


____.u-.‘-‘"’

B _ ®

Blanca S.'Bayo
February 12, 1988
Page 2

if there are any questions regarding this matter, please contact me at (813) 483-2617.

. :@Ej@ﬁ.ﬂm’\

KC:tas
Enclosures

c Chairman Julia L. Johnson (w/e)
Commissioner Susan F. Clark (w/e)
Commissioner J. Terry Deason (w/e)
Commissioner E. Leon Jacobs, Jr. (w/e)
Commissioner Joe A. Garcia (w/e)
Waiter D'Haeseleer, Director of Communications (w/e)


































































































































.y‘ .

BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Request for approval of sele of
outstanding stock and merger nf MCl
Comm. Corp. (Holder of AAV/ALEC
Certificate 2986 in the name MC1 Metro
Acceas Transmission Services, Inc.; and
IXC Certificate 61, PATS Certificate
3080, and AAV/ALEC Certificate 3996 in
the name MC1 Telecommunications Corp.)
with WorldCom, Inc. dAva/ LDDS
WorldCom

Docket No. 971375-TP

- e e e e ' w et et et

Affidavit of Robert G. Harris
on behalf of GTE Corporation



Aidavit of Robent 0. Harid]) F.. P.5.C. Docket No. 97137-TP

TABLE OF CONTENTS
A. INTRODUCTION AND EXBCUTTVE SUMMARY ..........connimmmsnimstismistsisiinississimissemssissssosssssesrssess 2
1. Name and gualificationss .................... LebsbEsRIa Lo b SRR R R SRS RO RRR SRR R SRS SRRSO SR AT R SRS A R bRt ehbrn 2
2. Purpose of this 1estimony and SUIIIArY.................oecvrmervnisiiiiiicssessissssssisessssesos vesenes 3
3. The proposed merger is likely to harm Florida consumers .....................ouucccvsvcnvsrsiecenennen. 4
B. THE STRUCTURE OF THE INTEREXCHANGE INDUSTRY .......cccoeennrinmnriencesesmmsssnsssmecssssssssssnninnes 5
1. Variety Of SEPVICES ................ et seens st sns st s st s e e sssssan s nens >
2. Physical provision of IRIerexchange Service.......................eueeveererevrenesessnsrsssssrsssssssssesenns 6
3. Suppliers of interexcRORGE SEVICe..................coeeeeenecerresstctiite e essssssse s s 7
4. Geographic coverage CORBIBErBUONS....................covvcrvreinecussenisisinisiiissisisiesssssssisassssscssns 8
5. Barriers to entry... exbamerserssssaseneNaEe RSSO LA s a R R R R SRt a TR PR R S A RO g e R et nE g nE e Rt nE e et bE e g sae st sheenen 11
6. Importance of resale for @MIrY.....................cueeureeeitici s 12
C. DYNAMICS OF COMPETITION IN INTEREXCHANGE SERVICES..........occovueiuisesvisnsnmsisississisnssnens 12
1. Current economic environment of the domestic interexchange industry.......................... 12
2. LOCKSIED PUICIRE .......cocnvcsniirivicniinicsirisiiirnssnssaccaceamraeessne et tsssa st e s ssss s sbsaraas st nmbh e e enenn 13
3. Price disCriminglion........c.viveenisissnsermsnisiisisisisisisisisnsessssssssssssssssssssorssiss s 13
4. NON-DricCe COMPELUBIOR. ......covioivsvssirsissrisnisissiisassenssirisissasssssssrassisssssssssanssnsssssssssssssssssansses 14
D. PERPORMANCE OF THE INTEREXCHANGE INDUSTRY .......coernimrmmmssivariorersommnsrsamsessenssasssasanes 15
1. PriCe-COSE MAPRIRS .....o.cooevevrenrciiansioasisescsrorsssesinssssinennssssssssisissssssssssonerosesssnsasassssssessssanns 15
E. IMPACT OF THE MERCGER ON INTEREXCHANGE SERVICES ........cocoorrrienniemmiminisiisssninssrsssins 17
1. The merger will gffect facilities supply of interexchange services.................................... 17
2. The merger will gffect wholesale supply of interexchange services to resellers.............. 18
3. The proposed merger would undermine both the future dynamics of interexchange
cOMpetition and IR€ rOlE Of rE8ALE...............c.couceenennnenceresississisenstesssisssisseenassssassassessenens 19
4. GTE and Florida consumers would be harmed by these adverse changes in the supply of
resale............ rettebettttbre e e re st ersrenasreeiassnbessennanttintrsaneesiesiareranneree BB
5. Service quality reesNsereesEeIEEYRISINISRRS SN IR LYY TSR r AR e TSt SR 4 e e R AR Re s neR e TRt v R n RS R RT TSR es 23
F. THE MERGING PARTIES, COMPETITORS AND STOCK MARKET ANALYSTS HAVE ALREADY
ANTICIPATED THE ANTICOMPETITIVE BFFBCTS OFP THE MERGER .........ocvorrnvieiniinineississnssssssnssssnians 23
G. SUMMARY EVALUATION OF THE MEROER ... cvvviriirrsesinnseriinrermsssnserssssensssrasssrssrsarsessssesssasssnssnes 24

Page | of 24




N

Affidavit of Robent Q. l'll'l'll. I.l P.5.C. Docket No. 971375-TP

A. INTRODUCTION AND EXECUTIVE SUMMARY

L NAME AND QUALIFICATIONS

My name is Robert G. Hasris. | am a Principal in the Law and Eccaomics Consulting
Group and Professor Emeritus of Business and Public Policy in the Haas Schoo! of Business,
University of California, Berkeley. My buziness address ix 2000 Powell Street, Suite 610,
Emeryville, CA 94608. | cameod Eiachelor of Arts and Master of Asts degrees in Social Science
from Michigan State University and Master of Arts and Doctor of Philosophy degrees in
Economics from the University of California, Berkeley. 1 currently teach a graduale course in
“Telecommunications Boonomics, Policies and Strategies,” and have taught courses at the
undergraduste, MBA and Ph.D. levels, in Antitrust and Economic Regulation, Managerial
Economics, Business and Public Policy, Competitive Strategy, Transportation and Corporate
Govemance. For several years, | laught a course on telecommunications economics and public
policy to the staff of the California Public Utilities Commission. | have also taught competitive
srategy and telecommunications in Executive Education programs for business managers and
public officials from the United States and abroad at UC Berkeley and the University of Southern
California.

My academic research has analyzed the effects of economic regulation and antitrust
policy on industry performance, and the implication of changing economics and technology for
public policies in transportation and telecommunications. ! have published dozens of academic
articles on antitrust policy, regulstory policy, telecommunications policy, technological
innovation, the economics of telecommunications and transportation, and the development of
competition and interconnection policies in local access and exchange services.

As an advisor (o the U. S. Department of Transportation from 1976-79, | assisted in the
drafiing of legisiation that was assed by Congress in 1980, reforming regulation of the motor
carrier and railroed industries. While on leave from the University of California in 1980-81, 1
served as a Deputy Director for Cost, Economic and Financial Analysis at the Interstate
Commerce Commission. At the LC.C., | was centrally involved in the major rule makings
implementing the motor casrier and nailroad regulsiory reform acts of 1980 and directed the
development of the Uniform Rail Costing Sy~iem. | have also served as a consultant to the U.S.
General Accounting Office, the U.S. Office of Technology Assessment, the U.S. Department of
Justice, the California Attorney General and the California Department of Consumer Affairs. |
recently advised the Economic Planning Agency of Japan on the reform of Japanese
telecommunications policies.

I have testified on costing methods and principles, pricing principles and rale design,
competition policy, imerconnection policy and spectrum policy before Federal and numerous
state regulatory commissions. Specifically, 1 have testified on price cap or incentive regulation
plans before the Rederal Communications Commission and the state commissions of California,
Colorado, the District of Columbla, Ulinois, indiana, Kansas, Nevada, Ohio, Peansylvania,
Tennessce, Virginia and Wisconsin. ] have also testified before the national telecommunications
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regulatory authorities in Canada and Mexico and before the United States Senate, the United
States House of Representatives and the Joint Economic Committee of Congress on
transportation, antitrust and telecommunications policy issues. My academic articles on antitrust
market definition served as the basis for the market definition approach in the Merger Guidelines
of the National Associstion of Attomneys General.

1 also testified on behalf of the California Attorney General regarding the likely
anticompetitive effects of the proposed Lucky/Alpha Beta and Safeway/Vons reisil grocery
mergers. Although approved by the Federal Trade Commirsion, the California Attomey General
opposed these mergers in Fedenal District Court because they would have harmed Calitornia
consumers. The Attomney General succeeded in obtaining preliminary injunctions to prevent
consummation of the morgers.  Subsequently, one merger was (erminaied, while the other
proceeded only afier the divestiture of a significant number of retail outlets.

My professional qualifications are detailed in my curriculum vitae, which is attached as
Exhibit 1.

2 PURPOSE OF THIS TESTIMONY AND SUMMARY

I have been asked by counsel for GTE Corporation ("GTE") to summarize my evaluation
of the likely impacts in Florida of the proposed merger between MCl Telecommunications
Corporation ("MCT") and WorldCom Inc. (“WorldCom™). On the basis of the publicly available
data on the merging parties, which is limited, | conclude that the merger is likely 1o harm both
GTE and Flovida consumers, in the broadest sense that Florida consumers and businesses are
likely to pay more for their long distance services. More specifically, the proposed merger would
occur in an already highly concentrated industry marked by limited competition and significant
barriers to entry. Furthermore, the merger would adversely affect one of the industry’s primary
forms of competition, the wholesale/resale segment. The quality of service enjoved by the
merging partics’ consumers in Florida is likely to decline, and consumers as a whole will suffer,
_ as the merger will reduce variety and choice in the long distance services market.

I have reached this conclusion by examining the breadth and depth of coverage of the
various facilities-based interexchange networks, including new cartiers such as IXC
Communications and regional carriers such as Frontier and LCI, both in Florida and in the nation
as a whole. My analysis shows that these networks do not have sufficient coverage to ensure
workable competition in the supply of inlcicxchange transport. It is unfortunate that many
policymakers take st face value the pronouncements that there are many new interexchange
carriers which can act as effective competitors, when in fact there are not.

In addition, ] find that there ase substantial barriers (o entry to provide interexchange
service. For example, WorldCom has taken over 5 years to grow from the 3! billion (revenue)
company it was in 199] (o the point where it can begin to act as an effective competitor to
AT&T, MCI and Sprit. While WorldCom was in its growth phase, the interexchange market
was highly concentrated and was characterized by prices above cost and non-price competition. |
show that there has been substantial price discrimination and that prices net of access charges
have riscn for a considerable consumer segment. Basic rates have in fact moved relentlessly

Page 3 of 24




AfMidavit of Robert G, H-h. |‘ P.S.C. Docket No. 971375-TP

upwards in a Jockstep fashion, and at the very least the large three interexchange carriers have
engaged in conscious parallelinm, keeping prices substantially above cost. Many former
executives of AT&T, Sprint, and others have stated on the record that interexchange prices are
considerably sbove any measure of cost. [ show that the number of competitors in the
interexchange services market does matter, and that the addition of one competitor can lead to &
substantial reduction in prices. The inmerexchange market is therefore neither workably
competitive nor contestable.

Finally, [ show that this merger is likely to raise prices. both by reducing retail
competition among the reduced number of firms, but also by stanching the growth of the resale
channel. Simply put, WorldCom, who has been the most active provider of wholesale
interexchange service to rescllers, will no longer have a clear incentive to supply resellers once it
acquires MCI's custiomer base. As rsellers have been one of the sources of true price
competition in the interexchange market, this will hurt both consumers and resellers. In
particular, GTE (which has the most active and successful joint marketing program among the
incumbent local exchange carriers) and its nearly 1.5 million long distance customens will be
disproportionately affected. 1 show that from GTE's point of view there is no good alternative to
WorldCom as a provider of network service for resale.

I therefore conclude that the merger is likely to harm both GTE's interexchange resale
operation, the consumers that subacribe to that service, and the potential customers who will be
denied additional choices in the marketplace.

i THE PROPOSED MERGER IS LIKFLY TO HARM FLORIDA CONSUMFRS

a) Analytical framework

1 have reached my conclusion that this merger is likely to harm Florida consumers by
reviewing the available information on the structure of interexchange industry, the conduct of its
participants, and the observed oulcones of such conduct. While 1 do not believe that there is an
automatic link from industry structure to firm conduct, and in tumn from conduct to ouicomes, |
do believe that characterizing industry structure, conduct and performar~e represents a uscful
way of classifying the relevant information. My analysis is careful to consider entry barriers,
specd of entry, and oligopolistic interactions between participants.

In the light of the requirement to carty out a public interest analysis of the effects of this
merger and of the prima facie evidence of the likely anticompetitive effects | present below, |
believe that this Commission should undertake a full review of this merger. The data that MC1
and WorldCom would produce in the course of this review will likely demonsirate that
substantial segments of Florida consumers pay rates well above cost for intcrexchange services,
and that they are likely to pay even more if this merger were aliowed to be consummated.
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b)  Substitution of antitrust for regulation
Interexchange regulation has been significantly scaled back with AT&T"s non-dominance
reclassification and the detariffing of interstate rates. On their own these deregulatory actions
would be in the public imerest if the industry were to remain subject to active antitrust scrutiny.

The example of other deregulated network industries should serve as caution. Lax
antitrust enforcement sfter rall deregulation led 10 mergess and excessive concentralion on a
rouie-specific basis. Analogous mergers in the long distance industry are likely to lead o similar
results.

Similarly, passive antitrust enforcement of the airdine industry allowed larger carriers to
dominate certain city-pairs and certain “hubs,” with documented anticonsumer effects. Fares
from hubs where a carrier has a dominaat share can be as much as 12% higher than those in the
remainder of its system.! In many senses, the airline industry behaves in ways similar to that of
the long distance industry.

In a deregulated environment, organic growth is quile different from growth through
mergers of the largest firms. The former is often associated with the welfure gains from the
expansion of a more efficient firm, while the lalter is instead often associated with the welfure

losses from reduced competition.

B. THESTRUCTURE OF THE INTEREXCHANGE INDUSTRY

1. VARIETY OF BERVICES
Interexchange telecommunications is not a simple, homogenous service, but a group of
differentiated services that are commonly provided over shared facilitics. The simplest product
which we think of as basic long distance (or “1-plus”) service is just one element of an expanding
array of interexchange options. As 2 broad categorization, ] distinguish among the following
interexchange telecommunications scrvices:

switched voice (basic interexchange, known as Message Telecomr .unications Service)
private line circuits

toli-free calling

enhanced voice services provided by advunced intelligent networks (AIN) (virtual private
networks, enhanced toll free, dynamic routing)

o data or packet-switched services (frame relay, ATM, Intemnet transport)

! Severin Borenatein, “Hubs and high fares: dominance and market power in the U.S. sirline industry, " RAND
Jaurnal of Economics, Astumn 1989, p, 357,
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A PHYSICAL PROVISION OF INTEREXCHANGE SERVICE

a) Required inputs to provide interexchange service
It takes more than just optical fibers to provide interexchange service. Those who offer
that line of reasming by simply counting fiber-miles might also argue - incormectly - that an
ample supply of wheat grain is all that is necessary to make bread. In fact, & functioning
interexchange network consists of many layers, of which optical fiber is only the most basic.

Fiber optic cables need to be “lit,” by insialling tranamission equipment st approximately
50 mile intervals. Casviers also must install multiplexers and cross-connects to carve the huge
capacity (bandwidth) avaiiable through fiber optics into usable slices for voice and other services.
Additionally, swilches are deployed to route calls and assign circuits at various points in the
network, and signaling systems and control centers are installed to manage and monitor the
network.

Points-of-presonce (POPs) are required to hand off the calls o the relevant local exchange
carrier (LEC) at both the origin and the destination of the call. These are rather like medium-
sized airports where small commuter planes feed traffic to the larger commercial jets. A carrier
cannot service a particular area without access (0 a suitably close POP.

Finally, customized software is required to act as a glue between all these pieces of
equipment and to provide the functionality sophisticated users demand. While switch vendors
provide basic applications, all of the “Big Three” carriers (AT&T, MCI, and Sprint), as well as
most of the other facilities-based carriers, customize and enhance their own applications far
beyond this basic level.

it must be understood that an interexchange network is essentially a large web of
specialized computers. The fiber connecting them is nothing more than a transmission medium,
just as silicon is in computers. The quality and features of the network mostly lic in the
application software engineered by carrier technicians.

b) Impossibility to store

In most cases, interexchange services are supplied instantaneously on demand and are not
storable. They are difficult to trade without the underlying producer’s permission. Inierexchange
services cannot be shipped like a traditional product. To be able to offer interexchange service (o
or from Gainesville, for example, a carier must cither have a network serving Gainesville or
have interconnection arrangements in place with another network already serving Gainesville.
As a practical consequence, the presence of many competitive interexchange suppliers in high
density regions such as Broward County or Hillsborough County is of little help to consumers in
outlying areas of Florida such as Spring Hill or even Ocala.

¢) Information asymumetry
Suppliers are typically much better informed than end-users. There are very few suppliens
relative to usess, which means that suppliers have much better information on market conditions
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than users. This allows suppliers to leverage markeiplace incfTiciencies to their advantage, often
to the detriment of the consumers.

k% SUPPLIERS OF INTEREXCHANGE SERVICE

a) The “Big Three”

The largest three carriers in the interexchange industry are AT&T, MCI, and Sprint, each
having nationwide facilities-based netwurks. They all provide branded interexchange services
primarily supported by extensive advertising and marketing campaigns. They typically supply
interexchange services directly to end-users, both in business and residential scgments.

b)  The “Maverick”

WorldCom is considered (o be the fourth national facilities-based provider, although it
still leases capacity from any of the Big Three to reach some of the more remote locations in the
U.S. Given its initial limited brand name recognition, WorldCom has chosen to avoid the
substantial expense of building a mass market brand. Instead, it has pursued a strategy of direct
sales mostly lo businesses, and wholesale supply of leased capacity to other facilities-based
carriers, and of switched services to resellers. Acting as the industry “maverick,” WorldCom has
helped spur the growth of the interexchange resale segment and its concomitant check on
anticompetitive behavior by the Big Three.

c) Other facllities-based providers

Smaller facilities-based providers such as Qwest, Cable & Wireless, LCI, IXC
Communications and Frontier serve only limited portions of the United States with their own
switching and transpost facilities. These “second-lier” providers rely on resale of the top four
carriers’ facilities (0 provide serv.ce to sreas where their networks do not reach. (Indeed,
WorldCom's network does not reach the entire country, a fact | address later.) Each of these
second-lier networks covers only fractions of the U.S. population with its own facilitics. Sec
Exhibit 2.

Regional carriers such as Cable & Wireless and LCI have their facilities concentrated in
particular regions and only offer out-of-region services by leasing capacity and services from
other facilities-based suppliers.

“Sparse” carriess such as IXC and Qwest focus on hauling traffic on dense routes between
major urban areas. For example, Qwest’s own network reaches from San Francisco to
Columbus, Ohio. These networks do not reach many parts of the country, and they have
relatively few points-of-presence. They therefore need to supplement their networks by leasing
capacity and switched transport to reach leased POPs in the many areas which their networks
cannot reach directly.
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" d)  Rasellers
There are more than 800 firms that are classificd as resellers because they tend to own

relatively few or no facilities. Swilched resellers own few switches -~ 1 hintl. fibes and typically -

purchase leased capacity from facilities-based providers. The distinction between swilched
rescliers and small facilities-based providers is minor and ofien unclear. Swilchless resellers
own no facilities and depend entirely on reselling services provided by the facilitics-hased
carriers.

4, GEOGRAPHIC COVERAGE. CONSIDERATIONS

a) Understanding coverage
Interexchange camviers provide bulk transport for calls that typically originate and/or
terminate on the networks of bocal service providers. Typically the interexchange carrier is
distinct from the local network where the call originates. In this case the interexchange calls
from end-users are aggregated and transported by the local service provider to the interexchange
carrier’s point-of-presence (POP). The reverse process occurs when the interexchange carrier is
separate from the terminating Jocal exchange provider.

To serve a particular area, an interexchange carrier must cither have a POP in that area or
arrange to use another carrier’s POP and then transport the call to its own network. In Bell
company territories, the inorexchange carrier must have at least one POP available to it in each
local access traasport arca (LATA), as Bell companics are currently prohibited from providing
originating inkerLATA transport, '

If a POP is not available in the LATA. a camier must incur additional costs to access
another provider's POP and its Jeased transport capacity. Or, the carrier must purchase the
transport service to connect to its own network. Thus, the fewer the POPs, the worse the
coverage, as higher transport charges are incurmed. The economics of POP coverage are reflecied
in commercially avalisble transport rates for interexchange traffic. These transport rates are
differentiated between (a) LATAs vhere the POP is “on™ the camrier's own network (“on-net™),
(b) LATAz where the POP is reachable through facilities leased from another carrier, and (c)
LATAs where the carrier has no POP at all, and the provider must lease both transport facilities
and POP usage from another carrier.

In many cases, however, it is not possiblc (o determine whether a carvier's POP is owned,
operated, and directly connected to the carrier network (thus fully “on-net™), or whether it is
simply lcased from another carries and connected via leased or switched facilities to its home
network (thus being “off-net”™). To be conservalive, 1 have assumed all POPx reported by
interexchange carriers (0 be “on-net.” This is an upper bound, because in many cases, the POPx»
arc clearly “off-net.” For example, IXC Communications claims 3 POPx in Florida, which arc
probably all “off-net” leased POPs; IXC does not own a fiber route linking Florida to the rest of
the nation. | then define covernge as the population that resides within LATAx which contain at
least one POP. Again, this definition is conservative, as it assumes that one POP is both
sufficient and economical to serve a given LATA. Nevertheless, | show that, despite these
conservalive assumptions, networks other than the Big Three's and WorldCom's are not capsble
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of providing adequase, workable competition, as they simply do not have sufficient coverage in
Florida or the rest of the nation.

b)  Swmaller facilities-based carriers do not provide adequate
computition

Only the four largest interexchange carriers operate networks with national coverage in
the continenta) United States. The Big Three have ubiquitous coverage, with at least a POP in
every LATA (2 minor exception is Sprint, lacking just a handful in highly rural areas), as shown
in Exhibit 2. These companies’ respective coverage in the stale of Florida is shown in Exhibits
3A, 3B and 3C. While it provides national service, WorldCom has not yet developed its network
lo the point that it offers the same degree of coverage, relying to some extent on the facilitics of
other carriers to handle a small proportion of its traffic. WorldCom's coverage now reaches
approximately 82% of the national population (as shown in Exhibits 2 and 4A), with
substantially higher coverage in Plorida. WorldCom has POPs in all but one LATA, affording it
coverage of 97% of the state’s population. See Exhibits 4A and 4B. However, the fact that
WorldCom's network still does not have a POP in approximaiely 90 out of the nearly 200
national LATAs underacores the difficulty of building a new national network. Sec Exhibit 5. In
these 90 sparsely populsied LATAs WorldCom relies on POPs and transport supplied by other
carriers. In these cases, WorldCom must incur substantial additional cost for “off-net™ transport,
on the order of 10% or more of the retail value of a call. Sec Exhibit 6. However, as 1 show
below, WorldCom's interexchange facilities have substantially superior coverage relative to the

newer networks, in the U.S. as a whole ~ and especially in Florida. See Exhibits 2 and 7.

Regional carriers such as LCI and Cable & Wircless, and “sparse”™ carriers, such as IXC
and Qwest, cannot match the coverage of the largest four interexchange carrieis. As shown in
Exhibit 2, they have far fewer POPs than the Big Three or WorldCom. Morcover, these
alternative networks have significantly less coverage in Florida, as summarized in Exhibit 7. For
example, neither Frontier nor LCT have any POPs at all in Florida. See Exhibits 8 and 9.
Cable & Wireless and IXC Commur.ications have a few POPs in Florida, but again they do not
come close to providing anywhere ncar WorldCom's breadth of coverage. Sec Exhibits 10A-B
and | 1A-B.

New entrants such as IXC Communications and Qwest are not operating or building full
national networks comparable to those of the Big Three or WorldCom. First, these networks are
quite fur from being fully built. For example, IXC's declared points of presence in Florida and
¢lsewhere appear to be “off-net;” that is, they are not served by fiber lines it owns and operates
itself. See Exhibits 12 and 13. Qwest appears to have lit (made operational) only a fraction of it
planned “national” network. See Exhibits 14 and 15. Neither has yet built an operational fiber
link connecting Florida to the rest of the nation. Second, these new networks are “sparse,” in the
sense that they are designed 1o provide bulk transport between large metropolitan areas, with only
limited capacity to serve other areas of the country. This can be easily seen in Exhibits 12-15.
These new networks will therefore need to rely {0 a considerable extent on the POPx of the Big
Three, both to connect to Florida consumers, and to carry their calls to and from consumers in
other states. In other words, the coverage structure of the industry is not likely to change
appreciably in the near future.
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In summary, the interexchange carriers’ coverage of Florida is simply a more extreme
form of the national pattern. As shown in Bxhibit 7, AT&T and MC] have the most POPs in
Florida. WorldCom has the fourth highest POP coverage, while most smaller carriers have only
a few. Clearly, to provide service within a given siate, » carrier Tust have adequate in-state POP
coverage. However, i is also crucial for a carrier (o provide quality intersiate service (o ensure
that it is comnpetitive within the state. Most customers choose onc interexchange provider
regardiess of whether their calls terminate inside or outside of the state. While this Commission
is necessarily focused on Florida, it should also consider how external maskets affect those
within the state. The competition that can be offered by Frontier, the fifth largest facilities-based
carrier by revenues, is limised by both its lack of presence in Florida (as well as lack of coveruge
of the U.S. as a whole) and its reiative inferior network quality, which I discuss below. LCI also
suffers from a similar lack of both Florida coverage and national coverage. As staled above,
Qwest and IXC have not yet built out their links to Florida The competitive effect of other
carriers in Florida is hampered by similar considerations.

The importance of network coverage for assessing competition can be understood by
comparing inerexchange service to rail shipping or airline service. For example, if CSX
Transportation were the oaly rail line serving Tallahassee, then other “national” carriers
connecting the rest of the country via Jacksonvilie would provide little relief to rail shippers in
Tallzhassee. Similarly, if US Airways were the only airline serving Fort Myers, it would be of
little practical consequence that United Airlines operates a “national” airline service out of
Miami. Thus, carriers such as LCl, Frontier, IXC and Qwest do not currently provide a viable
alternative to those ressliers (such as GTE) that are marketing interexchange services in almost
all states. In the ultimate analysis, all of these amaller networks rely to some exient on the Big
Three and WorldCom to provide “national” service. To summarize using the airline analogy,
Frontier Commuaications has sbowt the same odds of competing effectively against AT&T as
America West Airlines has against United Airlines.

Carriers with regional or limited networks cannot provide adequate competition to check
the anticompetitive effects of the proposed merger. The potential coverage of “new’ networks ix
overstated, as even the most ajgressive entrant will lake scveral years o deploy coveruge,
through “on-net” POPs, comparable 1o that of a Big Three supplier or WorldCom. The
competitive impact of the “new™ networks is further limited, as thcy ofien consist of camiers
sharing fibers in the same very long-haui cables of other new or existing carriers. For example,
Frontier, WorldCom, Qwest, and GTE will sharc at lcast 24 fibers each in the new Qwest
network. They can hardly be counted as equ. valent to four independent suppliers, as all of this
competition will be focused on the same very specific and very limited geographical areas.
Finally, most new long-haul fiber routes run along existing rights-of-way, typically those of gas
pipelines and railways, which can often be quite distant from population centers.

¢) Implication of roste structure for reliability
Fiber networks are typically constructed as bi-directional rings to maintain connectivity in
the event of a fiber break. Networks with spuss, such as Qwest's and IXC's, are vuinerable to
outages, as all customers on the spur would be cut off in case of a fiber break. Other carriers,
such as Williams, are of limited competitive value as they utilize only one fiber strand. This
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arrangement -provides for very limited capacity and minimal network stability in case of a fiber
break or other outage.

d)  Importiance of regional effects on Florida consumers

The anticompetitive effects of this merger in Florida may easily be overlooked when
analysis is camied out at the national level. Florida-specific effects could be overlooked when
examining the industry at the national level, as Florida represents just a fraction (approximately
7%) of originating national interexchange traffic. However, given that this is a multi-billion
dollar industry, this regional effect is still substantial 1o Florida consumers. If the merger causes
interexchange prices to rise by as little as a cent per minute (10% on a rate of a dime per minute),
Florida consumers would be worse off by over $170 million per year, or approximately $30 pe:
household per year. See Exhibit 16.

s BARRIRRS TO ENTRY
The supply of interexchange services is characterized by substantial barriers to entry. The
first significant barrier to entry is the need for substantial capital and human resources outlay to
provide the services and festures that customers demand. Carriers must deploy transmission and
switching equipment, instead of simply installing fiber optic cable. They must also establish
sufficient POPs o obtain national coverage.

In addition to the investment in physical facilitics, substantial employee-hour investment
is also needed to write and refine the software required to provide the enhanced fealures that
represent a key sowrce of competitive advantage in the industry. Such sofiware includes
signaling systems, operational support systems, enhanced product platforms, and billing systems.
It also takes a substantial length of time to “get to market™ with a viable wholesale offering.
Ordering platforms, POPs, switches, and Operational Suppornt Systems are the key clements of
such an offering. For example, deployment of POPs to achieve a national footprint is time-
consuming. WorldCom is a case-in-point, as it took nearly four years 1o double its POP count,
and it still does not provide fully ublquitous coverage in the U.S. as s whole. See Exhibits S and
I7. Nevertheless, WorldCom still stands considerably ahead of the second tier interexchange
networks in terms of coverage, network deployment, and product platform engineering.

The substantial economiss of scale, scope and density in interexchange networks form
additional formidable barriers. Even 5 years after becoming a $1 billion company, WorldCom is
only now beginning to surmouat these economies. It has just made operational its own signaling
system 7 (SS7) network and has committed to develop various enhanced services for its resellers
(including GTE) by 1998 and subsequent years. Although WorldCom increased ils points-of-
presence by 47% in 1997, it still does not have a POP in every LATA. It is in the process of
building out the “capillaries™ of ita network and is now large enough to achieve economies of
density on thin routes comparsble to those of the Big Three. And with itlx purchase of
Metropolitan Fiber Sysiems and Brooks Fiber Properties, it is about to reap economies of scope
between the production of interexchange services and local services. This transaction has
particularly worrisome antitrust implications: WorldCom, a recent entrant which has just begun
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to app;'oach an efficient scale of operation where average incremental costs are botloming out, is
proposing to merge with one of the established oligopolists.

There is little reason to believe that “new” interexchange carviers will take less time to
achicve the same network economies as WorldCom. Consider that companies such 2= Frontier,
LCI and Excel only passed the $1 billion revenuc mark in 1996; they are just now where
WorldCom was approximaiely S years ago.? Alternaie networks do not have the same reach as
the larger carriers ~ nor is it easy for them to develop it, considering the economics of route
density. Technology is making the scale of oferation more important; for example, the efficient
choice of transmission speed has just recently quadrupled, from OC-48 10 OC-192. This may
explain why Qwest needed (o bring three other companies (GTE, Frontier, WorldCom) together

to share some of the investment burden for its new interexchange network.

6. IMPORTANCE OF RESALE FOR ENTRY

Resale is a staging point for facilities-based entry. When MCI and Sprint first entered,
they supplemented their own facilities with resold AT&T service in order (0 offer national
coverage. Similarly, WorldCom was first a reseller (then known as LDDS) and gradually built
up a network presence, both organically and through acquisition, such as thmugh its purchase of
WilTel. This pattern continues: Excel, the lasgest reseller, is in the process of installing its own
switching capacity, although it will remain dependent for some time on transmission capacity
provided by others. Regional carriers such as Frontier are slowly expanding to provide national
service by first reselling or leasing transpost to supplement their existing network, and then
building facilities. In sum, almost all entry into the interexchange industry has been regional
and/or dependent on resale, only later to be followed by facilities-based expansion 10 move
towards national coverage.

C. DYNAMICS OF COMPET 'TION IN INTEREXCHANGE SERVICES

1. CURRENT FECONOMIC ENVIRONMENT OF THE  DOMFSTIC
INTEREXCHANGE INDUSTRY

The interexchange industry exhibils classic characteristics of oligopolistic competition.

In oligopolistic markets there are a few large firms, .nd there may be a competitive fringe of
much smaller firms. Firms in an oligopolistically competitive market 1end to compete on a basis
other than price, through product differentistion, advertising, service, and other non-price
inducements. Pricing is primarily determined by the strategic interaction between the few large
firms, and between the large firms and the fringe. Generally, though, an oligopolistically
competitive structure is characterized by lockstep pricing, price dispersion, non-price
competition, price discrimination, widening price-cost margins and failure by suppliers to pasx
through to consumers input price reductions. Other indicators include increasingly complicated

2 Federal Communications Commission, Siaristics of Cowwunicarions Common Carriers, Table 1.4, 1996/1997
Edition, p. 7.
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Resalé or arbitrage without the cooperation of the provider is nearly impossible. The difficulty of
arbitrage for interexchange services has allowed for widely varying prices for almost identical
services across a spectrum of consumers.

Facilities based carriers have exploited these asymmetries by constantly hiking their basic
tariffs. 1 note that these has been a substantial increase in the prices net of access charges of the
Big Three. See Exhibits 18-20. As most residential consumers purchase from a (ariff, they are
not notified in advance of these price changes. Their first opportunity to notice higher prices is
when they’re billed — that is, if they rotice at all.

Following this pattern, ATXT has recently restructured its time-of-day bands, moving a
substantial portion of off-peak hours into the full price band (7-8 A.M. weekdays). Consumers,
especially senior citizens, accustomed to Jower prices in this time band, were therefore required
to adjust to these higher rates after the fact, ofien aficr receiving sharply higher bills. Typically,
these rate increases come with little or no notification. Only a complaint could spur possible
action, and yet the intesexchange casviers can still “hide™ behind their filed tariffs if they choose.

4 NON-PRICR COMPETITION
These asymmetries of information are reinforced by the heavy advertising and marketing
expenses (including frequent-caller reward plans) employed by AT&T, MC], and Sprint. These
tactics are designed to build brand loyalty, increase switching costs, and develop product
differentistion. The importance of branding in the mass market is another form of non-price
compelition that also constitutes a significant barrier 10 entry. The Big Three carriers created,
respectively, the nation's Ist, 12th and 16th highest ad expenditure-supported brands in 1996.
See Exhibit 21. AT&T alone spent over $2 billion on advertising and promotion in 1996, more
than WorldCom’s entire capital expenditure for that year. See Exhibit 22. These huge outlays to

maintain brands are essentially devices to deter entry.

Furthermore, long distar.ce companies have long been recognized in adventising circles
for their aggressive and confusing advertisements. Ofien, they are attacking their competitors’
rale plans or introducing a new plan of their own. According to USA Today, which has
conducted consumer polls measuring the popularity and effectiveness of more than 90 national
ad campaigns, many of the ads by the Big Three long distance carriens “ranked among the least
popular and most disliked campaigns across several industries.”™ Additionally, consumers “have
complained that most ads for the long distance carriers have been confusing, mean-spirited and
too aggressive.™ This result is not surprising, given that two major motivations for these ad
expenditures are to deter entry by potential competitors and to perpetuate the impression of true
price competition.

! Donnie Enrico, “AT&T Makes Connection with Ad Campaign,” USA Today, May 19, 1997, p. 6B.

lu.
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D. PERFORMANCE OF THE INTEREXCHANGE INDUSTRY

1. PRICE-COST MARGINS

The Big Three claim that interexchange prices net of access charges have fullen sicadily
over the last decade, and that these net prices arc just sbove incremental costs. These claims, by
themselves, however, are meaningless. The first effect of increased competition is that
inefficient incumbents are pressured into squeezing costs from their operations. Instead, the fact
that entrants can offer better priced deals despite their scale disadvantage indicates that either
prices arc probably above cost, or that the limited competition has allowed incumbents to let their
costs drift — or some combination of both. Further, most claims by the Big Three of declining net
prices are supported by flawed revenue per minute calculations and improperly constructed price
indices. When prices for different user segments move in opposite directions (for example,
business raies going down and residential rates going up), such average measures will be biased
downwards. That is, these will overstate the decline in prices by construciion. The
customers who benefit will consume more (therefore increasing their representation in the
measure), and those who lose out tend to consume less (thus decreasing their representation in
the average). Taking an extreme example ax an illustration, if MCI were to set an impossibly
high price to only residential customers, such as $| per minute, ils revenues per minute would
probably decrease, as it would be left with only business customers, who generally pay lower per
minute rates.

Additionally, most long distance customers are not on special rate plans - those plans
upon which the long distance companies rest their declining price claims. According to the
Yankee Group, 63% of consumers are not members of a calling plan. Omly 36% of AT&T's
customers and 43% of Sprint’s customers arc on special calling plans. MCI, despite its heavy
marketing of special rate plans such as “Friends and Family” and MCI One, countx only 66% of
its customers on special rate plans. See Exhibit 23.

y & CONSCIOUS PARALLELIZEM AND NEW ENTRY

In certain oligopolistic markets, competitors oftcn engage in » form of interdependent
behavior that occurs from no apparest agreement or even contact among the competing firms.
Such behavior is known as conscious parallelism, where no firm communicates with another, but
cach firm expects that each of its competiluis is following the same unstated, yet common,
policy. This behavior is often made possible through the snalysis of past prices. When each
competitlor examines relevant historical data (say, in the form of old tasiffs or past price change
announcements), it becomes clear what the rational course of action should be. Price changes
tend to be mirrored by other firms (giving rise to the “locksiep psttern™), and as long as
participants believe that such mirroring will continue, their individual courses oi «ction remain
apparent. Prices can be raised; rivals will raise their prices in response, rather than hold them
steady to gain market share. Conversely, there is a strong disincentive for lowering prices, as that
would be expecied (o Jead to a net loss; rivals would simply lower their prices, too, in order to
maintain share. In other words, this does not suggest that intentional collusion or conspiracy is
occurring; rather, the market environment is so defined that each player, acting rationally given
its experience with rivals’ reactions, chooses the same course of action. The end result is
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supracompetitive prices. I this kind of environment, prices tend to change slowly or only in
response 10 new entry, as the sudden presence of a new firm of unknown aggressivencss disturbs
this cozy equilibrium.

Executives with experience in both local and long distance markets lend practical support
to the existence of this type of behavior. One insider noted publicly that “Sprint and MCI seldom
failed to follow an AT&T-led retail long distance price increase. The benefits in terms of
increased revenues... were simply too great to pass up.”™* He added that “[p]rice discrimination
is increasing in the imerLATA market. Under a tactic called ‘price up, promote back® the
interexchange casviers have gradually increased their retail prices over the last few years, while
allowing certsin customens to receive discounts.... The result is that the carriers discriminate in
favor of certain customers and against many others,... [disguising] the lack of any real price
competitlion among the interexchange camriers."t More recently, Qwest Chief Executive (and
former AT&T senior executive) Josesph Nacchio exclaimed, “long distance is still the most
profitable business in America, next to importing illegal cocaine.™?

Although many argue that the interexchange services industry is already charucterized by
conscious parallelism, it is undeniable that it would become worse should this merger be
approved. An illustrative - although opposite — example has occurred in Connecticut. Entry by
the incumbent local exchange camrier, Southern New England Telephone (SNET), quickly
disrupted the paralielism that had hitherio characterized Connecticul’s interstate interexchange
market. SNET entered the market through the resale of Sprint’s interstate service. As Robert
Crandall and Leonard Wavermana showed in a recent affidavit to the RCC,% SNET's entrance into
Connecticut's jinterstate long distance market had a profound positive effect on that state’s toll
rates and competitive landscape, with particular effect on intrastatc rates. SNET captured about
20 percent of Connecticut’s interstate calls, reducing AT&T's long distance market share from
60 percent before SNET's entry to less than 50 percent by October 1996.° Crandall and
Waverman noted that “AT&T offered Connecticut residents a flat 5 cents a minute rate for in-

5 Affidavit of David Dorman In Support of Poctfic Telesis Group's Request for a Waiver 1o Permit It to Provide
Interexchange Services to Customers in Callfornio, United Siates of America v. \restern Electric Co., Inc. and
American Telephone and Telegraph Company. Civil Action £2-0192, January 26, 1995, para. |1, Witnexs held
scnior executive positions st both Pacific Bell and Sprint Corporation.

¢1d., parn. 14,

7 Joseph Nacchio, quoted in “A1 7 Vig a Mimuse, Who Cares if You Can't Hear a Pin Drop?" BusinessWeek,
December 29, 1997, p. 46.

8 Joint Affidavit of Robert Crandall and Leonard Waverman on behalf of Ameritech Michigan, In the Malter of
Application of Ameritech Michigan Pursuant to Section 271 of The Telecommunications Act of 1996 to Provide In-
Region, Imerl.ATA Services in Michigan, FOC Docket No. 97-117, May 21, 1997.

9 jd.. para. S6.
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stale calls mide any time of day,” reflecting that SNET"s entry had stripped AT&T and the rest
of the Big Three of their parallel pricing abilitics.!® In practical application, they found that
SNET"s entrance into Conmecticut’s long distance market reduced intrastate toll rates by at least

10% pers year.!!

The SNET experience is of pasticular importance when examining the role of GTE in
Florida. Like SNET, GTE is an incumbent local exchange camier which has entered the
intersiate market through a resale agreement with a large facilitics-based camier. And like SNET
in Connecticut, GTE has made coasiclerable inroads in Florida by offering interexchange service
conveniently combised with either Jo=al or wireless service. GTE has approximately 1.5 million
long distance customers nationwide, making it the most successful joint marketer of long
distance service in the cousmtry. According 1o J.D. Power and Associates, “OTE represents
almost half of all [of the nation’s) buandied customers.™? In Florida, however, should the merger
be approved, GTE will be particularly harmed, given its dependence on resale for all of its lines
of business. Furthermore, the lack of Florida-specific coverage by the second-tier interexchange
carriers presents GTE with the real threat of losing the underlying source of its competitive one-
stop shopping package.

E. IMPACT OF THE MERGER ON INTEREXCHANGE SERVICES

1. THR MERGER WiIl. AFFECT FACILITIES SUPPLY OF INTEREXCHANGE
SERVICHS .

8) Merger would greatly increase horizontal concentration
Both MC1 and WorldCom are vertically integrated providers of interexchange and local
services, as well as being providers of important value-added services that use both
interexchange and local networks. The merger would greatly increase the concentration of
control of the facilities neccisary to supply interexchange services, such as fiber optic
transmission capacity, imerexchange switching capacity, and points-of-presence.

The merger would also substantially reduce the number of ¢-tities that can supply value-
added interexchange services such as virtual private networks and enhanced 800 scrvices, and
more genenally, the enhanced features based on common channel system 7 signaling. As smaller
carriers cannot yet provide many of the value-added or enhanced services which businesses

I()ull
llu‘

12 ).D. Power aad Associstes Preas Reloase, J.)). Power and Associates Analysis Finds Dramatic Increase in
Number of Residentinl Customers Inserested in Purchasing Long Distance Service From Their Local Company,
lanuary 6, |998, htip/fwww. jdpower com/roloases/B01 Ottel. himil.
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demu;d. the result is an even further concentrated industry for thosc segments. Although there
are three “major™ interexchange carriers, in some segments there are only two providers, and in
others, just one — especially when it comes to wholesale supply of enhanced services.

Finally, the merger would also substantially concentrate the entities providing data-based
valuc-added interexchange services, including asynchronous transfer mode (ATM) and Internet
backbone transport and exchange.

If approved, the proposed merger would return industry concentration to pre-1996 levels,
as shown in Exhibit 24. Given the barriers to entry in this industry, it seems likely that new entry
would not be sufficient to offset this loss in the medium term. Therefore, the welfare loss would
persist over time, as the industry’s continuing downward path towards lesser concentration would

be delayed by two or more years.

b) Measuring concentration

The domestic interexchange services market is highly concentrated, as shown by
“national” Herfindahl-Hirschman Index (HHI) figurcs. See Exhibit 25. It is important to note
that the correct HHI measure is actually higher than the RCC’'s measure, which includes all
interexchange revenues of reporting carriers. Often, minutes of use are sold many times before
they are sold to the end-user. For example, when GTE sells a minute of use to an end-user in
Florida, it is purchasing that minute from WorldCom, which itself may be purchasing it from
MCI or AT&T if the POP in question is “off-nct”. Ideally, the computation should exclude either
resellers or wholesale sales to resellers ~ including both is double counting.

While a cursory analysis of presubscribed lines in Florida may suggest that WorldCom
hus only a small share, an analysis based on lines alone is incomplete. For example, one must
take into account that WorldCom and MCI respectively have the highest and second-highest
revenues per line in the industry. See Exhibit 26.

A better measure of supply .+ network coverage, which has two dimensions: breadth and
depth. Breadth is the number of LATAs served by a company's own POPs. Depth is the number
of POPs per LATA (as more POPs permit more flexibie routing and more redundancy). For the
purpose of this Commission’s cvaluation, an appropriate measure of capacily is = points-of-
presence count. Exhibit 7 clearly illustrates that, by this measure, the merger will greatly
increase concentration in this market.

2 THE MERGER WILL. AFFECT WHOIFSALE SUPPLY OF INTEREXCHANGE
SERVICES TO RESKLIERS

Resale is an important mechanism in keeping the large facilities-based carriers in check,
although resellers’ ability 10 do s0 is limited by the Big Three's tariff and provisioning stralegies.
Resellers perform an arbitrage function by buying intcrexchange services in bulk at the best
available rates and then reselling them o end-users at a price less than the standard retail rate. Of
course, this function works only when adequate wholesale supplies are available; for example,
the Big Three carriers do ot offer wholesale access (o their Virtual Private Network platforms, &
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service that is readily available to their own setail customers. Despite this and other hurdles,
resellers do provide their own customer care, execule their own bills, and generally appear (to
end-users) as a true alternative to the major facilities-based providers.

If approved, the proposed merger would have a disproportionate effect on the resale
segment of the interexchange market. Impontantly, AT&T does not compete to a great extent in
resale segments, which reduces effective supply for rescllers from three carriess to two. Exhibits
27 and 28 demonstrate the potential of this effect. In fact, this transaction would combine the top
two wholesale suppliers to switched resellers, and the first and third largest wholesale suppliers
lo switchless resellers.

3 THE PROPOSEL MERGER WOULD UNDERMINE BOTH THE FUTURE

DYNAMICS OF INTEREXCHANGE COMPETITION AND THE ROLE OF RESALE

WorldCom is disrupting the cozy inlerexchange industry through its strategy of focusing

on the wholesale segment without using a mass market brand. The merger would curtail
WorldCom’s incentive to supply low-price service and enhanced features to resellers.

Historically, WorldCom did not have the resources to build a brand like the Big Three
carriers. Thus, its chosen strategy was (o focus instead on wholesale supply to resellers.
WorldCom can currently pursue a wholesale sirategy because it has different margins and a
different cost structure than its larger brethren. For example, while AT&T, MCI and Sprint have
invested money to creste the country’s #1, #12 and #16 brands, WorldCom’s brand name doesn’t
crack the Top 100. See Exhibit 21.

WorldCom could not pursuc the same low-price resale strategy if it had a substantial
amount of high-margin end-users — a resale sirategy under that scenario would cannibalize its
most profitable customers. Consequently, WorldCom offers resellers some of the best (i.c.
lowest) prices, while pricing from the Big Three is consistently poor (i.e. high). The more end-
users each of the Big Three se-ves, the poorer the wholesale pricing. The merger of WorldCom
and MCl would undercut this pricing incentive. WorldCom would have little incentive to
provide wholesale supply at favorable terms, knowing that this strategy would only undermine
the profitability of its newly acquired end-users. In the end, th. wholesale price 1o resellers
would likely increase, thus harming GTE and the subscribers who purchase its resold service.

8) WorldCom provides better service to Its resellers

In a very real sense, an interexchange reseller is a large customer of the facilities-based
carrier. Thus, there are a several dimensions of service quality to resellers:
provisioning (speed by which customens are added)
billing
availability of enhanced features
service pricing and access charge passthrough
ability to advertise the underlying provider to convey service quality

Page 19 0f 24



Affidavit of Robert G. l'lll'h. ‘ P.8.C. Docket No. 971373-TP

As shown in Exhibit 29, WorldCom's level of provisioning is superior to that of the Big Three.
AT&T and MCI have ofien used slow and unreliable provisioning to disrupt the competitiveness
of reseliers. Both of these carriers have been party to numerous lawsuits filed by resellers, many
of whom claimed to have been put out of business by the facilities-based carriers’ practices. !

WorldCom's billing acrvice also appears superior to that of the Big Three. On a scale of
onc to ten from a recent study, WilTel (a WorldCom subsidiary) scored more than a full point
higher than AT&T, MCl and Sprint. Survey respondents criticized AT&T and Sprint’s billing
services mainly for their inflexibility.'* I understand that WorldCom alro offers resellers free
PIC processing, and has commitied to offer dual-PIC processing shortly (allowing differunt
providers for imerLATA and intralLATA toll). The Big Three apparently charge for each
individual PIC change and have ncx offered to implement dual-PIC processing for resellers.

It appears that only the Big Three are currently capable of providing enhanced services
such as virtual private networks and traffic-routable 800 service, and they do not make these
available for resale. | understand WorldCom had committed tc a specific schedule for
developing platforms to offer enhanced services for resale, but it is unclear how this schedule
might be pushed back if the merger is consummated.

WoridCom also takes a different approach to pricing. It is the only carrier to offer access
charge passthrough: access charges billed by the LEC are shown as a line item and are charged at
cost, plus an administrative fee. Conversely, the Big Three carriers provide service generally at
fixed rates under long term contracts and pocket any access charge reductions.

Resellers ofien bill in much smaller increments than the Big Three, some down to the
exact second. Because the rounding of billed time typically moves to the next minute (or at least
to the next increment), per-second or six-second billing can greatly reduce an end-user's final
bill. In combination with their lower basic rates, resellers can provide substantial savings to
Florida consumers.

WorldCom also allows resellers of GTE (o inform their customers that WorldCom is the
underlying provider of the network service, allaying consumers' fears of inferior quality from a
resclier. Again, this practice is not maiched by the Big Three.

In conclusion, the Big Three fall far short of WorldCom in providing quality service to
resellers, and they ofien withhold from the wholesale segment the more lucrative or strategically
important enhanced services - such as virtual private networks — that they offer only at retail.

13 See, e.5.. Central Office Telephone, Inc. v. American Telephone and Telegraph Company, Nos. 94-36116, 94-
36156, 108 F.Ad 981, 1997 US. App. LEXIS 3393, International Telecommunications Exchange Corporation v.
MCl Telecommunications Corporstion, Civil Action No. 1:92-CV-1751-FMH, 892 F.Supp. 1520, U.S. Dist. LEXIS
9964, and Natiowal Communications Association, Inc. v. American Telephone and Telegraph Company, 91 Civ.
1735 (LAP), U.S. FSupp. 1131, 1992 U.S. Dim. LEXIS 19504

14 Atlantic-ACM, “Wholessle Long Distance: Carrier Report Card,” p. 9-2, 1996.
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)  One-stop shopping, bundling, and the importance of enhanced
services

The modem communications user prefers all services from a sole provider, a practice
known as ome-stop shopping. The Yankee Group recently found that 66 percent of U.S.
houscholds would prefer one company to serve their local and long distance needs.!$ In GTE's
regions (including parts of Florida). 55.4% of those preferring one-stop shopping would select
from one of the Big Three long distance carriers as their primary provider. 6

It is likely that these prefzrences for bundled services extend to business customers. And
because of these consumer preferences, resellers noed access to enhanced services such as virtual
private networks and traffic-routable 800 service to win over sophisticated telecommunications
users. The preference for one-stop shopping means that the suppliers which cannot offer basic
and enhanced services as a bunile will be at a disadvantage in the marketplace. The merger
might thus deprive resellers of the “maverick” WorldCom, a company that stood ready to make
the investment and commitment to develop a wholesale platform for enhanced services resale.
Consequently, If this merger is consummated and WorldCom halts development of its wholesale
platform, reselless would be a much diminished competitive force than they otherwise could have
been.

There are strong economies of scope between serving business and residential users, as
their distinct domands peak at different times of the day. Business usage peaks during daytime
hours, while residentia) demand is more distributed through off-peak moming and (particularly)
evening poriods. Because these different peaks tend to balance cach other out, suppliers serving
both business and residential segments will have higher network utilization. Thus, suppliers that
cannot readily attract business users, due to a lack of enhanced features, will be at a further
disadvantage when competing for residential customers. A less balanced traffic load has a
grealer impact on network costs.  As a state known for its telecommuting potential (particularly
around the Tampa-St. Petersburg ares), Florids must consider the connection between this
businesa/residential mesh and a carrier’s ability (o provide enhanced services.

¢) Network quality and coverage
Interexchange networks which are only partially facilities-based (i.e., rely on leased
transport and resale of other interexchange networks) appear to suffer from quality problems.
For example, Excel Communications, the fifth largest interexchange firm in terms of
presubscribed lines, migrated the bulk of its traffic away from Frontier because of “the failure of

'S Yankee Group Press Release, Yankee Group Survey Finds AT&T Is Top Choice for Consumers Inserested in
Single Communications Provider, Jasuary 20, 1998, http/iwerw.yankeegroup com/press_releases/atdt.himi.
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arrungement has allowed GTE to continue growing its commercial presence in Florida. Beyond
local and wireless service, GTE is able to offer branded long distance service; in other words, it
has become the L:iad of one-stop shopping provider that Floridians demand.

Swnting the growth of this initial resale business will hinder GTE and other resellers in
their expansion efforts. Without a strong resale business, GTE cannot develop the brand
awareness, sales networks and operational arrangements needed to case the lransition o
facilities-based secvice. Bven significant capital investment by GTE could do little to overcome
the barriers to entry in a concentrided Industry such as interexchange.

5. SmmvicRQuaLITY
WorldCom has chosen not to consolidate the two networks of its adoptces, those of
LDDS and of WilTel, primarily due to the difficulty of integrating different switching platforms.
This reality makes it even less likely that the WorldCom's two networks will be seamlessly
integrated with that of MCL. Of course, the companies could preserve the networks in their
current and separate state; howevey, in doing so, they lose any savings they sought from merging
in the first place.

The merging parties inltially indicated that they might withdraw from the residential
scgment altogether, reducing choice to the aiready worst-served segment of the interexchange
industry. Bernand Ebbers, WorldCom's CEO, told BusinessWeek that a merged WorldCom “will
look at the residential market as Jong as it doesn't hurt our stock price.”!® Wall Street has
commoborated thess inclinations; afier the merger announcement, one analyst noted, “The (one
drawback to the deal) is MCT's residential part of the busincss, that WorldCom has never wanted
and has never boen involved in.”!* In total, there is little prospect that the anticompetitive effects
of the mergers will be offset by the efficiencies.

F. THE MERGING PARTIES, COMPETITORS AND STOCK MARKET
ANALYSTS HAVE ALREADY ANTICIPATED THE ANTICOMPETITIVE
EFFECTS OF THE MERGER

In a conference call with stock analysis, WorldCom management opined that the merger
would produce “revenue synergies,” which were then built into the projected financial gains of
the transaction. This “cohamcement of revenue per customer” is a thinly disguised

18 Peter Elswrom, “The New Warld Ovder: With his daring bid for MC], Beraic Ebbers aceks to build WorldCom
im0 a2 mew kind of slscom ompwe" BusinessWeek, October 13, 1997, m
hip/ierww businessweok com/1997/41/33548001 Jum.

19 Cynthia Houlton, Utendahl Capital Partaers, quoted in “Merger is no desl for consumens,” David Browerman,
MSNBC, Wap:ifererer snanic.comiaven/| 143 14 2epBODY .
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anticompetitive offect of the transaction.® Stock market analysts agree that this transaction will
easc the pressure on margine on the merging parties. The stock market valuations of both the
merging parties and their facilities-based competitors have rocketed between the time of the
announcement and the present date, while the broad stock market has remained essentially flat.
Sec Exhibit 30. This skew reflects the expeciation that the mesger is good for all facilities-bused
carricrs, sugpesting that it is highly anticompetitive.

This evidence provided by this stock surge is reinforced by the fact that the large
facilities-based interexchange competitors have not protested this merger, which is highly
unusual in cases of this kind. Indoed, AT&T has already declined to pass through access cuarge
reductions in lats 1997, instead restructuring its rates to substantially raise off-peak prices 1o a
large number of customers, espeially senior citizens.

G. SUMMARY EVALUATION OF THE MERGER

The proposed merger, if approved, will adverscly affect Florida conxumers and
businesses. These will be a marked reduction in the number of active competitors, which will
have an attendant effect on prices. As ] indicaied carlier, even an increase of as litile as a penny a
minute would raise the interexchange costs to Florida consumers by over $170 million. The
public interest will not be served by this horizontal combination of industry leaders. Any
“efficiencies” or “synergies” realized would likely be offset by the loss of one viable competitor.
What MCl and WorldCom euphemistically refer to az “revenue synergy” is probably just the
expectation of higher prices. While OTE will be harmed directly by this merger, other fringe
firns operating through resale will be similarly affected. Those providers with a larger
competilive presence in Florida than GTE (e.g. Excel) will be harmed to a greater extent, and
many potential entrants will find themselves precluded altogether from eniering an industry with
such increased concentration.

The bariers to entry, combined with the trend in horizontal integration of interexchange
services onto the same facilities, make it unlikely that new entry could check the advenie effects
of this merger in the medium term. Given that the interexchange industry is oligopolistic now,
the merger will further forestall competition, resulting in a permanent loss of consumer welfare.
1 therefore urge the Commission to examine in more detail the implications of this merger for
Florida consumers, and 10 obtain relevant information from the merging parties which may
permit 2 more careful and thorough analysis of these issucs.

20 Transcript of Anatyst Conferonce Call, MCI-WorldCom Merger Asnouncement, November 10, 1997.
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m-nfneu-' digital-analog converters; workmen's compensation insurance;

scmiconductor menufacturing: resale of telecommunications equipment and services; after-
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services.
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Harris Exhibit 2

Interexchange Carriers' National Coverage
All US., January 1998

Interexchange Ecintsof Population
Carmier Presence Covered
AT&T ns 100%
MCI 582 100%
Sprint 399 9%
WorldCom 162 82%
Qwest >100 » na
Frontier 90 68%
IXC >75 o 63%
Cable & Wireless 35 45%
LCI 15 11%

Somes. AT&T, ML Sgriat, WorkiCom, CAW: QTEL 9000 Master Rate Contay Fils,
OOML, selsased Jon. 30, 1990. Otz Frostier: sompesy msinting informstion.
LCE:FOC Tarill 92 (Spec. Comm. Caxz) IXC: dpchrww jnc-comen. U'.S. Consme

Noex, Agproximets comst from ol isterview with company
*=  Foom ol isisrview with conpeny, sompasy swrketing dociments
ses Mnimwers count from company marieting documsets s www ixc-comm.oom
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~ 'AT&T Network Coverage in Florida

Legend
oCity
AT&T POP (36 Totl)
LATA with POP 100%
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" MCI Network Coverage in Florida
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Harris Exhibit §

Coverage of WorldCom’s Network

(January 1998)
Florida U.S

Points of Presence 16 162
LATA Coverage

LATASs with POP 9 105

LATAs without POP ) 89
Total | 10 194
Population Coverage

LATAs with POP 97% 82%

LATASs without POP 3% 18%

Source:  QTEL 9000 Master Rate Center File, CCMI, released Jan. 30, 1998, Census information.






Florida Coverage of Interexchange Networks

(January 1998)
AT&T MCI Sprint WorldCom Froutier IXC  Cable& LCI
Comm. Wireless ®

Total Florida POPs 36 34 32 16 0 3 4 0
LATA Coverage

LATAs with POPs 10 10 10 9 0 3 3 0

LATAs w/o POPs 0 0 0 1 10 7 7 10
Population Coverage

LATAs with POPs 100% 100% 100% 97% 0% 43% 68% 0%

LATAs w/o POPs 0% 0% 0% 3% 100% 57% 32% 100%.

Sources: QTEL 9000 Master Rate Center File, CCMI, released Jan. 30, 1998, (AT&T, MCI. Sprint, WorldCom, C&W).
Frontier: company marketing information. LCI: FCC Tariff #2 (Spec. Comm. Carr.) IXC: hitp-\www.ixc-comm. U.S. Census
information.
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1XC Communications: Fiber Optic Routes Currently In Service
Jamuary 1998

Sowrce: Company information available at hitp-//www.ixc-comm.com
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Qwest Communications: Fiber Optic Routes Currently In Service
January 1998

Source: Compmny information availshie at htwp.//www.qwest.com
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Even a Small Rate Hike by IXCs Would Substantially Hurt
Florida Consumers

Interstate Intrasiaic Toal
Florida Originating Biiled Access Minutes ' 12,460,138.829 4,765.079,950 17,229.218.780
Price Increase $0.01 3001
Total Increase 0 Consumers $124,601,388 $47.690,800 $172,292.188
Florida Number of Households S5.648.000 5.648.000
Impact per Household per Year $22 $8 30

Saunces:
! Caiculations based en information ia the FOC 199 Samissics of Commmsications Common Casviers
! U.S. Dumen of the Cotwus. 199 Household Estantes
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WorldCom Points of Presence (POPs)
180
]

120 -

100 -

v ——
1991 1992 1993 1994 199§ 1996

Bl POPs Added During Year =o—POPs at End of Year

Source: Fiber Deployment Update (1991-1996);: Q-TEL 9000 as of 1/30/98 (1997)
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Real Daytime Interstate Rates

CHICAGO - SAN FRANCISCO
1987 Dollars, 5 Minute Call
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Real Daytime Interstate Rates

DETROIT - CHICAGO
$/S min call 1987 Dollars, § Minute Call
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Real Daytime Interstate Rates

CHICAGO - PHILADELPHIA
1987 Dollars, 5§ Minute Call
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Harris Exhihit 21

The 1996 Top Ranked Companies Measured in
Adpvertising Expenditures*

Expenditures

Rank Company 8 Mitioas)

Y

2 | McDonald's $599

* Mensured expendituze rellers 0 cstimatod advertising expendisures in national
consumer measurod media such 2 newspapes, magazincs, actwark TV, syadicated
TV, cable TV and radio.

Source: “Top 100 megabrand rankings,” Advertising Age, September 29, 1997,



Harris Echibit 22

AT&T Advertising Expenses Relative to
$ Billions Industry Capital Expenditures, 1996

WorldCom Sprint AT&T MCI] Cagital AT&T
Capital Capital Advertising Expenditures Capital
Expenditures Expenditures Expenses Expenditures

Sources: AT&T 1996 Annual Repori, p. 33; WorldCom 1996 Annual Report, p. 38: MC] 1996 Aanual Report, p. 2; and Sprins 1996 Annual Reporr, p. 40



Percentage of Long Distance Customers
on Basic Standard Rates

@%

AT&T Sprint

Source: “Long distance deals abound, if customers looks,” Newsday, January 11, 1998, p. F-8. Quoting the Yankee Group Repon.



The Merger Would Halt the Decline in the Interexchange
oy Industry's Herfindahl-Hirschman Index

2000 4
1,000 -
. T L L J LJ L L i L L T 1
1985 1986 1987 1988 1989 19% 1991 1992 1993 1994 1995 19% 1997
Year
Source:
Calculations based on 1996 Statistics of
G s cations Caias:

Interexchange Casrier SEC Filings









Harrls Exhibit 27

Facilities-Based Carriers: Resale Supply Concentration
ERB Survey Estimated Shares, February 1996

Suppher Share
AT&T 3%
MCI 1%
Sprint 2%
WorldCom 23%
LCI 7%
Frontier 5%
XC 3%
Qwest 8%
Capacity Swap/Self Supply 25%
Qthex 3%
Total 100%

Somxee: Atlmstic-ACM, Wholessle Carrier Report Card, February 1996









Interexchange Carriers' Stock Market Performance

Before and After WorldCom-MCI Merger Announcement Ny
Pre Merger! Fest
Markst Cap. (Ba.) “Tewnl Steck  Return Ralative o “Total Siock  Raturn Relative
Beta s of 2498 Botwrn S&P 500 Retwrn o S&P S0

|Market Index

S&P 500 Index 1.00 - 12.)% - 4.0% -
ﬁ—-lqn Carriors

ATAT 080 $104.0 2.4% 9.0% Qw 1773

M1 052 $26.6 -23.4% 318% 5129 s2.1%

Sprisd o $20.6 13% 3.0% 19.6% 15.0%

WorkdCom 1.06 $370 19.4% 6.3% 12% 2%

Frosticr 061 $43 26.5% 12.6% 154% 1L0%

La 054 s28 9.3% 229 1% v |

xc NA 1.2 24.5% 10.9% 21.4% 163%

Quust’ N/A S16 @K% 0.1% L1%, a.ms

Woghnd Arenar - - -

Sowmee: Bloombery Financial Marksts, Commodinies and News.

Notex: t Pro merger is defined us the period between 530N7 and W7,

1Post merger is defimed as the period between W97 and 13058,
Qwest common stock first became poblicly weded on 6/3007,
4 Weighted by market capitalization.



* REFORE THE FLORIDA PUBLIC SERVICE COMMISSION

in re: Request for approval of ssle of outsianding ) Docket No. 971804-TP
stock and merger of MCI Comm. Comp. (Holderof )
AAV/ALEC Certificate 2088 in the name MCI )
Metro Access Transmission Services, Inc.; and )
IXC Certificate 61, PATS Certificate 3080, and )
AAV/ALEC Certificate 3000 in the name MCI )
Telecommunications Corp.) with WoridCom, Inc. )
d/b/a/ LDDS WorldCom )

)

DECLARAYION OF DEBRA R. COVEY
1. | am Vice President-Operations Support for GTE Communications

Corporation. GTE Long Distance ("GTE LD") is a division of GTE Communications
Corporation. My responsibilities inciude, but are not limited to, negotiation and
administration of contracts and relationships with suppliers of wholesale long distance
services to GTE LD for resale as well as for GTE's own company-wide internal use. |
submit this Declaration in support of the Petition on Proposed Agency Action and Request
for Section 120.57 Hearing, fled by GTE Communications Corporation and GTE
Corporation in Florida Public Service Commission Docket number 871604-Ti.

2. GTE LD is a purchaser and reseller of wholesale long distance services
ranging from bulk capacity (such as 1+ outbound and basic 800 minutes) to advanced
features and capabliities (such a» enhanced 800- and frame relay services). GTE LD
predominantly has purchased wholesale long distance services from WorldCom, MCI,
Sprint and AT&T (Big 4 IXCs). Only these Big 4 I1XCs can effectively compete to provide
nationwide wholesale long distance services for resale. The remaining providers of
wholesale capacity lack the points of pressnce and other embedded infrastructure,



. » . .
interoperatiifity, functionality, and other features desired by resellers such as GTE LD.

3. WorldCom won the competition against MCI, Sprint and AT&T in 1988 for
GTE LD's first, and (0 date only, major muiti-year wholesale long distance voice contract.
Under this contract, WorldCom is supplying a significant portion of GTE LD's long distance
needs. WorldCom also has proven ‘tself to be a responsive supplier.

4.  As evidenced by its contract with GTE LD, WorldCom has been a driving
force behind competition among the nationwide facilities-based IXCs to offer long distance
service to reseliers. in winning its contract with GTE LD, for example, WorldCom offered
substantially iower rates and better tarms than the competition on the transport segment
of basic 1+ service (which is fer and away the most sought-after long distance service).
(The terms of GTE LD's contract with WorldCom are confidential.)

5. in addition, WorldCom has committed to provide advanced features and
capabilities t0 wholesale customers such as GTE LD for resale. WorldCom has offered to
make avaliable, for example, various enhanced 800 features for resale. WorldCom has
also offered to provide fra me relay and private line services for resale although GTE LD
has not yet chosen to purchase such service from WorldCom. Moreover, WorldCom has
regular procaedures in place to develop additional advancad features for resale in the
future, and has expressed a willing.1ess to review and develop any advanced features
requested by GTE LD for resale. These advanced capabilities are essential elements of
the services that GTE LD reseslis or plans to resell.

6. in contrast, the other nationwide IXCs generally have offered less attractive
rates and have been reluctant to provide GTE LD with advanced features and capabilities

2
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that would*be used to compete against their own retail service offerings. AT&T has

generally pursued a high-price strategy that has frequently rendered it a less competitive
choice as a wholesale supplier of long distance services. MCIl and Sprint are somewhat
more price competitive than AT&T, but none of these three provides for resale the range
of advanced capabiiities that they offer to their own retail customers. MCI was the runner-
up to WorldCom In the original competition for GTE's long distance voice contract.

| deciare under the penaity of perjury that the foregoing is true and correct.

Executed on February 10, 1808,

MKW

Debra R. Covéy_




AFFIDAVIT OF ROBERT G. HARRIS

I hereby swear, under penalty of perjury, that the foregoing is true and
correct, 10 the best of my knowledge and belief.

obert G. Harris

State of California )
County of Alameda )
Subacribed and swom t0 before me this 10th day of February 1998.

M . A
Notary Public
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CERTIFICATE OF SERVICE
| HEREBY CERTIFY that copies of GTE Corporation's and GTE Communications

Corporation's Petition on Proposed Agency Action and Request for Section 120.57
Hearing n Docket No. 971604-T1 were sent via overnight delivery on February 12, 1998,
to the parties on the altached list.




. i . . Jean L Kiddoo

Staff Counsel Floyd R. Self

Florida Pubiic Service Commission Maessar, Caparelio & Seif Kathy L. Cooper

2540 Shumard Oak Boulevard 215 8. Monroe Street, Suite 701 Swidler & Berlin

Talizhasses, FL 32300-0850 Tallshasses, FL 32302 3000 K Street N.W., Suite 300

Washington, DC 20007

Charles J. Beck Richard J. Heitmann Richard D. Melson

Office of Public Counsel WorldCom, Inc. Hopping Green Sams & Smith
111 W. Madison 8t., Room 812 515 East Amite Street 123 South Calhoun Street
Tallahasses, FL 32300-1400 Jackson, M8 30201 Tallahasses, FI 32314
Thomas K. Bond Brian Sulmonetti

MCI Metro Access Trans. Services WorldCom Technologies Inc.
780 Johnson Ferry Road, Suite 700 1515 South Federal Highway
Atlanta, GA 30342 Sulte 400

Boca Raton, FL 33432-7404





