective competition for the company's "services". The Act
defines effective competition és the presence of reasonably
available alternatives for the company's customers and the

absence of a significant captive customer base.

Does the Act provide specific tests to consider in

determining whether effective competition exists?

Yes. The Act provides that the Commission shall consider,
at a minimum, the following tests:
"(a) The number and sizes of alternative providers of
service;
(b) The extent to which services are available from
alternative providers in the relevant market;

(c) The ability of alternative ~providers to make

PN S T
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functionally .equivalent or substitute services readily
avaiiable at competitive rates, terms and conditions:
and

(d) other indicators of market power which may include
market share, growth in market share, ease of entry,

and the affiliation of providers of services."

How will you apply the statutory definition and tests to

AT&T's petition?

First, I will adopt a definition of the services which AT&T
offers within the state of Washington. Next, I will analyse
the relevant product market for each of these services.
Then, I will discuss the geographic component of the
relevant product markets. Finally, I will apply the
statutory tests and reach a conclusion on whether the
relevant product markets are subject to effective

competition under the definition of the act.
How does Section 4(3) of the Act bear on this case?
Section 4(3) of the Act establishes a presumption that all

companies providing interILATA interexchange service will be

subject to effective competition when the equal access

requirements of the federal court decree ordering

divestiture of the Bell system have been met.
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In your opinion, have those requirements been met?

Yes. The MFJ required that "by September 1, 1986 the
Operating Companies must provide access services to
interexéhange carriers and information service providers
which are "equal in type, quality, and price" to the access
services provided to AT&T and its affiliates." The MFJ, and
by refefence, the Washington Regulatory Flexibility Act,
only 'required that equal access be provided by the Bell
Operating Companies, in this case Pacific Northwest Bell.
Further, the requirement contained an exception for older
and smaller switches. PNB has éurpassed the requirement for
provi§ion of equal exchange access and will be offering

equal access in all of its exchanges by 1988.
Are you offering a legal opinion on this issue?

No. : I have read the MFJ and some of the opinions on
reconsideration‘but I am not offering a legal opinion. I am
offering my professional judgement that interexchange
companies' access to the 1local exchange is sufficiently
"equal" to support effective competition in the interlata

interexchange business.

Is your analysis based on the presumption of Section 4(3) of

;
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the Act?

No. I will examine the markets for AT&T's services to
determine whether or not effective competition exists. I do
however concur in the legislature's view that substantial
removal of AT&T's competitive access advantage justifies the

statutory presumption.

You mentioned vestiges of market power. What statutory
authority does the Commission have to grant AT&T's

application despite the existence of vestigial market power?

The statute requires effectivé competition - not perfect
competition. Very few real world markets approach the ideal
of perfect competition. Nevertheless, despite their
abundant flaws, imperfect markets are widely regarded as
preferable to the alternatives under most circumstances.
The difference between the effective competiﬁioh required by
the Act and ideal or flawless or perfect competition is
apparent in the- statute's use of the word "significant" in
its definition of effective competition. As T explain
later, I believe that AT&T may have a significant captive
customer base, in part and for a limited period. It is
these customers who I believe should receive the benefit of

the transition mechanism which I will describe.

i
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Market power similar in extent to the vestiges of market
power which I will identify exists in many unregulated
markets which are generally regarded as workably
competitive. AT&T's market power is different in that it
derives from the company's former incarnation as a
vertically integrated monopoly protected from entry by
regulatory barriers and by its control of the local exchange
bottleneck. Since AT&T's monopoly derived, in part, from
public .policy the company should be prohibited from
exploiting any vestiges which remain of that monopoly during

a. transition to public policy which relies heavily on

.competition. Further, as suggested in Section 4(2) the

Commission should waive regulatory requirements where the
purposes of those requirements are now served by
competition. The Commission is explicitly allowed to waive

different regulatory requirements for different companies.

RELEVANT PRODUCT MARKETS FOR AT&T SERVICES

Q.

The statute calls for classification as a competitive
company when the company's services are subject to effective

competition. What services are offered by AT&T?
With one exception, I will use the "services" described in

Exhibit "B" of the petitiony with—eme—exoeptton. Exhibit B

describes three services: 1) long distance service which I

T 3
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will also refer to as MTS (Measured Toll Service); .2) WATS
and 800 sérvice; and 3) channel service which I will also
refer to as private line. I will adopt these definitions of
AT&T's "services" with the exception that I will treat WATS

and 800 as separate services.
How will your analysis of relevant markets proceed?

For each of AT&T's services I will analyze the services
which provide market discipline to AT&T's service. This set
of services constitutes the relevant product market in which
AT&T's service is bought and sold. 1In this analysis, both
demand side substitutabiiity and supply side

substitutability will be considered.

What is meant by the terms "demand side substitutability"

and "supply side substitutability"?

Demand side substitutability is the ability of consumers to
easily shift their purchases between different services.
When demand side substitutability exists between two
products, market power over one product or service can only
be exercised if market power also exists over the substitute

product or service. For example, a firm with a monopoly

over front wheel drive automobiles would not be able to

exercise market power unless it could prevent its customers

10

b
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drive
from defecting to rear wheele® automobiles.

Supply side substitutability occurs when the suppliers of
one service can easily transsfer productive facilities to
the provision of another service. For example, an
automobile monopolist could not exercise market power so
loné as manufacturers of buses, trucks, tractors,
motorcycles, etc. were able to easily shift resources into

the production of automobiles.
How are these concepts used in analyzing markets?

Demand side and supply side substitutability' are used to
determine the relevant prodﬁct markets for particular
servi;es. The relevant product market is the smallest set
of services which a hypothetical monopolist would have to
control .supply for in order to exercise ﬁarket power over
the service in question. Accordingly, I examined each of
AT&T's services to determine the relevant product market for

each service.

What is your analysis of the relevant product market for

AT&T's MTS service?

The relevant product market for MTS must include WATS
because MTS customers can very easily use WATS to replace

their MTS purchases. This can be accomplished either

11
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directly by ordering WATS service, or indirectly through the
offices of. a reseller. Resellers can very easily combine
WATS service and local exchange access with a PBX to prbvide
MTS. of course,' a WATS reseller operates at the mercy of
the difference between WATS rates and other providers' MTS
rates in Jjust the way that any merchant or manufacturer
operates at the mércy of the difference between costs of
inputs and prices of outputs. The point is that market
power in the MTS market cannot be exercised without control
over the WATS market, thus the relevant market for MTS must
include WATS. These are two ways of substituting WATS for
MTS on the demand, Side.

Supply side substitutability 'is another reason why one.
cannot exercise market power over the MTS' market without
controlling the WATS market, and this reason applies equally
to 800 service. WATS or. 800 service providers can very
easily shift resources into the provision of MTS service;
the identical switching and transmission facilities can be

used to provide any of these services.

One cannot raise prices above competitive levels in the MTS
market without having MTS customers switch to WATS service
and WATS and 800 providers switch resources to the provision

of MTS. Therefore, the WATS and 800 markets provide market

discipline to prevent the exercise of market power in the

MTS market. I conclude that the relevant market for MTS

12
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must include WATS and 800 service.

Are there other services which prevent the exercise of

market power in the MTS market?

Yes, private line service can substitute for MTS on the
demand side and private line providers can convert their
facilities to the provision of MTS service. However, on
neither the demand side nor the supply side is private line
as clbse a substitute as WATS. On the demand side, a user
or reseller seeking to substitute private line for MTS would
have to attain a greater volume, or face a wider difference
in prices in order to find the substitution profitable. oOn
the supply side, private 1line providers ' would have to
acquire switching capacity not needed in the private 1line
business in order to offer MTS service. .Nevertheless, an
MTS provider who sought to maintain MTS prices above the
competitive level would have to prévent large customers from
replgcing some MTS with private lines, prevent resellers
from facilitating the sharing of private lines among smaller
users, and prevent private line providers from using their
transmission facilities to offer competitive MTS service.
For these reasons, private line service must be included in

the relevant market for MTS.

What is your analysis‘of the relevant product market for

13
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Q.

AT&T's WATS service?

WATS users could respond to price increases by using MTS or
private line. To be sure, there are limitations on the use
of private 1line as a substitute for WATS Jjust as
substitution of private line for MTS is limited to large
volume users, and such use will often require the services
of a reseller to facilitate the sharing of bulk offerings
among many small users. On the supply side, WATS prices
above the competitive level would induce private 1line
providers, 800 service providers and MTS providers to seek a
share of the WATS profits by expanding and diverting
facilities to provision of WATS service.

A firm which sought to exercise monopoly power over the WATS
market would have to prevent users from substituting MTS.or
private line for WATS and would have to prevent MTS, 800
service and private line providers from offering WATS.
Hence, the relevant market for WATS must include MTS, 800

service and private line as well.

What is your analysis of the relevant product market for

AT&T's 800 service?

A.

I will conclude that the relevant market for AT&T's 800

service must include MTS, WATS and private 1line. The

ability of alternative providers to offer a service that is

essentially identical to AT&T 800 service has been slow in

14
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comihg. - For this reason I will briefly discuss similar
offerings .of other carriers and Survey recent developments

which allow new OCC 800 offerings.

How have other carriers offered substitutes for AT&T's 800

service in the past?

OCCs have offered a substitute for AT&T's 800 service by
subscribing to AT&T's 800 service and allowing OCC customers
to adﬁertise the availability of that 800 number. When the
800 number is called, an OCC operator answers and routes the
call to the appropriate customer. This substitute is
cléarly inferior to AT&T's 800.service in several respects:
It requires the caller to speak to an operator before
reaching the OCC's customer, it doesn't allow the customer
any choice of 800 number (e.gq., BOO—CALLATTS, and the 0OCC is
depehdent on the structure of AT&T's 800 tariff. When ATE&T
controlled the local exchange network it was a simple matter
to héve all 800 calls routed to long lines and, in its role
of Northe# American Numbering Plan Administrator, assign 7

digit numbers to customers of AT&T's 800 service.
What has changed since divestiture?

The two important changes that have allowed OCCs to offer

true 800 service are that AT&T no longer controls what the

15
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local operating companies do with 800 calls and AT&T no
longer adﬁinisters the North American Numbering Plan. AT&T
cannot prevent the assignment and routing of blocks of 800
numbers to OCCs. Although much is unsettled about how the
800 service market will work (the FCC has CC Docket 86-10
open in the matter), it is apparent that OCCs will be
offering very «close substitutes to AT&T 800 service.
Exhibit 41 is an article from the Wall Street Journal
reporting announcements of OCC 800 service. This evidence
of OCC ability to offer close substitutes for AT&T 800
service leads me to conclude that the proper relevant market

for 800 service is the same as the relevant market for WATS.

What is your analysis of the relevant product market for

private line service?

Private 1line service is essentially raw transmission
capacity. For some applications MTS or WATS provides a
substitute for private line service; for other applications
demand side substitutability between private 1line and
switched services is not good. On the supply side, any
provider of WATS, 800 or MTS which owns transmission

capacity can use that capacity to offer private line service

as well as switched services. The relevant market for

private 1line must therefore include the facilities-based

16
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portion of WATS, 800 and MTS. Resellers of switched
services will not impede the exercise of market power in the
private line market, hence are excluded from the relevant

market.

RELEVANT GEOGRAPHIC MARKET FOR SERVICES

Q.

Having identified the relevant product markets for AT&T's

services, how should the relevant geographic markets for these

services be determined?

The geographic dimension of the relevant markets is
determined by examining deménd side opportunities for
consumers to avoid price increases by using an alternative
service offered by a more or less distant provider, and by
examining supply side opportunities for moré or less distant
providers to offer service at the wuser's location in
response to price increases above the competitive level. A
discﬁssion of this aspect of the relevant markets for AT&T's
services requires an understanding of the way in which
interexchange carriers depend on the local exchange

companies.

Please describe the nature of the interexchange carriers’

dependence on the local exchange network.

17
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The local exchange companies control the network of
switching‘and transmission facilities which provide the vast
majority of intralATA telecommunications services.  The
Interexchange Carriers (IXCs) must gain access to their
customers through this intralATA network. IXCs can get
access 1in various forms which involve differing levels of
penetration into the intralATA network. An IXC can take all
access through tandems to minimize duplication of LEC
facilities. Alternatively, an IXC can build transmission
facilities (or lease them from LECs) to minimize reliance on
the interexchange portion of the intralATA network. Use of
the intralATA network is available to IXCs at

nondiscriminatory tariffed rates established by regulators.

What significance does the availability of these options
have for definition of the geographic dimension of the

relevant market for AT&T's services?

It is the availability of local access and transport from
local exchange'companies that allows IXCs to easily serve
all geographic afeas within the state without the need to
build transmission facilities to each locale, which would
and limit supply substitutability among geographic areas.
It is the availability of access to the intralATA network
which leads me to conclude that no interexchange carrier

could exercise market power in one geographic area without

18
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also being able to limit entry from other carriers serving
other parts of the LATA. Similarly, retailf providers in
one LATA can serve another ILATA by using the wholesale

services of carriers' carriers.

An illustration of this concept came before this Commission
through Sprint witness Ronald Havens in Cause U-85-23. (Tr.
2075) According to Mr. Havens, Sprint was using Feature
Group B.Tandem access in the Seattle LATA by which customers
could'originate a call from anywhere in the LATA. This form
of access allows an interexchange carrier to offer service
to customers in every exchange in the state, including those
not converted to equal access, thle having a physical poinp

of presence only at the LATA's access tandenm(s).

How, then, would you define the geographic scope of the

relevant market for AT&T's services?

I wauld define the geographic dimension of the private line
relevant market as all routes between each pair of LATAs in
the state. If these markets were found to be competitive
(which they are) I would then define the geographic
dimension of the relevant market for switched services as
the entire state. Instead, because of the practice of
statewide averaging of rates, I will take the shortcut of

examining other markets in a statewide context.

19
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How does the practice of geographically averaged rates bear
on the question of the proper geographic definition of

relevant markets for this case?

A prohibition of geographic deaveraging makes the question
of geographic market definition moot. The purpose of

studying the geographic dimension of relevant markets is to

determine if there are any areas in which the forces of

competition might not replace the need for regulation of
AT&T's rates. If AT&T is required to charge rates that do
not vary by locale, then all areas will receive the benefit
of AT&T's response to compeﬁition in the most intensely

contested geographic submarket.

With geographically invariant rates we need only find
effective competition in one area in order for the entire
state to receive the benefits of competition. This
principle does not, of course, apply in the extreme. The
area in which. competition exists must‘ be of sufficient
importance to the company to make price reductions to retain
a share of that market more attractive than the concomitant

loss of profits in less competitive segments.

AT&T has offered assurances that it has no intention of

geographically deaveraging rates. (Tr. 94-95) It has

20
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expréssed a willingness to ‘accept. a prohibition of such
deaveraging until it receives the consent of this
Commission. (Tr. 346-347) 1If the Commissicn grants AT&T's
petition, the commitment to geographically invariant rates
should become a part of the Commission's order in this

matter.

EXISTENCE OF EFFECTIVE COMPETITION

Q.

Please describe the analytical task of determining whether
AT&T's services face effective competition in their relevant

markets.

For gach of AT&T's 4 services (MTS, WATS, '800 service and
private line) I have delineated a relevant market, including
both product and geographic components. As it turns out,
there are only 2 relevant markets to analyze for effective
competition. MTS, WATS and 800 service are each within the
rele%ant market consisting of all interLATA
telecommunications within the state. The relevant market
for private line service includes only that portion of the
interIATA intrastate telecommunications market which is
provided by facilities~based carriers. Resellers are
excluded from the relevant market for private line service.
For each of these two relevant markets we must apply the

standards set forth in the Act to determine whether the

21

:



W 0 = & v B L

pmt
I T

14

15
16
17
18
19
20
21
29
23
24
25

[

27

statutory definition is met.

Beginning with the broad relevant market which you stated
applies to switched services, but which also includes
private line, approximately how many alternative providers

are involved and what are their relative sizes?

The number of common carriers varies with the source of
data. At latest count there were 30 registered with this
Commission and 43 ‘"suspected outlaws" with whom the
Commission is engaged in correspondence concerning the need
for registration. ' AT&T identified 36 alternative providers
Tr. 496. 19 companies appeared on PNB equal access ballots
in 1986. 1In addition to these more or less'common carriers
offering primarily switched services, some of the demand in
this relevant market is met with private transmission
facilities, predominately microwave, constructed by several
local and many national firms.

Of the common carriers, AT&T is by far the largest according
to any measure.A AT&T serves between about 70 and 80 percent
of the market, depending on the measure of size. The next

largest firm probably serves less than 10 percent of the

market.

To what extent are services available from alternative

providers in the relevant market?

22
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Services are widely available from numerous providers in the
relevant market. 1In response to Record Requisition 22 AT&T
provided a survey of services offered by various firms with

descriptions of the services. This is attached as Ex. 42.

Please discuss the ability of alternative providers to make
functionally equivalent or substitute services readily

available at competitive rates terms and conditions?

Having defined the relevant market on the basis of
considerations of the ability of consumers to substitute
between services and the ability of providers of similap
services to offer substitutes, the presence of alternative
providers of any service within the relevant market
satisfies this test. It should be notéd that for the
purpose of analyzing market power, which is clearly the .
intent of the Act, the terms "functionally equivalent"
shouid be taken in the economic sense and not the technical
sense. If two services are reasonably close substitutes, in
the sense that a monopoly provider of one service would not
be able to hold price significantly above the competitive
level without losing sales to the other service, then the
two should be regarded as functionally equivalent. For
example, Fords are certainly not equivalent to Chevrolets;

neither are red Fords equivalent to green Fords, in the most

23



W 00 N O ™ W

e
 CR

technical sense. .For theApurpose,of.assessing market power,
however, éhey are substitutes. The divestiture court has
recognized this in the process of accepting and enfofcing
the MFJ. 1In a section entitled "What does 'Equal' mean",
the court chose not to M"insist on absolute technical
equality" which would have required identical values for
loss, noise, echo and identical possibility of blocking.
Instead, the court adopted a definition which required

equality within a "reasonable range".

You alluded to market share when considering the number and
sizes of alternative providers. Please describe AT&T's

market share in greater detail.

Several measures of AT&T's market share have been introduced
in this proceeding or are readily at hand._ Exhibit 43 is a
table of 13 estimates of AT&T's share of the Washington
market. Some numbers are more reliable than others. I
would place greatest confidence in the figures on lines 9,
11, 12 and 1§. I view these measures as generally
consistent with each other, allowing a range for estimators
and considering differences in time period and measure used.
This evidence shows that AT&T's market share is high. Only

one measure falls within Judge Hand's 60 to 64 percent for

which he regarded monopolization as doubtful in the Alcoa

case. Market share is falling; both sets of estimates of

24
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the Same'measure from different time periods (lines 1 & 2

vs. lines.3 & 4 and line 8 vs. line 9) show significant

‘declines. Market share is higher in penetration numbers and

lower in revenue terms; lines 1 & 2 vs. lines 5 & 6 all come
from the same study at the same time period. Comparison of
lines 1 & 2 with lines 11 & 12 suggests that the Market
Trends study is flawed; but if the bias in the study applies
similarly to penetration and revenue numbers, our inference
is justified. Also, even if the Market Trends long distance
expenditure questions elicited biased responses, the market
share figures may be more accurate. This will be the case
if the reporting bias applies similarly to AT&T and the 0CCs

and thus is approximately correct in the ratio.
Which market share estimate is conceptually more correct?

The estimate on line 10, of 84%, is based on total revenues

from the Washington market reported to the Commission by

regigtered interexchange carriers. It 1is the most
appropriate conceptually because it captures all intrastate
services, aggregated by revenue. However, the 84% figure
overstates the conceptually correct market share in several
ways. First, it fails to capture the service provided by
unregistered companies; this is certainly significant. As
indicated above, the Commission has correspondence pending

with some 43 companies which seem to be operating in the

25
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state but are not registered. There are also compénies
which claim that their services are all interstate in
nature. WTCI is not registered with the Commission because
it assumes that its services fall entirely within the
interstate jurisdiction although it offers private 1line
service connecting Seattle, Spokane and Yakima. This
measure also overstates the conceptually correct market
share because it doesn't include private telecommunications
systems which serve needs that fall within the rélevant
market or which could rélatively easily be used to serve the
relevant market if profit opportunities were apparent. The
importance of this source of market discipline should not be
exaggerated, but piobably amounts to a percentage point or
two. Finally, AT&T's share is probably overstated in the
estimate because AT&T is in a better posiﬁion to accurately
measure its revenue from intrastate services. Since these
revenue estimates are used for the purpose of assessing
regqulatory fees, I expect that estimates from other

companies err on the low side.

Are there any other adjustments which should be made to this

estimate in order to apply it in this proceeding?

Yes, it should be corrected to give effect to the reduction
in AT&T's market share which has probably occurred since

calendar year 1985, the period which applies to the estimate

26
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on line 10. To give effect to-ail of these factors I would
reduce the estimate to approximately 75 percent, but the
implication for AT&T's market power 1is the same in either

case.

What is the implication of a market share of 75 to 84

percent for AT&T's market power?

This mafket share alone is neither sufficient to show the
presehce nor the absence of market power. It calls for
further analysis, particularly in the direction of two
additional factors listed in the Act: growth of market share

and ease of entry.

How does growth of market share bear on the question of

market power?

Market power is the ability to raise price without suffering

sigr;ificant losses in market share. If a firm is losing
market share it probably does not have significant amounts
of market power. The exceptions which lead me to qualify
this statement with the word "probably" are of two sorts:
the phenomenon causing the loss in market share might be a
transitory event, or the decline in market share might be a

strategic action of the firm alleged to have market power.
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Is AT&T's recent loss in market share caused by a transitory

phenomenon?

No. AT&T has been slowly losing market share for decades as
it has slowly lost control of the local exchange bottleneck.
This gradual loss of the basic source of its former market
power took great leaps forward with the divestiture of the
operating companies and the implementation of equal access.
Consequently, we are now observing faster reductions in
market share. The important point is that the severance of
AT&T's control over the local exchange is not a transitory

event.

Do you believe ‘that the present decline in AT&T's market
share might have been orchestrated by AT&T, perhaps to avoid

regulation or antitrust actions?

No. There is a long history of AT&T tariff filings (route
specific private line rates, optional calling plans, etc.)
designed to steﬁ the tide of customers taking their business
to OCCs or private systems. AT&T would have lost market
share much faster by inaction than by the course it has
followed. For example, in a case before this Commission,
Cause No. U-85-68, AT&T sought to demonstrate a revenue
deficiency but raise rates less than enough to recover its

entire revenue requirement. If AT&T was manipulating a loss

28
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of market share for the benefit of this Commission it surely
would have sought to raise prices enough to cover the entire

revenue deficiency.

What is the significance of the statute's test of ease of

entry?

The amount of market power which can be maintained in a
particular market is directly related to the magnitude of

barriers to entry in that market. Without significant

barriers -to entry, significant market power cannot exist.

The present structure of the induétry (numbers of
alternative providers, market.shares, etc.) together with
evidgnce of declining market share suggests that market
power no longer exists, or at least that it is dissipating.
If an examination of the ease of entry into the industry
finds no significant barriers to entry, then we are secure

in the conclusion that no significant market power exists.

What would be an example of a barrier to entry in .the

telecommunicatiocns industry?

The history of the industry holds several such examples, but
by far the most important is control of the local exchange
network. AT&T exercised market power in the interexchange

market by denying its interexchange competitors access to
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customers through the local network. Replication of the
local network was an enormous sunk-cost which new entrants
would have needed to incur in order to provide interexchange
service comparable to that provided by AT&T with universal
origination and termination. As was indicated above, this
barrier has been substantially dismantled and its ruins are

quickly being swept aside.
Do barriers to entry exist today?

Cerfainly. The remains of the unequal access barrier and
the sunk costs associated with acquiring right of way,
location specific system design and construction costs, and
perhaps others should be regarded as barriers to entry in.
the interexchange industry. The pertinent question is
whether these remaining barriers are significant, and the
answer to that question hinges on whether the barriers

prevent entry.

Are remaining - barriers significant in the sense of

preventing entry?

No. Entry and expansion is occurring in this industry at a
rapid rate. Some of the best evidence of this is in the

announced expansion plans of MCI and Sprint. The fact that

- expansion is occurring indicates that barriers to entry are

30
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not 'significant in the sense that is relevant to this
proceeding. There is also new entry in progress. Northwest
Microwave, with private line facilities now under

construction between Seattle and Spokane is a case in point.

Are there other examples of entry into the Washington

telecommunications market?

Yes, and I would like to mention two more examples: one
receﬁt, one prospective. The first is prospective; service
has not ‘been offered, construction of facilities has not
begun, but the operation now appears ’ready to make its
entrance if opportunities for ﬁrofit arise. A large forest
products firm designed a digital microwave route from
Eugene, Oregon through Washington and into British Columbia.
For one reason or another it was never buiit. A Washington
firm with experience in building and operating such
facilities on a smaller scale now holds an option to buy the
design for the system. I learned of the existence of this
plan when the firm inquired about regulatory requirements
for the operation of such a transmission facility on a
common carrier basis. I don't know whether the system will
ever be built. I am confident that such systems would be
built if prices in the Washington telecommunications market

were held above the competitive level.
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You also have ‘an example of recent entry that has already

occurred?

Yes. Attached as Exhibit 44 is a newspaper report from the
Aberdeen Daily World of March 31, 1986 which describes. a
microwave link between South Bend and Long Beach owned by
Pacific County. This facility was constructed in response
to an increase in AT&T's private line rates. The report
indicates that by this device the county's telephoné costs
will return to their level before the AT&T rate increase.
This is an example of a large user building its own
faciliéies in response to a price increase; not all users
can respond in this way, but some can. A few weeks ago I
received a call from an attorney in the county seat. His
law offices and the local title company were interested.in
sharing the county's facilities. The county was agreeable
and he wanted to know whether the arrangement would be
regulated by this Commission. This example is very rich
ﬁith illustrations, some of which I return to latef, but I
offer it here as evidence that existing barriers to entry in
the interexchange industry do not prevent entry and thus are

not "significant" barriers to entry in the appropriate

sense.

You determined earlier that AT&T's private line service

should be analyzed in a more narrowly defined ‘relevant
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market. Please proceed to your discussion of competition in

that market.

The only difference between the two relevant markets is that
for analysis of competition for AT&T's private line service,
resellers in the retail market for switched services should
be excluded, since they cannot readily convert their
operations to the provision of private line services which
could cémpete with AT&T's services. Much of what has been

said above applies equally in this more restricted market.

How many alternative providers of service are there when

resellers are excluded?

Mr. éumpter estimated that about half of his known
competitors had no transmission facilities. I expect that
his estimate is approximately correct, but to err on the
side of conservatism, I will use the figure of one quarter.
Appl&ing that ratio to the sum of registered companies and

unregistered "suspects" yields about 18 facilities based

carriers.

Are services widely available from alternative providers in

this more narrowly defined relevant market?

Yes, they are. The options may be greater gbing north and

33

Lt T



©W 00 ~3 O v W W

T L T T Sy s
S R 83 8 R 8 © o 84 o ok Nk R O

27

south on the I-5 corridor than going east and west between
tﬁe Seattle and Spokane LATAs, although WICI does offer
private line service between Seattle and Spokane and Seattle
and Yakima. Digital private line facilities are now under
construction between the two LATAs by U.S. Sprint and by
Northwest Microwave. Further, if the Commission accepts
AT&T's offer (Tr. 346-347) to have its classification be
conditioned on continued geographically invariant rates, we
need not concern ourselves with the distribution of

competition within the market.

Are alternative ©providers able to offer functionally

equivalent or substitute services at competitive prices?

Yes. Indeed, when attention is restricted to facilities
serving the Washington market, it becomes obvious that AT&T
has the competitive disadvantage of having older facilities,
installed prior to recent innovations in digital radio,
digital transmission on cable media and the fiber optic
transmission médium. Although AT&T faces no greater
barriers to replacing or expanding these facilities than do
other carriers, such projects take time; in the interim,

competitors will have an advantage which will be important

to some customers.

‘Are there other indicators of market power which require

34
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further discussion, beyond that directed to the broader

relevant market?

Generally, the earlier discussion should suffice, but I
would like to remark on the market share based on capacity
impiied by Mr. Sumpter's testimony in Ex. T-5 at p.12, line
8. Using Mr. Sumpter's estimates, AT&T now controls 67
percent of the market's backbone transmission capacity.
With thé completion of Sprint's fiber construction project
and.Ndrthwest Microwave's 18 DS3 channels under construction
AT&T's share will fall to 29 percent, and the competition
will be more or less evenly divided between north/south and
east/west. Note that these <bercentages are upper bound

estimates of AT&T's market share because they include only

some of the market's capacity.

Is it proper to include capacity still under construction in

calculating a market share?

In this case it appears that sufficient resources have been
committed to the projects to make their completion virtually
certain. Given that prospect, the incumbent will certainly
not attempt to hold price above the competitive level until
the new facilities are completed for fear of alienating

customers and damaging its prospects for the very near

future.
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Please summarize your conclusion on the existence of

effective competition.

After applying the statutory tests to the circumstances at
hand I conclude that AT&T meets the statutory definition of

a firm subject to effective competition.

. PRICE DISCRIMINATION AND LOW VOLUME USERS

- If AT&T's petition is granted with only the restriction on

geographic deaveraging of rates, is there a potential for

abuse of some submarkets?

Yes. One of the requirements for a smoothly operating
market is widely available information. As Dr. Kaserman
acknowledged (Tr. 398—399) low volume users will have lower
incentives to seek out and act on information concerning
competitive alternatives. Since AT&T is the incumbent, with
the longest hisfory in the market, and still associated in
some people's minds with "the telephone company", many
customers with low incentives to explore alternatives remain
AT&T customers by default (default in the equal access

balloting sense as well as more generally). This

competitive advantage, not available to OCC's, has been

conferred on AT&T by virtue of longstanding market
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dominance..

This thesis is supported by the Market Trends finding that
AT&T residential customers are significantly less likely to
switch long distance companies in response to a 10 percent
price increase. Ex. C€-33, P 30. This difference is
staﬁistically significant at the 95% confidence level. The
same result holds for the business market at the lower 90%
level, This difference in 1likelihood to switch carriers
implies a difference in firm-specific elasticity of demand.
Firm épécific elasticity of demand is inversely related to
market power. Thus, the market trends result suggests that
AT&T possesses the vestiges of market. power over some
customers. I believe that thé only identifiable group of
customers for which this is a matter of 'concern is low
volume users who do not benefit from AT&T's volume discount
programs. and who lack the incentives to seék out and act on
market information. Market Trends data shows a positive
association between volume of interLATA interexchange
calling and likelihood to switch carriers in response to a
10% price increase. This finding is statistically

significant at the 90% confidence level.

Does this group constitute a significant captive customer

base?

only in part, and for a limited period. These customers are

37
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not captives except of their own failure to seek out
informati&n. Alternatives are available to these customers
and information which they trust and can act on will coﬁe to
them in time. 1In any case, a simple remedy exists by which
low volume users can receive the benefits of competition
without the state continuing in the expensive and

unnecessary regulation of AT&T as if AT&T was a franchised

monopoly.
What do you recommend?

I recommend that AT&T's long distance prices for low volume
customers (where. I claim competition is not yet fully.
developed) be tied to prices faced by larger volume users
for whom AT&T has great incentives to offer price
reductions. I also recoﬁmend that AT&T be directed to
divide rate reductions étemhing from the current round of

access charge reductions between MTS and WATS on the basis

of relative volumes.

Please describe your plan for tying prices in the less
competitive low volume market to prices in the more

competitive high volume market.

I recommend that the Commission order AT&T not to change

prices for switched interexchange services in such a way as

38
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to decrease any ratio of average rate per minute for a
volume of ten hours per month to the average rate per minute
for a volume of one hour per month. Average rate per minute
for a particular volume of calling is the customer's total
cost under the most favorable tariff or price list for that
volﬁme of calls divided by the number of minutes in that
volume of calls. Calls for MTS and optional calling plans
are assumed to have a seven minute duration. For any
mileage‘band and time of day, the average rate per minute is
calculated on the assumption that ali calls are made within
the specified mileage band and time of day. This provision
should be in force until 1/1/89 by which time I believe that
sufficient information will beiwidely available that market

forces can be expected to replace this regulatory

requirement.
Would you please explain what your proposal means?

Altheugh it sounds complicated, the requirement is very
easily observed and is fashioned to interfere as little as
possible with the pricing flexibility appropriate for a
competitive telecommunications company. The principle is
simple: suppose that good C is subject to competition and
good M is provided in a monopoly market, and both goods are
produced by the same firm. A regulator wishes to grant as

much flexibility as possible to the firm producing C and M
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but wants the users of M to receive the benefits of
competitian for C. One way to accomplish these ends is to
allow the firm to choose whatever price it wishes, with the
condition that the ratio of the two prices cannot shift to
the detriment of users of good M. Then the firm will price
C with a view to competition, and M will receive the benefit
of any price cuts.

The present proposal is just that simple in principle, but
is complicated because prices vary with time of day and
various discounts and rate plans. Average rate per minute
is the common denominator by which the price paid by the low
volume user is compared to the price paid by the larger
user. The relationship between average rate per minute and
volume for daytime usage in the several mileage bands is

shown in Ex. 45. The nature of the price break available to

larger users is apparent.
Why did you select ten hours for the larger volume?

Ten hours is tﬁe lowest volume for which a wvolume discount
applies in the lowest mileage band. A ten hour per month
customer in that mileage band and time of day would spend
about $75 per month on that long distance service. 1In the

longest mileage band, such a customer would use WATS and

spend about $175 per month. Ten hours per month is not a

very large volume (one half hour per business day) but is
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largé enough that AT&T would not be likely to sacrifice
market share in this submarket in order to exploit whatever

vestigial market power it possesses over 1lower volume

customers.

What pricing flexibility would remain to AT&T if this

proposal is adopted?

AT&T would have a great deal of flexibility under this
propoéal. MTS rates could be 1lowered without any
restrictions. WATS or optional calling plan rates could be
raised without any concern for violatinQ this requirement.
WATS rates or optional calling plan rates could be lowered
so long as an equal percentage reduction (in the sense
defined in the proposal) is given to MTS. New mileage bands
could be added or existing ones collapsed. New time of day
rates could be added or existing cnes collapsed. There are
four hourly rate blocks in AT&T's existing WATS tariff. The
last‘three of the four could be lowered without considering
this requirement; only the first would require' a
corresponding reduction in MTS rates. In essence, AT&T

would have the freedom to do whatever it wants with rates

.except to respond to competition for the ten hour per month

customer without giving the benefit of that competition to

one hour per month users.
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Aren't these pfice differences for .the various volumes of

usage based on cost differences?

I doubt it very éeriéusly. The main costs that are likely
to vary with volume are billing costs. Since the 1local
exchange companies perform billing and collection services
for AT&T, the pattern of billing costs are easily observed
in the tariffs of the local exchange companies. I performed
some calculations of billing costs per minute for WATS and
MTS . based on PNB's billing and collection tariff. A
graphical presentation of these calculations is presented in
Exhibit 46. For the purposes of the calculations, average
MTS call duration was assumed to be 7 minutes and average -
WATS call duration was assumed to be 3.4 minutes, as
suggested to me by Jim Agan of AT&T.

Several points .are worth observing. Billing costs per
minute do decline with Iusage (more minutes over which to
spread the fixed cost per bill of rendering a bill). For
any given volume, billing cost per minute are lower for MTS
than for WATS because of the difference in call duration.
Certain costs vary with number of calls and a given volume
of WATS has approximately twice as many calls as the same
volume of MTS because of the difference in average call

duration. Costs per minute level off after about 5 hours.

The total amount of variation in cost per minute is tiny

(from about 1.25 to about 4 cents per minute) by comparison
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to Very ‘significant differences in price per minute for
different volumes. )

If cost differences are to Jjustify the large discounts
afforded to large users they will have to be costs other
than billing and collection costs. While I remain skeptical
that other cost differences could justify existing price

differences, I do not believe that it matters for this

proceeding.

If .the' price differences aren't based on costs then
shouldn't' the Commission require AT&T to cost Jjustify

existing rates before granting pricing flexibility?

I believe not. I believe that an effectively competitive
market will do a much more accurate and much more efficient
job of. determining costs than will | any regulatory
proceeding. The Commission's rules for classification of
competitive companies and services .require no cost of
service studies for companies which claim that all of their
services are subject to effective competition. The rules do
require such cost support for companies which offer a
mixture of competitive and noncompetitive services. The
rationale is clear: so long as a service is not subject to
effective competition it is the potential source of a
subsidy to competitive services. So long as a company

offers a mixture of competitive and monopoly services, it
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will have aﬁ incentive to justify such a cross subsidy by
presentiné the Commission with self-serving cost studies.
Unfortunately, such cost studies must be scrutinized.very
carefully. There is no such reason to get involved in the
intricacies of the costs of a company which offers only

services which are subject to effective competition.

Shouldn't the Commission be concerned about predatory

pricing?

- Not in this case. I generally agree with Dr. Kaserman on

the topic of predatory pricing by firms other than regulated
firms offering a mixture of competitive and monopoly .
services. His testimony provides an excellént statement of
the view that is conventional within +the econonics

profession and properly applies that view to the case at

hand. (Ex. T-1 p. 25—27)' Dr. Kaserman correctly points out

that there is very little uncontested historical evidence of
predatory pricing. Further, the conditions which must be
met to satisfy the theoretical basis of an incentive to

engage in predatory pricing are not satisfied in the case at

hand.

Will your proposal to protect low volume users require

filings before the Commission whenever AT&T wants to change

rates?
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No. Compiiance is very easy to monitor. When a price list
change 1is filed it would be a very simple matter (téking
only a few hours of analysis) to confirm or deny that a
violation had occurred. The cohputation is straightforward
and the required data are easily observed. There is very
little room for argument about whether a particular price

change vioclates the requirement I propose.

OTHER RESTRICTIONS THAT MIGHT BE IMPOSED ON AT&T

Do you believe that a restriction similar to your proposal
should be imposed on AT&T with regard to short haul

interlAT2 toll rates?

No. I suspect that short haul toll rates are too low right

now, particularly in light of the structure of costs faced

by an interlata interexchange carrier. The distance on
which costs depend for such a carrier is the sum of the
distances from»the calling party's central office to the
IXC's nearest Point of Presence (POP), from that POP to the
appropriate POP in the adjacent IATA, and from this second
LATA's POP to the central office serving the called party.
This is true for any call, regardless of the distance
between the calling party and called party, or length of

haul, on which rates are based. Short haul interLATA toll
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occurs when a call is placed‘to.a nearby subscriber but a
LATA boundary happens to lie between the calling party and
the called party. This situation only arises when both
parties are near the outer edges of their respective IATAs.
Since POPs are generally located at population centers
within the LATAs, not near their edges, the first and third
distances (from end user to POP) in the sum above will
generally be greater for short haul toll than for long haul
toll, so short haul toll may cost more on average than
certain longer haul calls. The principle is that it costs
more to serve customers who live near the LATA boundary, and
short haul interLATA toll involves serving two such parties.
This is a quirk caused by the lécation of the LATA boundary..
Firms_in a competitive market have incentives to bring rates
into correspondence with costs, and should be free to do so.
If AT&T's costs are higher than the coﬁpetitive level,
someone will see an opportunity to make a profit by building
a transmission facility between nearby exchanges which
happén to be separated by a LATA boundary. This is
precisely what Pacific County did between South Bend -and
Long Beach. Ex. 44. Independent telephone companies serving
areas near LATA boundaries which have some community of
interest in the adjacent LATA may consider building a trunk
group to the adjacent exchange -- and AT&T should be free to
set rates that reflect costs. If AT&T's rates accurately

reflect costs, those rates will convey the proper signals to
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owners and potential builders of network transmission
capacity and facilities will be constructed to serve the
state's telecommunications  needs at the 1lowest cost

possible.

Will AT&T change rates dramatically and expose ratepayers to

"rate shock"?

AT&T has incentives not to alienate customers. I would

expect that dramatic changes, such as that experienced on

. Pacific County's private lines (which occurred without the

benefit of pricing flexibility) would be rare events.

Do you believe that OCC's will be interested'in competing in

remote exchanges?

Yes, and I'll offer an ekample. Nespelem is a town of some
295 people about 103 miles Northwest from Spokane and 119
miles Northeast from Wenatchee by road. The . Nespelem
exchange covers. 1077 square miles and serves 439 acéess
lines. Nespelem was cut over to equal access on 12/1/86.

The ballot contained AT&T and 7 other carriers.

Do you believe that a prohibition on route abandonments is

needed if the Commission grants AT&T's petition?
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No, I do not believe that such a prohibition is necessary

but I see no harm in imposing the prohibition.

Should AT&T be prohibited from placing restrictions or

surcharges on services purchased for resale?

The divestiture court considered such a proposal and found

Althougn dhe Coum beseh i3 Rindiv on $CC AWles requiting resdl,

it unnecessary. ~I believe that it is even less necessary
now than when the court considered it. At the time of
divestiture there were fewer alternative providers available
than there are now. Unless AT&T hoped to exclude
competitors by denying access, a hope which has less basis

now than at the time of divestiture, AT&T should be glad to

~ have the wholesale business of retail competitors. Although

I find the proposal unnecessary, I also find it innocuous.

Do you believe that the Commission should impose a cap on
AT&T's rate of return, so that if AT&T were overearning at
some future time the Commission could reconsider AT&T's

classification?

No. The Commission is free to reconsider AT&T's
classification at any time, and indeed, the evidentiary
requirement in such a case is lighter than for the initial
competitive classification. The initial classification

requires a finding of effective competition and prescribes
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certain tests, but reclassification.requires only that the
Commission- find that reclassification is in the public
interest. I believe that the question comes dowﬁ to
speculation about what would be the proper trigger for a
reclassification proceeding if indeed the market will not
support competition. I would not rely on a rate of return
calculated from "costs" arising from books of account and
extruded through the jurisdictional separations process.
Separations processes are necessary for regulating a

monopoly which uses common facilities to provide services to

- two regulatory Jjurisdictions with different views about

which jurisdiction should bear which cost. As an indicator
of the effectiveness of competition in serving the purposes .
of public interest regulation, however, such a rate of
return would be a poor instrument. It is preferable to rely
on the structure of the market and conduct of its
participants. This reqﬁires considering what is happening
to market shares and to what extent are market participants

engaged in rivalrous be