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I. Introduction and Summary

Q.
Please state your name and address and briefly summarize your qualifications.

A.
My name is William E. Taylor.  I am Senior Vice President of NERA Economic Consulting (“NERA”), head of its Communications Practice, and head of its Boston office located at 200 Clarendon Street, Boston, Massachusetts 02116.  I have been an economist for over thirty years.  I earned a Bachelor of Arts degree from Harvard College in 1968, a Master of Arts degree in Statistics from the University of California at Berkeley in 1970, and a Ph.D. from Berkeley in 1974, specializing in Industrial Organization and Econometrics.  For the past thirty years, I have taught and published research in the areas of microeconomics, theoretical and applied econometrics, which is the study of statistical methods applied to economic data, and telecommunications policy at academic and research institutions.  Specifically, I have taught at the Economics Departments of Cornell University, the Catholic University of Louvain in Belgium, and the Massachusetts Institute of Technology.  I have also conducted research at Bell Laboratories and Bell Communications Research, Inc.

I have testified on telecommunications economics before numerous state regulatory authorities, the Federal Communications Commission, the Canadian Radio-Television and Telecommunications Commission, the New Zealand Commerce Commission, the Commission Federal de Telecomunicaciones de México, U.S. federal and state congressional committees and courts.  I have twice been chosen by the Commission Federal de Telecomunicaciones de México and Telefonos de Mexico (“Telmex”) to arbitrate renewals of the Telmex price cap plan in Mexico.  
I have testified before Washington Utilities and Transportation Commission on a variety of economic issues, including local competition, rate rebalancing, and price regulation.

A copy of my curriculum vitae is included with this testimony as Exhibit WET-2.
Q.
What is the purpose of your testimony?

A.
Verizon Communications Inc. (“Verizon”) and MCI, Inc. (“MCI”) asked me to assess the economic effect of Verizon’s planned merger with MCI.  Specifically, I was asked to examine the transaction in light of economic principles and the rapidly evolving trends in the communications industry, as well as against the standard articulated by the Washington Utilities and Transportation Commission (the “Commission”) in the Scottish Power, case,
 -- i.e., that the transaction not harm the public interest.  In my testimony, I focus principally on the competitive effects of the transaction, by which I mean the effect on customer choice and alternatives.  Verizon’s policy witness, Carl Danner, and MCI’s policy witness, Michael Beach, focus primarily on the benefits of the transaction.

Q.
HOW IS YOUR TESTIMONY ORGANIZED?

A.
My testimony consists of three sections.  In this section, I summarize my testimony and my principal findings and conclusions.  In Section II, I discuss general industry trends and developments, including the convergence of technologies and intermodal competition.  I then explain how those industry trends and developments provide the business rationale for the transaction and ensure that competition will not be harmed as a result of the transaction.  In Section III, I focus on how the transaction will not harm competition in Washington.  I explain that: Verizon
 and MCI
 provide complementary services; there is little overlap of the companies’ services in Washington; and, there are multiple competitors in those areas of the state in which the two companies have overlapping local facilities; thus, the transaction will not harm competition.  I also explain that the intermodal competition occurring nationally is strong in Washington, and provides further assurance that competition will not be harmed as a result of the transaction.  In particular, I discuss how the transaction will not harm competition for mass market customers or enterprise customers.

Q.
What are your principal observations and conclusions concerning the transaction?

A.
As I discuss in greater detail below, my factual and economic analyses show that the transaction will not harm competition in Washington.  More specifically, I show that:

· Verizon and MCI bring complementary assets and strengths to the transaction:

· MCI brings a solid base of large enterprise customers (which includes Fortune 1000 companies, the federal government, large state governments and large institutions) on a national and international basis.  It also has an IP-based national and international network; and

· Verizon brings a robust local network in key parts of the country, a solid regional base of residential and small to medium business customers, and a strong wireless investment.  Thus, Verizon has the incentive and the ability to invest in MCI’s network facilities. 

· The companies’ decision to bring these complementary assets together through this transaction is an economically appropriate response to the rapid transformation of the communications industry that has been brought about by:  (1) the emergence and tremendous growth of competition from cable broadband and telephony, wireless carriers, Internet service providers and voice over Internet protocol (“VoIP”) providers for customers of all types; (2) the convergence of voice, data, Internet and video services on each of the major platforms – i.e., wireline, cable, wireless and IP networks; and (3) customers’ growing reliance on diverse sets of communications platforms, including traditional and broadband wireline services platforms (providing voice, DSL, Internet, instant messaging, and VoIP), cable platforms (providing video, voice, and broadband Internet and other data services) and wireless mobile platforms (providing voice, data, Internet, VoIP, short text messaging, and soon video).  

· These industry developments have put substantial competitive pressure on both companies’ wireline voice services.  Verizon and MCI have each seen significant and continuous reductions in wireline volumes (lines and minutes of use) and revenues.  Indeed, MCI has described its consumer business as in a state of “continuing and irreversible decline.”  Consequently, MCI has decided, independent of the merger, to focus its marketing efforts on the enterprise and commercial markets and manage the decline of its mass market business.  Verizon has attempted to offset its declining revenues from its traditional wireline business by investing in broadband, long-distance, and wireless services. 

· The post-transaction company will bring increased investment to critical infrastructure and will be in a better position to provide a wider array of competitively priced, facilities-based services than either company would have been able to provide alone.  Thus, the transaction will enhance Verizon’s transformation into a national broadband and wireless services provider.
· Although I do not believe a formal relevant market analysis is needed, it is useful, for expository purposes, to consider two customer segments:

· “Mass market customers,” which for purposes of this testimony include residential and small business customers; and

· “Enterprise customers,” which for purposes of this testimony include large and medium-sized business customers.

· The transaction will not harm competition for mass market customers in Washington since MCI’s mass market business is in a continuing and irreversible decline, and, as a result, MCI has already begun to increase its rates for mass market services and sharply decrease its marketing activities to these customers.  Accordingly, MCI would not be a significant competitor to Verizon in serving mass market customers if the transaction did not take place.  Moreover, this transaction will not in any way impair the intermodal competition that is occurring nationwide and in the state today.  The transaction will not displace the numerous other service choices — including cable, wireless, broadband, VoIP, and traditional wireline services — currently available to, and used by, mass market customers in the state.
· The transaction will facilitate the post-transaction company’s ability to meet the demands of large enterprise customers.  At the same time, competition for such customers will not be harmed since these customers are sophisticated businesses that use a variety of means to purchase communications services and that rely on an array of communications platforms and a diverse group of competitive suppliers, including:  (1) inter-exchange carriers (“IXCs”); (2) network service providers, such as AT&T, BT and Equant; (3) systems integrators, such as IBM; (4) equipment providers, such as Cisco and Avaya that provide and manage deployment of private network and VoIP equipment for virtual private network (“VPN”) services; (5) competitive local exchange carriers (“CLECs”);
 (6) data local exchange carriers (“DLECs”); and (7) IP applications providers.

II. the transaction is an economically appropriate response to industry developments

A. Overview of the Companies

1. MCI

Q.
PLEASE PROVIDE AN OVERVIEW OF MCI’s business.
A.
MCI’s subsidiaries
 offer communications services through three business segments defined by their customer bases:  “Enterprise Markets;” “U.S. Sales and Service;” and “International and Wholesale Markets.”
  The Enterprise segment includes the largest and most complex business customers, including the Fortune 1000, as well as similarly complex government and institutional accounts.  MCI’s enterprise segment primarily serves large enterprise customers, including 75 federal government agencies.  MCI’s enterprise services include a comprehensive portfolio of local-to-global data, Internet and voice services, including IP network technology, VPN services, SONET private line, frame relay, ATM and a full range of dedicated, dial-up, and value-added Internet services.
The U.S. Sales and Service segment encompasses both commercial and mass market segments.  The commercial market segment includes other large and medium businesses, while the mass market segment sells to residential customers and small businesses.  The international and wholesale market segment provides services to foreign entities and wholesale customers.

MCI has a strong and successful interstate and international enterprise segment sales organization and network assets.  MCI’s extensive long-haul fiber network is particularly well equipped to handle Internet protocol and data traffic, and its extensive international network is capable of providing transport both across countries and in cities outside the United States.  

Between 2001 and 2004, MCI’s capital expenditures fell from about $6.5 billion to $1 billion per year.  Expressed as a percentage of its revenues, MCI’s capital expenditures for this period are set forth in Figure 1 below.
Figure 1
MCI Wireline Capital Expenditures as a Percentage of Wireline Revenue
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Q.
Have evolving technological and market trends affected MCI’s wireline revenues?

A.
Yes.  Like other wireline toll carriers, MCI has recently experienced a substantial and continuing decline in wireline revenues.  As MCI’s policy witness, Michael Beach, explains in greater detail in his testimony, factors leading to this decline include:  the surge in the growth of wireless competition; restrictions on marketing resulting from “Do Not Call” legislation; and competitors’ adoption of new, unregulated technologies and applications that make possible such services as messaging on-the-go, high speed data connections, cable telephony, VoIP, e-mail and instant messaging.  Figure 2 below depicts the trends in the major IXCs’ wireline revenues, including MCI’s wireline revenues:

Figure 2
Wireline Revenue of MCI, AT&T and Sprint

2001 through 2005
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As shown in Figure 2, MCI’s wireline revenues have declined by an average of 18 percent per year from 2001 through 2004.  

Moreover, as Mr. Beach explains, MCI’s mass market revenues fell by 20 percent from 2003 to 2004.  And analysts predict “accelerating revenue declines in the consumer, international, and wholesale segments with some improvements in the enterprise segment”
 in 2005.
Q.
HOW HAS MCI DECIDED TO MANAGE ITS declining revenues?

A.
As Mr. Beach explains, MCI’s declining wireline revenues and sales volumes informed that company’s decision to reduce dramatically its marketing efforts to mass market customers, including very significant reductions in mass market advertising, reductions in force among its mass markets sales force, as well as closing several call centers.

2. Verizon

Q.
Please provide an overview of Verizon’s business.

A.
Verizon subsidiaries
 provide wireless communications throughout the United States and provide wireline services in 28 states (including Washington), and the District of Columbia.  Verizon’s operations include four business segments:  domestic, wireless, information services, and international.
  Verizon’s domestic communications services include voice and data services, Centrex services, as well as exchange access services, including switched access and special access services.

Verizon owns 55 percent of Verizon Wireless through a joint venture agreement with Vodafone Group Plc (“Vodafone”).  Verizon Wireless offers wireless voice and data services as well as wireless equipment.  In addition to providing communications services, Verizon’s domestic subsidiaries provide information services including directory publishing and electronic commerce.  Verizon’s international subsidiaries provide wireline and wireless communications operations and investments.

Q.
What are the relative strengTHs of VErizon’s Business segments?

A.
As noted, Verizon has an extensive wireless mobile network through its joint venture with Vodafone in Verizon Wireless.  The strength of this business has helped to counterbalance the decline in Verizon’s traditional local wireline business.

Verizon also has a strong presence in the local mass market segment within its local exchange operating territory.  Verizon currently has a limited role in serving large enterprise customers.  To the extent it serves these customers, it does so primarily on a regional basis.
Q.
How have technological and market place trends affected Verizon’s traditional WIRELINE business?
A.
Verizon’s wireline business has declined substantially, with dramatic reductions in the number of retail lines served and minutes of use of its switched access services.  Total Verizon retail lines in service fell by 18 percent between December 2001 and December 2004.
  Verizon’s retail lines declined in each customer category, including residential and all business customers.
  Between the first quarter of 2002 and the fourth quarter of 2004, demand for Verizon-provided carrier switched access service (measured by switched access minutes of use (“MOUs”)) fell from [BEGIN VERIZON PROPRIETARY] ********* **********************************[END VERIZON PROPRIETARY].

Verizon’s decline in switched access MOUs is consistent with declines in national wireline toll traffic.  As illustrated in Figure 3 below, national wireline toll traffic has been steadily declining since 2000:
Figure 3
Interstate Switched Access Minutes

1996 through 2003
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Significantly, these declines occurred in spite of dramatically lower pricing by long distance carriers.  As depicted in Figure 4 below, Bureau of Labor Statistics data show that IXC prices for long distance service to residential and small business customers fell 30 percent for residential customers and 76 percent for business customers from 1999 to 2004.
Figure 4
Long Distance Producer Price Indices

1998 - 2004
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Although Verizon’s long distance and DSL
 revenues have increased from 2002 to 2004, its overall wireline operating revenues fell by almost 6 percent, driven mainly by a more than 8 percent decline in local exchange revenues.
  Industry analysts forecast that Verizon’s U.S. wireline revenues will continue to fall over the next three years.  UBS forecasts a decline averaging 2 percent per year, for a total 8 percent decline between 2004 and 2008.

Q.
how are Verizon’s and MCI’s Business Profiles and decreasing wireline revenues relevant to this transaction?

A.
From a business perspective, the proposed transaction takes advantage of the complementary nature of Verizon’s and MCI’s businesses and assets in a way that enables both companies to respond to the increasing intermodal competition that is driving the decline in each company’s wireline revenues.  As Verizon’s policy witness, Carl Danner, explains in his testimony, and as MCI’s policy witness, Michael Beach, explains in his, the transaction is a rational solution to the business challenges each company currently faces, and will continue to face, as a result of new technological and competitive developments in the industry.
From a regulatory and economic perspective, the complementary nature of the companies’ businesses means there is little overlap of the companies’ services, and where there is overlap there are plenty of other competitors providing those services; accordingly, there will be no harm to competition for any group of customers.  Whereas Verizon provides wireless services across the nation, MCI provides no wireless services at all.  Whereas MCI’s primary advantage is in serving large enterprise customers nationally and internationally (and it has been refocusing its business on that customer segment regardless of this transaction), Verizon serves a relatively small part of that segment, chiefly within its own region.  And whereas Verizon has an extensive local network and is thus a strong local service provider to mass market customers, MCI has been forced to confront and is managing the decline of its mass market business, in particular its services to the consumer segment.  While there are some areas of the state where Verizon and MCI have each deployed facilities, I will explain later that numerous other competitors have also deployed facilities in those areas such that there will be no harm to competition there.

B. Industry Developments Have Contributed To Declining Wireline Revenues and Set the Stage for the Transaction

Q.
you previously discussed declines in wireline usage and lines.  What do these declines reveal about competition for wireline service?

A.
They prove that all wireline carriers face increasing competition for traditional voice services.  More generally, convergence of communications technologies has arrived and has greatly expanded customer alternatives for traditional voice services by enabling intermodal competition from cable, wireless services, Internet communication, and broadband services and VoIP.  Simply stated, convergence has transformed the communications market well beyond the traditional wireline arena and has all but obliterated the distinction between local and long distance services.

Q.
WHAT IS CONVERGENCE IN THE COMMUNICATIONS INDUSTRY?

A.
Historically, different networks were designed and deployed to carry different types of traffic.  The wireline public-switched telephone network and mobile telephone networks were optimized to transport basic voice communications, while television broadcast and cable networks were optimized to transport video, and the Internet was designed to transport packet‑based data traffic.  Today, these technologies are “converging” so that providers can use their networks to offer a wider array of services.

The FCC has defined convergence as the “evolution of communication into a core network which links multiple spaces, including automobiles, offices, homes, and individuals, in order to make them… more connected, and interconnected.”
  Convergence can also be thought of as “the successful application of rich multimedia products and integrated services that previously did not exist, or were provided separately, from organizations across Technology, Media and Telecoms sectors.”

These definitions correctly imply that, with convergence, the same services are provided (and marketed) over both fixed and mobile networks, and over traditional “telephone” networks, as well as cable television systems.  In short, convergence refers to the provisioning of voice, data, Internet services, TV, and other communications and entertainment services over the same network.  VoIP exemplifies telecommunications and IP convergence by allowing data networks to carry voice traffic.

Q.
What factors have driven the trend towards convergence?

A.
Three fundamental factors have driven convergence:  (1) technological change (such as the advent of two-way, digital, broadband networks and IP technology) which has allowed all kinds of wired and wireless networks to be used for any kind of service; (2) consumer demand for bundled services; and (3) competition among providers seeking gains from improved efficiency (economies of scale and scope), and the promise of increased revenues and lower churn rates.

Q.
How has convergence stimulated intermodal competition?

A.
As I mentioned earlier, convergence allows different types of platforms to provide increasingly similar bundles of services.  As a result, traditional wireline voice carriers must compete with:  (i) cable companies that have made substantial investments in their networks to provide video, data and voice services; (ii) wireless services providers that provide both voice and data services over their networks; (iii) Internet and broadband services providers that provide e-mail and instant messaging, and that enable the delivery of voice services; (iv) VoIP providers that provide their voice products over their own or others’ broadband networks; and (v) other providers that are using emerging technologies to serve customers of all types and sizes in many geographic areas.

1. Cable Companies Have Emerged As Major Competitors By Bundling Broadband And Voice With Traditional Video Services.

Q.
How do cable companies compete with WIRELINE CARRIERS?

A.
Cable companies are now competing for the provision of voice and broadband services because they have already made substantial investments in upgrading their infrastructure to provide two way digital services.  These upgrades have in turn enabled them to provide voice telephony and broadband services that compete directly with local exchange carrier (“LEC”) broadband services and dial-up connections.  This competition has stimulated lower prices for broadband services, especially to residential and small business customers, and has provided a transmission medium on which both the cable companies and VoIP providers are able to offer their voice services.  Finally, cable companies have also diversified into the provision of CLEC services to larger business customers by deploying fiber networks designed to meet their needs.
Q.
PLEASE DESCRIBE the cable industry investments THAT YOU JUST MENTIONED.

A.
The National Cable Television Association (“NCTA”) reports that cable companies have spent nearly $95 billion since 1996 in rebuilding and upgrading their networks, including $9.5 billion in 2004 alone.
  The NCTA states that the upgrades have 

turn[ed] cable’s hybrid fiber-coaxial infrastructure into a powerhouse capable of delivering advanced services such as Video-On-Demand, digital cable, Voice over Internet Protocol (VoIP) phone service, high-speed Internet access, and more.

As systems are upgraded, cable companies have aggressively deployed these new services.

q.
How widespread are these deployments?

A.
Kagan Research estimated that by the end of 2004, cable high speed data service would be available to 104 million homes nationwide (which translates to over 86 percent of total cable homes passed) and cable telephony (both through traditional circuit switched technology and VoIP) would be available to 68 million homes nationwide (or about 56 percent of total cable homes passed).  Kagan estimated that, nationally, there would be approximately 21 million actual high-speed data subscribers and 3.5 million actual cable telephony subscribers by year-end 2004.  These figures translate into current penetration rates of 20 percent of high speed Internet cable homes passed for cable Internet service and 5 percent of cable telephony homes passed for cable telephony.  Cable telephony subscribership is forecasted to increase to 21.3 million subscribers by the end of 2009.  This converts into a penetration rate of cable telephony homes passed of 16 percent.
  Similarly, Bernstein Research estimates cable telephony penetration rates will be about 17 percent of cable telephony homes passed in 2009,
 by which time about 90 percent of total US households will be passed by cable systems offering telephony.

Q.
HAVE THEse deployments enabled CABLE COMPANIES TO COMPETE WITH WIRELINE CARRIERS to date?

A.
Yes.  Competition from advanced services provided by the cable companies has already affected traditional wireline companies.  Bernstein Research estimates that incumbent LECs (“ILECs”) lost about 3.5 million lines to cable and will lose about 19.5 million by 2010.

2. Wireless Service Is Thriving.

Q.
PLEASE DESCRIBE the GROWTH of wireless services.

A.
From December 1999 to December 2004, the number of wireless subscribers in the United States grew from 79.7 million to over 182 million.
  According to the FCC, 23 percent of voice minutes in the U.S. in 2003 were wireless, up from 7 percent in 2000,
 and from 1999 to 2003 the monthly minutes of use per subscriber increased from 185 to 507.
  As shown in Figure 5 below, total minutes of use of wireless services increased from 38 billion in 1995 to about 1.1 trillion in 2004, a 29-fold increase in nine years.  This growth has come as a result of, and has contributed to, the declining average charges for wireless usage depicted below.

Figure 5
Wireless Average Revenue Per Minute and Total MOUs
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Q.
how do you explain the WIRELESS sector’s success?

A.
Major technological advances and cost reductions have enabled wireless carriers to improve service quality, diversify their service offerings, and make them price-competitive with competing services.
  All wireless providers now typically offer free long-distance, large bundles (or “buckets”) of usage (particularly free night and weekend minutes), and large local calling areas.  T-Mobile and Sprint both offer wireless services with a price per minute as low as 5 cents.
  And some providers now offer free “in-network” calling.  Taken together, inherent mobility, low per‑minute prices, “free‑minute” allowances, flat‑rated pricing, no long distance or roaming charges, and nationwide coverage have positioned wireless carriers to capture a significant portion of demand that was traditionally met by wireline service providers.

Wireless services have also become more attractive as providers have modified their networks and manufacturers have improved customer equipment to incorporate features such as enhanced data capability, text messaging, color screens, PDAs, greater availability of push-to-talk capability, voice activated speed dialing, speaker phones and cameras.

These advantages are demonstrated by the differences in growth between wireless and wireline services – e.g., from June 30, 2001 to June 30, 2004, mobile subscribership grew by an average of about 17 percent per year, while wireline subscribership fell by average by 1.5 percent per year.

Q.
Is there evidence that the subscriber gains and increased mobile usage that you have discussed have come at the expense of wireline carriers?

A.
Yes.  According to the Yankee Group, 60 percent of long distance calls in households with cellular phones are now made on wireless phones.
  Last year, the FCC concluded that much of the decline in the wireline sector is due to increased competition from wireless providers:

In the Eighth [FCC CMRS] Report, we discussed the effects of mobile telephone service on the operational and financial results of companies that offer wireline services.  Such effects included a decrease in the number of residential access lines, a drop in long distance revenues, and a decline in payphone profits.  In 2003 these trends continued, with the four largest LECs losing 4 percent of their access lines, and wireline long distance voice revenues declining further.  One analyst stated, “wireless cannibalization remains a key driver of access line erosion.”

The FCC noted further:

As we discussed in the Eighth Report, a number of analysts have argued that wireless service is cheaper than wireline, particularly if one is making a long distance call or when traveling.  More recently, one analyst said, “we believe that a wireless customer is now indifferent as to whether he makes a call from a fixed line or from a wireless phone, given the prevalence of big buckets of cheap minutes.”

A modest but growing number of wireline customers have already abandoned their wireline phones altogether.  According to the Cellular Telecommunications and Internet Association (“CTIA”), by May 2004, “163 million Americans [were using] wireless telephones in addition to their home landlines and 7.5 million to 8 million consumers [were using] wireless telephones only.”
  By June 2005 there were almost 191 million
 US wireless subscribers, and published estimates imply that from 11 to 20 million homes may now be using wireless telephones only.
  Furthermore, research conducted by In-Stat/MDR reveals that as of February 2004, 14.4 percent of consumers in the United States use wireless phones as their primary phone.
  Among those consumers still using a landline phone, 26.4 percent would consider replacing it with a wireless phone.

Q.
Is wireless displacement of wireline service expected to increase?

A.
Yes.  There are three compelling reasons to believe that increased displacement will occur: (1) the proliferation of wireless services has expanded substantially in every one of the last 20 years and shows no sign of abating; (2) a growing number of young people, especially those on college campuses, are using wireless phones in preference to wireline phones, and are likely to continue using them after graduation;
 and (3) as more consumers become accustomed to the characteristics of wireless services — e.g., slightly lower voice quality offset by greater convenience, portability and more features — they will become even more willing to give up wireline.

Q.
Is wireless competition confined to densely populated areas?

A.
No.  The wireless carriers’ footprints now cover extensive stretches of rural areas.  According to a 2002 survey of Rural Cellular Association (“RCA”) members, there is:  (1) an “average of 5.1 wireless competitors in survey participants’ markets, having increased steadily from 3.0 competitors in 1998;” (2) “robust and effective competition, increasing year-to-year, in the markets served by RCA members;” and (3) evidence of increasing customer usage and declining per-minute pricing in rural areas, similar to trends that have been seen nationally.
  Based on this and other evidence, the FCC concluded “that CMRS providers are competing effectively in rural areas.”

3. Internet and Broadband Communication Services Are Also Fundamentally Altering the Communications Industry.

Q.
What roles do internet and broadband Technologies play In Intermodal Competition?

A.
These technologies have spurred a fundamental change in the industry that is accelerating and that will not reverse itself.  Broadband competes with wireline service by replacing dial-up connections to the Internet and by providing the medium for VoIP services.  The improving speeds and reliability of broadband and the competition between cable and DSL providers has led to lower prices and higher demand for broadband services.  These pricing and demand developments have, in turn, stimulated even greater use of the Internet as a substitute for voice services.  E-mail and “instant messaging” (“IM”) services have become more widespread and broadband has become a medium for voice traffic.

Q.
how extensively are broadband and internet services used TODAY?

A.
As shown in Figure 6 below, the number of residential and small business high speed lines has grown from less than 4 million lines in 2000 to over 30 million lines in mid-2004.

Figure 6
Residential and Small Business High-Speed Lines

2000 through 2004
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Because DSL and cable modems are used for data services, they substitute for dial-up Internet access (which is typically obtained through the use of a second phone line) or other data services.  Moreover, as noted, DSL and cable modem can be used with VoIP, making them platforms that can compete for voice calls.

E-mail and IM have changed the manner in which many people live and communicate.  For instance, a recent survey found that the average American Internet user spends three hours a day online, with much of that time devoted to work and more than half of it to communications.
  According to the Pew Internet & American Life Project, in a typical day 58 million Americans, or 83% of online adults, use email.
  Likewise, nearly 80% of Internet users use the Internet to “communicate with friends and family.”

E-mail and IM are undoubtedly substituting for a substantial amount of voice traffic that would have otherwise gone over the traditional telephone network.  One source estimates that there are about nine billion e-mails per day in the United States alone.
  Another source reports that 80 million people use IM in the United States, and about seven billion IMs are sent each day worldwide.
  It is difficult to determine exactly how much voice traffic has been displaced by these Internet technologies, but they clearly substitute for a substantial number of wireline phone calls.  In-Stat/MDR confirms that “[c]onsumers are using e-mail and instant messaging in place of a phone call.”
  Furthermore, an analysis presented to the FCC in the Triennial Review Order proceedings indicates that “if just 5 percent of [e-mail and IM messages] substitute for a 90 second voice call, this data traffic has displaced more than 10 percent of the voice traffic that would otherwise have been handled by the incumbents’ networks.”
  As broadband grows, so does the use of these communication alternatives.

An increasing number of wireless devices enable e-mailing and IM by Washington residents.  BlackBerries, “smartphones,” text messaging on mobile phones, and the newly arriving “3G” wireless services are blurring the boundaries between mobile voice and data services.  According to data from the Pew Internet & American Life Project, 17 percent of Internet users, and 28 percent of Internet users between the ages of 18 and 27, have logged on using a wireless device.
  The statistics are similar for wireless instant messaging, where Pew data reveal that 15 percent of IM users have instant messaged using a wireless device, such as a cell phone, PDA or wirelessly enabled laptop.
  Individuals are becoming increasingly comfortable with using their wireless handhelds for data services, which can substitute for voice services.  By mid-2004, more than 25 percent of US wireless subscribers were wireless data users, a 58 percent increase from the same period the previous year, with the average wireless user spending $2 per month on wireless data services.

4. VoIP Providers Are Emerging As Significant Competitors By Offering Voice Services At Discounted Prices And By Offering Features Beyond Traditional Telephony.

Q.
please describe voip technology.

A.
VoIP technology allows customers to make and receive local and long distance calls using adapters with ordinary telephone equipment and ordinary dialing patterns.  VoIP technology can be used in at least three basic ways:  (1) cable companies use VoIP technology over their own networks to provide “cable telephony” without requiring customers to subscribe to broadband service;
 (2) VoIP service can be provided as a software application over customers’ existing broadband (DSL or cable) connections and uses the public Internet to transport calls; and (3) businesses use VoIP equipment on their private networks and switching systems in place of traditional telephone services.

q.
HOW DO VOIP OFFERINGS COMPARE TO ILEC or clec OFFERINGS?

A.
VoIP services include many of the basic features that wireline circuit switched telephony offers, as well as advanced features not available from ILEC services.
VoIP offerings are typically priced lower than ILEC wireline unlimited local and long distance calling packages.  They also offer features not available from traditional wireline services, such as the ability to choose any area code in the nation, the ability to access voice mails on the Internet that were sent via sound attachments by e-mail, telemarketer blocking that rejects calls from automated dialing computers, and call filtering that offers control over who can call at what hours.

VoIP providers’ services have grown extremely fast in the last year or so.  For example, Vonage offers Premium Unlimited services for $24.99 per month and Small Business Unlimited services for $49.99 per month.
  Vonage had exceeded 400,000 subscribers as of January 2005, after adding over 300,000 new subscribers in 2004 alone.
  And, according to a recent article in Business Week:  “Vonage subscriptions have jumped 63% this year, to 700,000.  Some 15,000 more jump on board every week.”

Q.
WHICH PROVIDERS use voip to compete with lecs? 

A.
Cable companies are already offering voice services using circuit switched and VoIP technology but are now moving quickly to expand their use of VoIP to provide voice services.

New firms such as Vonage, BroadVox, and Lingo, established carriers like AT&T (with its Call Vantage offering) and ISPs can and do provide VoIP services with relative ease through a wholesale VoIP service provider.  For example, Level 3 Communications provides retailers with the essential building blocks — such as networking trunking, local numbers, local number portability, operator assistance and directory assistance — required to offer residential customers local and long distance VoIP phone service via any broadband connection.

Cisco and Avaya are the two leading vendors providing installed IP telephony equipment.
  As described in Section III below, these firms have facilitated deployment of VoIP in corporate networks for enterprise customers.  They also offer VoIP solutions to smaller companies.

A more diverse group of businesses is also entering the market.  For example, America Online (“AOL”) has partnered with Level 3 Communications to sell VoIP over its AOL Instant Messenger (AIM) service, called AOL Internet Phone Service, and started offering this service on April 7, 2005.
  AOL’s phone service is currently available in major consumer markets around the country and “AOL plans to expand its service nationwide soon.”
  

Yahoo! and MSN also have client software that delivers VoIP, video conferencing and instant messaging services.  And recent press reports indicate that Google is preparing to launch a VoIP service that would reportedly be delivered using downloaded software.

In order to keep pace with these industry dynamics, the wireline carriers have begun offering VoIP services as well.  Verizon’s VoIP product, offered by Verizon Long Distance, is called VoiceWing service and is now available throughout the United States (including Washington), over cable modem or DSL broadband connections.

Q.
is VoIP expected to grow in the near future? 

A.
Yes.  Analysts agree that VoIP use will grow significantly over the next four to five years.  For instance, Jupiter Research predicts that by 2009, 10 percent of all U.S. households will be using VoIP telephony.
  Figure 7 below shows the projected growth of household subscription to VoIP for households with DSL, cable modem service, ordinary cable television service and others.

Figure 7
Forecast of US Residential VoIP Lines and Household Penetration,
2003 through 2009
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Parks Associates forecasts that nearly 13 percent of households will subscribe to VoIP in 2009, while their “conservative forecast” predicts nearly 10 percent penetration by 2009.
  In-Stat/MDR estimates that by 2008, 41 percent of US Businesses will use VoIP services.
  Others also estimate much wider VoIP usage:
· Lehman Brothers estimates that there will be 31.9 million consumer VoIP subscribers by the end of 2010 – a penetration rate of approximately 27.6 percent of households with telephones.  Of these subscribers, 17.4 million will be served over cable broadband service, and 14.5 million will be served over DSL service;

· IDC estimates that there will be 27.5 million consumer VoIP subscribers by the end of 2009;
 and
· Banc of America estimates that cable and other VoIP providers will serve 18.9 million lines by the end of 2010 – approximately 20.7 percent of 91.3 million households with wireline service.

5. Emerging Technologies Show Tremendous Growth Potential.

Q.
WHAT OTHER TECHNOLOGIES provide INTERMODAL COMPETITION WITH WIRELINE?

A.
Emerging technologies such as Wi-Fi, WiMAX and Broadband Over Powerlines (“BPL”) have emerged to present further challenges to the incumbent wireline carriers.  Although they are in use today, it is expected that these technologies will be deployed even more widely in the future.

a. Wi-Fi

Q.
What is Wi-Fi?
A.
Wi-Fi, short for wireless fidelity, is a wireless broadband network technology that allows users within range of the network to connect to the Internet via a wireless device such as a laptop.  A single wireless network, dubbed a Wi-Fi hot spot, has a range of up to 1,000 feet in an optimal open environment and speeds of up to 11Mbps.  Wi-Fi hot spots give travelers in busy public places like coffee shops, hotels, airport lounges and other crowded locations, access to broadband services, including VoIP.

Wi-Fi is also used in homes to connect multiple family members’ computers to each other and to broadband Internet modems, in small businesses to connect employees in different departments, and in large corporations to connect office buildings across campuses.  Such home and private network usage is significant because it tends to make the technology more widely available and greater diffusion drives down costs.  Furthermore, as computer makers add Wi-Fi capabilities to laptops, it will likely stimulate further proliferation of Wi-Fi hot spots.

A June 15 article in the Wall Street Journal discussed how EarthLink is seeking to enter into agreements with municipalities to provide Internet access over government owned Wi-Fi.
  According to the article:

EarthLink says it bid to both build, run and serve users of the network, and has lined up partners to help.  The company has 5.4 million Internet-access subscribers, including 1.5 million broadband subscribers, but to date hasn't operated a network. If EarthLink builds this one, other ISPs will be able to offer services on it as well, says Kevin Brand, vice president of product management.  EarthLink doesn't intend to be a “monopolistic carrier,” he says.

Mr. Brand … said the network [Earthlink] envisions “can be cost competitive, affordable, robust, reliable, supportable.”  He expects the cost of acquiring subscribers to be low because of the publicity the project is apt to attract and the nature of wireless networks.  Users will register themselves when their computers detect the network and they try to sign on.

Q.
what role Does Wi-Fi play in intermodal competition?

A.
As I mentioned before, Wi-Fi technology is emerging as another potent form of intermodal competition.  One integrated network application of Wi-Fi technology is wireless VoIP or VoIP over Wi-Fi, which is the routing of telephone calls for mobile users over the Internet.
  The service is particularly useful for business travelers because it provides them with the ability to make and receive phone calls from a laptop computer or PDA devices.

Q.
how extensively are Wi-Fi SERVICES dEPLOYED AND USED?

A.
Wayport, the leader in providing Wi-Fi networks, owns 6,300 Wi-Fi hot spots nationwide and claims to add as many as 150 new hot spots per week.
  Other major Wi-Fi network providers include T-Mobile, SBC, Boingo Wireless and Sprint.  In-Stat/MDR estimates that there are 4.9 million hot spot users in North America in 2005, and that number will grow almost fivefold to 23.9 million by 2007.
  Home Wi-Fi networks were in use by 8.7 million households in 2004 and the number of these networks was expected to climb to 28 million by 2008, according to a Jupiter Research/Ipsos-Insight Entertainment Technologies survey.

Q.
Do you expect that Wi-Fi will boost the DISPLACEMENT OF wireline service?

A.
Yes.  Wireless phone suppliers have begun to integrate wireless VoIP technology into their handsets.  Recently announced dual mode devices allow wireless mobile users to access both their wireless networks and Wi-Fi networks.
  Users of these dual mode devices will be able to conserve their mobile minutes by using a Wi-Fi connection to place VoIP calls.  By enabling connection to both VoIP and wireless networks, these dual mode phones will provide enhanced coverage, thus allowing the user to stay connected in more locations.  

In addition, “smart phones” with dual mode capabilities will become more widely available as VoIP becomes more widely deployed.
  Vonage and Net2Phone recently announced wireless VoIP phones that will allow users to make calls anywhere a wireless Wi-Fi broadband connection is available.
  Net2Phone announced, in October 2004, the availability of a Wi-Fi handset that “enables users in corporate, residential and public Wi-Fi network environments to benefit from VoIP calling.”  Vonage plans to launch its Wi-Fi handset nationwide by summer 2005.

According to a recent survey by In-Stat, 23 percent of decision-makers in medium-sized companies and large enterprises said that they had already deployed wireless VoIP in some manner and another 30 percent said they were planning or evaluating the implementation of the technology within the next six to twelve months.
  In-Stat forecasts that by 2008, there will be close to 40,000,000 cellular voice devices w/WLAN subscribers, with non-business consumers beginning to dominate the subscriber market.

Q.
Can cable companies use Wi-Fi or other wireless technologies to better compete with wireline services?

A.
Yes.  Cable providers are already using wireless technologies to extend services beyond the limits of their wired plant.  For example, Charter, Time Warner and Cox all use Wi-Fi technology to extend the reach of their cable routes.  Comcast, Charter and Cox have either utilized or tested wireless line extensions to serve customers previously out of reach.
  

In addition, cable companies are exploring various means of adding wireless services to their bundle to provide all four of the major communications services — video, telephony, broadband, and now wireless services.  Among the possibilities being discussed are reselling or purchasing wireless capacity,
 and forming ventures with wireless companies to give cable broadband subscribers access to Wi-Fi hotspots.  The largest such agreement is a deal between Comcast and T-Mobile, the largest hotspot provider.
  

b. WiMAX

q.
WHAT IS WiMAX?
A.
WiMAX, like Wi-Fi, is a wireless network technology that allows users to access broadband connections.  WiMAX, however, has a much wider range enabling transfer of data up to 30 miles from the central base station and has higher speeds of up to 75 Mbps.

Q.
Does WiMAX promise to complement Wi-Fi and play a role in intermodal competition?

A. 
Yes.  A single WiMAX network or hot-zone, with a much wider range than Wi-Fi, can extend broadband access to blanket an entire city.  WiMAX can even extend service to rural and remote areas.  WiMAX can complement Wi-Fi.  The combination of Wi-Fi and WiMAX technologies may allow broadband connections almost anywhere.  According to a WiMAX analyst: 

[e]arly WiMax deployments will start by connecting fixed or stationary subscriber stations, but then will evolve to support nomadic/portable applications and eventually completely mobile services and devices.  WiMax will also enable the “access anywhere” triple play revolution:  high-speed wireless delivery of data, voice and video applications at home, in the office and on the go.

Like Wi-Fi, WiMAX will complement VoIP by providing wireless broadband internet access anywhere in a metropolitan area.  As demand for broadband access continues to grow, WiMAX could also challenge wireline broadband services including Verizon’s DSL services.  Cable and other providers may take advantage of WiMAX to provide wireless broadband and undercut the appeal of Verizon’s DSL.
  WiMAX technology could also serve as the backhaul for Wi-Fi hot spots.

Q. 
Is WiMAX technology under development by major competitors? 

A. 
Yes.  AT&T, Intel, Sprint and Fujitsu Microelectronics are all currently developing WiMAX technology for deployment in 2006.
  Airspan Networks Inc. has launched “self-installable” WiMAX products for indoor use for residential or small businesses, and for outdoor professional use for larger enterprises.  Airspan will commence trials of its “AS.MAX” products with service providers the second quarter of 2005, and expects commercial WiMAX network rollouts to begin in third quarter.

c. Broadband Over Powerline

Q. wHAT IS Broadband Over Powerline?

A.
Broadband Over Powerline, or BPL, is a technology that has been developed to allow transmission of broadband signals over existing power line facilities.  FCC Commissioner Abernathy described how it works:

Access BPL Systems are telecommunications networks that allow high-speed communications signals to be carried through overhead and underground power lines.  The communications signals transmitted and received from these systems are then distributed from the power grid to homes or offices via low voltage power lines or Wi-Fi links.  Once the communication enters the residence or office, it can be further supplemented with either an in-home or in-office BPL system or a Wi-Fi system.

Q.
What is the significance of BPL?

A.
Because it uses the existing utility infrastructure, BPL provides electric utilities a low cost means of entry into the communications markets and allows them to take advantage of economies of scope.  According to FCC Commissioner Abernathy:

Access BPL may play an important role as a new competitor in offering broadband access to homes and businesses because power lines are available in almost every community.  This means that the traditional providers of broadband communications, DSL and cable modem services will face a new competitor.  In addition, Access BPL may serve as a broadband solution in geographic areas where DSL and cable modem services are not yet offered.

q.
WHO PROVIDES BPL?

A.
Electric utilities partnering with technology companies have been developing BPL.  For example, Con Edison has expanded its BPL trial in January of this year in conjunction with Earthlink
 and Ambient, a company focused on development of technology to deliver broadband Internet and telephony over power lines.

d. Satellite Broadband

Q.
PLEASE EXPLAIN HOW SATELLITE BROADBAND PROVIDERS ARE ADDRESSING COMMUNICATIONS NEEDS.

A.
Satellite broadband is currently available to serve just about any rural location.  Although speeds have been slower and pricing higher than cable modem service or consumer DSL, the only requirement for service is clear line-of-sight to the southern sky.
  Satellite broadband service provider WildBlue recently launched its Ka-band two-way service, offering better pricing and speeds more closely comparable to cable modem and DSL (in both directions).  WildBlue’s website states that its broadband service: “Reaches virtually everywhere in the continental U.S.” and is “Now Available!”

6. Implications of Industry Dynamics for Verizon and MCI

Q.
HOW DO THESE INDUSTRY DEVELOPMENTS BEAR ON THE VERIZON/MCI TRANSACTION?

A.
The intermodal competition that I have just described has important business and regulatory implications that must be considered when evaluating the proposed transaction between Verizon and MCI.  It must first be recognized that intermodal competition for the provision of communication services is already occurring in Washington, and can be expected to grow rapidly.  As I will describe in greater detail in the sections that follow, intermodal competition is thriving in the state.

Moreover, these industry developments explain why Verizon’s decision to acquire MCI makes good business and economic sense.  The transaction responds to the continuing evolution of the industry as driven by customer demand and by changing technology.  The industry is rapidly restructuring to deal with the reality of intermodal competition and convergence.  As a recent report starkly observed, traditional landline carriers face major challenges:  “The underlying business model for landline telephony has formally ceased to exist and the stock markets no longer have faith in this sector.”
  The competitive need for firms to offer products and services that respond to telecommunications convergence is further supported by Gartner Research, which found that “operators that fail to recognize this need [for unified services] will struggle to stay relevant in the market.”

Indeed, scarcely a day goes by without more news of how competitors are responding to increasing competition across the spectrum of the communications business.  A recent Wall Street Journal article, for instance, detailed an announcement by AT&T and Microsoft that they have formed a five-year partnership to develop and market new messaging, conferencing and document-management services for large businesses.  According to the article, “The companies say the arrangement will help phone giant AT&T cement its role as the largest communications-service provider to businesses while it advances Microsoft’s presence in telecommunications.”
  Another article in that paper discussed EarthLink’s announcement that it plans to expand its phone service with a new Internet-based technology that allows customers to use traditional phone equipment to make calls.
  EarthLink plans to offer the new service as part of a package with a broadband plan starting in October to customers in Seattle, San Francisco, San Jose, CA, and Dallas, at a later point, the service may be offered to customers nationwide.  Discussing Sprint’s pending transaction with Nextel, a recent article in the Washington Post said that Sprint is about to redefine and reinvent what it means to be a telephone company by cutting itself free of the phone-line business and focusing on its prospering wireless division.
  The new strategy means Sprint, along with cable companies, would market what the article calls a “megabundle” of entertainment and communications services, which would include Internet-based phone service, high-speed Internet connections, and television, music and entertainments viewable on a cellular phone.
For its part, Verizon is responding to the changing competitive landscape by accelerating its expansion into broadband and wireless services.  The planned transaction with MCI will facilitate Verizon’s ability to complete those plans.  MCI’s facilities and customer base will complement Verizon’s continuing transformation into a premier wireless and broadband provider.  The combination of Verizon’s fiber deployment with MCI’s IP backbone and IP applications will enable the development of an advanced broadband platform, one that is capable of delivering next-generation communication services to a wide range of customers.  From the perspective of MCI’s existing enterprise customers, the transaction adds a widespread local network and the ability to obtain wireless services and wireline services from a single source.  Thus, the post-transaction company will be able to provide one-stop shopping for consumer, small business, and enterprise customers.

The proposed transaction will enable the new firm to meet the challenges of convergence and changing industry dynamics far better than each could on its own.  The post-transaction entity will be a stronger competitor that is able to meet customers’ new expectations for services and pricing, and to better match the offerings of the cable companies and their suite of advanced services.  In short, the post-transaction company will be better positioned to develop and to offer innovative services, providing valuable benefits to customers without harming competition.

From a regulatory perspective, the substantial intermodal competition that exists today has blurred and rendered irrelevant the traditional regulatory distinction between local and long distance services.  This distinction should be replaced by a broader view of the competitive landscape in which transactions like this one are taking place.  The current view of the competitive landscape should account for all forms of communications and technologies, without regard to regulatory classification or wireline service legacies.  Because the competitive landscape has been transformed from a set of separate industries individually providing local and long distance services into converged providers that are competing to offer a wide range of services, the post-transaction company will compete not in individual, historical markets such as local voice services, but for overall services provided to residential, small business, and enterprise customers.

In sum, the most significant competitive threats faced by Verizon and MCI no longer come from the CLECs or IXCs that provided local or long distance services alone or in combination, but from cable companies, wireless providers (many of which are providing an array of communications services to an ever growing number of residential and business customers) and from ISPs and VoIP providers that are able to offer voice and other services via a variety of broadband connections.  In the section below, I analyze the competitive landscape and the competitive effects of the transaction in Washington; this analysis supports my conclusion that the transaction will not harm competition in the state.
III. the transaction will not harm competition for any customers in washington
A. The Proper Analytical Framework
Q.
From an economic perspective, how should the commission evaluate the transaction’s effect on competition?

A.
The Commission should analyze the competitive effects of the transaction using a forward-looking comparison of market structure with and without the transaction.  More specifically, it should analyze the transaction in light of the following factors, which I described above:  (1) convergence among technologies has stimulated intermodal competition; (2) competition has been expanded well beyond traditional wireline boundaries; and (3) MCI’s mass market business is already in decline and will continue to decline regardless of the transaction.  As a result of these developments, and for other reasons concerning the inherent shortcomings of market share analyses, historical and current market data for traditional services such as local and toll voice services should not be relied upon to evaluate the transaction’s effect on competition.

Rather, the market affected by this transaction should be defined more broadly than has traditionally been the case.  The Commission should define the market the way customers do — with consideration of all forms of communications and technologies and without limitation by geography, regulatory classification, or wireline service legacies.  The supply considerations described below show that historical boundaries and regulatory distinctions (such as, for example, the distinction between local and long distance services) are no longer relevant.

Although the transaction does not call for the elimination of any Verizon or MCI operating subsidiary from the marketplace, to be very conservative in the analysis I have developed for this Commission I look at the possible effects should one firm cease to do business in areas where Verizon and MCI operations currently overlap.  As I explain, even under this approach, the impact on competition in Washington would be negligible.

Q.
you testified that it is no longer economically appropriate to regard local and long distance services as part of stand-alone markets to be analyzed indendently.  please explain further why that is so.

A.
Economists view a service market as the set of offerings with which the service in question competes – i.e., the services that consumers would substitute if the price of the service in question were increased.  Communications firms now compete for two sets of services:  mass-market telecommunications services (consisting of services sold to residence and small business customers) and enterprise services (consisting of services sold to large business customers).  Because individual services (such as call-waiting or calling packages, and local and toll services) are generally bought and sold together with basic exchange service, there is no need to examine the service market for each service individually.  Competition takes place for the end-user customer, and whatever set of services that customer requires will generally be supplied as part of a bundle along with basic exchange service.

Mass-market and enterprise services differ mainly in the way they are bought and sold.  Mass-market customers buy prepackaged services out of tariffs or “off the shelf” packages on a month-to-month basis.  They are generally served by a business office, and marketing to them takes the form of bill inserts or mass-market advertising, mailing or call center campaigns.  In contrast, enterprise customers receive attention from individual account managers.  They frequently specify service packages and characteristics in the form of requests for proposal and solicit multiple bids.  Services are generally sold by multi-year contracts with negotiated term and volume discounts.  As a consequence, it is useful to assess two sets of services—mass-market and enterprise services.
 

Q.
Please provide exAmples that illustrate how local and long distance services are now sold jointly as a single product. 

A.
Regulatory, technological and marketplace factors have all but obliterated the distinction between “local” and “long distance” services.  Wireless customers now receive “buckets” of any-time, any distance minutes of use such that they need not think in terms of local and long distance calls.  Similarly, Internet communication via email, IM, and VoIP are typically sold and used without regard for whether the other party is within or without the local and long distance boundaries set for the traditional wireline market.
From a customer’s standpoint, it is no different to send an e-mail across the globe than across the street.  A consumer can plug in a VoIP phone (or use a wireless VoIP phone) in Washington with a local telephone number from New York (or any other state).  The consumer can use his or her wireless phone or VoIP service from Redmond or San Francisco, and pay the same amount whether he or she calls a neighbor around the corner or across the continent.  Service providers of all varieties – wireline, cable, wireless, and VoIP alike – have adapted accordingly in that they all routinely offer any distance calling plans that reflect this new reality.

This transformation has also blurred the distinction between voice and data.  At a technological level, there is in fact no distinction; all the new technologies use digital networks that convert both voice and data into indistinguishable digitized bits.  And, from the customer’s perspective, voice and data are interchangeable for a large and growing portion of their communications needs.  Every day, customers search for more e-mails and instant messages than they make voice calls, and many of the former substitute for the latter.

Q.
What does the above discussion imply regarding the analysis of COMPETITION ACCORDING TO “CUSTOMER SEGMENTS”?
A.
Taking into account fundamental changes continuing to occur in the industry, it is clear that many traditional market boundaries and definitions have shifted, while others have not.  The factors described above imply that the Commission should analyze competition for two customer segments: residential/small business customers (which I call the “mass-market” customers); and large and medium-sized business customers (which I call “enterprise customers”).  These distinctions account for the fact that the customers in each segment have different needs, use different services, and are served using different marketing and provisioning methods.  

Q.
will the transaction harm competition for MASS MARKET OR ENTERPRISE customers in Washington?
A.
No.  This is so for several reasons.  First, the companies have minimal overlapping local facilities in the state and where overlap exists, numerous other competitors have also deployed facilities there.  

Second, as MCI witness, Mr. Beach, explains in his testimony, MCI previously determined that it is not seeking to expand but rather to “manage the decline” of its mass market business such that the transaction will not eliminate a significant competitor for mass market customers.  Beyond that, Verizon and MCI face substantial and growing competition in this segment from both wireline and intermodal service providers.  This intermodal competition will not be affected in any way by this transaction, and the broad-based set of diversified intermodal competitors will prevent Verizon and MCI from profitably engaging in anti-competitive conduct.

Third, although MCI competes with Verizon to some extent for large enterprise business, this segment has long been recognized as the most competitive segment of the communications industry and will remain so after the transaction.  As described below, enterprise customers are sophisticated purchasers of services who can choose among a diverse and numerous array of providers.  Given this, the post-transaction entity will not possess market power that will harm competition for the provision of service to enterprise customers.

B. Facilities Overlap is Small and, In Any Event, Numerous Competitors Are Also Serving Areas Where Overlap Exists

Q.
do Verizon and mci have overlapping facilities in washington?

A.
Facilities overlap between Verizon and MCI in Washington is quite small.  And where the two companies have overlapping local facilities, numerous other competitors have deployed facilities as well.  Since competitors can expand into adjacent wire centers or use special access or UNEs
 to do so without actually building fiber to those wire centers, it is appropriate to examine the presence of competitors for clusters of adjacent wire centers.  In Washington, the overlapping wire centers fall into a single cluster, Kirkland.  That cluster has 20 different competitors with existing fiber facilities.
Even if the analysis is performed at the analytically inappropriate wire center level, it shows that any overlap of facilities will not harm competition.  MCI and Verizon have overlapping local facilities in only four of the 104 wire centers served by Verizon Northwest Inc. in Washington.  These four wire centers are served by an average of 14 other competitors.  At least 11 other competitors are present in each wire center with overlapping facilities.  Table 1 below shows the distribution of wire centers by number of competitors.
	Table 1

Number of Competitors Other than MCI and Verizon by Wire Center

	
	

	CLLI
	Number of Competitors

	BOTHWAXB
	13

	JUNTWAXA
	11

	KRLDWAXX
	15

	RDMDWAXA
	15

	Total
	20

	Average
	14

	
	

	Note: All four wire centers are in the Kirkland, WA cluster.

	“Total” includes only unique competitors across all wire centers.

	Source: Data Provided by Verizon.


Indeed, these data understate competition because they focus exclusively on the traditional wireline market and ignore the robust competition offered by other non-traditional service providers.

According to Mr. Beach's testimony, MCI has several lit buildings in Verizon's service territory. Apart from the fact that such overlap is insignificant, it is even less relevant economically than the wire center overlaps discussed above.  Just as a provider with facilities in one wire center within a cluster can readily expand to provide services in an adjoining wire center using UNEs or special access, it can use the facilities located in that wire center to serve the buildings located there.  Here, every building with MCI fiber is in a cluster of contiguous wire centers having competing fiber suppliers that can readily provide service to that building.

C. The Transaction Will Not Harm Competition for Mass Market Customers

Q.
will the transaction harm competition for MASS MARKET customers in Washington?
A.
No, the transaction will not adversely affect competition for mass market customers in Washington.  MCI has decided to manage the decline of its mass market business in Washington and elsewhere, so it would be a less significant competitor regardless of the transaction.  Furthermore, after the transaction is completed, mass market customers will continue to have a choice of competitive communications services providers, including wireline competitors, cable telephony providers, wireless services providers and VoIP providers operating throughout the state.  
Q.
how has mci competed with Verizon in washington?

A.
MCI has relied largely on UNE-P
 to compete and, as MCI’s witness explains, MCI’s presence in the mass market has been declining over the last several months.  Moreover, MCI is but one of many competitors for mass market customers.  And, given that facilities-based competitors — i.e., cable, wireless, VoIP and CLECs — will remain in the market and intermodal competition is growing vigorously while MCI’s mass market business is in decline, MCI’s absence will not result in a material impact on competition for mass market customers.

Q.
please provide an overview of the patterns of intermodal and CLEC competition faced by Ilecs in Washington.

A.
Figure 8 below summarizes FCC data on the pattern of competition in Washington.  It shows that from mid-2000 to mid-2004, residence and small business conventional wireline (i.e., ILEC + CLEC) access lines in Washington dropped by about 179,500, or six percent.  In contrast, the number of wireless subscribers and residential and small business broadband lines increased fairly steadily from December 2000 through June 2004 — growing by 1.85 million (76 percent).
  Thus, by June 2004, the number of wireless subscribers plus residential and small business broadband lines was 1.4 million (or 50 percent) higher than total (ILEC + CLEC) residential and small business in the state.
Figure 8
Intermodal Competition for Residential and Small Business Customers 

In Washington
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1. MCI Would Not Be A Significant Competitor For Mass Market Customers In Washington, Regardless Of This Transaction
Q.
would mci be a significant competitor in the mass market Segment in Washington Absent the Acquisition?  
A.
No.  As I have stated and as MCI witness Michael Beach explains in detail in his testimony, MCI’s mass market business (in particular, its consumer segment) is in a “continuing and irreversible decline.”  Far from seeking to reinvigorate that business, MCI is working merely to manage the decline by, among other things, dramatically reducing its marketing efforts (including closing call centers).
  Analysts forecast that MCI’s mass market business will decline rapidly in the next several years.  Both Needham and Co. and UBS estimate MCI’s mass market revenues will decline by about 30 percent per year over the next several years.
  Credit Suisse/First Boston has projected MCI’s revenues by segment and expects mass market revenues to decline sharply both in absolute terms and relative to MCI’s other areas.

2. Both Wireline and Intermodal Competition for Mass Market Customers Are Well Established In Washington
Q.
are there other reasons why the transaction will not harm competition for mass market customers?

A.
Yes.  After this transaction is completed, these customers will continue to have a wide array of choices for service providers.  Competition from traditional wireline providers is strong in the state and the industry wide trends concerning intermodal competition that I described in detail earlier are very much in evidence in Washington as well.
a. Wireline Competition is Vigorous in Washington

Q.
Have CLECs Been successful in competing with ilecs for customers in WAshington?

A.
Yes.  Competition among wireline service providers in Washington is evidenced by the rapid growth of CLECs in the state, at the same time as the ILECs have been losing lines.  More specifically, the FCC’s Local Competition Report indicates that from year end 1999 to mid-2004:

· ILEC retail lines in the state fell by over 500,000 lines or about 14 percent.

· CLEC retail lines in the state grew by about 356,000 lines or about 257 percent.

· Statewide, CLEC share has been increasing rapidly—from only 3.5 percent at the end of 1999 to 13.1 percent in mid 2004.  Moreover the CLEC share more than doubled since mid 2001 when it was only 5.8 percent.  

· The growth in CLEC lines has been accompanied by a proliferation in the number of CLECs and the spread of the availability of CLEC service throughout the State.  

· The number of CLECs that reported to the FCC as having operations in Washington increased from nine at year end 1999 to 14 in mid 2004.  

· 81 percent of Zip Codes in Washington have at least one CLEC offering service, exceeding the national level of 79 percent.  

· The percent of Zip Codes in the State with at least one CLEC represents a 14 percent increase from 2000, when 71 percent of Zip Codes had at least one CLEC offering service.  

It is important to note that these data provide a conservative measure of competition since CLECs serving less than 10,000 lines are not required to report to the FCC; nor does the FCC report include VoIP providers or wireless scenarios where the customer has opted out of its wireline telephone service.  In fact, much of the competition in Washington today is from non-traditional sources such as cable, wireless and VoIP providers.

Q.
Is there any other reason to believe that the FCC data understate the competitive losses of ilecs in WAshington?

A.
Yes.  Because Washington’s population has grown over this period, it is clear that competitive effects are larger than suggested by the comparison of ILEC losses and CLEC gains.  Between mid 2000 and mid 2004, the US Census Bureau estimates that Washington’s population grew by five percent, from 5,911,182 to 6,203,788.
  If one were to assume that mass market access lines grow in proportion to population, one could expect Washington ILEC residence and small business access lines to have increased by at least 148,000 over that period, but for the growth of various forms of competition.  Instead, ILEC mass market access lines fell by 405,400 lines.  In short, the fact that ILEC share has been declining since mid 2000 despite the positive population growth suggests that the losses—relative to the expected gains—are larger than indicated by the declines shown by the FCC data on ILEC lines.  

Moreover, applying the same logic to total ILEC + CLEC residential and small business access lines in Washington, we could expect that they would have grown from about 3.05 million in mid 2000 to about 3.2 million by mid 2004, rather than falling by almost 179,500 or 5.9 percent over that period.  The difference is likely due to the intermodal competition described below.

Q.
please describe the line losses that Verizon has experienced in its service area in washington.

A.
The degree of intermodal competition found on a nationwide basis is similar to the intermodal competition in Washington generally and in Verizon’s service area in Washington in particular; this is no less true with respect to CLEC competition.  Verizon WA’s total retail lines fell by [BEGIN VERIZON PROPRIETARY] ************************************* [END VERIZON PROPRIETARY] in the period from December 2001 to December 2004.  This is somewhat higher than the 10 percent decline in total Washington ILEC lines shown by the FCC data for the interval that most closely matches the corresponding Verizon data — i.e., the December 2001 to June 2004 period  Over a shorter interval (i.e., from December 2001 to June 2004) than the interval measured by the FCC data for statewide ILEC losses, Verizon lost [BEGIN VERIZON PROPRIETARY] *************************************** ******************************** [END VERIZON PROPRIETARY].
Moreover, Verizon data show that Verizon WA has lost substantial lines in both the residential and, business categories over the last three years.  Specifically, between December 2001 and December 2004, Verizon WA:

· Residential lines fell by [BEGIN VERIZON PROPRIETARY] *********************[END VERIZON PROPRIETARY].  

· Total business lines fell by approximately [BEGIN VERIZON PROPRIETARY] ***** [END VERIZON PROPRIETARY].

· Wholesale lines leased to CLECs, — i.e., sum of resale and UNE-Ps and UNE-Ls and EELs
 — grew by about BEGIN VERIZON PROPRIETARY] ******* [END VERIZON PROPRIETARY].

· Total UNE-Ls and EELs increased by[BEGIN VERIZON PROPRIETARY] ****** [END VERIZON PROPRIETARY]channels, indicating substantial growth in facilities-based competition.
b. Cable Competition Is Vigorous in Washington

Q.
Do cable companies compete with lecs in Washington? 

A.
Yes.  Cable companies are actively competing for both residential and small business customers in Washington.  Cable companies’ high-speed data services, known as cable modems, compete directly with the ILECs’ DSL and other broadband services, as well as with dial-up connections and second lines.  Cable operators directly compete with incumbent telephone companies by providing telephony services using cable telephony technologies, in particular VoIP telephony.  

Cable advanced services are present and growing in Washington.  According to publicly available data reported by the cable companies to the Television & Cable Factbook:

· 95 percent of the 2.2 million homes passed by cable systems in Washington have broadband service available; and 

· Slightly over 50 percent of the homes passed will have cable company provided telephony available by the end of the year.
  

Table 2 below provides a more detailed look at these data:

	Table 2
Advanced Cable Services Availability in Washington as of Year-End 2005

	
	Homes Passed
	Percent of Homes Passed

	Company
	Total
	Broadband Ready
	Telephony Ready
	Broadband Ready
	Telephony Ready

	
	
	
	
	
	

	Comcast
	1,712,018
	1,696,973
	1,128,340
	99%
	66%

	Other Cable
	492,734
	398,506
	3,697
	81%
	1%

	Total
	2,204,752
	2,095,479
	1,132,037
	95%
	51%

	
	
	
	
	
	

	Notes:  Missing homes passed data is estimated based on the average ratio of homes passed to subscribers of other Washington systems.  Additional franchises have planned Internet operations.

	Sources: Television & Cable Factbook, Cable Volume, 2005; Detnews.com.


Comcast is the nation’s and Washington’s largest cable provider and its entry into telephony services provides another strong competitor to Verizon.  As one recent article described it:

[Comcast’s] move could be the most significant challenge yet to traditional local phone companies such as Verizon Communications, Inc., analysts said.

“[The competition]’s going to be war,” [Susan Kalla, an analyst with Friedman, Billings, Ramsey & Co.] said.  “It’ll be a long and hard-fought battle.”

“The next two to three years will be marked by competition not seen before,” in the phone and cable industries, said Aryeh B. Bourkoff, an analyst with UBS Warburg in New York.  “Ultimately, consumers will have more choices.”

Comcast hopes to sign eight million customers for phone service within five years by luring them away from regional phone companies.
  

Q.
is cable telephony LIKELY to grow in Washington?

A.
Yes.  The availability of cable telephony in Washington will undoubtedly increase substantially over the next two years.  Comcast, which accounts for almost 80 percent of cable homes passed in the state, recently announced plans to offer telephony service to 15 million homes by the end of 2005 (an increase of about 50 percent from year-end 2004) and to all its homes passed by the end of 2006.
  Thus, even if — contrary to the evidence — no other cable company expands its telephony offering, almost 80 percent of cable homes passed in Washington will have access to cable company provided telephony by the end of 2006.

Recent press coverage chronicling the cable companies’ tremendous success in signing VoIP and other telephony customers also supports my view that cable telephony will continue to grow in the state.  For example, a recent New York Times article reports that:

[b]y the end of the first quarter, Cablevision had signed up 364,000 subscribers for its digital phone service, and is adding about 1,000 new customers a day.  Time Warner Cable had 372,000 customers.  Comcast and Cox Communications both have more than 1.2 million traditional phone subscribers and both are now introducing digital phone service.

Q.
IS CABLE MODEM SERVICE USED WIDELY THROUGHOUT WASHINGTON?

A.
Yes.  In fact, cable modem service is not only available throughout the state, but it is also the major source of broadband in Washington.
As shown in Figure 9 below, as of June 2004, coaxial cable accounted for 55 percent while ADSL accounted for 39 percent of the approximately 775,000 high speed lines serving Washington.

Figure 9
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Q.
What is the significance of the widespread AVAILABILITY of cable modem service in Washington?

A
The deployment of cable broadband in the state is important because, as I explained earlier, cable broadband enables the provision of telephony services using circuit-switched as well as VoIP services, whether provided by the cable companies or other VoIP providers.  Given that their cable modem services are available to the vast majority of Washington households, cable companies enable state-wide competition by VoIP providers like Vonage.  As described in greater detail below, application-based VoIP service is already present in Washington and is well positioned to compete with traditional telephone providers.  Moreover, under these circumstances, the Commission can be confident that cable telephony will soon be deployed even in those areas of the state where it is not now deployed.
Q.
Do cable companies compete for small business customers in Washington?

A.
Yes.  Cable companies are currently offering a broad array of services to business customers of all sizes.  For example, Comcast offers “Workplace Standard and Enhanced” packages of telecommunications services to small businesses for a monthly service charge of $95-$160.
  The standard package includes broadband connections up to 5.0 Mbps downstream and up to 512 Kbps upstream, seven comcast.net e-mail addresses, 1 dynamic IP address, firewall, domain name service and priority business class support.

c. Wireless Services Are Also Displacing Wireline Services in Washington

Q. IS WIRELESS subscribership GROWING IN Washington?

A. Yes.  Customers are also increasingly using wireless services in direct competition with traditional telecommunications services.  As shown in Figure 10 below, wireless penetration has been increasing steadily in Washington since 2000.

Figure 10
Wireless Penetration in WA, 2000 – 2004
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FCC data for June 2004 show that in Washington there were almost 3.6 million wireless subscribers and almost 3.3 million incumbent LEC lines.  Wireless subscribers grew 66 percent between June 2000 and June 2004, whereas ILEC lines fell by almost 15 percent and even total (ILEC + CLEC) lines fell by about 6 percent.  The latter decline occurred despite the substantial growth of CLEC lines shown in the FCC data.
  

Wireless minutes of use terminating on Verizon’s network have similarly increased in the state, as shown in Figure 11 below.  Note that this figure understates the extent to which MOUs have declined since it does not capture MOUs that terminate on other Washington ILECs’ networks and does not capture wireless-to-wireless calls that do not terminate on the wireline network. 
[BEGIN VERIZON PROPRIETARY]

Figure 11
Wireless MOUs in WA, 2002 – 2004

[image: image10]
[end verizon proprietary]

q.
IS there any evidence showing that wireless usage has affected Verizon’s WASHINGTON wireline services?

A.
Yes.  As shown in Figure 12 below, Verizon WA’s access MOUs are down 25 percent from 2000 to 2004 suggesting gains by wireless.

Figure 12
Verizon WA Access MOUs 2000 – 2004
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d. Broadband Providers Compete Vigorously in Washington 
Q.
has broadband Internet access grown in WAshington?
A. 
Yes.  According to the FCC’s High-Speed Services for Internet Access Report, broadband access lines in Washington grew from about 196,000 in December 2000 to about 775,000 in June 2004.  This is shown in Figure 13 below.  The number of residence and small business broadband lines increased by almost 571,000 lines or about 340 percent, over the same period.

Figure 13
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Not only has the number of broadband lines been growing, the number of entities offering high speed Internet services has grown as well.  As of June 2004, there were 17 ADSL providers, seven coaxial cable providers and a total of 32 unduplicated high-speed lines providers in Washington.  This is an increase from eight ADSL providers, between one and three coaxial cable providers and a total of 15 unduplicated providers in mid-year 2000.
The number of Zip Codes with two or more providers had grown to 89 percent in June 2004 from only 77 percent in June 2002; and more than two-thirds of all Zip Codes have at least three high speed Internet providers.
 
A substantial and rapidly growing percentage of Washington residents have opted to purchase broadband services.  Figure 14 below shows that by mid-2004, 32 percent of Washington households had broadband services – a five-fold increase from the 5.2 percent in mid-2000 and well above the national average of 29 percent.

Figure 14
Washington Household Broadband Penetration
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e. VoIP Services Are Widely Available In Washington 
Q.
Is VoIP service over existing broadband connections available to residential and small business customers in Washington?

A.
Yes.  A number of vendors offer VoIP telephony over existing broadband connections to consumers in Washington, including Vonage, Net2Phone, Lingo and AT&T’s CallVantage.  In fact, wherever broadband access is available, customers can order VoIP telephony.  For example, in 2003 Vonage stated:
Vonage offers its DigitalVoice information service to residential and small business customers.  The service is technically available anywhere in the world where a customer has a high-speed Internet access connection, since the service is accessed over the Internet.

Table 3 lists some VoIP providers, their area codes in Washington and their package offerings for residential and small business customers.  All provide some sort of unlimited local and long distance calling plan with monthly prices ranging from $19.95 to $49.99 excluding the cost of broadband connection.

	Table 3
Washington VoIP Plans 

	Provider
	Plan
	Area Codes

Offered
	Monthly

Price
	Anytime

Minutes
	Additional

Minutes
	Long

Distance

	(a)
	(b)
	(c)
	(d)
	(e)
	(f)
	(g)

	

	Vonage
	Premium Unlimited
	206, 253, 360, 425, 509
	$24.99 
	Unlimited
	N/A
	Included

	Vonage
	Basic 500
	
	$14.99 
	500 
	$0.039
	Included

	Vonage
	Small Business Unlimited
	
	$49.99 
	Unlimited
	N/A
	Included

	Vonage
	Small Business Basic
	
	$39.99 
	1,500 
	$0.039
	Included

	

	AT&T
	CallVantage Service
	206, 253, 360, 425
	$29.99 
	Unlimited
	N/A
	Included

	AT&T
	CallVantage Local
	
	$19.99 
	Unlimited Local
	N/A
	$0.04 

	AT&T
	CallVantage Small Office1
	
	$49.99 
	Unlimited
	N/A
	Included

	

	Lingo
	Link
	206, 253, 360, 425, 509
	$7.95 
	Unlimited In-Network
	$0.03 
	Unlimited In-Network

	Lingo
	Basic
	
	$14.95 
	500
	$0.03 
	Included

	Lingo
	Unlimited
	
	$19.95 
	Unlimited
	N/A
	Included

	Lingo
	Business Unlimited2
	
	$49.95 
	Unlimited
	N/A
	Included

	Lingo
	Business Unlimited Int'l2
	
	$99.95 
	Unlimited
	N/A
	Included

	

	Net2Phone
	US/Canada Unlimited
	206, 253, 360, 425, 509
	$29.99 
	Unlimited
	N/A
	Included

	Net2Phone
	US/Canada 500
	
	$14.99 
	500
	$0.039
	Included

	Net2Phone
	VoiceLine Basic3
	
	$8.99 
	Unlimited Inbound
	N/A
	$0.05 

	

	Notes & Sources:
Provider websites, accessed June 7, 2005.

1 CallVantage Small Office also includes unlimited faxing, additionally the service includes a second line with 500 long distance faxing and calling minutes per month.  Additional minutes over 500 for the second line costs $0.04 per minute.

2 Lingo Business plans includes 500 outgoing fax minutes. The Unlimited Business International plan includes calls to many international countries.

3 Net2Phone VoiceLine Basic: Unlimited inbound calls & pay-as-you-go outbound calls.


3. Long Distance Customers Will Not Be Harmed By The Transaction
Q.
will the acquisition harm competition for long distance customers?

A.
No.  As a threshold matter (and as I explained earlier), it is no longer economically appropriate to regard local and long distance services as part of stand-alone markets to be analyzed independently.  The intermodal competition that I have described in detail has all but obliterated the distinction between “local” and “long distance” services.  Wireless customers now receive “buckets” of any-time, any distance minutes of use such that they no longer think in terms of local and long distance calls.  Similarly, Internet communications via e-mail, IM or VoIP all take place without regard for whether the other party is within or without the local and long distance boundaries set for the traditional wireline market.

In any event, even when evaluated by reference to the historical concept of the “long distance market,” the transaction raises no concern of harm to competition in that market.  This is so because customers will continue to have multiple alternative services available once the transaction is complete.  Even if a customer does not use or own a cell phone, the price of that customer’s long distance service will be protected from anti-competitive increases in wireline prices because such intermodal competition constrains the prices of all wireline services and, in particular, “long distance” service.
Q.
Are emerging technologies in use in Washington?

A.
Yes.  Wi-Fi and WiMAX technologies are being used throughout the nation, including Washington.  Similarly, Washington mass market customers are using satellite.  And the Chelan County PUD is currently conducting two BPL trials in Eastern Washington State.

D. The Transaction Will Not Harm Competition For Enterprise Customers

1. Competitors Include A Diverse Group Of Companies Taking Multiple Approaches To Serving Large Enterprise Customers.

Q.
What types of products and servICes do enterprise customers purchase?

A.
Enterprise customers, particularly large enterprise customers, demand a range of communications services and equipment, including:  internal (voice and data) networking equipment to link their employees at a given location or across different offices in different places; communications links to their customers and suppliers, again including voice and data and, in some cases, video services.  Thus, in many cases they may seek to purchase an integrated bundle of products and services.  Yet they are sufficiently sophisticated that they can purchase individual components of the bundle or use multiple sources to ensure route diversity.  This dual approach allows different types of firms to compete to serve enterprise customers.

q.
please describe the purchasing practices of enterprise customers.

A.
As I mentioned earlier, enterprise customers are sophisticated purchasers of communications services.  These customers may (and often do) operate at multiple locations and in very different geographies.  They differ considerably in the number and types of services they require and the desired level of reliability and redundancy.  They also employ very different, far more sophisticated purchasing practices than those on which residential and small business customers rely.
Large enterprise customers use a range of purchasing techniques to ensure that their demands are met as economically as possible.  Some may seek all their services from a single source, while others may contract with different service providers (either to receive different services from each or to ensure backup if supply from one service provider is disrupted).  Their service procurement or purchase methods may vary, ranging from requests for proposals (“RFPs”), auctions and contracts, on one end, to informal negotiations or catalog purchases, on the other.  The FCC has acknowledged that “[l]arger business customers in general tend to be more sophisticated and knowledgeable purchasers of telecommunications services than mass market customers.”
  That is, they have staff (or consultants) with specialized knowledge of communications technologies and procurement practices that are dedicated to the purchase of those services.

Many medium-sized business customers buy similar types of integrated telecommunications packages and use the same purchasing methods as large customers.  For example, medium-sized businesses can and do use the RFP process and/or consultants to obtain many of the purchasing advantages of large enterprise customers.  Others purchase more standardized service packages, albeit in volumes sufficient to warrant individualized attention from providers.
  Still others purchase transport capacity, primarily for data and interoffice networks.  As with large enterprise customers, use of those sophisticated purchasing methods will continue to protect against anticompetitive conduct.  Thus, medium-sized businesses that employ such purchasing practices should be considered to be part of the enterprise segment.
Many medium-sized businesses also face choices that are similar to those of large businesses.  Many firms that compete to sell services to large enterprise customers also compete to serve medium-sized businesses, including IXCs, newer network providers, cable companies, and value-added resellers.  AT&T, for example, recently teamed up with IBM to compete to serve these medium-size business customers.
  In addition, CLECs, such as XO and PaeTec, focus on serving these customers.

Q. how do the sophisticated purchasing practices of enterprise customers Guard against anti-compeTITIVE conduct?

A.
In light of the practices described above, anti-competitive effects would arise in this context only if service providers could successfully use unilateral or coordinated actions to force large enterprise customers to pay inflated prices for the services purchased.  Such actions are not possible because large enterprise customers frequently use RFPs and bidding methods to obtain the most favorable purchase terms (including splitting purchases among multiple service providers).

Moreover, the service provider’s market share – whether “high” or “low” – makes less difference under RFP-driven procurement practices than in markets not dominated by RFP procurement.  Since bidders that can provide similar services at comparable values — regardless of their market share — have a chance of winning the bid, the number of bidders and the value of their product are more important in RFP-driven markets.  This fact has been recognized in the 1992 Merger Guidelines of the U.S. Department of Justice and the Federal Trade Commission.
  Because Verizon’s proposed transaction with MCI will not prevent large enterprise customers from soliciting bids for services offered by a diverse array of providers, it will not harm competition in this segment.

Q.
How do suppliers compete To Serve the varied needs of Enterprise customers?

A.
Given the purchasing patterns that I just described, a host of competitors, including global network service providers (“GNSPs”), systems integrators, equipment providers, CLECs/DLECs, and IP applications providers, all compete to supply the largest possible share of the equipment and services needed by enterprise customers.  Moreover, these service providers themselves depend, to a greater or lesser degree, on multiple equipment vendors and may collaborate with several facilities-based carriers to create a network that can serve commercial and institutional customers.

a. Network Service Providers

Q.
What characteristics define Enterprise network service providers? 

A.
These firms integrate data and voice communications on network infrastructure with global reach.  According to the Gartner Group, GNSPs compete to supply global multinational companies.
  Leading GNSPs include:  AT&T, Equant, BT and Infonet Services Corp, which has recently reached an agreement to be acquired by BT.  Other major competitors include:  MCI; Sprint (which “offers global services through a combination of company owned points of presence and its partners Equant and Infonet” and which is investing strongly in integrated offerings, working with IBM and other partners);
 and T-Systems (the international service arm of Deutsche Telekom (DT) that “is relatively unknown outside of Europe but has increased its visibility in the U.S. market”).
  Qwest Communications (which has its own long haul fiber backbone network), Broadwing, and Global Crossing provide global network services as well.
b. Equipment Providers

Q.
how do equipment providers serve enterprise customers?

A.
Equipment providers not only manufacture and provide equipment but also design, build and maintain networks for enterprise customers.  In addition, they consult on the design, implementation, and maintenance of network infrastructure.  Major equipment providers include Cisco, Avaya, 3Com, Lucent, Nortel, NEC and Alcatel.

q.
HOW ARE THESE PROVIDERS ABLE TO COMPETE WITHOUT OWNership of their own wireline or wireless assets?

A.
Equipment providers compete to provide products necessary to make converged data and voice systems work optimally.  Each equipment provider offers its own set of solutions to enterprise customers.  For example, Cisco provides equipment and network design services, but uses “channel partners” and resellers to actually manage the installation and coordination of the equipment with network service providers.
  Cisco also works with system integrators to serve enterprise customers.  For example, IBM and Cisco expanded their relationship in May 2004 to provide VoIP services to enterprises and mass market customers:

Like other enterprise-friendly offerings, the IBM-Cisco partnership seeks to bundle voice with other communications tools, including instant messaging and videoconferencing.”  IBM will market its consulting and integration services and will support a range of Cisco’s voice, video and conference hardware and software offerings.

IBM vice president Doug Elix agreed the two companies are “considerably increasing” their investments in the Internet Protocol (IP) area because they believe enterprises will handle all of their communications over data networks in the future.  “Converged communications running on intelligent networks is changing the way business is conducted, and we expect both companies to be major players in that business transformation.”

Avaya’s Enterprise Communications Group sells communications systems, products and applications to enterprise customers.  Avaya offers customers either a new IP telephony system or the ability to “IP-enable” their existing voice communication systems.  Avaya’s product offerings include IP telephony systems, telephone sets, multi-media contact center infrastructure, and traditional voice communication systems.  Avaya’s service offerings include managed services, business consulting, professional services, design and network integration, product implementation, and maintenance services.
  According to Avaya’s website, its equipment allows customers to reduce their expenditures on telephone services

c. Systems Integrators And IP Application Providers

Q.
how do systems integrators and ip application providers serve enterprise customers?

A.
These companies support integration of hardware, software and services in order to provide on-site design and integration services as required for complete network infrastructure.  Enterprise customers use systems integrators to set up their own networks using wholesale capacity and equipment provided by these integrators.  Some systems integrators, such as SAVVIS, even maintain their own infrastructure that enterprise customers can “plug into.”
  VoIP allows them to also provide voice services.

With its Global Services division, IBM is the largest systems integrator in the world.
  It provides network services along with computer and Internet related information technology, professional, and product support.
  The company is engaged in strategic outsourcing, consulting and deploying integrated technology systems.
  Other systems integrators include Accenture, Cap Computer Sciences Corp. (“CSC”) and EDS, each of whom have extensive capabilities in WAN and LAN infrastructure, as well as hosting and integration capabilities.
  These companies include network transport services in a complete managed bundle for enterprise customers.

Q. HOW DO THESE PROVIDERS COMPETE WITHOUT THEIR OWN NETWORKS OR WIRELESS SERVICE OFFERINGs?

A.
Growing complexity and utilization of IT and communications systems require greater planning and management, and thus stimulate demand for systems integrators.  Hence, system integrators compete to provide the bundle of products and services needed to integrate data and voice on the same network.  IBM’s recent $969 million deal to provide DSL-based Internet telephony to Lloyds TSB Bank provides a good example of how systems integrators provide competitive services.  IBM will replace Lloyds’ incumbent service provider, British Telecom (“BT”).
  In providing this network, IBM teamed with other vendors to compete with BT.
  Thus, as with equipment providers, system integrators collaborate with network service providers to compete against other NSPs.

d. CLECs And DLECs

Q.
how do clecs and dlecs serve enterprise customers?

A.
CLECs and DLECs serve enterprise customers using a variety of network architectures, including the same fiber and switching infrastructure that underlies the exchange networks.  However, they have adapted their own facilities in ways that have been optimized to serve various types of enterprise customers.  For example, XO Communications provides business customers with local and long distance voice and data telecommunications services through its national telecommunications network consisting of more than 6,700 route miles of fiber optic lines connecting to 953 unique ILEC end-office collocation nodes in 37 U.S. cities.  In addition, XO owns licenses to deliver telecommunications services via local, multipoint distribution service, or LMDS wireless spectrum in all of the largest U.S. cities.

e. Cable Companies

Q.
how and To What extent Do cable companies compete for enterprise customers?

A.
As discussed above, cable companies are marketing their advanced services to businesses, including those in the enterprise segment.  Among the cable companies currently providing service to enterprise customers are Comcast, Cablevision, Time Warner Cable, Cox Communications, and Charter Communications.

While commercial sales are currently about $1 billion annually, many in the industry see the segment as being a potentially much larger revenue source.  For example, a Cox executive recently stated, “When we look at our franchises, we see an $8 billion to $10 billion opportunity that exists among businesses out there.”
  An article in Cable Digital News noted:

In particular, Time Warner Cable, Cox Communications, Charter Communications, Cablevision Systems and Adelphia Communications are looking to make their mark in the business space...they’re hankering to steal market share away from the phone companies as well as expand the overall commercial market … [and] executives at Time Warner, Cox and other big MSOs say they are actively recruiting more large companies with fiber-based services

Comcast offers several packages designed specifically for enterprise business customers.
  And other cable operators have already experienced success in the enterprise market.  Time Warner recently introduced two broadband networking products designed specifically for customers with 1,000 employees or more and the company has about 500 enterprise customers among its 140,000 commercial customers.
  Cablevision offers broadband and telephony services to businesses through its Lightpath service.  Lightpath served over 1,662 buildings with about 154,000 lines as of December 31, 2004.

f. Wireless Providers

Q.
How and To What EXTENT Do wireless providers COMPETe For enterprise customers?

A.
Wireless providers now offer a variety of plans designed to meet the needs of different-sized customers – i.e., from home office to small and medium businesses to enterprises and government institutions.  Some providers, such as Nextel and Sprint, offer customized solutions by industry.
  Sprint also offers its business customers the “PCS Integrated Office,” which allows the user to retrieve contacts or messages from a wireless phone in the same fashion as from the office phone.
  Cingular offers services designed to appeal to business customers – e.g., it offers a multi-line business discount which grows with the size of the business.  Cingular and Sprint also offer businesses plans that allow employees of corporate subscribers to share minutes.  Other major carriers offer similar incentives to business customers.

According to the Yankee Group:  “As carriers attempt to deliver wireless data solutions to businesses, they will both compete and partner with traditional IT suppliers.”
  Sixty-three percent of enterprises have formal relationships with multiple wireless carriers and almost one-third (29 percent) have formal relationships with three or more carriers.  On average, enterprises have relationships with 2.23 carriers.

Q.
has enterprise customers’ demand for wireless services increased?

A.
Yes, particularly since these customers are centralizing control of spending on wireless voice and data services and looking to bundled service pricing as a means of reducing costs.
  Ten percent of the customer base for voice and data services provided by Cingular Wireless is comprised of business accounts.
  The Yankee Group reports that business subscribers make up approximately 70 percent of Nextel’s base.
  Individuals who use T-Mobile services to address their business communication needs are estimated to account for up to 20 percent of the total installed base of T-Mobile USA.

Recently, Sprint entered into a contract with Ford Motor Company in Detroit to replace 8,000 of SBC’s fixed lines with Sprint’s wireless service.
  This is a good example of an important trend occurring in the enterprise segment – enterprise customers are seeking the kind of flexibility that wireless customers can offer in the form of mobility and are increasingly viewing wireless service as an alternative to wireline service.

g. Enterprise Customers Use VoIP Services

Q.
Do enterprise customers use voip services?

A.
Yes, enterprise customers have begun to adopt and deploy VoIP services.  They do so either by installing IP PBXs into their networks and purchasing IP telephones or by subscribing to hosted IP telephony service, also called IP Centrex, in which the VoIP call control and management reside in the service provider’s network.

In fact, a recent survey by AT&T identified dozens of multinational firms whose employees are already using VoIP.  The survey revealed that 43 percent of surveyed firms are using, testing or planning to implement VoIP within the next two years.
  Companies that have announced plans in recent months include Boeing, Ford Motor Company, Bank of America, and Bearing Point.  In fact, the NERA Boston office where I work uses VoIP telephony exclusively. 

Broadwing Communications recently announced that it will be launching a business-user oriented VoIP local and long distance service in at least 23 major U.S. markets.  The company indicated that the new VoIP service is expected to help meet the needs of large multi-state business enterprises with support they require for inbound/outbound domestic long-haul and local telephony, international calling, T1-level Internet access with dynamic bandwidth allocation, VPN, functions and toll-free features.
  Diane Meyers, senior research analyst for Strategic Partners, indicates that the Broadwing offering is “making it easy” to IP-enable current PBXs, and the carrier is expanding VoIP beyond the small and medium-sized business market into large enterprises.  “This service introduction provides new alternatives for large enterprises,” she added.

According to In-Stat/MDR, the percent of U.S. Businesses using VoIP has grown from 3 percent in 2003 to 12 percent in 2004, and will grow to 41 percent in 2008.

Figure 15 below shows the forecast of percentages of U.S. enterprise and U.S. total businesses using VoIP through 2008.

Figure 15
Forecast Percent of US Businesses Using VoIP
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A July 23, 2004 article in the Seattle Post-Intelligencer reported that The Boeing Company announced plans to move its 150,000 employees to an Internet-based phone system.

Q. PLEASE SUMMARIZE YOUR CONCLUSIONS REGARDING THE TRANSACTION’S EFFECT ON COMPETITION FOR ENTERPRISE CUSTOMERS.
A.
The transaction will not obstruct or impair competition for enterprise customers.  These customers employ sophisticated purchasing practices, including competitive bidding, precisely because they offer the prospect of lucrative contracts.  Enterprise service providers are a diverse array of companies that will remain to serve enterprise customers after the transaction is completed.  These industry characteristics, coupled with the fact that Verizon serves a relatively small part of the enterprise segment, all indicate that the transaction will not impair or obstruct competition.

*     *     *

Q.
DOES THIS CONCLUDE YOUR TESTIMONY?

A.
Yes
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� Docket No. UE-981627, In the Matter of the Application of Pacific Corp. and Scottish Power, PLC (3d Supp. Ord., April 1999) (“The standard in our rule does not require the Applicants to show that customers, or the public generally, will be made better off if the transaction is approved and goes forward.  In our view, Applicants’ initial burden is satisfied if they at least demonstrate no harm to the public interest.”)


� 	I understand that Verizon Communications, Inc., the parent company acquiring MCI, Inc., is a Delaware holding company that itself provides no services.  For ease of reference, however, I will use the term “Verizon” to refer to any Verizon entities or subsidiaries that do provide services.


� 	I understand that MCI, Inc. is a Delaware holding company that itself provides no services.  For ease of reference, however, I will use the term “MCI” to refer to any MCI entities or subsidiaries that do provide services.


� As I explain below, there is a continuum of medium-sized business customers that runs from sophisticated medium-sized customers that are served using the same types of products and sales methods as the enterprise customers to those that are served using the same types of products and sales methods as mass market customers.  For the most part, I consider medium-sized business customers as part of the enterprise segment.  To the extent that some medium-sized business customers act more like small business customers, the competitive impact of the transaction on them (which is insignificant) is effectively covered by my discussion of the impacts on the mass market customers.


� CLEC means competitive local exchange carrier, which is a new entrant that competes with the ILEC.


� The MCI subsidiaries operating in Washington that are registered with the Commission are listed in paragraph 8 of the Joint Application.


� 	MCI Announces Fourth Quarter and Full-Year 2004 Results, MCI Press Release, Feb. 25, 2005.


� Note that the 4.7 percent shown for 2004 is from MCI’s 2004 SEC Form 10 K.  It differs slightly from the corresponding estimate of 4.9 percent from the January 14, 2005 UBS Wireline Telecom Play Book reported in the declaration of Bamberger, Carlton, and Shampine, Figure 2, filed on behalf of Verizon with the FCC on March 11, 2005.  But regardless of which figure is used, the evidence of declining investment is clear.


� 	Wireline Telecom Play Book, UBS Investment Research, Jan. 14, 2005, at 58.
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� Id.
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� “DSL” (or digital subscriber line) is a technology/service that provides high speed (i.e., broadband) Internet access over copper telephone lines.  Also, “ADSL” (or asynchronous DSL) refers to the fact that the upstream and downstream speeds differ.


� “Verizon Communications-Domestic Telecom, Analysis of Total Operating Revenue.” 


� Wireline Telecom Play Book, UBS Investment Research, Jan. 14, 2005, at 15.
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� Id. at 2.
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� Quarterly VoIP Monitor: How High is Up for Cable VoIP? Bernstein Research, March 24, 2005, at 8-9.


� Id. at 8.
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