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On Behalf of the Pennsylvania Office of Consumer Advocate Docket No. P-00971307

A

Effective Competition in the Business Local Exchange Market

BA-PA witness Dr. William E. Taylor says that high market share does “not
necessarily” indicate market power. BA-PA Statement No. 4, at 5. Would you
please comment?

Yes. Economt theory demorstrates that there is generallya direct relationship
between market share and market power: i.e., the larger its market share, the greater a
frm's ability to exercise market power and eam excess profits and/or pursue strategies
for sustaining its dominant position in the market. In the extreme situation, a singe firm
controling 100 percent of the market (ie., a pure monopolist) wil typrcally have great
market power, often alowing it to earn monopoly profits by establishing prices well
above margnal cost and/or engaging in price discrimination. As Dr. Taylor realizes,
there are exceptions to this general princple. Consider, for instance, a firm that controk
100 percent of the market for a product or service for which there is little or no
demand. If t is forced to sellbelow cost in order to generate any saks, it obviously
won’t be able to generate monopoly profits, and thus t is fir to say that it doesn’t
beneft from market power.

Howewer, in most markets, ncluding most business tekecommunications
services markets, ample demand exists, and few substitutes exist. Hence, a high level of
market share tramslates directly nto a high degree of market power. Market shares
below 100 percent can still confer considerable market power, particubrly where
customer allegances are sbw to change. For mstance, by cortrolling 60 percent ofa
particubr market while the remaining 40 percentis divided equally among a dozen
frms, a frm s lkely to have substantial nfluence over pricing and output withina

market. Such a market, while technically populated wth a reasomable number of



O© o0 I O W»nm B~ WD =

| NS T NG T NG R NG R NS T S T T = T T e W~ S =Y
AW N = O O 0NN N R WD = O

Direct Testimony of Ben Johnson, Ph.D.
On Behalf of the Pennsylvania Office of Consumer Advocate Docket No. P-00971307

competitors, may be little better than an unreguhted monopoly n terms of ts outcome.
The extent to which sucha market approaches effective conpetition will depend wpon
other varables, including 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.
Market share is not the only factor to consier. But, most of the studies in
economics which attempt to amlyz or measure market power focus on concentration
ratios (the percentage of ndustry sales, output, enployment, etc. claiimed by a given
nunber of firms--typically four or eight). Whik they do not provide the complete
picture, concentration ratios are very important, since they provide a practical indicator

of market power.

How does the concept of effective competition relate to the listed “criteria”
that the Commiiss ion is required to consider under subsection 3005(a)(1) ?

It s somewhat misleading to call these listed items “crteria,” since they are not precise
standards to be metby quanttatively measurabke means. Imstead, they are topics--
subject areas--that the hw requires the Commission to take into account in decding

whether to reclassify a service as compettive. The statutory checklist is as follows:

1. The ease of market entry;
2. the presence and viabity ofother conpetitors, including market shares;
3. the ability of competitors to offer those services or other activiies at

compettive prices, terms and conditiors;
4. the avaiability oflike or substitute services or other activties in the relevant
geographt area;

5. the effect, ifany, on protected services;
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6. the overal impact ofthe proposed reguhtory changes on the contnued
availability o f existing services;
7. whether the consuners ofthe service would receive anidentifable beneft from

the provision of the service or other activty on a competitive basis;

8. the degree of regulation necessary to prevent abuses or discrimination n the
provsion ofthe service or other activiy; and

9. any other rekvart factors which are in the public interest.

66 Pa.C.S. §3005(a)(1).

These are points which the Commssion must consider, not objective criteria
which readily resolve the question of whether or not a service is sufficiently competitive
to justify a reduction or elimination ofregubtory controls. While the legslature did not
use the term “effective conpetition,” there i considerabk paralel between ths concept
and the factors to be considered by the Commission. For instance, ease of market entry
(and exit) s important in judging the degree to competition s effective. Relative kvek
of market share are important in judging the “presence and vability ofother
compettors.” Simiarly, ifthe other firms do not offer “like” services whichare close
“substitutes” for those offered by the dommant firm or if these other firns are unable to
offer services at “like terms and conditions,” competiton may not be effective, despite
other ndicators that seem promsing

The list (excluding the no. 9 catch-all) actually breaks into two sets of four--the
first set (1-4) is potentally subject to quantification while the second set (5- 8) is more
inherertly subjective; yet both sets involve a considerable degree of judgmert. Thus,
for exanple, Item 2, the ‘presence and viability of other competitors” doesn’t state a
minimum number of competitors, nor does t specifya partcubr measure or degree of

“viabilty.” Depending upon a firm’s relative market share, and the likelihood that its
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market share would dimnsh if the dommant firm was released from reguhtory
restrictions, a competitive frm may or may not provide a “viable” source of competitive
pressure, and it may or may not remaina “vable” presence in the market once the
dommart firm’s offerings are reclassified. As I will show in the next section ofmy
testimony, the Company attempts to exploit the generality of the Chapter 30 criteria to
claim that its wide array of business servce cateories qualfy for reclassification as
competitive, without providing any substantial proof'that viable competition exists for

each such category within each part of BA-PA’s service termtory.



