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Competition

Pleas e turn to the s econd major section of your testimony. Would you pleas e be gin
with a brief discus sion of the historical and economic context s urrounding
telecommunications competition?

During the past several decades, the tekcom industry has been slowly ewolving away from a
regulated monopoly structure towards a more competitive one. Governnment polcy has
encouraged this trend, in aneffort to achieve nore rapdly the berefits of effective conpetition,
mnchdnglower prices, higher service quality, and enhanced technolbogical progress.

In many state jursdictions, at the initative of reguhtors or legishtors or both, utity
reguhtion has been evolving away from the classic rate ofreturn approach. Today, reguhtion
oftenincludes price-cap mechanisms, segregation of compettive and monopoly services,
regulatory forbearance, and other procedures designed to maintain universal service and
protect the public from market power, while encouraging a more rapid transition toward
effective conpetition. Simultaneously, the approach wsed in designing most tekcom rates has
been evolving away from settng prices exclusvely based uponembedded cost and value of
service. Prices have ncreasingly beenreguhted on the basis of market conditions and forward-
looking, economic costs.

The 1996 Federal Act represents a gant step forward abng ths road. Congress has
mandated the removal of many barriers to competitive entry, and t has encouraged further
movement towards pricing based upon economic costs and competitive market forces. The

FCC explams:

Historically, reguhition of ths industry has been premised on the belief that
service could be provided at the lowest cost to the maximum number of
consumers through a regulated monopoly retwork. State and federal regulators
devoted ther efforts over many decades to reguhting the prices and practices
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of these monopolies and protectng them aganst competitive entry. The 1996
Act adopts precsely the opposite approach. Rather than shelding telephone
companies from competition, the 1996 Act requires telephone companies to
open ther networks to conmpetition. [Implementation Order, q1]

Do you believe this trend towards increased local exchange competition is in the public
interes t?

Yes, [ do. Irecognize there are potential pitfalk, and it may not be possible to achieve effective
competition n every market, but the overall thrust of the 1996 Federal Act s sound, and can
reasonably be applied to many Arzona telecommunications markets. As proceedings and
reguhbtory activties in other jurisdictions attest, both the technological milieu and the tides of
public policy favor local exchange competition.

It has been long recognized that rate of return reguhtion serves as a surrogate for the
competitive market. Regulation was required because competiion, for wel understood reasons,
has generally been absent. Now, as a result of changing technologies, markets, and attitudes, as
well as mnovative approaches to public policy, effective conpetition has become a vable
prospect. Where competition can successfully be introduced, it should be encouraged to the
fullest extent, and it wil gradually become less necessary to rely upon regulation to protect the
public interest.

Compettion provides consumers with more optiors, albwing themto choose amongst
a wider variety of products and services, and allowing them to change carriers ifthey are
dissatisfied. Effective conpetition forces all frms in the mdustry to adapt their products and
services to the demands of consumers, drives prices downward toward the actual cost of
service, and promotes productive efficiency, to the beneft of society as a whole.

For the public interest to be served, however, competition must be real (ie., efective)
and not merely nommal. Furthermore, it & in the public nterest for the scope of competition to

encompass an entire market or community, rather than limting t to a small group of customers
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(e.g. large busmesses). Clearly, inmany areas telecommuniations market conditions of this
description wiltake considerable tine to develop, and requre the type ofregulatory boost
whrh s provided by mandatory resale and rental of uynbundked network elenents.

Effective competition canbe beneficial to the public interest by increasing consumer
choices, promoting technological and service innovations, and (often, but not always) lowering
prices. However, the simple act of opening a market to conpetition by no means ersures that
effective conpetition will emerge. Even i the best of circunstances, there is likely to be an
unstable and hazardous perod of transition, ndeterminate in duration, as monopoly gives way
to truly compettive conditiors.

Economi theory defines a purely competitive market in very specifc terms. First,
nunerous firms must participate, each acting independently and none controlling a share of the
market lrge enough to significantly nfluence its prices. Second, the goods or servces
produced nust be homogeneous (e.g., no product differentiation). Third, there must be no
substantial barriers to ertry or exit.

There are fw real-world markets that conformto this strict theoretical defintion of
pure competition. Nevertheless, its characteristcs provide a good benchmark for measuring
the degree of competitiveness—how clsely does a specific market approach that benchmark? It
is possible for some telecommunications markets to swstain effective conpetition--where a
relatively large number of frms are competing, no one firmis domimant, and prices are
controlkd by the market, rather than by the actions ofthe dommnant firm, or a few ndividual
firms. If such conditions prevail customers receive the benefits ascribed to competitive
markets, and many of the regulatory controls required in a monopoly environment will no longer

be needed.

You emphasize the need for effective competition in order to achieve beneficial res ults.

Could you explain howit has significance in this docke t?



O 0 9 N Nk~ WD =

—
o

N DN = et e ek e e e
— O 0O 00 NN N kW

N NN NN N NN
O o0 N N W Bk W

Direct Testimony of Ben Johnson, Ph.D.
On Behalf of the RUCO Staff, Docket No. T-01051B-99-0105

A.

Yes. Effective competition s present when a market i free of substantial barriers to entry and
ext and when no frm or consortumof firms in t has enough market power to setor strongly
influence market prices. This implies that there are mulkiple frms operating in the market, seling
essentially the same product for prices determined by market forces. Eachsuch frmis largely
unabk to set its own prices; rather, it must take as a given the level of prices determined in the
market phce. (Ifthe firm attenpts to charge more than ths market-determined price level it
will lose virtually all its customers.)

I agree wih the official position statement adopted by the National Assocation of

Regulatory Utilty Commssioners (N ARUC), as set forth below:

The framework for transitioning to industry-wide competition must be properly
lad or we risk having unreguhted monopolies, increasing telephone rates,
decreasing subscription levels, diminishing quality of service, and infrastructure
dis-investment for some areas. Because of the incentives and opportunties for
dommarnt providers to frustrate competition, there must continue to be oversight
of the transition.... The development of competition & a time-intensive, pro-
active effort. Removing statutory and kgalbarriers to ertry is the first step.
However, the subsequent steps which will actually alow competition to devebp
will be where the hard work lies. [NARUC Bulletin No. 48, Novenber 28,
1994, p. 5.]

Only if there is effective competition will consumers be abk to reap the ful benefits of

competitive delivery of bcal telephore service.

You have been distinguishing betwee n the mere presence of competitors and an
effectively competitive market. Would you pleas e e laborate on this distinction?
Yes. Itis sometimes assumed that a market 8 competitive i t contains more than ore firm.
However, the mere presence or absence of multple firms does not determine whether the

public is receving full benefits oftrue competition. Effective competition s present when a
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market i free of substantial barriers to entry and exit and when no firmor consortium of frms
has enough market power to set or strongly influence market prices. Both buyers and selkers
must view price as a given. Al participants in the market must behave as if market prices are
umffected by their own decisions regarding how much they should purchase or produce.

Ifeither buyers or selers recognize that they can corntrol prices, competitive conditions
do not prevail. The greater the degree of control which can be exercised, the less competitive
forces will prevail. Usually, four conditions are considered sufficient to assure that sellers will
behave as "price takers," or effectively competitive with each other. Ifany one of these
condtions s largely or entirely absent, the prospects for effective conpetition are dimmnshed or
eliminated.

First, no one firm can have a dommant share of the market. Ifa frm engages n price
leadership, dommant firm pricing, or price discrimmnation, its behavior is inconsistent with
competitive behavior. This condtion s violated in markets where a carrier's market share is
substantially greater than that of all its competitors combined.

Second, the offerings of the supplying frms must be reasomably uniform or similar from
the perspective ofthe buyers in the market. If consumers view a partcuhr product or service
as uniquely prefrable to the alternatives offered by other firms, the supplying frm will not need
to behawe as a "price taker." A similar problem can arise if consumers are relictant to change
suppliers even n the fice of substantial nducements (e.g lower prices).

Third, the number of supplying frms must be large enough so that the totalamount
supplied to the market cannot be restricted. It always is in the nterest of supplers to limt the
total amount supplied to the market, because by limting supply, they can charge a higher rate
and earn greater returns (economic profits) thanunder the condtions of competition.

Fourth, as noted in the criteria cited above, firms must be free to enter and exit the

mdustry. [fany frm decides to produce the service, no substantial legal fnancial, or other
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barrier must stand inits way. Patents or trademarks (such as brand names) and other legal

barriers can preclude effective entry.

How do you determine whether effective competition has developed?

Ifany one ofthe condtions justdiscussed is largely or entirely absent, the prospects for
effective competition are diminished or elimnated. Market domimance and the ability to
exercse market power--not the mere presence ofalternative suppliers--are the key ssues n
deciding whether or not effective competition has emerged or s emerging Thus, a logical first
step in evaluating the extent of competition is to evaliate relative market shares. If the
mcumbent contnues to enjoy anoverwhelmingly hrge market share, rehtive to the new
entrants, t would not be approprate to assune that conpetition & effective, and dereguhtion
would be premature. Unless and until the ncumbent’s market power is eroded, the contnued
regubtory oversight provided by state commissions and the FCC provides valuabk protection
from this power. Policy makers at both the state and £deral levelhave taken steps to move
telecommunications markets towards effective competition; however, that doesn’t necessarily
indicate that the transition to effective conmpetition has yet been achieved n any particubr case,

or that reguhtory protections should yet be removed.

Incumbent LECs have claimed in other venues that high market share does “not
necess arily” indicate market power. Would you please comment?

Yes. Economic theory denonstrates that there is generally a direct rehtionship between
market share and market power: ie., the larger its market share, the greater a firm's ability to
exercise market power and earn excess profits and/or pursue strategies for sustaining is
dominant positon inthe market. In the extreme situation, a single firm controlling 100% of the
market (ie., a pure monopolist) will typically have great market power, o ften allowing it to earn

monopoly profits by establishing prices well above margnal cost and/or engaging in price
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discrimmation. Of course, there are exceptions to ths gereral principle. Consider, for instance,
a frm that controk 100% of the market for a product or service for which there is litle or no
demand. Ift is forced to sell below costin order to generate any sales, it obviously won’t be
able to generate monopoly profits, and thus it is fair to say that it doesn’t beneft from market
power.

Howewer, in most markets, ncluding most tekcommunications services markets, ample
demand exsts, and few substitutes exist. Hence, a high kvel of market share translates directly
into a high degree of market power. And, of course, market shares below 100% can stil
confer considerable market power, particubrly where customer allegances are sw to change.

For instance, by controlling 60% of a particular market whik the remaining 40% is
divided equally amonga dozen frms, a firm is likely to have substantial influence over pricing
and output within a market. Such a market, while technically populated wth a reasomable
nunber of competitors, may be litte better than an unreguhted monopoly n terms of its
outcone. The extent to which such a market approaches effective conpetition will depend
upon other varables, incliding the extent of barriers to entry and exit and the extent to which
customers fludly move between suppliers or tend to “stay” with a singe supplier.

Thus, I agree that market share is not the only factor to consider. But, most of the
studies in economics which attempt to amalyz or measure market power focus on
concentration ratios (the percentage of industry sales, output, employnent, etc. chimed by a
given number of frms--typrally four or eight). While they do not provide the complete picture,
concentration ratios are very mportant, since they provide a practical indicator of market
power.

As I explaned earlier, an exammation of market share data is a logical frst step. If the
results of ths exammnation suggest that the mcumbent’s market dominance has eroded
substantially, thena review of other factors would be approprite, ncliding the extent of

barriers to entry and ext, the extent to which customers consider the offerings of different firns
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to be close substitutes, the willingness ofcustomers to change suppliers in response to price and
qualty differences, and so forth. The approprate reguhtory response (potertially nchidnga

substantial degree of dereguhtion) would depend wpon the results of'this examination.



