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Public Interest Analys is

Potential Harm

>

>

You have been discussing the potential benefits of the merger. Are there any potential
detrimental effe cts which could arise from the merger of Qwest and US Wes t?

Yes. There are aspects of the proposed merger which may not be in the public nterest. First,
the merger could hinder the development of bcal competition n US West’s region by
elimnating a viable competitor (Qwest) and by strengthenng the competitive position of the
dominant carrier (US West). Second, there is a significant risk that the merger wil have the
effect of diverting of US West’s resources away from the 14 state n region, redirecting these
resources towards Qwest’s ventures i other parts of the country and the world. Even within
the region, Qwest may concentrate on retaining and expanding its share ofkey business and
urban markets, while giving littke attention to its residential, suburban and rral customers. Thid,
there is a rsk that within Arizona, the combined company will be even less motivated to
provide high quality service at a reasomble price. Given its national and nternational
broadband orientation, Qwest may view residentil and rural customers in Anzona as a cash

cow, whose primary role is to help fnance its global exparsion.

Could you explain how the merger might eliminate a potential competitor in US West’s
local mrkets?
Qwest s predominartly aninterexchange carrier, but the company and ts affliates have some

operational experience in local markets. Qwest exphirs its experence as folbws:

Qwest subsidiaries have resold local services to a number of customers,
including an inbedded base of residentil customers.... Through such efforts,
Qwest has been abk to offer resold local service to its customers in hrge areas
of the regons served by incumbent local providers Bell Atlantic, BellSouth,
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SBC and Aneritech. To meet the chalenges of local television service, Qwest
has formed a new divsion caled QwestLINK that will be responsible for
Qwest’s bocal market expansion throughout the United States. The enployees
of QwestLINK have beenrecruited from companies with years of experence
in the provsion oflocal telephone service, including SBC, MClmetro, ELI and
Nextel to name just a few. [Response to StaffIR 1-27].

Qwest’s current plans for local market expansion include shiffing people and resources “to
accelerate building 25 local broadband networks”. [Response to AT&T IR 1-26, Attachment
A]. Businesses in four Californa cities will be the first to receive integrated voice and data
services over Qwest’s ocal network. To date, however, most of Qwest’s local services hawe

been provided throughresak of mcumbents’ services.

What type of local service presence does Qwest have within US Wes t’s region?

In ts Application filed with the FCC, Qwest states that it “does not have materal local
facities-based activity n the US West Region”. [FCC Applration, p. 13]. Also, Qwest
exphins thatall resake customers in US West’s region “have now been migrated to other
service providers”. [Response to AT&T IR 1-11]. I have not found any data regarding the
number of resak customers Qwest had n US West’s region prior to its merger phns.
Howevwer, the timing of Qwest’s plan to merge with US Westand ts decsion to divest ttself of
its bcal in regbon customers is not coincidental. Instead, it appears that Qwest decided to merge

with US West, rather than compete wih this dominant carrier.

Would Qwest have been a viable local competitor if it had not chosen to merge with US
West?

Yes. Qwest s well-positioned to be a major competitor to USWC in the provsion oflocal and
other bundkd services within Arizoma and n other parts ofthe 14 state region. Qwest has built

an long haul retwork throughout the USWC region, and it is currently buiding local networks in
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varbus markets across the country. Until recently, Qwest was actively reselling in region local
services. Ako, several Qwest subsidiaries operate as CLECs in various markets in regon and
out of region. [See, Response to AT&T IR 1-2, Attachment C]. There is every reason to
assume that, absent the merger, Qwest would become an aggressive entrant nto US West’s

local markets in the Phoenix and Tucson areas.

Could the merger affect the likelihood that o ther pote ntial competitors will enter US
West’s market?

Yes. In Apri of 1999, Qwest announced a deal with BellSouth in which BellSouth purchased
approximately 10 percent of Qwest’s outstanding shares for $1.93 billion.

[www.belkouthcorp.com]. Terns of the dealmay ako give BellSouth the right to purchase an

additional 10 percent of Qwest. [See, Comments of Allegance Tekcom, October 1, 1999,
FCC Docket 99-272]. After the merger, BelSouth will effectively own a signifcant share of
US West. Giventhis investiment, BelSouth will be less likely to become a competitor in the 14
state region. Other carriers may ako be discouraged from entering the US West region—not
necessarily because ofa direct conflict of nterest, but smply because the Qwest/US West
combimation may enjoy anevenmore dominant position than US West and other RBOCs that

are hrgely confned to their ownregion, and don’t control a natonwide fiber network.

Eliminating or discouraging potential competitors will further strengthen US West’s
competitive position. Are there other aspects of the merger that will increase US
West’s ability to dominate its markets?

Yes. The merger will create a unique conpetitive powerhowse, combinng a dommnarnt local
exchange carrier witha nationwide broadband network. This combination wilallow Qwest to
offer service packages that will be very hard for prospective conpetitors to match.

Accordingly, the combined company may gain an even greater ability to stife competition and
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protect its dominant share ofthe market n the 14 state region.

Has US West been success ful in maintaining its market share, to date?

Yes. Up to date, detaled market share data is, unfortunately, not readiy availabk. The FCC
maintains certain databases containing nformation provided by large ILECs. However, the
data is not fully current, and it does not include statstics for ficilities-based competitors.
Nonetheless, such data can be used to get a general feel for the extent to which competitors are
successfully entering incumbents’ markets. Table 4 below shows the number of switched
access lines for US West and other large ILECs, as of December 31, 1998. Also shownare
the number of access lines bengresold by competitors and the minber of loops that are being
rented to CLECs.

Table 4
(000)
Total Switched  UNE Loops ResoldLines Percent UNEs and
ILEC Lines Resale
Amertech 21,054 100 450 2.6%
Bell A tlantic 41,429 91 619 1.7%
BellSouth 24,104 41 543 2.4%
GTE 17,008 23 100 0.7%
SBC 36,778 67 823 2.4%
Sprint 7,545 30 54 1.1%
US WEST 16,695 8 149 0.9%
US W es t-A rizona 2,720 1 11 0.4%
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As shown, as of the end of 1998, competitors were renting or reselling 0.9 percent of US
West’s lines in ts 14 state region. This compares to 1.1 to 2.6 percent for other hrge ILECs.
In Arizona, compettors were only renting or reseling 0.4 percent of US West’s lires.

As I explaned, this data does not nclude lines provided by facilities-based competitors.
Also, the data s 14 months old. Giventhe trend towards competition, and the fact that some
competitors are providing service over their own facilities, it is reasonable to assume that today,
US West’s share ofthe Arzoma market has declined bebw 99 percent. Undoubtedly, sone
parts of the state are seeing more competitive activity than some other parts of the state, but the
overal trend s quite gradual Keep in mind that by December 1998, the date ofthese statistics,
the 1996 Federal Act had been in effect for nearly three years.

I expect conpetitors will continue to refine ther busmness phns, and willincreasingly
gamn credbility wth customers. Over time, they can be expected to provide an increasingly
more significant competitive chalenge to US West (or Qwest). However, even the most
generous nterpretation of the market data suggests that competitive entry is not an easy
process, and it willbe a long time before US West no longer dommnates Arzona markets. It
may be even bnger if US West has the ability to use Qwest’s services and facilities to offer
services and packages that can’t be matched by conmpetitors. In fact, the Companies’ estimated
syrergies inclide ncreased revenues from ***Highly Confidential

Highly Confidential*** [Response to Staff IR 1-29, Attachment B].
Qwest expects to slow market share losses by a ***Highly Confidential
Highly Confidential*** [Id.].

Let’s discuss your second concern. Can you explain why you think Qwes t may focus on
urban areas and large telecommunications intensive business customers?
Qwest bills itself as “a kader in reliable, scalable and secure broadband Internet-based data,

voice and image communications”. [Qwest Press Release, Novenmber 2, 1999]. Qwest ako has
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exphined that advanced services are “key drivers” ofthe proposed merger. [Resporse to Staff
IR 1-26]. Clearly there is demand for such services in all market segments; consuner, small
business and hrge busness. However, by far the easiest way to gererate traffic for its national
broadband network & to signup hrge busness customers, ncluding banks, governmental
agencies, fnancial service companies and the lke. Large, communications intensive customers,
with ther relatively high traffc volunes, can easily generate the high volumes of traffc which
Qwest needs to fully utilze its extensive natonal network. These high revenue customers are
also likely to be subject to be targeted by AT& T, MCIWorldcom, and other nationally-
oriented competitors. The ntense conmpetition for these high volume customers creates a further
mcertive for Qwest to focus ts attenton on serving these large busness customers. A similar
set of ncentives exsts with respect to urban markets, relative to rural ones. Upon completion of
the merger, there wil be even kss focus on small rural markets, with a corresponding increase
in the attention givento the largest urban markets. While customers in Phoenix and Tucson may
be indifferent to (or even beneft from) this shift in enphass, there is reason to be concerned
about the quality of service and kvel of attention that wil be paid to rural communities served

by US West in Arizona.

Let’s discuss the third potential effect of the merger. Can you explain the risk that
revenues and res ources will be diverted away from Arizona towards Qwes t’s ve ntures
in other markets ?

Qwest s a gbbally orented corporation, which has been “implementing its strategy ofbeinga
leading broadband Internet communications company through is national high capacity fiber
communications network”. [Qwest S-4, p. [-17]. In addition to ts nationwide broadband
network, Qwest is bulding an extensive pan-European network, and it is nstallng submarine

networks across boththe Athntic and Pacift Oceans. [www.qwest.com, 1998 Anmual

Report]. Qwest recently reported that its European network has been extended to 11,800
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miles. [Qwest Press Rekease, January 10, 2000]. According to the Companies Synerges
Analyss, ***Highly Confidential

Highly Confidential*** [Response to
StaffIR 1-29, Attachment B]. From the perspective of consumers in Arizona, there clearly s a
risk that the amount of management attention, investment capital and other resources devoted to
this region wil decline, as Qwest expands its glbal operations and concentrates on growing its

out ofregion broadband business.

Are you suggesting that US Wes t should be prohibited from pursuing out-of region

ve ntures?

Certainly not. Carriers should be free to compete nationally or globally as they choose.
Howewer, what may be good for management and stockholders sn’t necessarily risk-free for
customers. The Commission should be aware ofthe fact that this merger poses some clear
downside risks for consumers in Arizona. Implementing a merger betweentwo hrge companies
can be chalenging doingthis at the same time that one of the compants is rapidly growngon a
national and international basis can be even more difficult. As well, I am concerned that inthe
pursuit of its national and international goals, Qwest may not give much attenton to the
relatively prosac chalenge of deliverng high quality service to consuners in Arizoma. Likewise,
there is reason to be concerned that Qwest wil concentrate its capital in out-of-region markets
where it perceives the greatest growth opportunties, and correspondingly nvest too lttle in the
infrastructure and resources that are needed to improve service quality. Stated simply, the
combined conpany may view the consumers of Arzom as captive ratepayers that are capable
of providing lrge amounts of cash flow, regardless of how much service deteriorates. By
maximizng revenues in markets where it has monopoly power, and minimizng the costs of
serving these markets (even at the expense of service quality), Qwest may be abk to better

acheve ts overall corporate goak. Qwest may be n a better postion to fuel its expansion
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plans elsewhere i the world if t treats Arizoma and other in-region markets as “cash cows.”
This strategy would emphaswze cash flows generated, rather than strenghening customer

relationships and achieving the highest possble level of customer satsfaction and service

quality.

Have you revie wed indicators of the s ervice quality currently provided by US West, in
comparison with other incumbent LECs?

Yes. I evewed data compiled by the FCC from periodic ARMIS repotts filed by major
ILECs. I also have reviewed data provided during discovery by US West in this proceeding. In
gereral, the ARMIS data shows US West’s current level of service is less than stellar; a further
deteroration could drop US West to the bottom of the group. In reaching this conclusion, I
looked at five major components ofthe ARMIS service quality report for the five Regional Bell
Operating Companies (US West, Ameritech, BelSouth, BellAthntic, and SBC).

The first component of the report contains measures of customer dissatisfaction wih the
company’s installation, repar, and business offce services. The report ako delineates between
three customer groups: residents, small busmnesses, and hrge businesses. As shown on Page 1
of Scheduk 1, US West currently performs quie well among residents in each of the three
service categories. Its business office operations received the lowest dissatisfaction rating of the
five ILECs (2.2%). But the ratings worsen for small businesses and grow even higher for large
busiresses. Although it again gets good marks for business office service (5.2%), the
company’s small busness customers give t the highest mstallation dsapproval rating (12.8%).
Large bushesses report dssatisfaction with US West at the highest rate in each of these three
service areas.

The second report contains the percentage of installation orders that a company
successfully executes and the average number of days it takes to complete these orders. As

shown on Page 2 of Scheduk 1, by ths measure of service quality, US West was simiar to the
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other ILECs. It successfully conpleted 98.3 out ofevery 100 service commitments and it
completed these installations inan average of 1.3 days. Whik three of the other ILECs met a
higher percentage of their commitments, and two had shorter installation irtervals, the
differences are not very substantial.

The third section deak with the total number of circut-specific trouble reports referred
to the ILEC and the speed with which these reports were resolved. US West had the second
highest rate of troublke reports, exceeded only by BellSouth The Company did not perform
poorly in the number of total trouble reports per 1,000 access lines, but it did struggle in
responding to service outages. The most severe type of report, callng ©r an immediate
response, is an out-of-service report. In this category, US West had a typial volume of
reports—165 per 1,000 lines. However, ts average time to repair was 26 hours, whichplaces t
last among these companges. It took US West 5 hours longer than Bell Athntic, BelSouth or
SBC to repair a line that was out of service, as shown on Page 4 of
Schedue 1.

While it can be very distressing when a telephore line s out of servcce, this problem
only affects a fow consumers at any one time. In contrast, the switches which route calls
through the local network are vtalto everyone onthe network. When a switch fails to function
properly, hundreds or thousands of customers can be inconvenienced. Accordingly, an
important measure of'service quality is the percentage of time these switches are not fanctioning
properly. The ARMIS report contains data on the number of swiches that go down, and the
average anount of time a switch stays down. As shown on Page 5 of Scheduk 1, inths area
US West’s current level of service quality 8 well below par. Despite the fact that it operates
the second fewest switches (1,446), US West had the most swiches with downtime (941) and
by far the highest percentage of switches with downtime (65%). Furthermore, the company
had the most total downtime minutes (11,161) and highest number of downtime minutes per

switch (7.7).
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The fnal component ofthe ARMIS report analyzes customer complants. Only those
complaints that are severe enough to be filed with state commissions or the FCC are mchided n
ths measure of service quality. Ifa problemis relatively minor, most customers willjust
grumbk to themselves, or comphin to the carrier, but they won’t take the extra time and effort
to contact a reguhtory agency. Page 6 of Scheduk 1 summarizes the volume of residental and
busness customer complaints to state regubtory agencies. This data captures all types of
problems which are severe enough to motivate a customer to complain to reguhtors—e verything
from dehyed mstalatiors, to lack of dial tone, to biling problems, to nosy phone calls.

This data suggests that there i already a serious problem with service quality in the 14-
state US Westregion. The Company outpaces all of the other ILECs in the absolute number of
business and residential complanmts to state agencies, but even more tellingly, it had by far the
highest rate of conplants per 10,000 access Ines. US West business customers are nmotivated
to fle conplants with their state commssions at a 364% higher rate than the next worst
performer (Ameritech). The same concluson apples to residential customers, who fie 7.2
comphimnts per 10,000 access lines, compared to 2.0 comphnts for the second worst carrier--
BellAtlartic. In evaluating customer satisfaction or service quality, it s not unreasonable to
evaluate a frm ona “best inclass” basis—judging how wellor how poorly a specific firm
performs relative to the best performer. In ths case, the discrepancy between US West’s
complaint rate and that ofthe best performer—SBC—s truly extreme. In the US West region,
both business and residence consuners are motivated to complain to ther state commission at

more than ten times the rate ofcomplaints lodged by consumers in the SBC region.

You have s poken of exis ting deficiencies in US West service quality over its 14-state
region. Do Arimna customers receive better service than those in the region as a
whole ?

No. For each of the categories inthe ARMIS report that I outlined above, I computed the

10
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corresponding data for stricty US West’s Arizona operations. Service qualty measures for the
state were simihr to, or lower than, those for US West in nearly every category. More
specifrally, n 11 ofthe 15 categories US West-Arzom performed worse than the region-wide
average. As shownon Pages 1-6 of Scheduk 1, Arzom had poorer results n the percent of
installation commitments met (97.8), average time to installation (2.8 days), total trouble reports
per 1,000 access lines (395), and busness and residential complaints per 10,000 Ines (3.6,
8.3), among others. With the exception of the switching measures and irstallation and business
office dissatisfaction amongresidents, Arizona service quality appears to be worse than the
average for the region. Moreover, US West- Arizona falk below the other four ILECs i every
service category except total troubk reports per 1,000 access lines and some of the

dissatisfaction measures.

You’ve demonstrated that US Wes t’s currentlevel of service quality is well below par,
and that Arizona is not e xempt from thes e problems. Is there any indication of a
favorable trend-—-that the problems are becoming less severe over time?
No. One would think that the trend towards increased competition would motivate the major
ILECs, incliding US West, to improve service quality, in an effort to build customer loyalty.
Unfortunately, the data fails to demonstrate any such favorable trend. To the contrary, the data
seems to indicate that, if anything, service qualty has declned somewhat inthe past three years.
The company states that it “continually strives to pro vide the highest service quality to
allits customers and will continue to do so.” [STF 01-009] This statement of goals contrasts
with the reality that service complaints to the Arzona Corporation Commission have ncreased
from 2,330 in 1997 to 2,867 in 1998 to 3,524 duringthe first 11 months 0f1999. [STF 02-
065] Further, the percentage of consumer and smallbusiness service outages repaired in less
than 24 hours has fallen from 66.7% in 1998 to 61.0% in 1999 year-to-date. The analogous
percentage o f repairs made in less than 48 hours also decreased from 85.5% to 83.6%. [ STF

11
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02-052 Subset No. 25]

One addtionalillustration ofthese negative trends can be found in a series of graphs
that accompany the 1998 ARMIS report. Since bcal telephone service is of such vital
mportance to our daily ives, if you ask a consuner, they will likely tell you that even one
problem with ther local service is one too many. Needless to say, repeated service problems
are especnlly exasperating Accordngto the ARMIS data, and Scheduk 2, the incidence of
residential and business customers reporting repeat bcal troubles has increased by
approximately 10% since 1995. In addition, the graphs indicate that from 1997 to 1998, the
average bcal service repair times, the state conplaint rate, and irstallation times for local

service each worsened from the prior level

Q. Has the Commission taken any ste ps in an effort to help ensure that US West provides
good quality service to its customers?

A. Yes. Inan order rasing local rates, the Commission requred US West to “fie a plan within 90
days of the date of this Decsion which should be designed to improve qualty of service.”
[Decsion No. 59147, p. 1, In. 19-21] The Pln mandated that the company maintain detailed
records of customer complamnts and other reports. It also reguhted the relationship between
the company and the public and set standards for billing records. Moreover, it inclided a

general penalty chuse. The chuse reads as lbws,

“In addition to the waiving of mstallation charges, pro rata credits on monthly
bills, free monthly service, payment for alternative service, and 1/3 credt of
applicable tariffrates ... a penalty ofnot less than one hundred dolhrs
($100.00) nor more than five thousand dollars ($5,000) per each incdent of
vlating the standards listed n ths tariffmay be mposed on the company by
the Commission.” [Plan p. 35-36]

The Plan went on to outline standards for time to installation, answer tines, the

12
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maximumnumber oftrouble reports, call completion, and other factors nwolved n the provsion
of local phone service. By inposing monetary penalties when the company violates the Plan’s
enunerated standards, the Commission has demonstrated a commitient to ensuring quality

local service for US West customers in Arizona.

Given the trend towards increase d competition, and the Commiss ion’s commitment to
service quality, why hasn’t US West provided better service?

First, it must be recognized that there is a vast difference between opening a market to
competition and acheving effective conpetition. For the time being, US West continues to be
shielded from competitive pressures by the advantages of ncunbency and the fact that it 5
diffcult for new entrants to gain a foothold inthe market. As a nunber of conpetitors increases,
and sone of these firms find ways to convince customers to try an alternative, US West may
evertually succunb to competitive pressures. For the time being, however, the qualty of
service provided by US West & primarily a function of mamagement’s priorities and goals,
rather than a fanction of market pressures. Regardless oftheir size, there are limitations on
what corporate organizations can accomplish at any one time. There 1 every reasonto be
concemed that after the merger, management’s priorities and goals will shift even farther away
from delivering the highest qualty service inthe 14 state region that it already domimates.
Instead, management may concentrate on exploiting the opp ortunties for rapid growth n

markets throughout the rest ofthe nation and the world.
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