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CASE NO. TO-2001-467
SOUTHWESTERN BELL TELEPHONE COMPANY
DIRECT TESTIMONY OF DR. DEBRA J. ARON

l. QUALIFICATIONS AND ORGANIZATION OF TESTIMONY

Please state your name and position.
My name is Debra J. Aron. I am the Director of the Evanston offices of LECG, LLC,
(“LECG”) and Adjunct Associate Professor at Northwestern University. My business

address is 1603 Orrington Avenue, Suite 1500, Evanston, IL, 60201.

Please describe LECG, LLC.

LECG is an economics and finance consulting firm that provides economic expertise for
litigation, regulatory proceedings, and business strategy. Our firm comprises more than
300 economists from academe and business, and has 15 offices in six countries. LECG’s
practice areas include antitrust analysts, intellectual property, and securities litigation, in

addition to speéialties in the telecommunications, gas, electric, and health care industries.

Please describe your professional qualifications.

I received a Ph.D. in economics from the University of Chicago in 1985, where my
honors included a Milton Friedman Fund fellowship, a Pew Foundation teaching
fellowship, and a Center for the Study of the Economy and the State dissertation
fellowship. I was an Assistant Professor of Managerial Economics and Decision Sciences
from 1985 to 1992, at the J. L. Kellogg Graduate School of Management, Northwestern
University, and a Visiting Assistant Professor of Managerial Economics and Decision
Sciences at the Kellogg School from 1993-1995. 1 was named a National Fellow of the
Hoover Institution, a think tank at Stanford University, for the academic year 1992-1993,

where I studied innovation and product proliferation in multiproduct firms. Concurrent
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with my position at Northwestern University, I also held the position of Faculty Research
Fellow with the National Bureau of Economic Research from 1987-1990, At the Kellogg
School, I have taught M.B.A. and Ph.D. courses in managerial economics, information
economics, and the economics and strategy of pricing. 1 am a member of the American
Economic Association and the Econometric Society, and an Associate member of the
American Bar Association. My research focuses on multiproduct firms, innovation,
incentives, and pricing, and 1 have published articles on these subjects in several leading
academic journals, including the American Economic Review, the RAND Journal of
Economics, and the Journal of Law, Economics, and Organization. 1 currently teach a
graduate course in the economics and strategy of communications industries at

Northwestern University.

I have consulted on numerous occasions to the telecommunications industry on
competition, costing, pricing, and regulation issues in the U.S. and internationally. I have
testified in several states regarding economic and antitrust principles of competition in
industries undergoing deregulation; measurement of competition in telecommunications
markets; the proper interpretation of Long Run Incremental Cost and its role in pricing;
the economic interpretation of pricing and costing standards in the Telecommunications
Act of 1996 (“TA96” or “the Act”); limitations of liability in telecommunications;
Universal Service; and proper pricing for mutual compensation for call termination. I
have also submitted affidavits to the Federal Communications Commission analyzing the
merits of Ameritech Michigan’s application for authorization under Section 271 of TA96
to serve the in-region interLATA market, CC Docket No. 97-137; explaining proper
economic principles for recovering the costs of permanent local number portability, CC
Docket No. 95-116; explaining the economic meaning of the “necessary and impair”
standards for determining which elements should be required to be unbundied under

TA96, CC Docket No. 96-98; and an analysis of market power in support of Ameritech’s
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petition for Section 10 forbearance from regulation of high-capacity services in the
Chicago LATA, CC Docket No. 95-65. 1 have consulted to carriers in Europe, the
Pacific, and Latin America on interconnection and competition issues, and bave consulted
on issues pertaining to local, long distance, broadband, wireless, and equipment markets.
I have conducted analyses of mergers in many other industries under the U.S. Merger
Guidelines. In addition, I have consulted in other industries regarding potential
anticompetitive effects of bundled pricing and monopoly leveraging, market definition,
and entry conditions, among other antitrust issues, as well as matters related to employee
compensation and contracts, and demand estimation. In 1979 and 1980, [ worked as a
Staff Economist at the Civil Aefonautics Board on issues pertaining to price deregulation
of the airline industry. In July 1995, I assumed my current position at LECG. My
professional qualifications are detailed in my curriculum vitae, which is attached as

Schedule 1.

Whaf is your understanding of this proceeding?

I understand that under Missouri law, Southwestern Bell Telephone (“SWBT?”) has the
right to have its services declared competitive when certain criteria are met, which I will
discuss below. The Missouri Public Service Commission (“Commission™) has the
obligation to investigate to determine whether “effective competition” exists in the
relevant markets. As I understand it, under the Missouri Revised Statutes (2000)
(“RSMo”), SWBT is entitled to have its services declared competitive unless the
Commission finds that effective competition does not, in fact, exist. Nevertheless,
SWBT has chosen to make an affirmative showing that the criteria established by the

statue for evaluating “effective competition” are satisfied.’

Direct Testimony of Thomas F. Hughes, on Behalf of Southwestern Bell Telephone Company. Case No.
TO-2001-467. Hereinafter Hughes Direct Testimony.
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Southwestern Bell Telephone Company, (Aron)
What is the i‘elevant law pertaining to this proceeding?
1 understand that this proceeding is governed primarity by Section 392.245 of the RSMo.
Mr. Hughes describes the history of the different parts of the RSMo as they interact with
Section 392.245, including the price cap plan, and the process to classify services or even
companies as “transitionally competitive” or “competitive,” as described in Section
392.370 of the RSMo.? In addition, Section 392.185 is important to this proceeding
because it deécn'bes the purposes and goals of the RSMo. Finally, Section 386.020(13) is
important because it provides four factors by which the Commission shall evaluate

whether there is “effective competition.”

Please explain the purpose and organization of your direct testimony.

The purpose of my testimony is to pr(;vide the economic principles that I believe should
guide the Commission in its evaluation of the state of competition in those exchanges
where an altemative local exchange telecommunications company (** ALEC,” also known
as a competitive local exchange carrier, or “CLEC”) is certified to provide local exchange
telecommunications services, as described in Section 392.245 of the RSMo. I explain
that adherence to these economic principl;as will tend to enhance the welfare of

consumers of telecommunications services in the state of Missourl.

In Section II of my testimony, I address the notion of “effective competition” by
commenting on the factors found in Section 386.020(13)(a), (b), (d) and (e). 1 summarize
my understanding of the RSMo as it applies to this proceeding, and then address the
economics of the key concepts invoked by the governing law that are relevant to this
proceeding. I describe how the term “effective competition” should be interpreted so that
it is consistent with the purposes and goals of the RSMo, and -how the factors described in

Section 386.020(13) of the RSMo that are used to determine whether “effective

Hughes Direct Testimony.
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competition” exists might be implemented so as to be consistent with the purposes and

goals of the RSMo.

In Section III of my testimony, I address Section 386.020(13)(c) of the RSMo,
which charges'the Commission with determining how the purposes and policies of the
RSMo can be advanced by the use of the marketplace instead of regulation. I discuss
how pricing flexibility, which is an essential part of a free market, contributes to efficient
competition, efficient investment incentives and greater consumer and social welfare. In

Section IV, I summarize my testimony and offer my concluding observations.

Il. ECONOMIC INTERPRETATION OF THE STATUTORY LAW

Please summarize the portions of the RSMo that are most relevant to this
proceeding from an economic perspective.

Section 392.185 describes the purpose and goals of the RSMo. Section 392.185 says that

the goals are to:

1. Promote universally available and widely affordable telecommunications services;
2. Maintain and advance the efficiency and availability of telecommunications services;

3. Promote diversity in the supply of telecommunications services and products
throughout the state of Missouri;

4. Ensure that customers pay only reasonable charges for telecommunications service;

Permit flexible regulation of competitive telecommunications companies and
competitive telecommunications services;

6. Allow full and fair competition to function as a substitute for regulation when
consistent with the protection of ratepayers and otherwise consistent with the public
interest; ‘

7. Promote parity of urban and rural telecommunications services;
8. Promote economic, educational, health care and cultural enhancements; and

9. Protect consumer privacy.
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My main observation regarding these purposes and goals is that they are largely
consistent with the development of a vibrant and competitive telecommunications
industry in the state, and consistent with the use of the marketplace instead of regulation
as the primary vehicle for bringing the benefits of this industry to Missouri consumers.
The legislation specifically articulates a preference for competition over regulation, when
consistent with the public interest. -Indeed, the legislation speaks of “full and fair”
competition, which I believe means that regulatory constraints on pricing are lifted (this
permits “full” competition), and that regulation does not favor any one competitor or set

of competitors, but rather promotes competition itself (i.e., competition is “fair™).

Section 392.245 likewise is relevant to this proceeding. Section 392.245 provides
for the determination of appropriate prices for telecommunications services. The Section
provides for this in two ways. First, services that are not deregulated are subject to the
Migsouri “price cap” plan. Under the Missouri price cap regulation, a firm may charge a
price at or below a maximum price. This maximum price, or “cap,” for basic services
changes every year according to different formulae (i.e., either the CPI for
telecommunications services as published by the Bureau of Labor Statistics, if elected by
the Company, or the GDPPI, another indicator of inflation, less a productivity and
exogenous factor offset). Non-basic services are subject to Section 392.245(11), which
provides that these telecommunications services’ maximum prices may increase by up to
eight percent each year. Finally, Section 392.220(2) requires that unless otherwise
directed by the Commission, a telecommunications company must file a tariff listing any
new rate with the Commission, which shall be approved within 30 days, assuming that

the proposed price is below or equal to the maximum price cap price.

The second way that Section 392.245 provides for the determination of
appropriate prices for services is through the marketplace itself. Section 392.245(5)

states that once a CLEC has been certified to provide basic local telecommunications
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service in a particular exchange and has provided such service in that exchange for five
years, the services of the incumbent local exchange company (“ILEC”) in that exchange

shall be considered competitive and shall no longer be subject to the price caps.

Section 392.245(5) also says that the Commission is obligated to investigate and,
after providing notice, hold a hearing, to determine whether effective competition exists
in the exchange for such sérvice. If the Commission finds that “effective competition”
does not exist in the exchange, the service is not to be reclassified as competitive and

removed from price cap regulation.
A. Evaluating the Meaning of “Effective Competition”

How does Missouri law define “effective competition?”
The RSMo provides guidance in determining what constitutes “effective competition.”
Section 386.020(13) says that effective competition “shall be determined by the

commission based on” four factors:

e The extent to which services are available from alternative providers in the relevant
market;

o The extent to which the services of alternative providers are functionally equivalent or
substitutable at comparable rates, terms, and conditions;

e The extent to which the purposes and policies of Chapter 392, RSMo, including the
reasonableness of rates as set in Section 382.185, RSMo, are being advanced; and

o Existing economic or regulatory barriers to entry.

The Commission may also consider other relevant factors that are necessary to

implement the purposes of Chapter 392.°

RSMo § 386.020(13){e) (2000).
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From an economic perspective, are the four criteria identified by the Missouri
statute relevant to determining whether effective competition exists for a given
service in a given geographic area? -

Yes, I believe that they are, but they do not do not constitute an exhaustive list of the
relevant factors, nor is any one completely dispositive of the presence or absence of

effective competition, as the RSMo recognizes.

Dr. Aron, please briefly describe the nature of the competition in SWBT’s territory.
As I mentioned earlier, the RSMo uses the term “alternative local exchange
telecommunications company.” I use the industry acronym, “CLEC” or competitive local
exchange carrier to refer to the same type of company. According to data provided to me
by SWBT, CLECs with tariffs in Missouri include long-distance companies like AT&T,
Worldcom (a/k/a MCI), and Sprint; long-haul wholesalers such as Global Crossing
(which also has Global Crossing Telemanagement and Global Crossing Local Services),
and Level 3; and smaller carriers such as Birch Telecommunications, Allegiance and
McLeodUSA. Thus, the term “CLEC” embraces carriers both large and small and

carriers that have taken a variety of approaches toward entry into the local exchange, such

.as resale, facilitates-based, UNE-P, and “smart build” carriers; different technological

approaches such as wireless and packet-switched platforms; and that offer some or all of
a host of telecommunications services such as voice (local and long-distance), data, and

Internet services.
B. Defining the Relevant Market

How should the term “relevant market” be interpreted?
In economics, a relevant product market is the set of products that consumers deem to be
reasonable substitutes for one another. Thus, although the RSMo uses the terms “relevant

market” and “substitutability” in different sub-sections of Section 386.020(13), the
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concepts are interwoven and ! will discuss them together. The reason for this is that when
products or services are reasonably good substitutes, they are considered to be in the same
product market and they compete with one another. Substitutable products serve to

constrain one another’s prices, because if one product were to experience a price increase,

consumers would purchase other products that are close substitutes.

Going back to the language found in 386.020(13)(b), if two services are the same
or are functionally equivalent, they are generally in the same product market.
Nevertheless, sameness or functional equivalence is not necessary for two services to be
in the same market. The standard economic approach to assessing whether two services
are in the same market is to determine whether a substantial number of customers, over a
period of time, would be willing to switch to the other service if the price of the service
they are currently buying were to increase by a small but significant and non-transitory
amount.’ If customers would be willing to switch between the products in response to a
relatively small, non-transitory price change, then the products are considered to be in the

same market for purposes of assessing competition. That is, they are substitutes.’

In many cases, it is difficult or impoésible to determine quantitatively how
responsive consumers are in their purchases of one product to a change in the price of
another, because of the stringent data requirements for such an analysis. As a result, a
pragmatic approach that is consistent with the economic concept of substitutability has
been adopted in antitrust case law, by which the critical determinant of whether two

services are in the same market is their “reasonable interchangeability of use.” This was

Department of Justice and Federal Trade Commission Horizontal Merger Guidelines, Aptil 2, 1992, §1.1.

Although antitrust analyses typically focus on price increases, the same logic applies to terms and
conditions of service — would a consumer switch service providers in response to a small but significant
new burden imposed by her current service provider?

Papge 9 of 34




bW

10

11

12

13

14

15

16

17

18

19

20

Q.12

A2

Case No. TO-2001-467
Southwestern Bell Telephone Company, (Aron)

the standard adopted by the Supreme Court in 1962% and has generally been adopted by

courts since then.

According to your analysis, should the interpretation of “functionally equivalent” or
“substitutable at comparable rates, terms and conditions” of §386.020(13)(b)
require services to be identical?

No. The “reasonable interchangeability of use™ standard that 1 described does not require
that services or products be identical, or functionally equivalent, or even of equal quality,
nor should it. For example, the courts have found that display advertisements in daily
newspapers is not a market in itself, because “door-to-door delivery, direct mail and the
weekly papers [were] viable substitutes;”” that “premium” ice creém is not a market in
itself, because all grades of ice cream compete for customer preference and for retailers’
freezer space (in other words, lower-quality ice cream is a relevant substitute for premium
ice cream);® and that glass jars and metal cans are sufficiently interchangeable in use to be
in the same product market.” Similarly, the courts have found that “passive visual
entertainment,” including cable television, satellite television, videocassette recordings,

and free over-the-air television are all substitutable enough to be in the same product

market.'’

There are numerous other examples of products that are not functionally identical
or equivalent and yet have been found by the courts to be sufficiently substitutable to

exert competitive pressure on ong another.!” What is critical from an economic

Brown Shoe Co. v. United States, 370 1.8. 294, 325 (1962).

Drinkwine v. Federated Publications, 780 F.2d 735, 738 n.3 (9" Cir. 1985), cert. denied, 451 U.S. 911
(1981).

In re Super Premium Ice Cream Distrib. Antitrust Litig., 691 F. Supp. 1262 (N.D. Cal. 1988), aff'd mem.
sub nom. Haagen-Dazs Co. v. Double Rainbow Gourmet Ice Creams, Inc., 895 F.2d 1417 (9" Cir. 1990,

United States v. Continental Can Co., 378 U.S. 441, 453-57 (1964).
Cable Holdings v. Home Video, Inc., 825 F.2d 1559, 1563 (1 1™ Cir. 1987).
See ABA Section of Antitrust Law, Antitrust Law Developments (4% ed. 1997), pp. 500 — 508.
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standpoint, and what the courts have recognized, is that the ultimate determinant of
whether products are compeétitive substitutes is whether they “have the ability — actual or

12 (Emphasis

potential — to take significant amounts of business away from each other.
added.) Thus, when determining the relevant market in this proceeding, and when
determining whether a particular service “counts” or not, one needs to determine, from

the consumer’s viewpoint, the extent to which one service may displace another and

thereby serve as a constraint on pricing,

Is the concept of “reasonable interchangeability of use” unigue to the antitrust
arena? '

No. The Federal Communications Commission has established an approach similar to
that of the courts in its analysis of the competitive constraints imposed by non-identical,
alternative services. For example, the FCC’s 1998 report on competition in the
multichannel video programming distribution (“MVPD”) market states: “ The cable
industry’s large share of the MVPD audience is a cause for concern, in large part, only to
the extent it reflects an inability of consumers to switch to some comparable source of

13 The report proceeds to “identify and discuss alternative sources

video programming.
of multichannel video programming, as well as regulatory and technological
developments that have enhanced, or soon may enhance the compefitive significance of
alternative providers.”"* The number of alternative technologies considered is substantial
and includes the following: traditional cable television, free-to-air television, Direct

Broadcast Satellite (DBS) services, Wireless Cable Systems, electric utilities and Internet

video."” Finally, the FCC states that the determination for a technology’s inclusion in the

SmithKline Corp. v. Eli Lilly & Co., 575 F.2d 1056, 1063 (3d Cir.), cert. denied, 439 U.S. 838 (1978).

Federal Communications Commission, Fourth Annual Report, CS Docket No.97-141 (January 13, 1998)
(“FCC 4" Annual Cable Report™), 8.

FCC 4" Annual Cable Report, 18.

Federal Communications Commission, Fifth Annual Report, CS Docket No,98-102 (December 23, 1998)
(“FCC 5™ Annual Cable Repore”), 112.
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market “depend[s] on the substitutability or relative attractiveness (including the price,
equipment, and installation charges) among the MVPD choices delivered to the

household.”'®

Do ail customers have to view the services as “reasonably interchangeable” for the
services to be in the same relevant market?

No. All that is necessary is that a sufficient number of customers, over time, would be
willing to switch between the services so that the producers potentially exert competitive

pressure on one another.

What is the relevance of this analysis to the issue before the Commission?

There are two major issues of relevance. First, restricting the analysis of substitutable
services to those that are identical is improper because consumers are capable of
evaluating different kinds of services and making a choice based on attributes as well as
price. Indeed it is an explicit goal of the RSMo to promote diversity in the supply of
telecommunications services and products throughout the state of Missouri. This goal is
consistent with the fact that consumers have varying communications needs and
preferences, which may be best met by a market offering a variety of choices of different

services,

Moreover, CLECs themselves generally do not wish to provide services that are
identical to those offered by the ILEC. New competitors typically seek profitable
opportunities by differentiating their products in some way from the existing incumbent
product. Differentiation may be in the form of different service quality or customer care,
service features, billing, pricing structures, or a host of other possibilities. The

observation that services are differentiated does not mean that the services do not

FCC 5" Annual Cable Report, 1124.
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compete with each other. On the contrary, the differentiation is the result of competitive

forces from other “reasonably interchangeable” services.

The second reason the analysis of “reasonable interchangeability of use” is
relevant to this proceeding is that it may be the case that entirely different technologies,
such as wireless service, cable telephony, voice-over-packet, or fixed wireless
connectivity, can substitute for circuit switched local exchange service. These services
may be in the same market as Jocal exchange service, as either a substitute for usage, or

as a substitute for primary and, especially, second lines.

How can the Commission evaluate whether two services are reasonably
interchangeable and, therefore, in the same relevant product market?

Criteria that are often employed to determine “reasonable interchangeability of use,” and

which would be relevant to this case, are:

*  Whether the services appear to serve the same or similar function from a customer’s
standpoint;

e Whether customers view them as reasonably equivalent; and/or

e  Whether they are objectively similar from a technical standpoint.'”

Other relevant evidence includes:

*  Whether they are sold in the same marketing channels;
¢ Whether competitors market their services as a substitute for those of the ILEC; and

¢ Whom the providers view their competitors to be.

For example, in the case of local exchange service, absent significant and specific
evidence to the contrary for a specific offering, CLEC landline services provided by

resale, unbundled network elements, or their own wireline facilities, should each clearly

Again, technical similarity is not necessary for services to be substitutes, but is relevant because if services
are technically similar they are likely to be substitutes.
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be considered as reasonable substitutes for an ILEC’s service. And, as I mentioned, it

may be important to investigate the interchangeability of other technologies as well, such

as wireless and cable.

Dr. Aron, please explain why, in your judgment, resold services satisfy the
conditions that you’ve outlined and therefore belong in the relevant preduct market
for exchange service.

Resold services are functionally and technically equivalent to the ILEC’s services,
because, while the billing, marketing, and other retailing functions may differ, the
underlying service to the éustomer is the same. The fact that resellers’ retailing functions
may differ from those of the ILEC does not change the status of the service as a substitute
(or, indeed, as a functional equivalent). The accepted standard for “reasonable
interchangeability of use” does not require the services to be identical, of the same
quality, or even functionally equivalent, as I explained earlier. Hence, just as “regular”
ice cream is considered to be in the same market as premium ice cream and cable
television is in the same market as free over-the-air television, I think it is clear that

resold services are in the same market as the ILEC’s own services.

Do resold services provide competitive discipline on an ILEC?

Yes, to an extent. Resale can be a vital stage in the development of telecommunications
competition. Losing a customer to a reseller damages an ILEC in a more subtle and long-
term sense than the short-r:un direct effect on revenues. To a large extent, resellers use
resale as part of a larger strategy to migrate customers to their own facilities, and/or to
provide customers with a bundle of many telecommunications services. Once an ILEC
loses the customer relationship to the reseller, the reseller can easily migrate the customer
to its own facilities or to UNE-based provision when the facilities are ready. At that

point, the ILEC loses all of the wholesale revenues from vertical features and enhanced
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services, and the revenues from access, as well as the wholesale revenues from the line

itself.

In addition, resellers that compete by providing bundled services have an
incentive to leverage theif relationship with the customer to sell that customer additional
services and thereby further displace the ILEC. Consistent with these considerations, an
ILEC is far from indifferent between providing services as a wholesaler and providing
services as a reseller and, instead, is quite concerned about losing customers to resellers,
Once the customer contact is broken, the CLEC reseller is in the driver’s seat for
migrating that customer to its own facilities and selling its own bundles. Therefore, I
believe that these dynamic considerations discipline the ILEC because the ILEC will want
to avoid losing customers to resellers, even though its short-term profits might, in some

cases, be little affected by such a loss.

Do resellers generate the social welfare benefits normally associated with
competition?

Yes, to some extent. The greatest social welfare effects of competition in a rapidly
developing, technologically-intensive market such as telecommunications derive from the
powerful incentives to innovate. The ability of resellers to innovate, however, is limited,
because they share with the incumbent the network technology that provides the service.
As Supreme Court Justice Breyer said, “Increased sharing by itself does not automatically
mean increased competition. It is in the unshared, not in the' shared, portions of the

enterprise that meaningful competition would likely emerge.”'®

Because resellers share the entire network platform of the ILEC, they cannot
compete by offering or developing innovative technology at the network level.

Nevertheless, because resellers can use different billing, bundling, customer care, and

AT&T Corp. v. Jowa Utilities Board, 525 U.S. 366, 429 (Breyer, concurring). (emphasis in original).
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marketing approaches than the ILEC, there is the opportunity for competition on this
level. Accordingly, resellers do have opportunities to provide true, effective competitive

pressure (and add social value). Resellers can enhance social welfare by:

» Innovating or improving the retailing functions that they provide using their own
personnel and functions;

e Offering new and innovative bundles or packages of services that combine local
service with (for example) long-distance or broadband services, paging, cable
television, advanced calling features, or other services,

e Offering new or innovative pricing structures that appeal to customers’ different
demand characteristics; and

¢ Coupling resold local service with their own or third-party innovative platforms for
voice mail or other such services.

Do basic local exchange services offered by facilities-based providers using either
their own end-to-end facilities or unbundled network elements (“UNEs”) purchased
from the ILEC satisfy the condition of being in the relevant market?

Yes. Both UNE-provided services and self-provisioned voice service offered by
facilities-based CLEC:s are in the relevant product market and satisfy the condition of
being substitutable as I have described the term. In my general experience of reviewing
CLEC offerings on their web sites, reading their financial reports filed with the SEC, and
reading investment analyst and market analyst reports, I conclude that CLECs using
UNE:s or self-provisioning represent their voice services to be comparable to the service
provided by ILECs such as Southwestern Bell. Even if the servic;es are not identical or of
the same quality (higher or lower), the services may still be reasonably interchangeable,

and the UNE-based and facilities-based services are in the same relevant product market.

Page 16 of 34




10

11

12

13

14

15

16

17

18

19

20

21

22

23

Case No. TO-2001-467
Southwestern Bell Telephone Company, (Aron)

C. The Impact of Entry Barriers on Competition

Q.21 Dr. Aron, the RSMo also says that “economic or regulatory barriers to entry” bear

A2l

on the issue of effective competition.lg What is a barrier to entry?

A barrier to entry can be defined as an attribute of a market “that make[s] entry
unprofitable wﬁile permitting established firms to set prices above marginal cost, and to
persistently earn monopoly returns.”?? Barriers to entry make it more difficult for new
firms t6 enter a market, which may permit existing firms to price above competitive
levels. The higher these barriers, the less likely it is that firms not currently producing the
product in question will provide competitive discipline on the incumbent’s pricing. The
lower the entry barriers, thé more likely firms that are not active now in the market can
provide competitive discipline on the marketplace through the credible threat of entry in

the future.

Barriers may be economic or technology-driven or they may be legal or regulatory
in nature. An example of an economic entry barrier is, under certain conditions, when a
rew firm must make a large investment that would be “sunk” (i.e., could not be recovered
if the firm were to exit the market). The reason this could be an entry barrier is that
investors might decline to fund a firm that had to make a substantial investment in an
asset or technology to enter the market, when that asset or technology is virtually without

value in the event that the new firm were to fail and had to exit the market.

Not all large up-front investments should be considered entry barriers, however.
A large up-front investment that is not sunk — that is, an investment that could then be
sold off if the entrant decided to exit the market — is not an entry barrier. For example,

someone getting into the airline business has a large up-front investment to make in the

20

RSMo § 386.020(13)(d) (2000).

Ferguson, James M., Advertising and Competition: Theory, Measurement, Fact (Cambridge: Ballinger,
1974), p. 10.
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form of obtaining an airplane. Nevertheless, to the extent that the airplane can be resold
in a reasonably efficient secondary market, its cost, though expensive to the entrant,

would not normally be considered an entry barrier.

Moreover, not every economic entry barrier is inefficient or should (as a matter of
policy) be eliminated. On the contrary, up-front investment requirements may be an
efficient requirement of market entry. It is common for businesses to incur substantial
up-front costs to enter a market. Such costs may be entry barriers if they discourage some
new firms from entering the market, but they do not harm efficient competition, and, in
fact, they promote efficient resource use. A new firm that cannot bear the up-front costs
caused by its entry and still expect to make a profit should not, from a social perspective,
enter the market, because the value of the resources that are needed to make the up-front

investrnent exceed the value to consumers of having the additional firm in the market.

As I mentioned, entry barriers need not be imposed by technology. Some may
instead be imposed by regulation. Indeed, according to Dr. Alfred Kahn, “No barrier to
entry is more absolute than one imposed or enforced by the sovereign power of the state.

All others are potentially subject to hurdling, erosion, or circumvention.™"

‘Why is it important to consider entry barriers in evaluating whether “effective
competition” exists?

As a general economic matter, when entry barriers are low, markets are often thought to
be effectively competitive even if there is little observable competitive activity. Markets
can be highly competitive even if entry barriers are substantial, which is why an
examination of entry barriers alone is not generally dispositive of whether effective
competition exists. If entry barriers are substantial, one would tend to look to various

measures of competitive activity to evaluate the degree of competitiveness. When entry

21

Kahn, A.E., The Economics of Regulation: Principles and Institutions, Volume IT (New York, NY: John
Wiley & Sons, Inc., 1971), p. 116.
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barriers are low, such measures are less important, and other information -- particularly

that which tests the lack of entry barriers — is much more relevant.

Do you mean that even firms that are noet currently producing the product or service
being studied can exert competitive discipline on an incumbent firm producing that
product? . '

Yes. The existence of barriers to entry is fundamentally important to ascertaining the
competitiveness of a market, especially when few firms (or only one) currently provide
service in that market. When entry barriers are low, the threat of new entry can discipline
incumbent firms to charge prices close to the competitive level, even in the absence of
active competitors. Imagine a situation where only a single firm provides service in a
market. If entryl barriers are low, a significant and sustained price increase by the
incumbent firm above a reasonably competitive level would invite competitive entry, the
prospect of which would deter the price increase to begin with. Clearly, the more firms
that provide service in an exchange, the greater the evidence of effective competition; but
the opposite does not necessarily hold. The relative absence of CLECs does not preclude
the existence of effective competition. This conclusion is supported by the RSMo, which
does not appear to require any particular level of competitive entry as an essential element

of effective competition.”?

Can “effective competition” that benefits consumers exist even when only a few
competitors are in the market?

Yes, it can, particularly if barriers to entry or barriers to expansion are low. By “low
barriers to expansion,” I meéan that once a carrier has a presence in a market, the costs of

increasing its presence are relatively low.

RSMo § 386.020(13)(a) (2000) directs the Commission to consider the extent to which alternatives are
available rather than actual ievel of competitive entry.

Page 19 of 34




10
11

i2

13
14

15

16

17

18

19

20

21

22

23

24

25

26

Q.25

A.25

Case No, TO-2001 467
Southwestern Bell Telephone Company, (Aron)

A CLEC that is already providing service in an exchange has demonstrated a
commitment of resources to that exchange. The CLEC has already begun establishing a
brand name or .leveraging an existing brand name. The CLEC has gained experience in
interfacing with the ILEC’s personnel and systems when capturing existing ILEC
customers. A CLEC providing service using UNEs or its own end-to-end facilities may
have laid its own fiber-optic loops or trunks, established collocation in the ILEC’s central
offices, and/or have deployed its own switch to serve that exchange. Advertising,
experience, and deployed facilities share the characteristic that they have little resale
value to third parties. These sunk expenditures reflect a commitment to serving that
exchange that will not be abandoned lightly. Once these expenditures are made, any
incremental sunk costs of expanding service, especially for resale and UNE-based

customers, are likely to be small.

Can “effective competition™ that benefits consumers exist when competitors serve
only a negligible portion of the consumers in an exchange?

Yes. One reason that competitors might serve only a negligible portion of consumers is
that, at the prices currently charged to those consumers, the market might be unattractive.
Hence, one must consider where the current regulated prices of service are relative to true
economic cost, If the regulated prices are close to, or even less than, cost, there is a
reduced incentive for firms to enter the marketplace and compete for customers.
Nevertheless, when entry barriers are relatively low, carriers can wait in the wings and
enter if the profitability of the service improves (e.g., if the incumbent were to increase
price). Hence, for example, CLECs that already serve business customers and who
therefore have surmounted entry barriers, can leverage their assets into the residential
marketplace if profitability in the latter market increases. In this way, for example, a
CLEC that currently serves only business customers may exert discipline on prices in the

residential marketplace.
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Q.26 Have entry barriers to the local exchange market been affected by technological

Yes. Technology has had profound impacts on the nature and extent of competitive entry
into the local exchange markets by reducing entry barriers. In some instances, entities
that would have been considered non-traditional service providers a few years ago are
now offering customers packages of new services which they claim to be directly
competitive with those of traditional local service providers. Indeed, a consequence of
this development is that it has reduced the “specificity” of the capital investment in

communications facilities and thereby further diminished the sunk costs as a barrier to

For example, new developments in wireless technology — such as the introduction
of digital personal communications services or PCS — have made mobile wireless phones
a more attractive competitor to wireline local service. The digitization of wireless
technology has produced decreased prices, increased coverage areas, and improved
reception, all of which have resulted in more customers “cutting the cord™ to their wired
phones. Wireless services increasingly act as substitutes for landline usage services
because many éalls that would otherwise have been made via landline services are now
made using wireless services.”> The United States Commerce Department has likewise
affirmed this, stating that “[t]here is anecdotal evidence that wireless telephone service is
beginning to substitute on the margins for traditional (wireline) telephone service; and it

may do so increasingly as technology improves, competition and subscribership increase,

One market research firm found that over 12 percent of those surveyed who

recently bought a cellular or PCS phone did so instead of installing an additional phone

change?
A26

entry.

and prices fall.”**
23

24

Federal Communications Commission, Semi-Annual CMRS Competition Report, June 20, 2001.
Downloaded from <www.fec.gov>, June 26, 2001.

United States Council of Economic Advisers, Progress Report: Growth and Competition in U.S.
Telecommunications, 1993 — 1998, February 8, 1999, p. 12.
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line”® The research firm also found that those with cellutar or PCS phones on average
placed or received about 18 percent of their calls (local and long-distance) on their

wireless phone when they were at home.”

One of the factors that has deterred wireless replacement of landline is that in
many areas of the country landline rates historically have been held down relative to cost.
However, according to the Bureau of Labor Statistics, wireless prices have declined by
nearly one-third over the past three years,”’ a trend that would bring wireless rates
substantially closer to wireline prices, especially for second lines that have higher end-

user common line (EUCL) charges associated with them.

With sﬁbstitution between wireline and wireless services taking root, the growth
rate in the number of wireless customers in the US has been phenomenal. Since 1992, the
number of wireless subscribers has increased by a factor of approximately 10 times from
about 11 million subscribers,?® to about 117 million so far this year.”” Between June and
December 2000, wireless carriers added about 68,000 lines net new lines per day,30 or

over 6 wireless lines for every net new landline (business and residence combined).*!

25

26

27

28

pa]

30

L1

Replacing Landline with Wireless: How Far Can it Go?, IDC Bulletin, citing IDC Personal Wireless
Communications User Survey, 2000. December, 2000. p. 4.

Ibid., p. 3.

CPI-US City Average; Cellular Telephone Service; December 1997=100 (NSA) (CUUROOOOSEED(3), US
Department of Commerce, Bureau of Labor Statistics. Downloaded from <stats.bls.gov/cpihom.htmy>, June
26, 2001,

CTIA s Semi-Annual Wireless Industry Survey Results, June 1985 to December 2000, CTIA. Downloaded
from <www wow-com.com/industry/stats/>, June 26, 2001,

Ibid.
Ibid.

Federal Communications Commission, Local Telephone Competition: Status as of December 31, 2000,
Table 1, May 2001.
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Q.27 How have technological changes affected entry barriers for cable providers into

A.27

telephony?

Cox Cable and AT&T continue to add cable telephony subscribers using a circuit-
switched technology over their cable infrastructure. Together, these firms had about
805,000 subscribers nationwide at the end of last year.>* According to Morgan Stanley
Dean Witter, Cox has reached 20 percent penetration in several of its original markets.*®
Other cable firms appear to be working on, or waiting for, a packetized technology so that
they can provide voice service over their cable modems and use one infrastructure for at

Jeast two services (voice and data).>*

According to Morgan Stanley Dean Witter, although an IP-based voice-over-cable
offering provides positive incremental shareholder value for cable operators, it is their
opinion that at current prices for residential local service, operators should focus on
higher-margin services, such as cable TV and data,>® since profitability there is even
greater. What is important for consideration in this proceeding, therefore, is not
necessarily the number of voice lines that cable operators serve today around the US, but
rather the fact that they already have surmounted many of the technological entry barriers
into local exchange service market by making the upgrades needed to make their cable
plant two-way capable for cable modems, which is also required for telephone service;
and the fact that they are establishing relationships with customers through residential
broadband provisioning.”® Wherever cable providers have made the investment to

upgrade their facilities, they are positioned to enter into the voice business if better

32

3

35

36

IP Telephony: Leveraging the Cable Network to Profitability in Voice. Morgan Stanley Dean Witter Equity
Research. February 14, 2001, p. 8-9.

ibid., p. 9.
Ibid., pp. 9-10, 13-14, 20, 22
Ibid., p. 54.

* A high-guality data-ready broadband network would create the most econotnically scalable IP telephony
deployment. In addition, the base [of cable modem users] represents a group of ‘pre-marketed’ customers.”
Ibid., p. 8.
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margins present themselves. In other words, cable companies act as supply waiting in the

wings, which disciplines the pricing behavior of active telecommunications providers.

How does TA96 affect barriers to entry in the provision of local telecommunications
services?

TA96 substantially reduces the barriers to entry into the local exchange business. Indeed,
the reductions are remarkable in their scope and in their requirements for the incumbent

to open the door and lend a hand to competitors.

Please describe the special obligations that TA96, and its interpretation in
regulations, has imposed on ILECs that reduce barriers to competitive entry into
the marketplace. ‘

Incurmbent LECs face special obligations to help their competitors beyond those normally
imposed on unregulated firms. Under TA96, ILECs must interconnect with competing
carriers; they must unbundle their networks and provide certain network elements to their
competitors at cost-based rates; they must provide end-to-end service for the resale of
telecommunications services to their competitors at avoided-cost wholesale rates; and
they must permit their competitors to collocate equipment in their central offices. In
addition, as part of these 6bligations, it has been determined that ILECs must permit
CLEC: to purchase all of the elements necessary to provide end-to-end service, at cost-
based rates, so that the CLECs can provide service without providing any of the network
elements themselves. TA96 therefore created several avenues by which competitors can
enter the local exchange market without making significant sunk investments. Each of
these requirements reduces entry barriers and facilitates entry into the local exchange

market.

Although many of us may be anesthetized to the extent and economic import of
these various obligations and regulations, it is worth recognizing that requiring the

incumbent to provide an extensive array of unbundled network elements or discounted
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resale services at all is itself an extraordinary obligation. These are all substantial
obligations, some of which, in my judgment, go well beyond what would be required of

ILECs under antitrust law®’ and all of which substantially ease entry for new carriers.

You have credited TA96 with eliminating many of the significant barriers to entry
in the local exchange market. What has the FCC said on this topic?

The FCC has made clear that it views the resale and UNE obligations as significantly
influencing competition, characterizing these instruments as “powerful tools to dismantle

the legal, operational and economic barriers that frustrated competitive entry in the

Yes. In McLeodUSA’s 2000 SEC 10K filing, McLeodUSA summarizes the importance

We believe that these requirements [resale, unbundling and
interconnection] are likely, when fully implemented, to increase
competition among providers of local communications services and
simplify the process of switching from entrenched, traditional local
exchange carrier services to those offered by competitive local exchange

Dr. Aron, are there any indications that barriers o entry are in fact low in

Yes. 1understand that the Commission has recommended approval of SWBT’s

application to provide in-region interLATA services under Section 271 of TA96.*

Goldwasser, et al., versus Ameritech Corporation, 222 F.3d, 399-400 (7"‘ Cir. 2000).

Federal Communications Commission, Memorandum Opinion and Order, FCC No. 97-346, September 26,

McLeodUSA, 2000 Form 10-K (filed 03/30/01), p. 5.

Q.30
A30
past. "
Q.31 Have CLECsS opined on this topic?
A3l
of resale and UNEs, stating that
carriers.”
Q.32
Missouri?
A32
37
38
1997.
39
40

State of Missouri Public Service Commission, Order Finding Compliance with the Requirements of Section
271 of the Telecommunications Act of 1996, Case No. TO-99-227, March 6, 2001.
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During the 2+ year review, the Commission found that SWBT had satisfied a federally
mandated checklist intended, as I indicated, to reduce barriers to entry into the local
exchange market. The Commission stated in its March 15, 2001 Order that “SWBT is
providing competing carriers with all of the requisite checklist items in a
nondiscriminatory fashion.”*' In providing this nondiscriminatory access to the checklist
items, SWBT showed that it had opened its network to competitors seeking to lease
UNEs or to provide services by resale. In my opinion, this provides robust evidence that
barriers to entry into the local exchange market are relatively low in SWBT’s territory in
Missouri.

In addition, the fact that carriers have in fact been certified to provide service in an
exchange, and are providing service, indicates that the barriers to entry facing entrants

have been overcome.

D.  Other Factors Relevant to implementing the Purposes of the
RSMo

Dr. Aron, what additional factors would you advise the Commission to consider in
its evalnation of the state of competition in these exchanges?

I believe there are at least two additional factors that are relevant to the Commission’s
inquiry. First, the Commission should consider whether the current regulated rates are
below the rates likely to prevail in a competitive market. The reason that this is important
is that uneconomically low retail prices can mask the extent to which a market is truly
open to competition. As 1 explained earlier in my testimony, a market may be fully open
to competition but have little or no apparent competitive activity because the artificially

low retail rates render the market unattractive to competitors. In such a case, the lack of

41

State of Missouri Public Service Commission, Order Regarding Recommendation on 271 Application
Pursuant to the Telecommunications Act of 1996 and Approving the Missouri Interconnection Agreement
(M24), Case No. TO-99-227, March 15, 2001. Downloaded from <http://www.psc.state.mo.us >, June 26,
2001.
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competitive activity signals a need to lift restrictions on retail rates so that rates will
adjust to a level that attracts resources to the market and more properly reflects the value

of the resources being consumed.

Second, the Commission should consider frends in competitive activity, rather
than simply the level of competitive entry in an industry that is emerging from heavy
regulation. When a market is moving from a protected monopoly environment to a
competitive one, the absolute size of a competitor’s activity is often a misleading measure
of competition. A market that was previously a monopoly may well be much more
concentrated than an equally competitive market without a history of regulation, all else
equal. ‘Market concentration is “path dependent;” i. €., it depends upon past market

concentrations, even if the market is now highly competitive.

Hence, the absolute level of a competitor’s activity at a point in time tends to
understate the degree of competition in markets undergoing deregulation, and tends to
underestimate a competitor’s future market significance. For this reason, it is sometimes
more instructive to examine the growth of the competitive activity in the market. If
competitors’ businesses are growing steadily, it suggests that the market is open to
competition. Moreover, it suggests that new customers to the market find the

competitors’ offerings attractive.

As Mr. Hughes demonstrates in his testimony, indicators of CLEC activity have
increased in the last year; in some cases more than doubling.** Mr. Hughes’ discussion of
the trends in interconnection and collocation indicates that facilities-based CLECs are

able to enter the market and successfully attract new customers.

42

Hughes Direct Testimony.
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ll. COMPETITIVE MARKETS AND THE LIFTING OF SWBT'S PRICE CAP
REGULATION ADVANCES THE PURPOSES OF THE RSMO.

Please summarize the purpose of the Provisions set out in Section 392.185 of the
RSMo, as you understand them.

Although I am not an attorney, my reading of Section 392.185 is that the provisions of
Chapter 392 (including the Section 392.245 inquiry relevant to this hearing) shall be
construed to promote several broad policy goals of the Missouri legislature. As 1 read it,
the legislators, as expressed in the RSMo, seek to promote universally available,
efficiently supplied, and reasonably priced telecommunications services.” The
legislation also seeks to promote diversity in the supply of telecommunications services,
and to aliow competition to function as a substitute for regulation whenever possible and
consistent with the other goals of the Revised Statutes.** Finally, the legislation seeks to
promote parity of urban and rural telecommunications services, promote economics and

other enhancements, and protect consumer privacy.45

Is the development of competition consistent with these goals?

Yes. When there is competition in a market, it is both unnecessary and undesirable to
impose artificial regulatory requirernents on participants in the market. It is unnecessary
because markets function more effectively to protect customers than can regulations.
More importantly, it is undesirable because regulatory restrictions are not innocuous in
competitive markets. By preventing or hindering providers from quickly raising,
lowering, restructuring, targeting, bundling, or otherwise changing prices, providers are
impeded in their ability to respond to competition, to differential cost conditions, to

customer-specific demands and preferences, and to changing market conditions, to the

43

15

RSMo §392.185 (1), (2), and (4) (2000).
RSMo §392.185 (3), (5), and (6) (2000).
RSMo §392.185 (7) - (9) (2000).
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detriment of social welfare and economic efficiency. Moreover, regulation can prevent a
company from correcting prices that have been distorted by years of regulatory oversight.
If such a company cannot price in response to these legitimate market factors, the
company is restricted in its ability to effectively meet customer demand, and customers

suffer.

What are the benefits of competition?

One of the main benefits of competition can be summarized by the term “efficiency,”
which is one of the explicit goals articulated in Section 392.185 (2) of the RSMo,
Efficiency in the provision of services means that society is obtaining the greatest benefits
from its resources and technologies. In discussing efficiency, 1 distinguish between

“static efficiency” and “dynamic efficiency.”

Static efficiency leads to the optimal allocation of society’s resources in the sense
that resources produce the products that consumers want in the proportions that they want
them, given their willingness to pay for them. Static efficiency also means that the firms
that are producing those products do so in a way that economizes on resource use, and

that firms use a resource mix that is consistent with their relative values to society.

Dynamic efficiency refers primarily to how firms invest in innovation and
technologies that help reduce costs, and that are capable of creating new kinds of

products. Both static and dynamic efficiency drive society’s ongoing economic progress.

Competition plays an important role in achieving both static and dynamic
efficiency objectives. Competition provides the incentives, in the form of both rewards
and punishments, for satisfying society’s desires. Indeed, it is a fundamental tenet of
economics that, under the proper circumstances, competition is the best, and perhaps
only, way of providing the greatest welfare to society. Accordingly, it is crucial that

policy engender true, efficient, competition that fosters society’s goals of a robust
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telecommunications infrastructure, availability of new services and packages of services,
and prices that are commensurate with the resources efficiently used in producing the

services and consistent with market demand. All of these are goals of the RSMo.

Does lifting price cap regulation when effective competition exists in an exchange
promote the policy objectives discussed above?

Yes, it does. It is particularly important for achieving dynamic efficiency that carriers are
permitted enough pricing flexibility that it is feasible to justify investments in innovation,

which is inherently risky.

‘What would you expect to be the consequence of price deregulation on prices in the
market?

The effect on price levels in the short run depends, to a great extent, on their current level
relative to costs. Moreover, it depends on the changes in the attributes of services offered
in the market as competition drives services to be more responsive to consumer tastes and
drives innovative offerings. In my opinion, the most important effect that price
deregulation would have on observed prices is not on price /evels as much as on price

Structures,

Given the pléthora of innovative, creative, and experimental pricing structures
being offered in telecom sectors that do not face price regulation (such as wireless), it
appears that there are many opportunities for innovations in pricing‘ structures in local
exchange markets. In the wireless marketplace, for example, local and ]oﬂg-distance
vsage are sometimes bundled and offered in a single usage “bucket” of minutes. Distance
sensitivity for calling often completely disappears in such an offering. A customer of a
wireless company does not wonder if the local part of the package has increased or

decreased relative to the toll part. That issue is totally irrelevant with that type of
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package. Similarly, I expect that creative bundles and packages using landline

technologies will evolve, as they already are evolving.

The success of these different strategies in wireiine markets will ultimately
depend on their appeal to consumers and their fit with customers’ desired usage patterns
and bundling preferences. In general, this process of trial and error is the engine by which

unregulated markets, driven by competition, find ways to better satisfy customers.

Are there other benefits to consumers that arise under competition that may not
arise under price cap regulation?

Yes. I believe the most important effects will be on dynamic efficiency. Permitting an
incumbent carrier flexibility to price its services encourages investment in new facilities,
and competitive markets provide the incentive to accelerate the deployment and

development of advanced technologies.

Maintaining the level of investment and innovation in the telecommunications
infrastructure in Missouri is critical to maintaining the vibrancy of many industries in the
state and preserving the status of the state as a place where businesses want to locate and
talented workers want to live. I believe that maintaining incentives to innovate and invest
in the telecommunications infrastructure is the most important factor for achieving the

RSMo’s goal of promoting “economic enhancements” in the state.*®

Please provide an example of how pricing flexibility encourages efficient investment
in new facilities.

Regulated pricing structures wherein business services are priced higher than residential
services without corresponding disparities in cost can result in competition for business
customers rather than residential customers. However, a firm will not choose to enter a

market and deploy facilities unless it believes that it will have a reasonable chance to

RSMo § 392.185(8) (2000).
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recoﬁp its investment. Lifting price cap regulation provides a signal to potential
competitors that the incumbent’s prices will not be forced below those that would prevail
in a competitive market. [f this commitment by the regulator is credible, in that it is not
expected to be reversed during the time in which the competitor hopes to recoup its
investment, new facilities will be deployed. Of course, the prospect of having sufficient
flexibility to maintain prices at a remunerative level, to the extent permitted by
competition, and the prospect of competitive investment by CLECs, encourage efficient

investment by ILECs as well.

Please explain why technolegical innovation may accelerate if price cap regulation is
removed. '

Economic growth is the product of imiovation, investment, and integration of new
technologies and new ways of doing business. This occurs spontaneously “when there is
a reasonable expectation that these activities will be rewarded.”*’ If the Commission
exerts pricing jurisdiction over services that are aiready competitive, buyers will turn to
more market-responsive alternatives to the extent that regulated prices differ substantially
from-market realities. Regulation of new énd competitive services can slow the rate of
technological progress to the extent it reduces the profitability of new services in any or

all of the following ways:

e Ifregulation delays new service offerings, then the revenue streams from those new
services are pushed forward, reducing the present value of the service;

» Limitations on pricing flexibility can reduce the sales volumes and profitability of
new services;

¢ The cost of complying with economic regulation reduces the profitability of new
services. '

47

Harold W. Furchtgott-Roth, former Commissioner of the Federal Communications Commission. Comments
Before the Economic Strategy Institute, March 3, 1998. Downloaded from <www.fce.gov>, June 26, 2001,
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- Relief from price cap regulation, when effective competition exists in an
exchange, will allow ILECs and CLECs to roll out services utilizing cutting-edge
technologies quickly, without fear that price cap regulation will eliminate the profitability

of the new service.

IV. CONCLUSION

Do you have any concluding thoughts?

Yes. The RSMo provides valuable economic guidance on determining the extent of
“effective competition” in a competitive declaration proceeding. Some of the main points
that I wish to stress are that, first, the relevant product market is determined by what the
consumer determines is “reasonable interchangeability” of use. This means that products
need not be identical. Products with different attributes can be in the same relevant

market if they help provide price discipline.

The second point that I wish to stress -- and it follows from the first -- is that
“alternative providers,” as used in Section 386.020(13)(a), reasonably would include
CLEC:s that use resale and UNEs as their methods of competitive entry, as well as CLECs
that utilize their own networks. Nor are telecommunications customers limited to these
providers, since in many instances customers have available wireless, cable or other

technology plat.form carriers.

My third point is that the tremendous reduction in barriers to entry that has
occurred both as a result of TA96 and as a result of technological change means that
firms that are not now actively providing service may still provide price discipline on the
incumbent. Given that this Commission has approved SWBT’s 271 application, it has
already determined that the market is open to competition. When entry barriers are small,

it is a matter of standard economic principle that even potential entrants pose a
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meaningful competitive threat and impose meaningful competitive discipline on

incumbents.

As I have explained, once entry barriers are removed from a market there is little
to be gained form continued economic regulation, and much to be lost. Where there is
incentive and opportunity in a market, competitors will enter and will bring the benefits
of competition to consumers. Lack of entry barriers creates the opportunity, and pricing
flexibility (and potential profits) creates the incentive. I understand that other witnesses
sponsor mor‘e detailed testimony about the state of competition in Missouri, which I
believe is important to evaluate. However, given that (1) I understand that the
Commission has already extensively studied the market and SWBT’s offerings to
competitors; (2) the Commission has declared the market open to competition; (3) TA96
itself imposes extraordinary market-opening obligations; and (4) SWBT has met these
obligations, economic principles would dictate that the Commission be strongly

predisposed to a determination that the market in Missouri is effectively competitive.

Q.43 Does this conclude your direct testimony?

A.43  Yes, it does.
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