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BEFORE THE WASHINGTON UTILITIESAND TRANSPORTATION
COMMISSION

In the Matter of Petition of DOCKET NO. UT - 030614

Qwest Corporation MCI’S OPENING BRIEF
For Competitive Classification of
Basic Business Exchange
Telecommunications Services.

WorldCom, Inc., (wk/ad “MCI”), on behdf of its regulated subsidiaries in

Washington, hereby presents its opening brief in this maiter.
l. INTRODUCTION

The request to classfy Qwest's business loca exchange and related services, as
“competitive’ is not judified. While it appears that some level of compstition exigts for
certain of Qwed’'s sarvices, the type and extent of that competition does not warrant the
competitive classfication of the services. Further, it makes no sense to deregulate Qwest
when it has not utilized the pricing flexibility currently avalable to respond to
competition.

The fundamentd question to be answered in resolving this issue is whether the
public interest will be better off if the Commisson deregulates Qwest's business loca
exchange and related sarvices. The short answer to this question is that Washington will not
be better off. Qwest’'s customers will be worse off, and so will Qwest's dependent
competitors, as well as the cusomers of those competitors. In fact, as each relevant party's
interests are andyzed, it becomes clear that the only party that will benefit from the
proposed deregulation is Qwest.

The anecdotd, higtorica evidence presented by Qwest in this proceeding is of little
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vaue to the Commission in that none of the areas Qwest points to as evidence that the
market is fully competitive would even exis abisent the regulatory oversght of the
Commisson. The dae of the locd exchange market today is not the result of the
competitive market reaching maturity, to the point that Qwest no longer poses a threst to the
continued development and sustainability of competition, but due to the continued careful
oversght of the Commission, which has precluded Qwest from acting on its incentive and
ability to resst and/or diminate al competition from the marketplace.

The firg stages of competition should not be mistaken for a marketplace that is
effectively competitive and able to take the place of regulation of the dominant carrier. This
Commission has actively overseen the first stages of such development, but Qwest has both
the ability and the incentive to take back the gains that the limited competitive market has
made in Washington.

The criteria established in RCW 80.36.330 have not been satisfied. Qwest has
neither provided assurances tha effective competition currently exids, nor that effective
competition would be sustained under the classification Qwest seeks. For dl the reasons
that follow, the Commission should reject Qwest’ s Petition.

I. APPLICABLE LAW

RCW 80.36.330 authorizes the Commisson to “classfy a teecommunications
service provided by a tdecommunications company as a competitive telecommunications
savice” if it finds tha the service is “subject to effective competition.” The Saute
defines “effective competition” to mean “that customers of the service have reasonably
available dternatives and that the sarvice is not provided to a significant captive customer

base” RCW 80.36.330(1) enumerates four factors that the Commission “shal consder”



1 in deermining whether it will exercise its discretion to dassfy a tedecommunications

2  saviceas“compditive”

@ The number and Size of dternative providers of services,

(b) The extent to which sarvices ae avalable from dternative
providersin the relevant market;

(© The dbility of dtenative providers to make functiondly
equivdent or subditute sarvices readily avalable a
competitive rates terms, and conditions, and

(d) Other indicators of market power, which may include market
share, growth in market share, ease of entry and the affiliation
of providers of services!
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17 The daute then continues, describing the relaxed regulatory requirements for

18  compeitively classified services.

19 (2) When the commisson finds that a telecommunications company
20 has demondrated that a tedlecommunications service is competitive,
21 the commisson may permit the service to be provided under a
22 price lig effective on ten days notice to the commisson and
23 cusomers. The commisson shdl prescribe the form of notice. The
24 commisson may adopt procedurd rules necessary to implement
25 this section.

26

27 (3) Prices or raes chaged for competitive telecommunications
28 sarvices shdl cover ther cost. The commisson shdl determine
29 proper cost dandards to implement this section, provided that in
30 making any assgnment of cods or dlocaing any revenue
31 requirement, the commisson shdl act to preserve affordable
32 universal telecommunications service.

33

34 (4) The ocommisson may Iinvedtigae prices for competitive
35 telecommunications services upon complant. In any complant
36 proceeding initited by the commisson, the tedecommunications
37 company providing the sarvice shdl bear the burden of proving
38 that the prices charged cover cost, and are far, just, and
39 reasonable.

40

! See In the Matter of the Petition of Qwest Corporation for Competitive Classification of Business Service
in Specified Wire Centerss SEVENTH SUPPLEMENTAL ORDER DENYING PETITION AND
ACCEPTING STAFF'S PROPOSAL; Docket No. UT-000883; dated December 18, 2000; a 3.
Hereinafter referred to as*“ Commission’s 2000 Order.”
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(5) Tdecommunicetions companies shadl provide the commisson with
al data it deems necessary to implement this section.

(6) No losses incurred by a telecommunications company in the
provison of competitive services may be recovered through rates
for noncompetitive services. The commisson may order refunds or
credits to any class of subscribers to a  noncompetitive
tdlecommunications service, which has pad excessve raes
because of below cost pricing of competitive telecommunications
services.

(7) The commisson may reclassfy ay competitive
telecommunications sarvice if reclassfication would protect the
public interest.

(8) The commisson may waive the requirements of RCW 80.36.170
and 80.36.180 in whole or in pat for a service classfied as
competitive if it finds tha competition will serve the same purpose
and protect the public interest.

The burden lies with Qwest to demondrate that it faces effective competition in
the relevant market?  Qwest must meet the Statutory criteria by showing the number of
customers served by competitors. It is insufficient for Qwest to rely on the percentage of
lines being served by competitors as evidence of effective competition. A smdl
minority of business customers may purchase amajority of thelines. ®

IV. REVIEW OF STATUTORY FACTORSFOR EVALUATING EFFECTIVE
COMPETITION

A. Number and size of alternative providers

The mere existence of other providers in a market does not mean that competition
is aufficient to provide the market discipline required to govern Qwest's behavior or to
protect the public interest as required by RCW 80.36.330. Qwest’s control of the market,
and the ability to exercise and retain control of the market demand, is not diminished by
the mere presence of dternative providers, especidly given Qwest's incumbency and its

historicd monopoly.

2 WAC 480-120-022(7); Commission’s 2000 Order at p. 3.
3 Commission’s 2000 Order at p. 18.
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Qwest notes that 161 CLECs are regisered with the Commission and 152
interconnection agreements exist between Qwest and competitors here in Washington.*
That, however, is not proof that effective competition exiss. The number and dze of
dternative providers are but two consderaions. Indeed, this is a dtarting point for any
congderation of competition. Qwest does not provide information on the size of these
dternative providers, other than to note tha two of the providers indude AT&T and
MCI. What is clear, however, is that Qwest — by its own caculation in its Petition and
direct testimony -- ill maintains about 84 percent of the market® That means that the
161 CLECs, after 7 years of trying to lure away Qwest business subscribers, share a total
of about 16 percent of the Washington market. Moreover, only about haf of the
registered CLECs are actualy purchasing services from Qwest.®

Dividing 16 percent of the maket by the 78 “active® CLECs, reaults in de
minmis market shares on a carrier-specific bads. Even if you assume that AT&T and
MCI together account for haf of the 16 percent, the market share (4 percent each) is
hardly threstening to Qwest. Nor is the remaning 8 percent split among the remaining
76 active CLECs (about 0.1 percent each) in Washington.’

Even utilizing the market share data reported by Staff, which MCl and other
intervenors have shown dgnificantly oversates CLEC maket share, the fact is tha
CLECs hold, on average, only 1.5% market share, and even more illuminating, the mean
market share for individud CLECs is a mere 0.3%. This de minimis market penetration
by CLECs in Washington stands in sharp contrast to Qwest’'s market domination of

nearly 84 percent.

* See Qwest’ s Petition at pp. 3-4.

°1d. at 8, TableB.

® Direct Testimony of Timothy Gates, Exhibit 501T at pp. 9-10.
" See Exhibit 501T at p. 11.
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The existence of compstitors in a market does not, in and of itsdf, trandate to an
effectivdly competitive marketplace.  While it is obvious that some consumers of busness
telecommunications services in Washington currently enjoy the ability to sdect service from
an dternative doose from a provider, it is critical to stop and consder the environment in
which such conditions developed. In Washington, since the passage of the
Telecommunications Act of 1996, CLECs have had some limited success in making inroads
into a market that continues to be dominated by Qwest. What is criticd to bear in mind is
that this relatively inconsequentid progress took place while Qwest was fully regulated.
The question then becomes, will progress be sustained in a completely different
environment, where the dominant provider is no longer regulated?®

B. Extent to which services are available from alternative providers in the
relevant market

This criterion provides additiond information on the activities of the dternative
providers. For instance, as Qwest noted, not al registered CLECs are providing service
today. If there are many providers, but they are not actudly offering service to
consumers, their presence should not be congdered in any andysis of competition.

Based on Qwedt’s Petition and direct testimony, it appears that CLECs are not
offering service in Easton, Elk, Green BIuff, Liberty Lake or Northport. Seff’'s
investigation concluded that CLECs offer servicesin al Qwest exchanges except EIk.

At paragraph 66 of the Commission’s 2000 Order, this Commission held:

Qwest assarts that the dtatute is met if competitors exist in the market that

are capable of providing (“can” provide) dternative services. We are

unable to accept this standard. In our view, we must aso have confidence

that competitors are offering and will offer competitive services. This

determination turns on the presence of competitors, their actua current
availability to customers, and a judgment, from their current behavior and

8 See Direct Testimony of Mark Stacy, Exhibit 601T at pp. 10-11.
® See Exhibit 51 at 9-10
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the current market structure, that they do, can, and will provide dternative
service to end-users.

Applying this same dandard to Qwest's evidence in this proceeding requires the
Commisson to rgect Qwest's request for competitive classfication of services, a a
minimum, in the exchanges where no competitor is offering services.

The Commission should dso rgect Qwest's argument that effective competition
exiss because CLECs are “capable’ of offering services in particular exchanges. As the
Commission noted in its 2000 Order,

Qwest refers to the presence of switches, price ligs filed with the

Commission, and advertising by CLECs to show that CLECS are cepable

of providing or hold themsdves out to provide services comparable to

Qwest’s business sarvices. None of these exhibits show that competitors

in fact are offering comparable services in the rdevant geographic market.

Ex. 12C, Attachment C, D, and J. Qwedt’s reliance on Attachment H to

Exhibit 12C is dso of litle weght. Attachment H shows, a modg,

competitive presence in the thirty-one wire centers. It does not establish

that those competitors are providing reasonable dternatives to Qwest's

busness services  Consequently, we cannot make a finding that the

svices in the thirty-one wire centers for which Qwest has sought
competitive classfication are in fact subject to effective competition at
thistime.*

Thus, the andyss here is not complete smply if Qwest is able to show that a
CLEC is present in a paticular exchange. The extent to which CLECs are offeing
savices and whether those sarvices are functiondly equivdent and reedily avalable at
competitive rates, terms and conditions must aso be consdered. For ingtance, if CLECs
have only a few lines in an exchange or if CLECs have many lines but the services
offered in that exchange are not functiondly equivdent, then the Commisson should
reject Qwest’ s request for competitive classfication.

Even if Qwest is ale to demondrate that dterndtive providers exigt in its territory in

10 See Commission’ s 2000 Order at paragraph 69.
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the state, he benefits of competition that Washington consumers have enjoyed to date have
al occurred during a time when Qwest was regulated by the Commisson and in an
environment where the Petitioned Services were not classfied as competitive. In fact, the
benefits experienced by Washington's consumers are directly tied to the steps taken by the
Commisson exercigng its stautory authority to protect the competitive market and the
public interest.!

If the Commisson gives up dl or pat of such authority, and essentidly hands over
the respongibility to protect the public interest to Qwest, the minima competitive gains will
be logt and the development of competition will sop. This is because the Commisson has
an interest in promoting a competitive market and ensuring that CLECs have the ahility to
compete on even footing with the incumbent (Qwest). Such competition promotes
consumer welfare, and is in the public interest. Qwest, on the other hand, has no such
interest. In fact, Qwedt’s interests are diametricaly opposed to the Commission’s obligation
to ensure that Washington consumers have a choice of providers. While the Commission’'s
oversght of the development of the market in Washington has been driven by public interest
objectives, Qwest’s unregulated participation would be driven by financid objectives.
Unfortunately the optimization of Qwest's financid objectives does not include the presence
of red competitors or the protection of the public interest in a developing competitive
market. In fact, Qwest can come closer to reaching its financid objectives by wesakening its
competitors and reducing consumer choice. The conclusion of that exercise would be when
Qwest had diminated its competition entirely.*?

While competitive carriers have the sme financid incentives, CLECs are generdly

congdrained in the retall pricing of their services by the cost of the services and eements,

. Exhibit 601T at p. 16.
12 Exhibit 601T at p. 17.
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which they must purchase from Qwest. Qwest obvioudy does not face the same obstacles.
This unequa footing is a aitica point that should be weighed heavily by the Commission in
its decision in this case.*

C. Ability of alternative providers to make functionally equivalent or substitute
services available

1. Wholesale-based services (resale; UNE-P; UNE-L)

As noted in Qwest’'s Petition, “Qwest’s competitive evidence supporting this
petition is subgantidly based on the quantities of wholesdle services purchased by
dternative providers to compete with Qwest’s retall basc busness sarvices. A lig of
competitors that purchased unbundled loops, unbundled network eement platforms
(UNE-P), and resold business services may be found a Confidentid Attachment C.”*
While such a podstion may osensbly support Qwest's Petition, the Commisson must
serioudy question whether resold or UNE-P services rise to the level of “reasonably
available dternatives” MCI bdieves that they do not.

Searvices through resdle have never been consdered to be effective competition.
Resdlers are more appropriately consdered customers of Qwest. Resdlers cannot
independently produce the service they offer their customers, so they purchase services
from cariers such as Qwest to provide thelr service to customers. The continued
viability of resdlers is dependent upon the maintenance of a suffident margin between
the wholesde price they pay to Qwest and the retall price they charge their cusomers. A
resdler purchases Qwest sarvices a the same rates, terms and conditions that Qwest
offers those services, less a 14.74 percent discount.®  The fact thet the amount of

business resde purchases by CLECs has dropped precipitoudy over time tends to

13 Exhibit 601T at p. 18.
14 See Qwest Petition at 4. See also the Exhibit 1T at 9-10.
15 See Qest Petition at 5 and Exhibit 1T at 10.
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indicate that the 14.74 percent discount is insufficient and that resde in generd is not a
viable long-term strategy. 1

The 1996 Telecom Act and the FCC's Local Competition Order “...contemplates
three paths of entry into the loca market -- the congruction of new networks, the use of
unbundled dements of the incumbent's network, and resde”!’ Resde was expected to
be one of the ways in which companies would gain access to the market quickly.
Generdly, it was thought that, over time, CLECs utilizing resde would develop the
criticd mass of cusomer dendty and capitd to make it economicdly viable for them to
build ther own fadlities and eventudly diminish their reliance upon resdle and/or the
purchase of unbundled network dements (“UNES’). Resde is generdly not thought of as
a long-term solution because of the rdiance upon the incumbent provider and the
ingbility to diginguish the resdler sarvice from that of the underlying carier. In
addition, the CLEC resdler has no ability to cut its cost of telecommunications services
reldive to the rates of the incumbent from which it purchases services. No matter how
well the CLEC manages its own busness, and how efficient it becomes, it will ill have
the same narrow margin upon which to meet its own costs and earn a profit. Clearly the
redler has no ability to impose any competitive threat or pressure on the underlying

competitor and, as such, cannot be considered effective competition.*®  This Commission

16 Qwest’ s Petition at page 9 indicates that Business Resale from 12/31/01 to 12/31/02 dropped 41 percent.
On its face it seems clear that resale has not an effective competitive strategy in Washington. If it were a
successful strategy, usage would be increasing, not decreasing; Exhibit 501T at p. 14.

17 Before the Federal Communications Commission; In the Matter of Implementation of the Local

Competition Provisionsin the Telecommunications Act of 1996; Interconnection between Local Exchange
Carriers and Commercial Mobile Radio Services Providers, CC Docket Nos. 96-98 and 95-185; FIRST
REPORT AND ORDER; Released August 8, 1996; hereinafter referred to as the Local Competition
Order, at 712.

18 Exhibit 501T at pp. 14-15.
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recognized this characterigic of resde competition in its condderation of Qwedt's
previous request for competitive classification of its business services*®

Although UNE-P has proven to be one of the mogt effective means of entering the
locd market, it is the resde of Qwedt’s retall services under different rates, terms and
conditions than tota services resde®® UNE-P is smply the CLEC using an existing
Qwest unbundled loop, transport, line port and loca switching.?? Even Staff agreed, in
response to MCI Data Request No. 15, that Qwest’'s UNE-P offering does not represent
fadilities-based competition.?

In Qwest’s Wholesale Product Catalog, UNE-P is defined as.

Qwest provides UNE-P POTS combinations as a finished service to end-

users on behalf of CLECS. UNE-P POTS provides service smilar in

functiondity as Qwest’s retall resdentid and business services. (emphasis

added)®

The pricing for UNE-P, however, is based upon Totd Element Long Run
Incremental Costs or TELRIC standards®®  While UNE-P is an effective way for CLECs
to enter markets, it ill requires the CLEC to rdy upon the incumbent for the underlying
savicee UNE-P is amply resde of a bundle of service dements provided by the

incumbent monopoly. While the margins in some zones between the incumbent's retal

rates and the CLEC's cogts may be somewhat more favorable for the CLECs a Qwest's

19 Commission’s 2000 Order at p. 20.

20 On February 6, 2003, The Honorable Gary Locke, Governor of Washington, wrote to the FCC and stated,
“l believe the unbundled network elements platform (UNE-P) provisions have played a vital role in
promoting competition in Washington State and elsewhere, and that the incentives for competition that are
contained in the Telecommunications Act of 1996 and Commission rules should be maintained.”

21 The availability of unbundled local switching will be a controversial issue in the FCC Triennial Review
proceeding. As the Commission is well aware, unbundled local switching is a key component of UNE-P
and the impact of not making that element available to CLECs will be the crux of the impairment analyses.
This controversial issue underscores the CLEC dependence upon the ILECs for UNEs and why UNE-based
competition — like more traditional resale — is not effective competition.

2 Exhibit 213.

23 5ee Qwest Wholesale Product Catalog. Link to Qwest | Wholesale UNE-P POTS Description

24 This Commission has adopted the TELRIC standards for costing proceedings. See, for instance, In the
Matter of the Pricing Proceeding for Interconnection, Unbundled Elements, Transport and Termination,
and Resale, Docket No. UT-960369 et a., Eighth Supplementa Order (May 11, 1998) (“Eighth
Supplemental Order”), at Para. 9.
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current retall prices, the CLECs dill have no ability to cut their costs of services, no
matter how efficient they become. Nor does the presence of the UNE-P providers in the
market place congran Qwest's ability to engage in monopolistic behavior and to adopt
practices, which harm telecommunications services consumers. >

The CLEC purchase and use of UNE-Loop or UNE-L is resdle of Qwest's
unbundled loop. This form of competition is more sgnificant since it does require the
use of the CLEC switch. Nevertheess, the distinguishing difference between totd
sarvice resale and the CLEC use of UNE-P or UNE-L is the pricing standard. CLECs
have generdly sought to use UNES over resde because the economics are more
attractive. Again, resale does not provide effective competition for Qwest.?

For al three of these CLEC locad ®vice methods, it is Qwest providing service
on behalf of the CLEC. In fact, the CLECs are dependent upon Qwest for the timing of
savice ddivery, qudity of service and features. As such, it is Qwest making these
dternative services “readily avallable’, dthough they may be ordered and purchased by
the CLECs.

3. Intermodal (wireless, Vol P, Wi Fi, cable, etc.).

Wireless. Qwedt's testimony suggests that wirdess sarvices are functionaly
equivdent, reasonably avalable and competitively priced to Qwest's busness wirdine
sarvices. While wirdess services may be reasonably available, they are not functionaly
equivdent or competitively priced. For wirdess services to be functiondly equivaent to
landline basic exchange services, they would dso have to be close subdtitutes. Today,

wireless services are not close substitutes for landline local exchange services’

5 Exhibit 501T at pp. 16-17.

26 Exhibit 501T at p. 17.

27 5ee Order No. 29360, Idaho Public Utilities Commission, Case No. Qwe-T-02-25 (October 20, 2003)
(hereafter the*Idaho Qwest Order”).
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Generdly if a consumer can eadily get a good subdtitute for a product or service, it
will switch to that subdtitute quickly if the price of their current product or service rises. A
good or close subgtitute would be one that provides the same functiondity to the consumer
a the same or very smilar terms and conditions. Thus, the closer the subgtitute, the more
elagtic the demand for the two products or services. If the services are close subgtitutes, then
a gndl change in price will result in a change in consumer purchasing patterns.  In other
words, when the demand is more eadtic, people are more likely to change with a smdl
change in price?®® When comparing services, there are severa characteristics to consider:
functiondity, qudity and pricing.

Functionality. A quick and uninformed comparison of wirdess and wireline loca
service would lead one to conclude that they provide smilar functiondities They both
provide loca cdling and have many of the same cusom cdling feaiures. Those limited
amilarities, however, are not sufficient to conclude that the two types of services are close
substitutes or, more importartly, thet they are functionaly equivaent.

As noted in Mr. Gates tesimony, comparing landline local exchange sarvice to
wireless service would be smilar to comparing the functionality received from a car and a
motorcycle. The car and motorcycle both provide transportation, have disk brakes, dua
exhaust, hdogen headlights windshidds, turn dgnds dereos, sedting for additiond
passenger, storage for belongings, and get smilar mileege. One could even argue that they
cost the same depending upon the mode purchased and how they are equipped. Indeed, one
could argue that the motorcycle even provides features and characterigtics that the car does
not. Technicaly, there is no reason why one could not replace hisher second car with a

motorcycle. Bit, because the car and motorcycle provide different kinds of transgportation

28 Exhibit 501T at pp. 19-20.
13
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for different dtuations, one would not as likdy get rid of a car and rdy soldy on a
motorcycle?

This is dmilar to the comparison of landline loca exchange sarvice and wirdess
savice. One could technicdly replace landline loca service with wirdess service, but
because wirdess sarvices provide different kinds of functiondity for different Stuations,
vey few busnesses would actudly disconnect their landline service and rely solely upon
wireless service. Indeed, like the motorcycle scenario, businesses with the means to do so
would likely prefer both.*°

Landline locd service is very familiar to us dl. Typicd locd service includes, but is
not limited to, the ility to: make and receive voice telephone calls, get operator assistance,
make and recelve long distance calls (and to sdect long distance providers), connect with
emergency services by dialing 911, use a fax machine to receive and send documents, get a
did-up or high-speed Internet connection, and have the number gppear in the white pages of
a telephone directory. While wirdess service can provide many of these features, it is
severdy lacking in severd aress.

Generdly spesking, wirdess phones cannot accept and send faxes, quickly and
efficiently generate, send and recelve email with atachments or dlow high-speed access
such as is avaladle through landline DSL services.  Further, even if such devices could
send and receive data communications efficiently, connections speeds would be dow and

thereis no efficient way to save or print the documents or information.>*

29 Exhibit 501T at pp. 20-21.
30 Exhibit 501T at p. 21.
31 Exhibit 501T at p. 22.
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At the recent Regiond Oversght Committee meeting in Denver, the American
Association of Retired Person (AARP) handed out copies d its Policy Book for 200332
The AARP noted that many of the benefits of broadband would be vauable to older
Americans. Specificaly, the policy Sates.

Many of the benefits of ubiquitous and affordable access to broadband

networks will be of paticular vadue to older Americans. For example,

with a broadband connection to support monitoring devices and interactive

video, home hedth care becomes a viable option for many consumers,

paticularly those with limited mobility or who may not be wel enough D

travel. A broadband connection dso facilitates lifdong learning

opportunities a convenient times and places, especidly for individuds

who have jobs disdilities or family responghilities that make it difficult

to travel to a classroom.®
Fast and efficient connections to the Internet are aso critical for businesses since time is
money. It is clear tha broadband Internet access is criticd to both consumers and
businesses, but to date, that capability is not available viawireless services**

Businesses dso require vaious types of dam systems. Without a landling, ADT
or other darm companies would have no way to connect the business to its monitoring
system. In addition, busnesses require multiple lines and roll-over (line hunting)
capabilities to avoid blocking for their cusomers. PBXs and KSUs (key sarvice units) in
conjunction with Centrex feaiures provide line consolidation functions that ae not
avalable with wirdess services. Budnesses need additiond lines as wdl.  Busnesses
use additional lines for customer contacts, Internet access (dia-up or high speed) or fax
machines. Wirdess phones do not have the cgpability of multiple line service. Ingteed, a
business would need multiple phones to accommodate this basic need. While there are

some wirdess plans that alow users to “sharé’ minutes, there are no plans available, that

32 Regional Oversight Committee, Meetings held in Denver, Colorado on May 4" and 5", 2003. See panel
presentation entitled “ The AARP Perspective on Telecommunications’ from 2:15 pm to 3:00 pm on May 5,
2003.

33 See 2003 AARP Policy Book at page 11-36.

34 Exhibit 501T at p. 23.
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dlow multiple phones with the same number or that alow multiple lines on one wirdess
phone®  These types of conveniences are only avalable with landiine basic locd
exchange service®®

Another difference between landline phones and wirdess phones is the ability to
choose among long-distance carrie's. With landline basic local exchange sarvice the
cutomer is dlowed to sdect different interlLATA and intraLATA toll providers.
Wireless services may have limited toll options, but the cusomer is not alowed to sdect
from among vaious provides for dther intelLATA or intralATA toll cdling.
Busnesses normdly sdect their long distance providers after careful andyss of rate
structures. Theat ability is eliminated when wirdless serviceis purchased ®’

Locd number portability (LNP) is another important benefit that is not yet
avalable with wirdess sarvicee While the FCC has required CMRS providers to
implement LNP in the top 100 MSAs by November of this year, it is not clear whether
the wirdessindustry will be able to make that deadline®®

A critical safety feature for consumers and businesses dike is the ability to did
911 to get emergency services. While some wirgless services provide for 911 services,
very few today provide for enhanced 911 sarvicee Enhanced 911 alows emergency
response units to determine precisely the location of the individud who may be within a

building complex.3® The availability of E-911 is spotty at best, and can vary dramaticaly

35 The ability to have others get on other phones (ext ensionsin the home) but on the same line to participate
in a conversation is a common and expected feature of local service. Or, more accurately, it is not a
feature, but an expected capability associated with having multiple outletsin the home.

38 Exhibit 501T at pp. 23-25.

37 Exhibit 501T at p. 25.

3 See FCC 03-153; CG Docket No. 02-278; REPORT AND ORDER; Released July 3, 2003; Exhibit
501T at 25.

39 The AARP Policy Book states that the FCC should “...ensure that wireless carriers deploy wireless
Enhanced 911 (E911) as soon as possible and should vigorously enforce the E911 Phase |1 completion
deadline of December 31, 2005.” 2003 AARP Policy Book at page 11-34; Exhibit 501T at p. 26.
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by carier. The FCC and T-Mobile just entered into a $1.1 million Consent Decree
regarding compliance with the E-911 Phase 11 rules*®

Certain digitd wirdess handsets are dso not TTY (tee-typewriter) capable. In
fact, in cetan locations consumers usng text teephones (TTYs or TDDs
(telecommunications device for the deaf)) will not be able to complete 911 cdls to
emergency cdl centers usng new digitd wirdess sarvicess The FCC has encouraged
public safety organizations, vendors of TTY equipment for 911 cdl centers, TTY vendors
and wirdess sarvice providers to work together to develop solutions, but for now, the
problem remains**

Currently only wirdline and andog wirdess phones are usable for persons with
hearing impairments. The FCC released an order on July 10, 2003, however, requiring
digita phone manufacturers to have a leet two HAC modes avalable within three
years*?  Until then, however, more than 6,000,000 Americans will not be able to use
digitd wirdess phones*®

Technicdly the Telephone Consumer Protection Act of 1991 or TCPA affords the
same protections for wireless as wirdine consumers®*  Neverthdless, it wasn't until a just
released FCC Order on the TCPA that wireless users received assurances that wireless
numbers could be placed on “do not cal” lists*® Today in many states, consumers can ask
the local provider of their wireline service to place them on a no cdl lig to prevent (or at

lesst minimize) solicitation cals. At present, no such capability exists for wirdess numbers.

40 See FCC Press Release Issued July 17, 2003. Phase Il location requirements (X and Y location
coordinates) are critical to an effective emergency response for wireless E-911 calls.

41 See FCC Consumer Alert, “USE OF TTY DEVICES WITH DIGITAL WIRELESS PHONES', dated
July 2, 2002; Exhibit 501T at pp. 26-27.

*2 See FCC Order; WT Docket No. 01-309.

“3 Exhibit 501T at p. 27.

4 TCPA or Public Law 102-243 (1991).

%5 See FCC REPORT AND ORDER; CG Docket No. 02-278; Released July 3, 2003.
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It appears, based on the FCC's recent TCPA Order, that wireless users may be able to use
the nationd no cdl list in October of this year. If a busness were to rely solely on wirdess
without “do not call” list capability, the marketing calls would certainly interrupt business.*®

The handset requirements are aso problematic for consumers, business and for
the development of competition. If a busness wanted to change wireless providers, even
if they use the same protocol, the business would likey have to buy new phones for its
employees -- programmed for that provider. A customer can't take its Sprint PCS phone
to T-Mobile, for ingance, and ask them to program it for Sprint service. Further, a
Cricket phone won't work on the AT&T network, and vice versa.  This is a common
problem and why consumers have perfectly good wirdess phones laying in ther junk
drawers a home. #’

Quality. Dependability and quality of service are perhaps two of the biggest
drawbacks for wirdess servicee Anyone who has used a wiredess phone has had
conversations interrupted, lost or been unable to place or receive calls because of dead zones
where service is unavailable.  As wirdess providers readily admit, there are places and
times where the customer may not be able to complete or initiate a cal due to limitations in
network architecture or sysem capecity. As such, if a busness is relying soldy on its
wireless sarvice, there may be times when callers cannot connect — even to leave a message
on voicemail.*®

Wirdess networks dso have limited capacity. When an individud cdl dte has
sgnificant usage, the customer making a cal will receive a fagt busy or an announcement.

Congestion (fast busy indicating al trunks are busy) on the local landline phoneisrare®

46 Exhibit 501T at p. 29.
47 Exhibit 501T at pp. 29-30.
“8 Exhibit 501T at p. 28.
49 Exhibit 501T at p. 28.
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Another obvious drawback to wireess service is the need to rely on batteries when
not connected to a charger. Wirdess phones vary widdy in their battery life. As such,
absent a charger, the business risks losng service when the battery dies. Even with a
charger, batteries lose ther ability to stay charged over time. This is not a problem with
landline service™

Security ds0 has long been an issue with wirdess service. Not only are people
able to ligen in on conversations, but cdl phone “cloning” can occur as well.  Cloning
occurs when an individud monitors radio wave transmissons and deds your eectronic
serid number and telephone number. The ESN/MIN is then used in another phone at
your expense. Genedly gpesking, this type of insecure cdling is unacceptable to
businesses>*

Pricing. A business that decides to rely on wirdess sarvice, initiates service
with a provider and purchases new wirdess phones for its employees expends a
considerable sum of money. Those phones cannot be used with another carrier, and that
is a sunk cost that must be congdered when switching providers. This is true even if the
new provider offers a “freg’ phone, after rebates.  Such sunk costs will serve as a
disincentive for businesses to move their service to another provider.>

Moreover, wirdess pricing is confuang and anything but conventiond. The
vaiety of pricing plans was illudrated in Mr. Tetzd's testimony. He notes that “direct
pricing comparisons between wirdine service and wirdess sarvices are typicaly not

sraightforward...”>3

0 Exhibit 501T at p. 29.
> Exhibit 501T at p. 31.
>2 Exhibit 501T at p. 32.
°3 See Exhibit 51 at page 18; Exhibit 501T at p. 32.
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Wirdline phone usars have predictability in phone costs per month; that generdly
is not the case with wirdess. Unlimited locd caling is rare, SO one must pick a usage
plan. It may take months before a busness determines the best (most cost effective) plan
for cdling paterns.  Further, if the business oversubscribes — that is, it purchases too
many minutes that aren't used — the minutes are lost a the end of each month.>* To make
things more difficult, with wirdess phones the user mugt pay for “incoming” cdls. So
absent refusng dl incoming cdls it is very difficult to control usage. Further, when a
business exceeds its particular usage limit, high penalty rates apply.>®

Many wirdess cdling plans include different rates by time of day and day or
week. S0 a business mugt take care in making calls during those trangition periods or risk
being billed for cdls that it believed would be free. For ingance, if one garts a one hour
cdl a 859 pm when your free (unlimited) “night” caling period begins a 9:00 pm, the
entire 60 minutes will be deducted from the “anytimeé’ minutes because the cdl darted
prior to the “night” period.®

While some plans dlow for free long-disgance, a wirdess user gill must pay
roaming charges when outsde hisher locd caling area The roaming charges — initid or
per day, plus per call charges— can be very expensve.

There is dso the matter of initiating and terminding wirdess sarvice.  If the
exiding wirdess contract is not concluded the business will need to pay a termination
ligbility to get out of the contract. The new provider will likely require the busness to

buy a new phone — since phones are not transferable among providers — sSgn a new

>4 Cingular Wirelessis now offering a plan that allows a user to rollover the “peak” minutes of use for up to
oneyear.

%5 Penalty rates commonly range from 25 cents to 35 cents per minute; Exhibit 501T at pp. 32-33.

°% Exhibit 501T at p. 33.
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contract, and require the business to pay an “activation” fee®’ Businesses do not have to
pay termination liabilities when it changes locad wirdine service providers and does not
need unique phones for each loca service provider. These types of pendties and up-front
charges would be terribly difficult to manage for a company.

The table in Mr. Gates direct testimony provides the Commisson with a list of
differences between wirdess and landline phone service®®  This ligt further summarizes
the argument that wirdess sarvice is not the functiond equivdent of landline service
The evidence Qwest should have presented in order to support its argument would be
something dong the lines of demondrating that a minor increase in landline prices would
cause a massive shift avay from loca landline service to wirdess service® No evidence
exigs in the record that Washington businesses would scrap their existing phone systems,
sacrificing each of the conveniences and necessties illugrated in Mr. Gaes table and
“convert solely to wirdless’ for even significant price increases in landline service.®°

Typicadly consumers use one or the other of subditute products. Clearly, nearly
every consumer that has a cdl phone dso has landline sarvice, in other words, consumers
don't use either wirdess or landline service, they use both. The redity of the matter is
that wirdess sarvice is used to augment the communications needs of businesses that
have landline sarvicee These goods are not close substitutes — if they were, dedining

wirdless prices would result in busnesses bypassng the landline network and relying

57 Some providers will offer a “free’ phone with activation of service for a specified period of time —
usually one or two years. The free phone, however, isusually an older, outdated model and not the phone
that most people would desire.

%8 Exhibit 501T at pp. 34-36.

%9 See Idaho Qwest Order at p. 9.

80 Exhibit 501T at p. 34.
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entirdy on cdlular phones (consgent with the economic definition of subgtitute).
Wirdess service is merely a complement to wirdline service, not a substitute®*

Voiceover thelnternet Protocol. Voice Over Internet Protocol (“VolP’) is
aso not a close subdtitute for Qwest’s business services. It may be that someday VolP
services will be refined sufficiently to provide a substitute service, but today they are not.
Savice qudity and equipment requirements make VolP sarvices limited in ther
goplication.  As Mr. Teitzd recognizes, it is difficult to compare the limited VoIP
offerings to Qwest’s basic business offerings.®

Smilaly, Mr. Wilson's discusson of VolP, Wi H, digitd cable and other
technologies is interesting, but he has not shown that those dternative technologies are
substitutes for Qwest's basic business services today. For ingance, nowhere in Staff’s
testimony does it address the cost of these offerings, or the upfront investment required
for SIP?® phones or fixed wirdess antennae®*  There are many reasons why VolIP is not a
good subgtitute for Qwest basic business services, but those issues were ignored. Even an
article on the Qwest website recognizes the problems with Vol P telephony today:

Voice Over Internet Protocol (VOIP)

What is it? VOIP is a new breed of phone service that operates over the

Internet. The technology dlows you to use your computer as a telephone

or use the Internet to transmit your cal over ordinary phone lines.

What's the big ded? VOIP bypasses AT&T, Sprint, and MCI for long-

digance cdling. That means you can place domestic cdls that ae ether

free or cost mere pennies a minute, and internationd rates are amost as

low. VOIP is dso a sep toward the geek dream of "convergence" a

technologica nirvana in which Web, E-mall, phone, fax, radio, and TV

come together in one device. That's big enough for Microsoft to promise
phone featuresin its next operating system.

61 Exhibit 501T at pp. 31-32.

62 See Exhibit 51 at page 22; Exhibit 501T at pp. 37-38.

83 SIP stands for Session Initialization Protocol. Cisco SIP phones cost at least $200 and most cost much
more.

64 Exhibit 504T at p. 24.
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What can | use it for? You can cut your phone hill substantidly, especidly
if you have branch offices, multiple cal centers, or oversess customers.
Hexibility is another plus. Indead of cdling the phone company to order
specid features, you can reconfigure your phone service as often as you
like over the Web -- for example, screening out a persstent bill collector
or forwarding only your best customer's call to your cdll phone.

what'll it cos me? Pricing is voldile, variable, and not regulated by the
Federd Communications Commisson. You can download Net2Phone's
software & no charge, with free calls and rates of less than 5¢ a minute for
many internationd cdls. If you plan to use VOIP to replace your office
phones, for indance, Voicenet Communications, in Philadephia darts
with a $160 hardware fee plus a $19.95-per-line activation fee and a $9.95
basc monthly fee for each line.

Is it soup yet? Not if you expect to did 911 on your telephone and actualy
get someone. Most VOIPs have yet to link up with emergency cal centers.
Sound qudity ranges from very good to barely audible. Billions of dollars
are being spent on better infrastructure. Plan to keep a regular phone line
as abackup in case your provider folds or the eectricity goes out.

Should | care? If not now, soon. VOIP cuts costs, and flexible features can
make smal companies sound bigger than they are. VOIP dso promises to
reduce the expense and bother of adminigtering a traditiona phone system
-- unless you like waiting for the phone company to ingal new lines every

time you reorganize your staff.
--Jane Saodof MacNeil

There are other obvious problems with VolP that prevent its use as a subdtitute for
Qwedt’'s basic locd exchange service in mogt Stuations.  For instance, if the power goes
out the customer loses phone service, unlike regular phones that are powered from the
centra office.  As noted above, 911 services will not work with VolP and the qudlity is
poor.%®

A quick vigt to the webdtes cited in Mr. Wilson's testimony shows why these

new offerings are not good substitutes for Qwest's basic loca exchange service. For

example, Accima provides fixed wirdess and other DSL servicess For High Speed

85 See Link to Qwest.net -- Business Content -- Vol P; Exhibit 504T at pp. 24-25.
85 Exhibit 504T at p. 25.
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Symmetric DSL, Accima charges an $300 ingdlation fee plus $35 per month in addition
to the telco charges. The wireless DSL requires a $50 setup fee, $15 per month for renta
of the equipment and $40 per month for Internet. The inddlation fee is waived if you
purchase the equipment ($200 for antenna, 30 feet of LMR 400 coaxid cable, and a high
speed wirdless data radio) and instdll the antenna, cable and radio yourseif.®

Mr. Gates testified that he caled PocketiNet and discussed their service offerings.
They do not provide any telephony services. High Speed.com is another Internet service
provider identified by Mr. Wilson. In fact, Mr. Wilson dates, “At least one of the
providers listed above, High Speed.Com, is dso regidered as a telecommunications
company, with lines reported and accounted for in the market share anayses | have
referenced.”  When Mr. Gates caled High Speed, he was told that they provided no
telephone services, and had no plans to do so. Given this information, it is curious thet
Staff hasincluded High Speed linesin its market share analysis®®

In summary, the Commisson should rgect any condderation of VolP as a
subgtitute for Qwest budness services in this Petition since no evidence exidts in the
record of the actua availability of VolP or its comparison to the terms and conditions of
Qwedt's sarvices. At page 26 of Mr. Teitzd's tesimony he admits, “...Qwest has no
means of assessng the number of busness customers served by dternative VolP
providers”  Given this lack of empiricd evidence, the Commisson should not give any
weight to the potentid existence of some VoIP offerings in its ddiberations.  If Qwest
cannot provide empirica evidence of effective competition by VolP, it has not met its

burden here. The Commission should not rely on the mere existence of VolP technology

67 Exhibit 504T at p. 26.
88 Exhibit 504T at p. 27.
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to conclude that it has been deployed in this date and is a viable and effective
competitive substitute for Qwest’s business services.
D. OTHER INDICATORS OF MARKET POWER

No evidence exigts in the record to show that CLECs would expand and extend
their service offerings if Qwest raised its retall rates. More importantly, no evidence is in
the record that Qwest has atempted to respond to competitive entry by reducing rates. In
fact, Qwest offers no objective demongtration that it lacks market power or that it needs
additiond pricing flexibility to repond to competition.

In its Petition and direct testimony, Qwest smply identified the number of
certificated carriers and the number of lines “lost” to competition. It did not show any
indance in which Qwest’'s compstitor took its busness, even after Qwest utilized its
available pricing flexibility. Indeed, Qwest has provided no evidence of how it has
responded to this supposed competition. As noted in the Commission's 2000 Order,
“Qwest can use banded rate tariffs, offer business services through a competitive affiliate,
offer promotions, offer win back incentives, and lower prices in response to

69 |t gppears that Qwest has not taken advantage of its existing pricing

competition.
flexibility to respond to the limited competition it faces today. Until Qwest proves that
its current flexibility is insufficdent to respond to competition, and until effective, price
congtraining competition exists as required under RCW 80.36.330, Qwest's request for

competitive classification should be denied.”

%9 See Commission’ s 2000 Order at page 8, paragraph 23 and at page 20, paragraph 70.
70 Exhibit 501T at pp. 38-40.
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A company has market power if it is profitably able to charge supra-competitive
prices. In short, market power dlows the company to set prices profitably above
competitive levels”

Market Share. As discussed above, the evidence Qwest has provided in this case
is based on the quantities of wholesde services purchased by CLECs — unbundled loops,
UNE-P and resold business servicess  This “resd€’ competition — which leaves
dternative providers dependent upon Qwest and its services -- is not aufficient to
reclassfy Qwest’'s business services. Further, even after 7 years of atempts to lure away
Qwest business customers, the 161 registered CLECs evidently only have about 16
percent of the market, by Qwest’s own calculations.”

Qwest witness, Mr. Shooshan, refers to certain economic texts for descriptions of
markets, but those references are to effective and/or workable competition, not
competition that occurs in an environment in which the dominat retal firm is the
monopoly supplier of inputs to its own competitors. In such an environment (as currently
exigs in the tdecommunications market in Washington) the dominant firm has the ability
to control the strength and viability of its competitors, and market restraint is nonexistent.
Without facilities-based competition, no effective or workable competition exigs in
Washington, and therefore, Mr. Shooshan’ s arguments should be disregarded.”

Qwest’'s market share estimate of 84 percent misrepresents the CLEC presence in
the market. This is due to the fact that Qwest controls 100 percent of the wholesale
market, and therefore, controls any portion of the market that is served by CLECs that
rely on Qwed's facilities. Further, Qwest is profiting from each of the 104,019 lines it

has identified as lines Qwest has lost to CLECs. For ingance, if a customer in Sedttle

1 Exhibit 501T at p. 40.
72 Exhibit 501T at p. 40.
'3 Exhibit 501T at p. 42.
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chooses to change his budness sarvice from Qwest to Integra, then Qwest smply
replaces its retaill revenue sream with a wholesdle revenue dream. It is true that the
revenue dream is reduced, but, consgent with this Commisson’'s TELRIC pricing
sandard, al of Qwest's costs are covered and profits are generated.  Consequently
Qwest’'s clams of logt lines and market share, when put in the proper light, are redly
complaints about reduced profits.”*

There is no criterion in the datute referring to reduced profits. A reduction in
market share implies lost revenues and profits, but not from resde. Qwes is dill
providing the underlying service, controlling the service qudity and the cost of sarvice
for its dependent comptitors. Qwest mantains market power because it is the
underlying carrier with control over facilities, qudity of service, speed to market, and al
other important aspects of service provisoning. Resde is not the type of competition that
would ultimately reduce Qwest’s market power.”

The didtinction between the existence of competition and effective competition is
based on the ability to control Qwest's activities in the market place. Since Qwest
benefits whether it sdls the sarvice or a redler sIs the sarvice, resdlers are not
effective competition. While Qwest would prefer to have dl services and dl customers,
losng a cusomer to a resdler has less of an impact on its bottom line than losng a
cusomer to a fadlities-based provider. When CLECs resdl Qwest services, Qwest ill
has a revenue stream, abeit reduced by the amount of its avoided costs.”

In his rebuttd testimony, Mr. Stacy performed an andysis, which incorporates
and relies upon the data used by Staff in the development of Staff Exhibits 205C

(including the additiond CLEC lines discovered by Staff), and 209C. This andyss is

4 Exhibit 501T at p. 43.
'S Exhibit 501T at p. 44.
7% Exhibit 504T at p. 10.
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illugtrated in Exhibit No. 604C. After diminaing Qwest's monopoly wholesae lines
from the analyss, Staff's data shows that dl CLECs in Washington combined, occupy
only 16% of the share of the market on a statewide-average bads. Further, the anaysis
shows that CLECs have less than a 5% market share in 52 of the 66 exchanges in
Washington. In other words, Qwest enjoys a market share exceeding 95% in more than
three-quarters of the exchanges in Washington Qwest's market share is greater than
origindly reported by Qwest and Staff. Moreover, as illudrated in this andyss, effective
competition cannot be considered to be present in Washington.””

Because individud CLEC maket shares in Washington are insignificat in
comparison to Qwest’s dominant market postion. Over the past nine years, the maority
of CLECs present in the locd exchange maket have been able to achieve only
inconsequentiad market penetration. Based on wire center data provided by SEff in Staff
Exhibit 209C, the average CLEC market share in any given wire center in Washington is
15%. Even more illuminating is the fact that the median CLEC market share in the State
is 0.3%.”® These numbers demonstrate the reaive insignificance of CLECs in the locd
market. The following table illustrates the comparison between Qwest market share and

that of CLECsin Washington.

MARKET SHARE COMPARISON

MEAN CLEC MARKET MEDIAN CLEC MARKET QWEST MARKET
SHARE SHARE SHARE
1.5% 0.3% 75.5%

T Exhibit 603T at pp. 5-6.
8 The median market share represents the market share for which one-half of the values are lower and one-
half of the values are higher.
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The data clearly show tha individud CLECs have a tiny fraction of the customer base
enjoyed by Qwest. As the carrier with sgnificant dominance in the market, if its services
were deregulated, Qwest would pose a serious threat to these vulnerable dternative
carriers.”

The Commisson should find that the Qwest cdculated market shares — based on
resold Qwest services — is not sufficient to show that effective competition exigts for
Qwest's business sarvices a issue in this case It is cdear tha Qwest is ill the
underlying carrier for dl the “log” lines to CLECs and, as such, the cusomers, while
being ostensibly served by a CLEC, are captive customers of Qwest.

Market Concentration. The United States Depatment of Justice Horizontd
Merger Guiddines use the Hefindahl-Hirshman Index (HHI) to evauae market
concentration. 2 As noted in the Guiddlines:

Although the Guiddines should improve the predictability of the Agency's
merger enforcement policy, it is not possble to remove the exercise of
judgment from the evauation of mergers under the antitrust laws. Because
the specific dandards set forth in the Guidelines must be gpplied to a
broad range of possble factud circumstances, mechanicd gpplication of
those dandards may provide mideading answers to the economic
guestions raised under the antitrust laws. Moreover, information is often
incomplete and the picture of competitive conditions that develops from
higoricd evidence may provide an incomplete answer to the forward-
looking inquiry of the Guiddines. Therefore, the Agency will apply the
dandards of the Guiddines reasonably and flexibly to the particular facts
and circumstances of each proposed merger.

The reaults of the market concentration analyses are tempered by the “competitive
dgnificance’ of the provider. In other words, the Department of Justice must determine,
through judgment and andyds, whether the current market share of a particular firm

“..dther understates or overstates the firm' s future competitive significance.”®*

9 Exhibit 603T at pp. 9-10.
80 See Link to DOJFTC 1992 HORIZONTAL MERGER GUIDELINES
81 See Horizontal Merger Guidelines at Section 1.52.

29




7

8

9
10
11
12
13
14
15
16
17

18

19
20
21
22
23
24
25
26
27
28
29

As noted in the Merger Guiddlines, other things being equa, market concentration
affects the likdihood that a firm could successfully exercise market power®? Qwest's
market share of 84 percent is evidence of its ability to exercise market power. Indeed, the
Merger Guideines provide significant guidance on how to view the datain this case.

The Merger Guiddines suggest that under certain circumstances, a market share
of 35 percent is evidence that consumers would be adversdly affected. For instance, a
Section 2.211 of the Merger Guidelines it Sates.

Where market concentration data fal outsde the safe harbor regions of
Section 1.5, the merging firms have a combined market share of at least
thirty-five percent, and where data on product etributes and relaive
product apped show that a dgnificant share of purchasers of one merging
firm's product regard the other as their second choice, then market share
data may be relied upon to demondrate that there is a sgnificant share of
sdes in the market accounted for by consumers who would be adversdly
affected by the merger.

Section 1.51 addresses the use of the HHI cdculaions of market concentration.8® The
safe harbor regions are the HHI concentrations listed bel ow:

a) Post-Merger HHI Below 1000. The Agency regards markets in this
region to be unconcentrated. Mergers resulting in  unconcentrated
markets are unlikely to have adverse compstitive effects and ordinarily
require no further andyss.

b) Post-Merger HHI Between 1000 and 1800. The Agency regards
markets in this region to be moderately concentrated. Mergers
producing an increase in the HHI of less than 100 points in moderately
concentrated markets post-merger ae unlikdy to have adverse
competitive consequences and ordinarily require no further anayss.
Mergers producing an increase in the HHI of more than 100 points in
moderately concentrated markets post-merger  potentidly  rase

82 Section 2.0 of the Merger Guidelines states “The smaller the percentage of total supply that a firm
controls, the more severely it must restrict its own output in order to produce a given price increase, and the
less likely it is that an output restriction will be profitable.” It is clear in this case that Qwest controls the
majority of supply (at least 84 percent — Qwest lines, resold lines and UNE-P lines) and that this market
presence provides both the incentive and ability to exercise market power in the absence of regulation. The
phrase “exercise market power” refers to the ability of the provider to price or control the market in a
manner that would harm the public interest.

8 The HHI index is the most popular summary measure of concentration in markets. See, for example,
F.M. Sherer and David Ross, “Industrial Market Structure and Economic Performance” (Houghton Mifflin
Company, Boston: 1990) at 72.
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sgnificant competitive concerns depending on the factors st forth in
Sections 2-5 of the Guiddines.

c) Post-Merger HHI Above 1800. The Agency regards markets in this
region to be highly concentrated. Mergers producing an increase in the
HHI of less than 50 points, even in highly concentrated markets pos-
merger, are unlikedy to have adverse competitive consequences and
ordinarily require no further anadyss. Mergers producing an incresse
in the HHI of more than 50 points in highly concentrated markets post-
merger potentidly raise dSgnificant competitive concerns,  depending
on the factors set forth in Sections 2-5 of the Guiddines. Where the
post-merger HHI exceeds 1800, it will be presumed that mergers
producing an increase in the HHI of more than 100 points are likely to
creste or enhance market power or facilitate its exercise. The
presumption may be overcome by a showing thet factors st forth in
Sections 2-5 of the Guiddines make it unlikdy tha the merger will
create or enhance market power or facilitate its exercise, in light of
market concentration and market shares.

An HHI andyss provides an “easy way to gauge the market concentration from available
evidence of the rdaive output of firms in a given market.” HHI may range from zero in
aperfectly competitive market to 10,000 in a perfect monopoly market.2*

Qwest did not support its Petition with any evidence of CLEC-owned lines.
Qwest dates that it “...does not have direct knowledge of the total number of access lines
served by CLECs via CLEC-owned facilities”®®  The Commission, however, pursuant to
RCW 80.36.330(5) wolicited line information from CLECs® The S&ff of the
Commisson reviewed and organized the data received from the CLECs and then
distributed the information to the parties.

Based on this Staff-collected data, Staff calculated the HHI indices for the

Washington local busness market and found that the market is “highly concentrated.”

84 See Commission’s 2000 Order at p. 7.

8 |d. apage3.

86 See ORDER REQUIRING DISCLOSURE OF INFORMATION; ORDER NO. 06; Docket No. UT-
030614, dated June 30, 2003.
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Saff caculations include resdle and UNE-P lines in the market share cdculations. Even
with that dataincluded, however, the Qwest HHI resultsal exceed 5,000.87

The results of Saff’s andyss should be of great concern to the Commission.
Nevertheless, both Staff and Qwest argue, “...the results of the HHI anadyss do not
provide the best representation of the market.”® In order to preserve their positions in
the case, Staff and Qwest mugt try to discount these results. The market share data
provided by Staff does not support its recommendation to the Commission that Qwest’'s
Petition be approved. In fact, based on an andyss which combines the data initidly
provided by Qwest in this docket with the additional data gathered by Staff, and
diminating CLEC lines provided via UNEP and resde from the andyss this daa
provides support for MCI’ s recommendation to deny Qwest’s Petition.

Mr. Stacy, in his andyss, diminaied lines used to provide sarvices via these
media because it is appropriate to do s0 in a market share/market concentration analyss.
The Merger Guiddines would consder both resde and UNE-P providers to be
“uncommitted entrants”®®  Only CLECs utilizing CLEC-owned or UNE-Loop lines
should be considered “ market participants.”

Moreover, it is important to remember that there are two markets that directly
impact retall competition in Washington, that is, the retal market and the wholesde
market. Qwes is the sole supplier of wholesde inputs for CLECs providing retail service
via UNE-P and/or resde, and, therefore, as the monopoly provider to captive CLEC
customers of Qwest, Qwest is in the podtion to dictate what services end-use customers

may choose from and a what price. Qwest is the underlying carrier of these lines to

87 See Exhibit 201T at Exhibit 208C. See also Exhibit 101 at pages 8-9; Exhibit 504T at p. 18.
8 See Exhibit 201T at page 19.

89 See Horizontal Merger Guidelines at Section 1.32.

0 Exhibit 504T at p. 21.
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CLECs and, as such, the retall customers, while ogensbly served by a CLEC, reman
captive customers of Qwest. Because of Qwest’'s complete monopoly in the wholesde
market, it is not gppropriate to include services offered by CLECs though resale or UNE-
P in any market share andyss. To do so would skew the results of the andyss and
understate Qwest's presence in the marketplace.™*

If Staff had congdered only the CLEC-owned and UNE-Loop lines, the
concentration ratios would have been much higher. Mr. Stacy provides an andyss of the
results with more reasonable inputs. The data show that of the 66 exchanges in
Washington, 28 would have an HHI vaue of 10,000. The United States Department of
Justice regards an HHI of 10,000 as representing a “pure monopoly” %2 In the remaining
exchanges, the HHI ranges from 5,327 to 9,993, indicating an extremely concentrated
market. This evidence demondrates that the loca market for the Petitioned Services is
not subject to effective competition a this time. To the contrary, the figures indicate that
Qwest continues to maintain a dominant position in the marketplace*

MCI agrees with Staff that a market concentration andyss is datic. This is a
primary reason that it was not a mgor pat of MCI’s initid andyss. However, Staff fals
to mention tha any maket share andyss (induding the andyss offered by Staff in
support of Qwest’'s Petition) suffers from the potentid of rapidly becoming stde. This is
because should Qwest receive the rdief sought in this proceeding, market dynamics will
undoubtedly change dramaticaly, and likdy in favor of Qwest. After dl, Qwest seeks
deregulation here presumably to improve its opportunity to win back market share that it

has lost over the past nine years. Therefore, while it is true that market share data today

will likey not be vdid 12 or 18 months from now, it is very unlikey that the results of a

91 Exhibit 603T at p. 3.
92 U.S. Department of Justice and Federal Trade Commission, Horizontal Merger Guidelines.
93 Exhibit 603T at pp. 6-7.
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market share/market concentration anadyss performed in the future would show results
that are more in line with Staff and Qwest’s recommendations today. Future anayss
would, more likely, show an increase in Qwest’s market share. In other words, even if
the Commission were to conclude that the market share analyses performed in this docket
would support granting Qwest's Pition, that information in and of itsdf would be
inufficient to grant Qwest’'s Petition because of the negative impact on the public
interest on a going forward basis®*

As quoted above, if as the result of proposed market modifications, the HHI
would rise by 100 or more points, it is a matter of dgnificant concern.  Staff’s
observations about current competitor market share project from the present retail price
regulated service into a non-price regulated future without accounting for the radica
change in the competitive environment that would result from retal deregulaion of
Qwest. There is no bads in evidence for Staff’s conclusion that competitor market share
would be maintained into the future, much less grow in the new environment, and much
reason for concern that Qwest's new and virtudly unfettered pricing opportunity would
produce quite the opposite result, resulting in a more concentrated market.>®

Some academics suggest that dominance in the market is more of a problem than
oligopaly. For instance, William Shepherd sates,

Another interesting HHI property is tha dominance has very high vaues.

Thus a share of 60 percent has an HHI of 3,600, which is much higher

than the tight-oligopoly threshold value of 1,800. This suggests, correctly

on the whole, that dominance is a much more serious problem than even
tight oligopoly.*®

9 Exhibit 603T at pp. 7-8.

95 Exhibit 603T at p. 8.

% See, William G. Sheperd, “The Economics of Industrial Organization”, (Prentice Hall, Englewood Cliffs,
New Jersey; 1990), at 67.
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Staff and Qwest argue that the HHI results are overstated.  If anything, the HHIs
ae underdated. Firs, including resale and UNE-P lines (which are not compstitively
ggnificant) overdates CLEC market share, which is results in a lower HHI.  Second,
Staff caculates an HHI based on an erroneous assumption — that the cumulative market
share of dl CLECs is the appropriaste measure of competition faced by Qwest. This
assumption — taking dl CLECs together as opposed to individudly — dramaticaly
understates the HHI. By taking the total market share of al CLECs Staff's andyss
assumes that the CLECs are working together -- using ther combined resources in a
coordinated manner -- in one statewide, orchestrated attack againgt Qwest. This is clearly
not the case. The CLECs are competing against Qwest, but they are aso competing
agang one another. To group al CLECs together suggests a much more effective
competitive threat to Qwest than is actualy occurring in the State.  As discussed by Mr.
Stacy, Qwest enjoys a market share exceeding 95 percent in more than three-quarters of
the exchanges at issue in this proceeding.®’

The guiddines date that there would be “...Sgnificant competitive concerns’ if
concentration increases over time. Indeed, where the post-merger — or in this case, post
compstitive cdassfication — HHI exceeds 1,800, “...it will be presumed that mergers
producing an increase in the HHI of more than 100 points are likely to create or enhance

market power or facilitate its exercise”®®

That section aso notes that mergers producing
an increese in the HHI of more than 50 points in a highly concentrated market raise
sgnificant competitive concerns.

If Qwest receives the regulatory flexibility it seeks in this case it will likdy use

that ability to win back cusomers. Even if we assume the wordt-case scenario, where

97 Exhibit 504T at p. 19.
98 See Horizontal Merger Guidelines at Section 1.51.
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Qwest has only 75 percent of the market, a one percent increase in market share will
result in a 147-point increee®®  This result, which is very conservaive given Qwest's
market presence and resources, is three times higher than the Merger Guiddine for
raising “significant competitive concerns.” 1%

Qwest's market share would likely not go down if the Commisson granted
Qwet’'s Pdition.  But even if it did go down, that would not necessarily mean that
Qwest was harmed.  One of the benefits of competition is the stimulation that occurs as a
result of rivarous behavior. Not only do consumers see new and innovative Services,
better customer service and lower prices, but the market itsef grow. In other words, one
of the results of competition is growth in the “pie”  This growth in the market may
actualy mask Qwest's growth in revenues even in the face of amarket share decrease 1%

Growth in market share. RCW 80.36.330(1) identifies growth in market share
as a condderation in determining whether effective competition exists. Not surprisngly,
Qwest has focused on this measure.  If an analyss sarts with a smal number and doubles
it, the andyss Hill has a sndl number, despite the 100 percent increese. Qwest has
cdculated growth in CLEC market share of about 32 percent from December 31, 2001
through December 31, 2002.2%2 Even a growth rate of 32 percent for CLEC owned loops
would likdly result in avery small tota percent of the market. 1%

Ease of entry. Qwest’'s testimony aso attempts to address the issue of ease of

entry. Indeed, Mr. Reynolds tedtifies, “By usng Qwes’s facilities, CLECs can enter the

9 HHI for 75 percent market share would be 5658. HHI for 76 percent market share would be 5805. The
difference would be 147.

100 Exhibit 504T at pp. 19-20.

101 Exhibit 504T at pp. 20-21.

102 see Exhibit 1T at page 13.

103 Exhibit 504T at p. 44.
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market with ease”!%* Again, Qwest is relying on a “resde’ standard for competition
indead of a “fadlities-based” dandard. If AT&T had been dlowed to rely upon a
“resale’ standard for deregulation, it would have been declared non-dominant in the mid
1980s ingtead of the mid 1990s. Assuming Qwest's numbers, CLECs have only gained
about 16 percent of the market with resdle in 7 yearss.  The CLEC-owned line market
shareis obviousy much less  Entry into the locd market is anything but easy.%®

Qwest has attempted to show that a vibrant CLEC indudtry is taking its market
share and growing dramaticdly such that Qwest needs the Commisson to sep in and
allow Qwest to compete on the same terms.

The tdecommunications industry grew amos uncontrollably as an initid
response to the passage of the 1996 Act. After a few years of very limited success in
trying to bresk into the local market, however, intense scruting of companies and
business plans took the glow off the CLEC industry. The CLEC industry imploded in
2000, and the entire telecommunications sector suffered with it. The CLEC industry has
till not recovered.**®

Mr. Gates presented an andyss that caculates the dramatic change in market
vaue of the CLEC indusiry over the period of December 31, 1999 through January 17,
2003 based on the value of the common shares held by investors!®’  For the major IXCs,
the totd decline in market capitdization over this period is a devastating 92 percent. The

total decline in market capitaization for the CLECs and wholesdle suppliers during that

104 See the Exhibit 1T at page 14.
105 Exhibit 501T at p. 46.

108 Exhibit 501T at pp. 46-47.

197 Exhibit 503
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same period was a staggering 86 percent.!'®® The RBOCs had a decline in market
capitalization over the same period of 49 percent. 1%

Of the 40 companies comprising the CLEC and IXC categories (Categories 1 and
3), of Mr. Gates andyss, 18 have filed for bankruptcy protection snce December 31,
1999 with seven of these filings occurring in the 9x months preceding the filing of his
tetimony in this cae!'® A few of the cariers tha initidly filed for protection have
snce closed down their operations and sold off their assets to competitors. The number
of CLECs and IXCs that have reported negative stockholders equity due to accumulated
operating deficits increased to 28 as of January 17, 2003 compared to eight as of
December 31, 1999.M*

The andyss demondrates that the competitive carriers have suffered serious
financia setbacks over the last two and one-haf years. The capitd markets have dried up
for these providers and expanding operations is becoming more difficult. A more
detailed breskdown of the decline in market capitdization for these three categories of
carriersisfound in Attachment 1 to Mr. Gates study.'*?

Thus, contrary to Qwest’s claims, dl is not wel in the CLEC industry. Moreover,
as discussed further below, the FCC has changed the rules for the ILECS unbundling
obligations, which may further hinder the deveopment of competition and crestes
additiona uncertainty for CLEC business plans. This means that the Commisson cannot
rely on the CLEC industry to protect the ratepayers from Qwest's efforts to raise prices.

Further, the Commisson should recognize that carriers operating in Washington are not

108 Exhibit 503, Attachment 11 lists the companies for which the change in market capitalization has been
calculated.

109 Exhibit 501T at p. 47.

H0gee detailed listing of bankruptcy filing dates on Exhibit 503, Attachment I1.

MlThe 28 carriers with Stockholder’s Deficits as of August 28, 2002 include carriers that have filed for
bankruptcy since December 31, 1999; Exhibit 501T at p. 49.

12 Exhibit 501T at p. 49.
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insulated from the financid difficulties of the CLEC industry and that for the foreseesble
future most CLECs will reman dependent on Qwest for UNES access, and
interconnection services. As discussed at length by Mr. Stacy, this dependency makes
the CLECs extremdy vulnerable to anti-competitive pricing srategies that Qwest could
employ under its deregulation proposa. To be sure, if the Commission gpproves Qwest's
proposd, then the long-term viability of CLECs that use Qwest's UNEs is serioudy
impaired.!*3

Theoreticdly, if the services ae fully competitive, then the Commisson could
forebear from enforcing qudity of service rules. In other words if the services in
question are fully competitive, then the market forces are sufficient to ensure qudity
sarvice to consumers a reasongble rates.  If the Commission is not willing to deregulate
Qwest with respect to quality of service, it should aso not deregulate Qwest’s prices,
terms and conditions for those services. MCI is not recommending in this docket thet the
Commission relieve Qwest of qudity of sarvice obligations. The point is tha when
effective competition is present, market forces will ensure quality services & competitive
rates. As the evidence in this case has demondrated, however, effective competition does
not exist today for Qwest’'s sarvices. As such, the Commisson must continue to regulate
qudity of service and other aspect of service ddivery; not only to consumers, but to

dependent competitors.*

V. OTHER ISSUES
A. Impact of Other Dockets (TRO, cost dockets, etc.).

Triennial Review Issues Will Dramatically Impact the Industry. There is no

quesion that the FCC's recently released Triennid Review Order will dramaticaly

13 Exhibit 501T at pp. 49-50.
14 Exhibit 501T at pp. 50-51.
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impact the industry, the datus of competition and the ability of CLECs to compete with
the ILECs in the provison of locd sarvices in the future. The FCC has identified two
markets — the enterprise market and the mass market — and is treating unbundled
switching differently in each.!® The difference between UNE-P and UNE-Loop is, of
course, the switching UNE. For the enterprise market customers, the FCC has concluded
that CLECs are not impaired without access to unbundled switching, however, the Sate
commissions may petition the FCC within 90 days for a waver of this finding'*® For
mass-market customers, the FCC adopted a nationd finding that CLECs are impaired
without access to unbundled switching, subject to state commission findings'’ The FCC
adopted a complicated multipart test that states must apply in determining whether to
remove UNE switching for the mass market. The dates are given some discretion to
define the precise line between the enterprise and mass markets and to define the
geographic market for gpplication of the FCC's imparment tets.  The FCC has now
eiminated UNE-P for “enterprisg’ customers and no carier has filed a petition here in
Washington to chalenge that finding. Therefore, Qwest is no longer required to provide
UNE-P for “enterprise” customers here.

There is no question that if UNE-P is no longer avalable in its current form that
the ability of CLECs to compete in the locd market — even on a resde basis -- will be
ggnificantly impared. UNEP is the only resde pricing that permits switchless cariers
or carriers who do not have facilities in a given area to accumulate customers on the basis
of TELRIC cods of the platform dements. It is a primary market entry srategy for

competitors who wish ultimately to become effective competitors to monopoly services.

115 Enterprise market customers are those that could be economically served by a DS1 loop, even if they
presently are being served by DSO loops. Mass-market customers are those that could not be economically
served by aDS1 loop.

11 5ee TRO at paragraph 451.

17 See TRO at paragraph 459.
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As referenced above, Section 1.521 of the Federd Horizontd Merger Guidelines
discusses changing market conditions and the impact of those changes on the firm's
compstitive dgnificance. For ingtance, as a result of the Triennid Review Order, UNE-P
is diminated for a sector of the market. Thus, the avalability or cost of services
currently avalable to CLECs is dgnificantly changed. That fact changes the rddive
drength of Qwest’s podtion in the market. The Guiddines date, “However, recent or
ongoing changes in the market may indicate that the current market share of a particular
firm dether undergates or overdtates the firm' s future competitive sgnificance.”

This is yet one more reason why the Commisson should not grant Qwedt’'s
request for competitive classfication of its busness sarvices a thistime.

B. Cost floor

Other than the requirement that rates must preserve affordable universa service, the
Commission is only required by the statute to determine the “proper cost standards” This
determination is critical in that the extent to which Qwest could execute a price squeeze on
its competitors is dependent upon the retail rates Qwest is alowed to charge.

In generd, given Qwest’'s market postion, there are two forms of pricing strategies
that should concern the Commisson in granting Qwes pricing flexibility. Absent exiding

restrictions, Qwest could do ether one or both of the following:

@ Increase its retall rates and earn supra norma profits a the expense of
ratepayers, and/or,

2 Lower its retall rates below a relevant price floor in sdect circumstances to
defeat competitors.*8

These two pricing drategies are not mutudly exclusve. To the contrary, the two

drategies are mogt effective for Qwest if they are executed smultaneoudy. In that manner,

118 Once Qwest has defeated its competitors through anticompetitive pricing, it will be ableto raiseits retail
rates to the detriment of ratepayers; Exhibit 601T at p. 18.
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Qwest would be able to fend off competitors by sdectively lowering rates for certain
services in the pockets where it faces some competition and/or it knows that CLECs have
fadlities while remaning optimaly profitable by raising rates for customers not subject to
competition. This is of particular concern in Washington given the fact that competitive
activity is not pervasive throughout the state. A carrier with a sgnificant market dominant
position (such as Qwest) may view short-term losses, as a cost of doing business that would
be more than recovered in the long term, when competition is diminated.**°

If Qwest's gpplication for reclassfication were to be gpproved by the Commission,
Qwest would have the ability to price loca exchange service in such a way that it would be
impossble for competitive carriers to respond profitably.  Under these conditions,
competitors would have a disncentive to enter or remain in the market. Qwest can
accomplish this objective by engaging in dlassic price squeeze tactics %

A price squeeze is created when a verticdly integrated firm (such as Qwest) has
unrestrained retail pricing freedom to compete againgt companies (such as CLECS) in retall
markets while contralling critical inputs that its competitors are dependent upon. In this
gtuation, the verticdly integrated firm can use the price squeeze as an anticompetitive
device by lowering the price for the retail service to or below the price which it charges for
the wholesde dements necessary for competitors to compete, thus squeezing the dependent
competitors margins between retall rates and wholesde rates, and reducing or eiminating
their ability to recover their costs. A price squeeze can more formaly be defined as follows

Conddeing a dgtuation in which a monopoly supplier is integrated

downgream, a price squeeze [ig the dtuation in which "the monopoly
input supplier charges a price for the input to its downsiream competitors

19 Exhibit 601T at pp. 18-19.
120 Exhibit 601T at p. 19.
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that is so high they cannot profitably sdl the downstream product in
competition with the integrated firm'?'" (Emphasis added.)

The FCC discusses the price-squeeze strategy and notes that it occurs when a
dominant firm with downsiream competitors that rely on facilities and services from the
dominant firm is “charging prices for inputs that precludg]] competition from firms relying

on those inputs*??”

The upshot of a price squeeze is that competitors would have to pay
more to their wholesadle provider than they can charge to their end-users, thereby losing
money on every cusomer. In this docket, the dominant firm (Qwest) is obvioudy not
seeking to increase the price of its competitor's inputs (UNEs), as the Commisson has
previoudy set those. Neverthdess, what Qwest does seek in this docket (unrestricted retall
pricing capabilities) would provide Qwest with the very same opportunities to execute a
price squeeze 1?3

The table below provides a smple example of how Qwest could execute a price
queeze in Washington usng the retail pricing freedom it seeks in this case. By sting
its retall prices a levels tha are lower than the leveds a which its UNE dements which
make up the service are priced, Qwest would put its competitors in an extremdy difficult
postion in which the CLEC would be faced with one of two options. (1) price its retall
savice to end-usars a leves higher than Qwest (sgnificantly reducing the opportunity
for attracting new customers and likdy losing exiging customers to Qwest), or (2) set
prices a a levd which would be competitive with Qwest, but would not recover the cogs
of providing the service (teking a loss on each existing and/or new customer). Obvioudy,

neither option would be atractive to any CLEC and would have a chilling effect on

121 3ean Tirole, "The Theory of Industrial Organization,” The MIT Press, Cambridge, Massachusetts, 1988,
page 186. Tirole quotes from Joskow, P. 1985. Mixing Regulatory and Antitrust Policiesin the Electric
Power Industry: The Price Squeeze and Retail Market Competition. In "Antitrust and Regulation: Essaysin
Memory of John J. McGowan," ed. F. Fisher. City: Publisher.

122 oprint v. FCC, 274 F.3d 549, 551 (2001); Exhibit 601T at pp. 19-20.

123 Exhibit 601T at p. 20.
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competition in Washington.

PRICE SQUEEZE EXAMPLE

QWEST’'SWHOLESALE QWEST’SRETAIL CLEC LOSS
INPUT PRICE PRICE
$15 $12 -$3

In this manner, Qwest could squeeze competitors out of the marketplace and diminate any
and dl competition by smply setting prices a levels thet do not recover the costs of offering
the service.!*

In smple terms, most CLECSs live or die by the margins between the wholesale rates
for UNEs and their retall rates.  That margin must cover the CLECS own costs and provide
a return on investment, if the CLECs are ever to become effective competitors. The larger
the margin between the wholesade rates CLECs pay to Qwest and the retall rates they can
charge in the market place, the larger will be ther profits — if aty — or the smdler will be
their losses. If that margin shrinks, so will the CLECs &hility to operate in Washington.
Thus, if Qwes is granted the nearly unredtricted downward retail flexibility it is asking for,
Qwest will be able -- a will -- to increase or decrease the margin available to its dependent
competitors.  As such, Qwest is largdy in control of the strength and viability of its
compstitors, which -- coming full drde -- are the very companies that Qwest clams will
protect customers from a deregulated Qwest. The construct underlying Qwest’s proposed
reclassfication is degply flawed: to be sure, if granted as proposed, it will “ place the fox in
charge of the hen house.” 1?°

Qwest attempts to defend its case by arguing that Qwest’s retal rates are currently

higher than UNE rates. However, this testimony only serves to provide an explanation as to

124 Exhibit 601T at pp. 20-21.
125 Exhibit 601T at pp. 21-22.
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why competitive activity currently exists, because the relaionship Mr. Reynolds describes
must exist in order for CLECs to offer retail services profitably. CLECs relying on Qwest to
provide UNEs in order to offer retail service could not be in the market if Qwest’s UNES
were priced higher than Qwedt’s retail rates. That relationship exists because both Qwest's
UNE prices and its retail prices are subject to regulation by this Commisson. Mr. Reynolds
tetimony regarding this issue should give the Commisson no confidence whatsoever
regarding whether CLECs will have the ability to continue to offer retall service in
compstition with Qwest. This is due to the fact that Qwest would have the power to reverse
the current UNE/retall rate relationship, and would therefore have the ability to control when
and if CLECs could competeiin the retail market in the future*2°

Qwedt’s ability to price a anti-competitive levels could be potentially damaging to
fadlitiesbased CLECs as well. Facilities-based competitors are often not facilities-based
for 100 percent of the facilities that they use to serve their cusomers. They often purchase
collocation, UNE loops, transport, dark fiber, and other dements that they use in
conjunction with their own facilities to provide a finished retall service to their customers.
As such, they would be very vulnerable if Qwest were to move its own retall prices down
closer to the prices that they pay Qwest for the dements they must have to compete. In
addition, facilities-based competitors have generdly made very substantid investments in
switches, collocated equipment, and other plant to provide service to their customers.
Should Qwest be given the freedoms it seeks and exercises its ability to squeeze its
competitors from the market, these carriers would have no way of recovering this massive
investment.*?’

In short, both facilitiess and non-fadlities-based CLECs would suffer as a result of

126 Exhibit 601T at pp. 22-23.
127 Exhibit 601T at pp. 23-24.
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reclassfication. Needless to say, Washington consumers would suffer as well if Qwest were
permitted to undo the emerging consumer benefits of competition that have been a god of
this Commission for many years'?®

After competing firms have been driven from the marketplace through Qwest's
below cost pricing, Qwest would no longer be condrained by competitive pressure from
raising prices to levels well in excess of cost. In other words, once the price squeeze has
successfully eiminated competitors, Qwest could fredly increase prices to monopoly profit
maximizing levels without any threat of a competitive response.  In the long run, consumers
would therefore not experience prices that are competitively driven. Rather if the Petitioned
Services are dassfied effectively competitive, customers could expect to experience prices
well in excess of cod, and (snce dternative providers have exited the market) have no
dternative but to pay those prices. Even in the short term, Qwest’s pricing tactics would not
likey provide widespread benefits to customers in Washington.  This is because the
temporary price reductions would likely be limited to the CLEC's largest customers whom
Qwes is most interested in winning back. In short, dthough a pricing strategy that includes
reductions in retall rates gppears on its face to be appeding from a consumer perspective, in
actudity, such a scheme will result in higher, rather than lower rates and in much narrower
choices of providers and services for consumers.?®

Staff argues that because Qwest is able to achieve sufficient revenue in every wire
center to pass an imputation test, “competitors can, too”.**®  Unfortunaely, this
observaion is meaningless in terms of assiging the Commisson in its decison regarding
whether sudtainable, effective competition is present in Washington.  This is because

once again, this conclusion is based on datic andlyss that does not take account of the

128 Exhibit 601T at p. 24.
129 Exhibit 601T at pp. 25-26.
130 Exhibit 201T at page 22.
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dramatic changes to the competitive market that would result from granting Qwest's
Petition. One of the mgor threats to the competitive market, should Qwest’s Petition be
goproved, is Qwest’s ability to engage in price squeeze tactics, including setting prices
that do not pass a bresk-even test. Therefore, the concern is not so much whether Qwest
IS passing such a test a this point in time, but rather, whether if Qwest will have the
essentidly  unrestrained  opportunity to engage in pricing tactics in the future that would
result in Qwedt’'s faling the test. Passng a bresk-even andyss test now — prior to
deregulation — should be of little comfort to the Commisson on a going forward bass.
Qwed, to date, has given the Commisson no assurance that it will set prices which
would pass a bresk even test in the future, or that it will set prices that cover costs, as
required by RCW 80.36.330(3).13!

Should the Commisson determine that it is appropriate to award Qwest some
level of additiond regulatory freedom, MCl recommends that such freedom be strongly
conditioned to prevent the potentid for Qwest to engage in anti-competitive pricing
drategies that could quickly eradicate the gains the competitive market has made in
Washington in recent years. Specificdly, a a minimum, the Commisson should impose
a price floor condastent with RCW 80.36.330(3), below which Qwest would not be
dlowed to st retal raes Genedly spesking, the Commisson should set the floor
using, a aminimum, the following two cost components.

(@) Imputed costs of all the UNEs used to provide the service.

This should be cdculated by multiplying the quantity of the UNESs used to
provide the service times the UNE TELRIC prices. Also included should be
some recognition of the nonrecurring charges to order UNEs.

2 A measure of minimum retail related costs.

An appropriate proxy for these retall costs could be established by using the
Commission agpproved percentage for resde discounts. The Commission

131 Exhibit 603T at pp. 12-13.
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should recdl that the resde discount is calculated based on Qwest's retall
related expenses.*?
C. Access charges
Another issue that should be on the Commisson's mind when it consders
Qwest's Petition in this docket is access charges. The fact remans that Qwest is the
incumbent provider of the lag mile and that dternative toll providers must dill pay
Qwest for access. Those access rates are not priced a TELRIC!® leves and indude
ggnificant contribution with which Qwest can subddize its locad and long distance
competitive offerings***
Commisson rule WAC 480-120-540 identifies the structure for access charges.
That sructure includes codts that are not TELRIC compliant — the Interim Terminating
Access Charge or ITAC. The ITAC is redly a universal service surcharge and should not
be included in the access charge structure.:*°
Qwest’s access charges are designed to subsidize local rates. In the recent Order
inthe AT& T Access Complaint proceeding, this Commission notes:
Higoricaly, access charges have provided a substantia portion of loca
exchange company revenues and have asssted, dong with averaging of

rates across hlgh-cost and low-cogt locdtions, in keeplng rates for locd
exchange service lower than might be otherwise necessary.

132 Exhibit 601T at p. 8.

133 TELRIC stands for Total Element Long Run Incremental Cost. The FCC defines TELRIC as, the
forward-looking cost over the long run of the total quantity of the facilities and functions that are directly
attributable to, or reasonably identifiable as incremental to, such element, calculated taking as a given the
incumbent LEC' s provision of other elements. (47 C.F.R. Section 51.505(b))

134 Exhibit 501T at p. 51.

135 Exhibit 501T at p. 51.

136 See ELEVENTH SUPPLEMENTAL ORDER; ORDER SUSTAINING COMPLAINT, DIRECTING

FILING OF REVISED ACCESS CHARGE RATES,; Docket No. UT-020406; Released August 12, 2003 at
pages 11-12. Hereinafter “Verizon Access Charge Order”.
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This is not unusud, since other dates have aso alocated the cogt of the loop to
other sarvices. It is time, however, to rationdize the rate structure and make al subsidies
explicit and portable.

The FCC ds0 recognized that access charges subddize locd offerings.  In the
FCC's First Report and Order in CC Docket 96-45 the FCC stated:

States have maintained low resdentia basic service rates through, among

other things a combinaion of geographic rate averaging, high raes for

busness customers, high intrastate access rates, high rates for intrastate

toll service and high rates for vertica festures and services such as cdl

waiting and call forwarding.*3’

The intrastate access charges cause market distortions by virtue of the excessve
contribution they provide to Qwest. Access charge reform must be completed before
Qwest is deregulated.

This Commission recognized the need to restructure access charges in its recent
Verizon Access Charge Order. At page 12 of that Order it states:

It is clear that competitive circumstances have changed radicdly since the

Commisson's orders in U-85-23. The level and the structure of access

charges that were permissble and competitivdly neutrd when firgt

adopted are now impermissble.  And the record is aso clear that an

activity countenanced in one rule may—inadvertently or not—act to difle
competition, and therefore violate another rule or law.

Access is a monopoly offering that provides significant contribution for Qwest.
From a shareholder perspective, Qwest would be remiss to voluntarily reduce such rates.
Nevertheless, the public interest requires Qwest to rationdize its rate structure and make
the implicit subsidies within access charges explicit.**®
The industry is moving toward more and more bundled offerings. MCI’'s “The

Neighborhood” offering combines locd, long distance and other festures into one flat-

137 Before the Federal Communications Commission; In the Matter of Federal State Joint Board on
Universal Service; CC Docket No. 96-45; REPORT AND ORDER; dated May 8, 1997; at 1 14.
138 Exhibit 501T at p. 53.
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rate package. Qwed is offering amilar “bundled” services. Assuming the best possble
outcome — that Qwest does reduce service prices ingead of raisng them — then the
services will be priced closer to cost.  The margins for those services will be reduced
thereby providing benefits to consumers. Qwest, however, will be able to use the
subsdies inherent in access charges to subgidize its competitive offerings to the detriment
of its competitors.  In effect, Qwest can subsdize its competitive offerings with profits
from its competitors. Mr. Stacy discusses this phenomenon in his testimony. **°

RCW 80.36.186 requires that carriers offering noncompetitive services provide
rates and access that are not unduly discriminatory and are not preferential or causing
competitive disadvantage’®®  The Commisson found in the Verizon Access Charge
Order that “By maintaining high access charge rates, Verizon provides a preference to
itsdf and a disadvantage to its competitors in interexchange service within Verizon's
territory.” 24

The indudry has recognized that implicit subsdies must be removed for the
market to work efficiently. The FCC noted:

It is widely recognized that, because a competitive market drives prices to

codt, a sysem of charges, which includes noncost based components, is

inherently ungtable and unsudtainable. 1t dso wel recognized that access

charge reform is intensdy interrdated with the loca competition rules of

section 251 and the reform of universal service.!*?

In its access charge reform poceeding, the FCC reiterated the benefits of moving

access charges to cost:

139 Exhibit 501T at p. 53.

140 5ee Verizon Access Charge Order at page 13.
14114, at 14.

142 See Local Competition Order, at 1 8.
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Restructuring rates to reflect more accurately cost-causation will promote
competition, reduce per-minute charges, dimulae long-distance usage,
and improve overal efficiency of the rate structure 143

The FCC aso encouraged the states to identify intrastate implicit subsidies:

Congress intended that dates, acting pursuant to sections 254(f) of the
Communications Act, mugt in the fird ingance be responshble for
identifying intrastate implicit universal service support.  Indeed, by our
decisons in this Order and in our companion Universal Service Order, we
strongly encourage states to take such steps.!** (Emphasisin origind)

The FCC has made consderable progress in moving interstate access charges
towards cost. The CALLS® and MAG® Orders issued in 2000 and 2001 respectively
have reduced interstate access rates sgnificantly and rationdized the rate structures. The
introduction to the CALLS Order States:

By smultaneoudy removing implicit subsidies from the interstate access

charge system and replacing them with a new interstate access universd

service support mechanism that supplies portable support to competitors,

this Order dlows us to provide more equa footing for @mpetitors in both

the locd and long-distance markets, while sill keeping rates in higher cost

aeas afordable and reasonably comparable with those in lower cost

areas'147

As discussed above, the FCC has recognized that the implicit subsdies in access
charges must be removed. It is imperative that those subsidies be removed before Qwest
recaeves additional pricing flexibility. With those subsdies from access charges Qwest

will be able to cross-subgdize its compstitive offerings on the backs of its competitors.

143 Before the Federal Communications Commission; In the Matter of Access Charge Reform; Price Cap
Performance /Review for Local Exchange Carriers, Transport Rate Structure and Pricing, End User
Common Line Charges; CC Docket Nos. 96-262, 94-1, 91-213, 95-72; FIRST REPORT AND ORDER;
Released May 16, 1997; at 1 131.

144 1d. at 111.

145 CALL S stands for the Coadlition for Affordable Local and Long Distance Service.

148 The Multi-Association Group (MAG) Plan was put into place for rate of return carriers at the federal
level. The Order (FCC 01-304) was released on November 8, 2001.

147 Before the Federal Communications Commission; In the Matter of Access Charge Reform; Price Cap
Performance Review for Local Exchange Carriers, Low-Volume Long Distance Users; Federal-State Joint
Board on Universal Service; CC Docket Nos. 96-262, 94-1, 99-249, 96-45; SIXTH REPORT AND

ORDER IN CC DOCKET NOS. 96-262 AND 94-1; REPORT AND ORDER IN CC DOCKET NO.

99-249; ELEVENTH REPORT AND ORDER IN CC DOCKET NO. 96-45; Released May 31, 2000;
hereinafter referred to asthe*CALLS Order”, at 3.
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There is no Washington universa service fund or an intrastate subscriber line charge in
Washington.  As such, many of the implict subsdies Hill reman in Washington's
intrastate access charges.

Lat summer in Colorado the paties sgned a dipulaion that would have
restructured intrastate access charges in much the same manner as MCI proposes in this
proceeding. (See Attachment hereto). Intrastate access charges would have been reduced
to interdate levels and an intrastate subscriber line charge (SLC) would have been put
into place. The access restructuring was revenue neutra to Qwest and the proposed
intrastate SLC was less than $2 per month per line The Colorado Commission
ultimately rgected the proposd, but it is important to note that Qwest, AT&T, MCI,
Sprint and the Colorado Telecommunications Association supported the proposal 248

Until access charges are reduced to codt-based levels, Qwest will enjoy an
atificid cogt advantage in the market place — in both the locd and long-distance markets
-- that it can leverage into other markets. Allowing Qwest to charge its dependent
competitors above cost rates puts those competitors a a distinct competitive
disadvantage. Qwest will have every incentive to use those excessive profits againg the
competitors in the market.1*°

MCl recommends that the Commisson specificdly recognize that the current
level of Qwedt’s intrastate access charges is far above economic cog, is not conducive to
an dficdent maket and that the implict subsdies in those access charges cause
digortions in the market and hamper the development of competition. Further the

Commisson should initiste a proceeding or rulemaking in which the rules surrounding

148 Exhibit 501T at p. 56.
149 Exhibit 501T at pp. 56-57.
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the pricing of access and mechaniams for diminating the implicit subsdies could be
considered.

Specificdly, MCI recommends that the Commisson initiste a proceeding
whereby three important issues could be consdered:

The complete eimination of the Interim Terminating Access Charge;

The refinement of Qwedt's access rates 0 that access charges reflect the
economic cost and the rate structure reflects cost causation;

Development of an intrastate Univers Service Fund to ensure reasongble and
affordable rates for al consumersin Washington.**°
Qwest has faled to show a need for additiond pricing flexibility in this
proceeding. If Qwest were deregulated under these conditions — the lack of effective
comptition and access charges far above cost — the public interest would be harmed.
The Commisson should observe how Qwest behaves now that it has received 271
authority, encourage Qwest to use the pricing flexibility it currently has, fix the
remaning rate digortions, and then — if necessary — consder granting Qwest additiond
pricing flexibility.*>*
VI. CONCLUSON
For dl the reasons st forth herein, MCl  respectfully requests tha the

Commission deny Qwest’s Ptition.

150 Exhibit 501T at p. 57.
151 Exhibit 501T at p. 58.
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Dated this 28" day of October 2003.

Respectfully submitted,

MCI

Michd L. Singer Nelson

707 17" Street, Suite 4200
Denver, CO 80202

303 390 6106

303 390 6333 (fax)
michel.anger_nelson@mci.com



