Direct Testinony of Ben Johnson, PhD.
On Behalf of the Pennsylvania Office of Consumer Advocae Docket No. P-00971307

1I. BA-PA’s Competitive Position

Pleas e turn to the se cond section of your testimony, conce rning BA-PA’s
competitive position in Pennsylvania’s tele communications busines s markets.
First, what does the Company repres ent conce rning the Chapter 30 checklist?
BA-PA represents that all the conditions implied under Chapter 30 are fully met, and
that therefore all of its business services should be declared conmpetitive ard made
subject to reduced regulation. Specifically, BA-PA says its business services pass
muster in al the areas the Commission is required to corsider under subsection
3005(a)(1) of the Public Utility Code, 66 Pa. | will review these claims from my
perspective asan economnist, focusngon the market corditions which are necessary for
competition to be effective. There is consderable room for judgment in interpreting the
Chapter 30 checklist. However, it wodd ot be appropriate to reclassfy BA-PA’'s
business services as “conpetitive” urless BA-PA can denonstrate that the * invisible
hard” of competitive pressures wil provide a reasoreble substitute for the “\isible
hand” of regulatory control. Furthermore, it would not be appropriate to reclassfy BA-
PA’ s business services as “ competitive’ unless BA-PA can demonstrate that the
trarsition to effective conpetition has progressed far enough to ensure that BA-PA
won' t be able to halt the trarsition orce these services are reclassified.

In developing my arelysss, | fourd three points were particularly importart. (1)
Ease of market entry. (2) Viability of existing competitors--as reflected in market shares
and trends, and the extent to which competitors are dependent yoon BA-PA’s
urbundled network elements and other wholesale offerings. (3) Availability of “like”
services, and the extert to whichcompetitive offerirgs are percelved to be close

subdtitutes for the offerings of BA-PA.
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Q.

First, regarding ease of market entry, is it true, as the Company says, that
legal barriers to entry have been eliminated and economic barriers lowered?

Y es. Legal barriers to ertry have been eiminated from al Penrsylvana
telecommurications merkets, includinglocal exchange senvices, as a result of passage of
Chapter 30 and the 1996 Teecommunications Act. For the same reason, it isfarr to
say that ecoromic barriers to ertry have been “lowered” somewhat. However, it is not
clear that the economic barriers have beenlowered sufficiently to create or sustain a
competitive market. The Company claims these barriers have been* substartially
reduced.”

It isnow possible for competitors to provide all local and toll services, as
well as the high margin vertical services, by purchasing unbundled

netw ork elements, by purchasing BA-PA’s services a& wholesde
discounts for resale by using their own or other carriers’ facilities, or by
any combination of these means.... The growing number of competitors
offering and providing integrated packages of telecommunications
services to business customers in BA-PA’s territory, as described bd ow
[in 2] confirms the absence of any insurmountable barriers to entry to

the business services market.

BA-PA Petition at 4, 5. Asthis staterrent implicitly recognizes, the extert to which
barriers to ertry persist in a market is shown by, inter alia, the absence of competitive
entry and penetration into a merket. While previowdy existirg legal barriers to entry
may have beeneliminated, and sone econonic and technical barriers to ertry have
been reduced, this does not mean thet the remeinng economic ad technical barriers
areirdgnificant. To the contrary: the 1996 Telecom Act is now nore than two years
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old, ad Chapter 30 is evenolder; ye the total number of active conpetitive local
exchange carriers is still muchlower than the rurmber of active conpetitive long digance
providers. Even nore tellingy, the extent to which these conrpetitors have actualy
penetrated into the local exchange market, by developing a merket preserce, gaining
customers, and building revenues, is rdatively modest; and their merket share, as| will
show, isverymodest. The mere fact that a certan runber of “warmbodies’ have
shown up and at least rominally amounced their intention to offer local telephore
service is not indicative of the extent to which neaning'd “ ertry” is actually occuringor
feasible It isone thingto clamtha a market is theoretically “contestable’; it is another
(and far nmore significant) thingto show thet barriers to ertry have been largely or
entirely eiminated, or to show thet the market is in fact being vigorously cortested.
Thus, as | said in the first section of my testimony, the proof of BA-PA’s claim of
lowered economic barriers to entry effectively rests on the Company’ s ability to
demorstrate thet it already hes significant, not token, competition throughout its

sarvice territory, not just in afew niche markets, or highly ubanized areas (e.g., Cell 1).

This brings us to the Company’s allied claim--about the actual presence of
competition for business services. With regard to the category of business
local exchange services, how significant is that competition?

If one judges by the number of anrourced competitors, it may seemsubstantial;
however, if one judges by the extent to which these firms have actually ard aggressively
entered the market, and are successfuly gaining merket share, it isfar less sgnificant.
Accordingto BA-PA,

The viability of BA-PA’s competitors in the business telecommunications

market is goparent from ther lage number, the rapidity with which more
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are entering the market, and ther ability to compete successfully for BA-

PA’s customers.

BA-PA Petition at 6. Of course, the sheer number of announced competitors by itself
reveals vay little at this early jurcture. A lone whale doesri't get much competition
from aschool of mnmows. Deperding yoon how many actual custom ers these firns
have obtaired, the level of revenues they are gererating and the extert to whichthese
customers are profitable (and thus the competitors are likely to remain viable) one can
reach vastly different condusions about how low the econorric barriers to ertry have
been lowered. Consider, for example, how the sttuation would differ if nrew entrarts are
forced to sdll their services below cost inorder to overcome customer inertia, or to
overcome customers perception thet BA-PA’ s offerirgs are the “safest” and most
reliable choice. Under these circunstances, the econorric barriers to ertry may ramain
quite high, despite the nominal presence of alargenumber of entrants. The telling detail
would be the extent to which the new firms have gained market share, and are likely to
soon grow large enoughto truly challenge BA-PA’s dominant position inthe market.

In judging the extent to which barriers to entry have declired, the market share
of the corbined conpetitors--and the distribution of thet market shere in various
geogaphic submarkets--can reveal much about the true gate of the market. On that
score, the Company s case looks very weak.

For example, for businesslocal exchange service, BA-PA was unable to
specificaly documert its claimthat its competitors have demonstrated the “ahility to
compete successfully for BA-PA’s customers,” since “BA-PA does not track the
nunber of busiresslocal exchange cusomers that have been lost to competition.” BA-
PA resporseto AT& T IR 1-11. Instead, Compary witness Catherine A. Eicherlaub
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cited recert cumulative figures of 15,000 resold business ines, 11,000 unbundled
loops, and 9,000 ported telephore numbers. BA-PA St. No. 1.0, at 24. Thereis
presumably sone overlap betweenthelatter two categories, since sorre urburdled
loops are used in corjurction with ported telephore nurbers. The latter two totals may

aso include some residencelines 1d. at 23, in. 29.

Do these data suggest that BA-PA has significant competition in the business
local exchange market?

No. To the contrary, eventhe most generous interpretation of these data would
suggest that conmpetitive ertry to date has been very weak. If thebarriers to ertry had
trdy declined by as muchas the Company implies, and the existing sysemof reguation
had placed BA-PA at a disadvartage (e.g., because the Company can’t cut prices in
resporse to conpetitive inroads), the competitors' combined merket share woud be

more robust.

What is the Company’s present retail share of the business local exchange
market over the public switched network in BA-PA’s service territory?
According to BA-PA’sresponseto AT& T IR 11-7, as of January 1, 1998, the
Company provided local exchange service ove atotal of ***BEGIN
PROPRIETARY END PROPRIETARY *** business accesslires. As|
mentioned ealier, the Company does not track the number of business custoners or
lines lost to its competitors. However, the data supplied by Company witress Catherine
A. Echerlaub indicate a cumulative total of just 15,000 business linesare beingresold
by conpetitors alongwith just 11,000 unbundled loops. This represents less than ***
BEGIN PROPRIETARY END PROPRIETARY *** percent of BA-PA’s
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business access ines*** BEGIN PROPRIETARY END
PROPRIETARY***, suggedingthet, at least so far, the key dements of the 1996
Telecom Act which were desigred to reduce econoric barriers to ertry have not been

terribly effective in acconplishing this purpose

The Company claims that its figures “merely scratch the surface in reve aling
the le vel of competition in BA-PA territory.” BA-PA St. No. 1.0 at 25. Is this
true?
No. The Company might have a point if we were discussnginterexcharge setvice,
where the picture is complicated by private microwave systens and other “self-suypply”
options which aren’t reflected in most measurements of merket shere, and the fact that
some large custormers carry intralL ATA on dedicated circuits that primarily carry
inerLATA traffic. But, we aren't discussing the intraLATA toll market, where BA-
PA’s nominal market share has falento about 84% and can reasonably be expected to
contine afarrly rapid decline  See, BA-PA St. No. 1.1 at 2 (Docket No. P-
00971293). While there may be additional complications worth evaluating a surface
examination of the market share datafor loca exchange services is so unfavorable to
the Company’ s argumerts, | doubt any further digging below the surface of the data
woud charge the corclusion. Clearly, BA-PA continues to dominate the business local
exchange market, ard there are substantial econonic and/or technical barriers which
are sowing entry by new firms

In fact, data supplied by CL ECs through the discovery process indicate thet
fou of the largest competitors are cumuatively serving less than 62,000 business
access lines in Pemsylvania. Even if we assume atotal of roughly 100,000 lines have

been “lost” to retal competitors in the aggregate, including both resale and facilities
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based conpetition, this represents less then *** BEGIN PROPRIETARY END
PROPRIETARY *** percent of BA-PA'’s statewide busness access ines** *
BEGIN PROPRIETARY END PROPRIETARY ***

While precise data are not available for specific exchanges, it is reasonable to
assurre thet competitors market shere is primarily concentrated in the more urbanized
parts of the state, like Pittsburghand Philadelphia, where competitors like Teleport
have been building facilities for yearsto gaina customer base. Accordingy, the data
suggest thet more than two years after passage of the 1996 Telecom Act, and nearly
five years after passage of Chapter 30, the Compary’ sshare of the business local
exchange maerket remains above 90 percent inurban exchanges, and it exceeds 98% in
most of themore rural exchanges. Infad, in many rural locations local exchange
competitors have not even begunto enter the market and serve customers--a fact thet
confirms the continued existence of signficant barriers to ertry, and suggeds just how

premeture the Company s request for reclassification of its business services is.

In the testimony of M s. Eichenlaub, Mr. Shoohsan, and Dr. Taylor, BA-PA
denies thatits market share is all that dominant, cdlaiming that the proper
market for consideration is the totality of business services, not individual
services. Do youagree?

No. When amonopolist warts to deny control of the maerket, its obvious strategy isto
redefine the market--to enlargeits scope and shrink the monopoly service to apparent
insignficance. Thus we see BA-PA'’ sinsistence here that the “relevart merket” is far
broader than business local exchange. Accordingto the Company’s Appendix D to its
petition,
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[s]ervices provided to Business customers include: local exchange
service, toll service, data service, and optional services such as call

waiting and remote call forwarding.

The Compary istryingto have it both ways. On the one hand it has clearly
distinguished intralL ATA toll from other services used by businesses by pursuing its
reclassification in a separate petition nrow under consderation by the Commission in
Docket No. P-00971293. Asnoted, OCA is not contesting thet petition. On the
other hand the Company is attenpting to use the same evidence of conmpetitive activity
intheintraLATA toll market inbolstering its argument for reclassfying ALL of its
business services. But the facts and figures about busiress toll competitionare clearly
distinguishable and essentialy irrelevant to the present debate which shoud properly
foaus onthe remaining service categories included in the Conrpany s petition for
reclassification. While it is somewhet plausibleto combire local exchange
service with optional services like call waiting ad remote call forwarding--since the
latter services are almost always purchased from the provider of local exchange
service-- exparding the market definition in ths manrer will not have a significant impact
on the final conclusion. To the contrary, it is self-evident that BA-PA continues to erjoy
adomirent share of the business local services market, regardless of whether this
market is narrowly defined to focus onbasic local exchange service, or nore broadly
defined to include closely related services like call waitirg.

| agree with the substance (but not the appilication) of Dr. Taylor’ s statement
tha “if amerket is improperly defined, then market shares based onthat improper
definition will be misleading” BA-PA Staterrent No. 4.0, at 5. When toll service and

high volurme data services are properly excluded from condderation in this docket, it
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becomes obvious that economic barriers to entry remain high, thet BA-PA currently
monopolizes locd telephone service markets withinits service territory, and that it is

likely to continue to do so for sone years--especially in rural areas.

Q. How does the Company addres s the question of the lack of competitiveness in

business local exchange service?

A. Essentially, by tryirg to hide the udy facts in a crowd of prettier ones. BA-PA’s

position is thet
it is not appropriate for this Commission to consider whether BA-PA has
met the Chapter 30 criteria for competitive classification of business
services on a service by service basis. T he reality of the marketplace is
that business customers expect their telecommunications provider to be
ableto provide a“bundl€’ of telecommunications services and find it
beneficial to aggregate their traffic with one provider to obtain higher

discounts.

BA-PA Statement No. 1.0, at 4-5. | suggest muchthe opposite: that itisentirely
appropriate for the Commission to consider individua service categories as well as
various combiretions of services. The key question is whether or not a service

category should appropriately be redassified as conpetitive.

Q. The Company relies upon the importance of “bundling” different services in

submitting such an expansive list of service categories for reclassification. Do

you agree with this reasoning?

A. No. The Company s inabiity to provide some combinations of fuly “burdled”

telecommurications service is not due to the nronconpetitive status of certain services

9
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tha might be included within such bundles. Rather, it is due to the fact thet we are till at
an early stage in the transition to a nore conpetitive market. Evertudly, the Compary
may satisfy the FCC’ s conpetitive checklist and be able to offe “one-stop hopping’
on acortract basis, includinginterL ATA toll service. Ths remains true regardless of

whether or not any of its business services are reclassified as conmpetitive.

Does the trend in the Company’s sales support a competitive designation for its
business local exchange services?

No. Despite BA-PA’s claimed competitive losses, the total number of business local
exchange customers served by the Compary ard the total number of lines over which
those customrers are served have not fdlen in recert years. To the contrary, both of
these sales statistics have continued to increase. At the erd of 1995, the Compary
served *** BEGIN PROPRIETARY END PROPRIETARY***|ocal

business custoers over ***BEGIN PROPRIETARY END
PROPRIETARY***access ines The andogous figures for 1996 were *** BEGIN
PROPRIETARY END PROPRIETARY*** cugomers and *** BEGIN

PROPRIETARY END PROPRIETARY*** [ines; and for 1997 they
were ***BEGIN PROPRIETARY END PROPRIETARY*** customers
and ***BEGIN PROPRIETARY END PROPRIETARY*** lines

BA-PA responsesto AT&T IRsI-5and I- 7. 1t can thus be seen that duringthe two
years since passage of the 1996 Telecom Act, the Conpany hasenjoyed a ret gain of
***BEGIN PROPRIETARY END PROPRIETARY*** |ocal business
lines This growth exceeds the cunulative growth of all of its conpetitors conrbined.
Stated differently, the competitive “losses’ tha have occurred to date are so sall they
are outstripped by BA-PA'’s share of the overal gowth of the market. Under the

10
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circunstances, abou the only thirg the Comparny cansolidly clam is that its business
local exchange customer base is not expanding as fast as it would prefer. The existing
trend hardly calls for a sweeping remedy of the type proposed by the Company in this
proceeding

Q. What is your opinion concerning the sort of retail marke t share that BA-PA

would be expected to retainifbarmriers to entry didn’texist, and conditions were

ripe for a rapid transition to a fully competitive market?

A. Because the local telecommunications merkets are evolving and no clear precedents

exist, no one can say for swre. However, there are some indicators. For exanple, a
survey by People' s Choice provides an indication of the potential digribution of market
shares that could be expected once an effectively competitive telecom merket is
established: if gven afree choice of carrier, only 63.5 percent of resdentia customers
would stay withtherr incumbent carrier. The rest would migrate to an 1XC, competing
utility, or cable company. Public Utilities F ortnightly, January 1, 1998, & 15. This
finding is congstent with the actua state of the long-distance market, in whichthe
incumbent (AT& T) has steadily lost market share over the past 13 years and now
commandsbarely helf. FCC News, October 19, 1997.

Admittedly, the local and long-distance markets have different cheracteristics,
as do residential local service and business local service. However, these survey figures
are indicative of reasonable parameters of expectation. In my opirion, if barriersto
entry didn’ texist, it woud be reasonable to expect BA-PA to rapidly lose somewhere
between one-third and one-haf of its retail business. Stated, differertly, if customers
were truly free to choose fromamongst a variety of differert vendors, onewoud not

expect to see 90 percent of the cusomers choosng asngle firm as their supplier. The

11
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substartial gap between BA-PA'’ s present overwhel ming domirance of the business
local services market and the stuation which would exist if customers coud freely
choose their carrier is another indicator of why it would be ireppropriate to reclassify

the Compary’ sbusiness srvices at ths time.

Company witness Dr. William E. Taylor states that “[m]arket share measures
are backward-looking and fail to reflect the e xtent of current and prospective
competition.” BA-PA St. No. 4.0, at 5. Do you agree?

In areguated industry thet is subject to some degree of competition invarious markets
(e.g., the telecommunications industry), market shere data canprovide a useful
indicator of thelatent market power of the reguated firm  True, incumbent LECs have
been subject to regulation, and thus BA-PA has been congtraired in its ability to
exercise that power; consequently, there will not be a dear enpirical link between
market share and monopoly profits or other manifestations of merket power. But the
market share data, in conjurction with other factors, can still be useful inpredicting the
consequences of relaxing or rermovingthe regulationsthat have cortrolled the firmis
behavior.

The fact thet BA-PA has beentraditionally corstrained in exercising such
power will be litle consolation if those reguatory controls are lifted or relaxed. In ry
opirion, merket share and market concentration data can provide extremely useful
informetion in such ananalysis, provided that consideration is also givento trerds in thet
data. Evidence of high BA-PA market shares in particular markets would suggest the
potertial for BA-PA to exercise market power, if its regulatory bindings are untied.
Conversely, evidence of low BA-PA market shares woud offer greater assurance that

12
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BA-PA’s latent market power has beensufficiently diluted within thet particular merket
to justify reduced regulation.

According to Dr. Taylor, “capacity is a measure of greater competitive
significance in telecommunications markets thanis the historical share of
customers served.” Id Do you agree?

No. Dr. Taylor claims that a nore important quedion than merket sheres is “whether
there are aufficient competitors, actual or potential, to serve as discipliningforces on
BA-PA’s behavior in the markets for the services in question.” BA-PA St. No. 4.0, at
7, emphasis added. In other words, the mere threat of competition can be enoughto
keep BA-PA’s pricesdown. In the present context, that apparently means that the
Company’s actua market share doesn’t matter, provided they own enough capacity to
potentially serve more cugomers. | reject this argunent. If competitors have installed
far more capacity then they are presently able to use in serving customers, this suggests
tha economic or technical barriers are mekingit difficult for themto convince
cugomersto change carriers. | dorit believe it is plaugble to conclude that dozers or
hundreds of competitors are “free”’ to enter the market as deeply ard widely as they
wart but nore of themhawve chosento do very nuchwith this opportunity. A much
more plausible explanation is that the econoric and technical barriers to ertry remain
quite stbstartial. The implied argument urderlying BA-PA’ s postion in ths case is that
it is hamstrung by reguation ard can’t conpete effectively unless its petition for
reclassification is granted. If entry barriers had been eliminated and rew firms could
quickly and easily convince BA-PA’ s custonrers to change suppliers, ard if BA-PA
were truly a helpless giant that is precluded by existing regulations from defending its

13
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markets, the market share data would look much differert thanthey do, nearly five
years after the passage of Chapter 30.

Is there any direct evidence that economic and technical barriers to entry
persist?
Yes. Comnonwealth Telephone has reported numerous conplaints from business
customers which are alegedly the result of deficienciesin BA-PA’ s operations support
services (OSS). Mary of these customers conrplained that their nunbers were not
listed in the BA-PA directories, others that their nunbers were not available through
directory assistance. Inaletter to BA-PA, Comnmonwealth roted as follows:

This has been a continuing issue since Commonwealth started doing

business with Bell Atlantic. Our customers are not receiving the service

that we have guaranteed them. We are also concerned that we are not

recaving the commitment made regarding Directory Assistanceissues in

Section 19.1.2 of the Interconnection Agreement dated October 23,
1996.

Resporse to BA-PA IR 1.6.  Commonwealth hes also docunmented substantial
problems with BA-PA’s missing scheduled order dates for unbundled loops and RSAs
Over a venweek period in Novermber and Decerrber of 1997, BA-PA alegedly
missed the requested due date on more than half of Comnonwealth' s orders. Id.

It is obvious that a chronic problemwith begiming service could do damage to
Commonwealth’s reputationinthe communities in whichitisattenpting to establish a
strong merket presence, and will certainly irhibit customers from tryirg their senice. If
these prablens are truy theresut of BA-PA'’ s failure to implement effective OSS
procedures in a timely fashion, that would be doubly disturbing But, regardless of

14
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whether the fault lies with BA-PA and its employees or with Commonwedthand its
employess, it is clear that technica barriers to entry exist.

Are there also economic barriers to entry to the Pennsylvania local exchange
markets?

Yes. Suchbarriers exist for both facilitiesbased competitors and resllers. In the case
of facilities-based carriers, the most prominent barrier to both entry and exit is the
enornous cost of installing new fadlities. Giventheexistence of an ertrenched
incumbent LEC with a ubiquitous system and deep pock ets, buildinga competing
network isarisky venture that few are goingto undertake, epecidly in the face of BA-
PA’s obligation to roll out its conmplete broadband network by the year 2015. 66 Pa.
C.S. §3003(b).

The high cost of installing new fadlities is compourded by the fect that new
carriers face considerable urcertainty about how quickly they will be able to woo
custome's, gan merket share, and achieve ecoromies of scale. Most facilities-based
carriers are likely to dart off by installing fadlities that are limited in scope ard largely
confined to servicinglarge cugomers in corcentrated areas. This reduces the scale of
theinvestment, and allows a nore focused business plan. However, it also increases
risks, since the carrier will be dependert upona less predictable income streamthen if it
were servirg hundreds of thousands of seller customers. Over time | would antici pate
new fecilities being built in more and more markets. In conbination with resale of
urburdled elements, one canenvision a situation where effective conrpetition emerges
over time.

However, there seers little prospect, gven current technology, of rapid and

immediate emergence of multiple fecilities-based local neworks throughout the

15
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Commonweslth. Thus, it isfair to say that the economic barriers to facilities-based entry
remain gquite high Within the rext few years, the bukk of the Conrpany s conpetition
over muchof the Commonwealth can be expected to come from resellers of services
and unbundled network elements (UNES).
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