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Inthis phase of the docket, the Company is providing estimates of both “onset costs”
and “nonrecurring costs.” How are these two types of costs distinct?
Onset costs are the costs assocated with the modifications to the Company’s network and
suppotting systems needed to conform to the requirements of the 1996 Act that ILECs make
therr retail services and service elements avaihble to competing local exchange carriers. For the
most part they are fixed, volume insenstive costs which are incurred at the start of competition.
However, some costs that are classified by the Company as “onset costs” are affected by the
level of anticipated demand, or the volume of competitive activity. Nonrecurrng costs are
almost entirely demand-sensitive costs, which are assocated wth the actual provision of
unbundled elements to competitive carriers. They difer from recurring costs (the subject of
Phase II of this proceeding) in that they are one-time costs incurred as a result of an order to
initate or change service. The nonrecurring and onset costs are simiar in one way: they both
tend to be associated with the process whereby end use customers change from one carrier to
another.

Bell Atlantc - North proposes that all ofthese costs be recovered from its compettors-
-some ona per-carrier bass, some on a per-transaction basis. However, this is not the only
alternative. A portion of the onset costs could reasonably be borne by Bell Athntic - N orth,
because they are fixed costs which are requred by the 1996 Act; they are not specifically and
exclusively attributable to the CLECs. I will dscuss ths point n more detail later n my

testimony.

You have discussed the differences between onset and nonrecurring costs. Are there
also similarities in these two categories?

Yes. Both of these two categories of costs closely relate to the process by which customers
obtain or change their telephone service. The impact of both onset and nonrecurring costs falls
heavily on customers that change carriers, as well as those who move to a new location. In
economi terms, these are classified as “transaction costs,” like brokerage fees and credit card
processig fees. It s well established that high transaction costs reduce the effciency of

markets, and make it more difficuk to achieve effective conpetition. In general, high transaction
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costs discourage transactions, nhibit the exercise of consumer choice, and create market
friction (i.e., slow downor halt competitive pressures by inhibiting customers from “shopping
around” or sbwing the movement and impact of changing price signals). An important
characteristic of purely competitive markets are that transaction costs are very low, relative to
the value ofthe goods and services being purchased. Where transaction costs are high,
effective competition is kss likely to exst.

These general economic characteristics are particulrly applicable n ths context. If the
Commission were to approve high nonrecurring charges, it willtend to discourage new carriers
from entering the market, and will tend to discourage customers from changing from ore carrier
to another. Currently, Bell Athntic - North directly serves nearly 100 percent of the retai
market. If relatively high levek of onset and nomrecurring costs are incurred and imposed on
CLEG:s, it wil be relatively costly for end-user customers to switch ffom Bell Athntic - N orth
to another carrier.

Froma public policy perspective, there is a clear trade-offbetween the kvelof
transaction costs applicable to the CLECs (and imposed on their customers) and the ntensty
and degree of competitive pressures which can be expected to emerge over time. With
relatively ow transaction costs, it will be easier for CLECs to enter the market, and it wil be
relatively costless for customers to change carriers, in order to “try out” a competing carrier’s
service, or to respond to a small price difference. With high transaction costs, movement
between carriers wil be discouraged, and mnor diferences in prices and qualty won’t be
suffcient to motivate such changes. In general a high level oftransaction costs wil tend to result
in a market that is relatively rigid and nefficient. Customers wil be discouraged from changing
carrers, and the trarsition away ffom monopoly conditions nay be greatly sbwed, or
precluded entirely. Accordingly, from a public interest perspective, t is preferable to keep
transaction costs as low as possble.

From an ncumbent carrier’s perspective, of course, these problems may seem like
benefits. Thus, if Bell Athntic - North incurs a high level of onset and nonrecurring costs and
passes them along to its competitors, that wil have two salutary effects for Bell Athntic -

North: it will discourage competitive entry, and it wil impede the CLECs’ ablility to gain market
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share.

If the actual level of transaction costs is relatively high, would there be any benefit to
recovering some of these costs through recurring monthly rates, in order to minimize
the transaction fees paid by customers that are changing carriers?

Yes. Itis obvously preferable to mnimize the actual level of transaction costs actually ncurred.
Where a relatively high levelof costs has already been ncurred, or nust necessariy be
incurred, there would be some benefi to shifing the ncidence of these costs away from the
transactions themselves. In other words, from a public policy perspective, t may be preferable
to recover some of the onset and nonrecurring costs through recurring charges imposed on all
customers--not just those who choose to change carrers--in other words, to treat a portion of
the actual transaction cost as a general cost of promoting competiton, spread to all customers.
A precedent can be found in the FCC’s decisn to impose a $5 cap on the fee for changing
presubscribed interexchange carriers. While the ful cost of changing carriers was estimated to
substantially exceed this amourt, as a matter of policy the FCC decided to cap the fee at a
relatively modest level which wouldn’t discourage custoners from changing carriers in response
to minor diffrences in pricing or service quality. The remaining costs of changing carrers, if

any, are recovered through recurring switched access rates.

Has the low cost of changing interexchange carriers been a pro-competitive factor in
long distance markets?

Yes. The overall effect of ths policy has been to enhance competition and dimnish AT&T’s
market power. The primary beneficianes of this polcy have been price-sensitive customers,
who change carriers frequently, and the smalkr carriers, who have gradually been increasing
their share ofthe market. As a result, market share data reflect a farly dramatic erosion of
AT&T’s market dominance since implementation of equal access. According to the FCC,
between 1984 and the second quarter 0of 1997, AT&T s national share of bng-distance
revenues decreased from approximately 90 percentto 51 percent. During the same period,

MCT’s share rose from 5 percent to 17 percent, Sprint’s share rose from 3 percent to 9
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percent, World Com’s share increased from vrtually nothing to 7 percent, and collectively the
hundreds ofother competitors ncreased from 4 percentto 16 percent. [FCC News, October
10, 1997.]

As conpetition has intensified, the “churn rate” for long-distance carrier presubscription
has ako increased. A recent market amalyss estimated the residental tumover rate n 1997 at
about 25 percernt. [tele.com, March 1998, p. 19.] In other words, t has been estimated that
roughly ore in four households changes long distance carrers each year. Customers would not
be as willing to change IXCs, nor would carriers be as sensitive to competitive pressures, if the

nonrecurring fees associated with changing carriers were high.



