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Table 20 - Changing Business Strategies for CLECs in the Texas Market

CLEe Ac1ion Tlken Dlte Announced SoUIC8

AT&T Reduced presence in 10125100 att.ccnVpr8S&l1t8fT'l
residential voice marke~ Seth Schiesel. •...T&T. In PUllbaclc. Wi.
focusing on data services. 8real< Itsellinto <4 Businesses.' New
RestructureidivestittJre into YOft( TImes. 26. Oct. 2000.

four separete business. Floyd Norris. •...T&T Realigns 111
Planela: New Yorl< TIITJIS. Oct. 26.
2000.

Sprint Reduced presence in 11/03100 CNET News.com
residential voice marke~ 11/22100 PUC Prcled No. 17<475Iiling: Non-
fOCtJsing on data services. Dominant Carrie, T.riff revisions to

Gl1I1dIather Optionlll ClIlling Pi..... Bl1d
Extended Afli SeMc:e •Sprint l.ccaJ
Un,mi1ed Bl1d Globlll Preted Exter<led

Woridcom Reduced presence in 11/01/00 2000 Test.newsbytes.comInewsIOO
residential voice market "NoridCom III Reorganize. FoclJl on
fOCtJsing on data services. Intlmet. Data: Dei/as MorrVng lie..

Oct. rI. 2000.
Verizon NSSI Amend to withdraw IocaJ 10120100 Viku 8ajaj, 'Verizon 10 Cloee

service package. Reduced DMeicn: Dalias Morning lie-. Oct.
presence within residential 20,2000.

voice market focusing on 11/13/00 AppIicaIiaI at Verizm S6I«1 Sell'ica,

data services. Withdrawal Inc.. lor an Amfndn1fnt III a COA-

of bundled package
PUC Docket No. 23271.

offerinas.
Excel Communicatlona Intant to cease local 11l2OlOO LeUer to Commi8SlOf1. Aobin JoIlnson.

exchange service wilhin AasisIn General Counsel, Excel

Ihe Texas market. C<lrnnu1icalion

Source: Puillic UtIUly Commleeion

Provided below are more details on the situations faced by the companies
presented in Table 20.

AT&T

In October 2000, AT&T abandoned its ambitious but unprofitable business plan
of the last three years in favor of splitting into three different companies: Wireless,
Broadband (containing cable), and Business Services, which contains and will eventually
spin-off Consumer Services. The Business Services division will own the AT&T name
and network, while the other companies will lease the rights. AT&T's plan to deliver
bundled local exchange, long distance, broadband internet, and cable television over
coaxial cable lines is now defunct.6'

AT&T is also spinning off Liberty Media, a cable programming company it
acquired dun:;} its long buildup in preparation for the abandoned integrated cable
services plan. Some telecommunications analysts say that AT&T will eventually pull
completely out of the local exchange market. which has produced lower revenues than

'" Seth Schiesel, "For Local Phone Users, Choice Isn't An Option," 'I'M New York Ti1lltS, at AI·
(November 21, 2000).

.. Geraldine Fabrikanl, "AT&T Plans Spinoff to Cut Cable Holdings," 'I'M New Yon: Ti1llts at CI
(November 16, 2000). .
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expected.
6J

The company has also seen an 11 % drop in its long distance earnings in
2000, down from"$22 billion.

68
With a $62 billion debt and company stock down from a

high of $611share in 1999 to less than $20/share in November 2000, few financial
analysts are predicting a quick recovery.69

AT&T plans to move its Consumer Services division into bundling voice and
DSL, and recently appointed David Dorman, an executive with a history of taking over
troubled companies, as its president. Dorman is ex~ted to focus on maintaining quality
in the Business and Consumer Services division. 0 Some analysts have alleged that
bundling voice and data will not solve the company's problems, as it will not differentiate
AT&T from the many other CLECs offering the same services.lI However, in the era of
deregulation, long distance does not hold the same place for AT&T as it has in the past.
The BOCs are entering the market with a strong customer base. As described in Chapter
Three, SWBT, in particular, has picked up over a million long distance customers in
Texas since July, grabbing a 12% share of the long distance market while ceding very
little of the local exchange market.72

Verlzon

Like AT&T, Vemon is having difficulty in the competitive local exchange and
long distance markets. Verizon fared better than some other major telecommunication.!!
companies, through better estimation of its profit expectations. However, local and long
distance revenues are dropping for the company, which claims that data sales alone are
keeping its profits aloft.73

Verizon's financial difficulties in the CLEC market have apparently led the
company to attempt to pullout of the residential competitive local exchange market in
Texas, where it services over 43,000 customers. Verizon's CLEC, VSSL submitted an
Application for Amendment to its COA in November 2000, stating its wish to
"discontinue competitive local exchange services to consumers and small business
customers in Southwestern Bell and former GTE service areas." The PUC is awaiting
further information from Verizon, including any plans for transfer of current customers to
similar plans on other local exchange carriers and a justification for retaining its COA.

67 Seth Schiesel, "For Local Phone Users, Choice Isn't An Option," TIu! New Yon: TlJfU!s. at Al
(November 21, 2000)•

.. Deborah Solomon, "AT&T Plans Big Asset Sales to Cut Deb!," TIu! Wall Street Journal, al A3
(November g, 2000).

" Peter E1strom, "AT&T: Breaking Up Is StiJl Hard To Do," Business Wee... at 173·174
(November 6, 2000).

10 Deborah Solomon, "AT&T Names Telecom Veteran Dorman Head of Business, Consumer
Phone Units," TIu! Wall Streer Journal, at A3 (November 29, 2000).

71 Elizabeth Starr Miller, "Consumers at the Core: AT&T to Keep Consumer Side Close 10

Home," rekpho"" at 28 (October 30, 2000).
n Elizabeth Douglass, "rtrmS Giving Long-Distance Shan Shrift," T1uI LA Times (November 8,

2000), accessed via Internet, www.latiroes.com.
73 Shawn Young, ''Verizon Reports Solid Results Amid Sales Growth," T1uI Wall Street Journal,

at B10 (October 31, 2000).
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MCI WorldCom

Immediately following AT&T's split announcement, WorldCom revealed that it
also will spin off its local exchange and long distance services, most of which it acquired
when it merged with MCI Communications in 1998, into a separate tracking stock under
the MCI name.74 As with AT&T, some analysts contend that this is the beginning of a
shift away from local service.7l WorldCom's stock is down 75% from its 1999 peak,
proportionally more than AT&T's loss.76

WorldCom CEO Bernard Ebbers had long presented the company as an upstart
intent on taking AT&T's business, but some analysts contend that Ebbers structured his
company so similarly to AT&T that he was caught in the same downdraft in long
distance revenues.77 To illustrate the cutthroat nature of the long distance environment,
Ebbers described a situation in which, after MCI won a big contract for Kmart's
communication business, AT&T CEO C. Michael Armstrong called Kmart and offered
them service for $5 million less than WorldCom's bid, regardless of what it was. Ebbers
then offered Kmart service for $2 million below AT&T's offer, which would have been,
by his admission, less than profitable. AT&T lowered its bid again and won the
contract.78

WoridCom's push towards data is evidenced in its recent acquisition of
Interrnedia, a leading data provider, only a few weeks after announcing the MCI spin-off.
WoridCom also recently began providing high-speed internet access in Memphis through
fixed wireless technology.

Sprint

Sprint profits have been steady lately, mostly due to packaging long distance with
data.79 Sprint's CLEC offers local exchange service in 21 markets throughout the nation
and has announced plans to enter 80 more over the next year, mostly using fixed wireless
technology.80 Sprint is de-emphasizing traditional local exchange, however, except as
part of a package.81

7. Seth Schiescl. "With WorldCom's Breakup Plan, Eerie Similarities to AT&T," The New York
Time" at CI (November 2. 2(00).

" Elizabeth Douglass, "Firms Giving Long-Distance Shon Shrift," The LA. TilM' (November 8,
2(00). accessed via Internet, www.latimes com.

76 "WoridCom's Bemie Ebbers Scrambles to Raise Cash," The New York TUM', at CI (November
11.2000).

11 Seth Schicscl, "With WorldCom's Breakup Plan, Eerie Similarities to AT&T; The New York
Tim.., at Cl (November 2, 2(00).

71 David Henry and Michelle Kessler. ''Competition Grows Fierce," USA Today (November 2.
2000), accessed via Internet, www.usatoday.com.

79 Bruce Meyerson. "Sprint Will Not Spin Off Long-Distance:' A....tin American-StattsmtUl, at 04
(November 4, 2(00).

80 Paul Davidson. "Competition Squeezes Out Tl'llditionai Firms; USA Today (November 3,
2000), accessed via Internet, www usatoday.com.

" Bruce Meyerson, "Sprint Will Not Spin Off Long-Distance:' A....tin American-Slatt'mtUI, at 04
(November 4. 2(00).
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This de-emphasis of local exchange has led the company's CLEC to cease
offering residential local exchange service to new customers in Texas, as of November
27, 2000. Existing customers have been grandfathered in their service, but are not
allowed to change any features or add lines at the risk of tennination of service.

In October, Sprint announced plans to offer its ION (meaning "integrated on
demand") service to residential customers in Houston and Dallas. ION bundles up to
four voice lines, 750 minutes of long distance, vertical telephone services, and high-speed
internet access. It is unclear whether, in light of Sprint's CLEC's decision to quit
offering residential local exchange service, the company will follow through with this
announcement. Sprint claims that the service would cost between $120 and $150, and
has been available to business customers in Dallas since June.

Excel Communications

Excel Communications is a CLEC focused mostly on long distance, wireless, and
internet access, although the company has been offering voice in some areas of Texas.
However, like Sprint and Verizon, Excel has just announced its intent to cease local
exchange service in Texas, citing the difficulty of breaking into the CLEC market in
Texas and concerns about the short-term profitability.

TXU I Fort Bend Communications and Reliant Communications

These two companies had some of the deepest pockets among CLECs, as well as
electric industry parents with a strong local presence and name recognition in Dallas and
Houston, two markets where CLECs had been building wireline infrastructure. These
advantages were not sufficient to challenge SWBT in local service. Reliant
Communications has announced that it is abandoning voice service to focus on data
services. TXU I Fort Bend Communications has announced that it will limit its presence
in the residential voice market to the more upscale and Suburban markets in Texas. By
reducing its presence in residential voice markets, the company could focus on providing
data services.

ILEes
In the past two years. ll.ECs have used the pricing flexibility and bundling of

services that they gained in SB560 to try to retain customers. SWBT has raised prices on
a variety of services that competitors do not provide.

S8 560 AND PRICING FLEXIBILITY

SB 560 provided ll.ECs with pricing and packaging flexibility for a variety of
nonbasic services to allow customers to buy a bundled product of services from one
provider, also known as one-stop shopping. Through one-stop shopping, a customer can
often obtain a lower price for a package of bundled services, can eliminate any
aggravation associated with having multiple providers, and can consolidate multiple
service charges onto one bill for billing ease. Because one-stop shopping has become
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popular in recent years. ILECs and their competitors are aggressively bundling services
together in various packages that appeal to customers. particularly in urban areas. 82

ILECs. primarily SWBT and Verizon (GTE/Contel). exercised their pricing
flexibility options in various ways. filing approximately 150 pricing flexibility tariffs
since September 1999.83 SWBT. in particular. offered dozens of promotions on vertical
services (such as call return. Caller ro. call waiting. and speed calling) and toll services
by waiving non-recurring installation charges. providing cash-back offers for customers
who retain service for a minimum period. and through other incentives.

These ILECs packaged popular vertical services and toll services together in
different ways that allow customers to obtain a bundle of services at a lower overall price.
In September of 1999. for example. SWBT reduced prices for some toll packages.
business call-management service packages, residential single-line packages, and
government contracts for business lines in a range of approximately 5% to 30%. SWBT
also exercised its ability to offer customer-specific pricing on many services. including
long-distance services, certain high-speed digital private line services, and governmental
services. By agreeing to obtain service for a fixed teno, usually 1-5 years, business
telephone customers benefit from lower rates offered through customer-specific
contraets.1l4

Over the same period SWBT also lowered the prices of some individual services,
to better compete with offerings from other providers. as shown in Table 21. For
example. SWBT reduced the prices for (1) its Personaliud Ring and Priority Call
services by 13% to 33%; (2) its Plexar I and II offerings (central-office-based PBX-type
services) by I% to 14% in 1999. and various Plexar II ancillary features by 14% to 50%
(involving decreases ranging from $.10 to $2.50) in 2000; and (3) its shorter-term digital
private-line contracts (month-to-month and 1-3 years) by 6% to 22% on average. Of
these, the Plexar and private line offerings are available to business customers only.

On the other hand, SWBT has significantly increased the prices for a number of
nonbasic services, often services that are very popular and for which competitive
alternatives are very limited. In September of 1999. SWBT raised prices on some of its

12 n.ECs may offer their customers the following: local exchange lelephone service, custom
calling features and vertical services, hardware to support custom calling features and vertical services
(such as the Caller ID unit thai identifies a calling number). long distance service. inlernet service. voice
messaging services and other enhanced services. cellular lelephone service. high·speed priVale line service,
digital subscriber line (DSL) service. and other services.

" From Seplember 1999 through October 2000. if price increases and decreases. new services. and
promotions are included in the mix, the number exceeds 17S,

.. PURA §S8.003(a) prohibits some customer-specific conuacts until 2003. specifically those
applying to a narrow range of services offered by Chapcer S8 companies. primarily for the basic local lines
of business and residential customers. A Chapler S8 company can offer customer.specific pricing for most
of its other services, including many vertical services and toll services. For example. SWBTs tariff
currently permits SWBT to enler into customer.specific conuacts with residential or business customers for
any long.distance service it offers. Also. bigh-speed privale lines are routinely offered on a customer·
specific contract basis. Generally, business customers are more likely to find the long-cerm conuacts
attractive than are residential customers.
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more popular busiriess call-management services8s in a range of approximately 6% to
42%. In November of 1999, SWBT increased the price of a business extra directory
listing by 107%. from $1.45 to $3.00.8Ii In June of 2000. SWBT increased its monthly
rates for residential Caller ID services (caller ID name-or-number and caller ID name
and-number. both of which are very popular in Texas) in a range of 22% to 30%.87
SWBT also raised the following rates: (1) for per-use three-way calling, from $.75 to
$.95. with the $6.00 monthly cap eliminated; (2) for call return, from $.50 to $.95 per use.
while eliminating the $4.00 monthly cap; and (3) for residential call blocker and
residential auto redial. from $2.00 to $3.00 each per month. In late 2000, SWBT raised
its analog private-line rates by an average of 15%. SWBT also recently proposed a large
increase to its charge for not publishing a directory listing (''unlisted numbers"). Over
the past two years. the price of individual vertical services tended to rise. making the
package prices more attractive to customers.

Recently, the Commission established its threshold policy concerning packaging
services for sale on a wholesale basis. Responding to a complaint fJIed by AT&T
regarding SWBT's essential office package for business customers. the commission
determined that an !LEC may not tie the sale of vertical services with the purchase of
basic services on a wholesale basis. The Commission determined that such a pricing
mechanism is presumptively an unreasonable restriction on resale that is prohibited by
PURA and the FrA.8a

.. Examples "'" three-way calling. anonymous call rejection. auto redial. call waiting, call waiting
!D, and call forwarding. (The price for residential call forwarding, newly classified by SB S60 as a basic
network service, has not been raised.)

86 InforrruJtionaJ Filing of Southwestern BeU Telephone Company Pricing Flaibility Auociated
with BlUineSS Extra Listings. Pu,..wantto PUl« § 58.15, Tariff Conuol No. 21692 (November 19, 1999).

87 InforrruJtional Notice ofSWBTfor Pricing Flexibility Residence and BlUineSS (AU Management
(Vertical) Services; Pu,...anlto PUl« § 58.063 and § 58.152, Tariff Conuol No. 22719 (June 27, 2(00).

II Complaint of AT&T Communications of the Southwest, Inc. regarding Tariff COnlrol Number
21311, Price Fluibilily-Essential Office Paclwges. Docket No. 21425. Final Order (December 19, 2(00).
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Table 21- SWBT Price Changes Made Under SB S60t

5erviC8 Description Residential Prices Businesa pnc.

Old New CNI"" Old New
Three W"f Calling Allows 'OIl hold" & 'add on' capability $2.10 lot $3.00 for t t $2.50 $4.00

via switcl1 hooI< first, and first, and
call Forwarding Permits transter of lI'Coming cails to $1.40 per $2.00 per t t $3.50 $6.00

another phone no. additional 1ldditiol1a1
Speed calling 8 Permits speed dialing for up to eight of th..e of theee ! $2.50 $1.50

Drc<lrammsd numbe" sel'liC8S SIMoes
AnonymOtll CIII Permits automatic rejection of $1.00 $1.00 • t $1.00 $2.00
rejectlon anonyrnotJS incoming cails vie Caller

10
Auto Redial Rings acalled busy number wt1en $2.00 $3.00 t t $3.50 $4.00

avaiiable
Call WaJUng Indicstes an incoming cail while on $2.80 $2.80 ~ t $325 $5.00

the line
Call Waiting 10 ldentilles nllT18 and/or number of $3.00 $3.00 • t $3.00 $5.00

inc:arOno cail while CII ine
Caller 10 Na... or Shows Nama or Number of Incoming $4.95 $6.50 t t $7.50 $8.00
Caller 10 Number Caller
Call1llocqo 8locI<s ir<:aning calls from $2.00 $3.00 t t $3.00 $3.50

desionated numbers
Speed 30 Permits speed dialing for up to 30 NA NA ! ! $320 $2.00

Droorammed numba"
Priority Cd Provid.. distinctive ring CII calls from $2.50 $2.00 ! ! $3.00 $2.00

desionated numbers
PtIfIOI1allzed Ring I Distinctive ring for an_. $4.00 $3.50 ! ! $8.00 $5.00

number on same aeons line
Call RIlum Rings most recent calling number by $.50 aadl, $.95 aecll t t $.50 eeen $.95 aadl

dialine '69 $4.00 can ino canl $4.00cso rno cso)
Three W"f CoIIllng, Allows 'lJn hold' and 'add CII' $.75 $.95 t t $.75 $.95
1lIf_ cacab.ities via switch hooI<
Call Trace. per Tracas last incoming call, via $8.00 $7.00 ! ! $8.00 $7.00
AcUvlllon aclivation before neXl csII recaived
Dlrectllrf Provides directory assiSUlnce via $.30 per $.75 per t t $.30 per $.75 per
AslislMce - DIIllCl calling 1.oj11; call aIIowlIncea not use use CII use use CII
DIaled alfacted kx:ai calls local calls
Dlrectllrf ConneclS caller to number obtained $.30 per $.05 per ! ! $.30 per $.05 per
Asalstance CoIn when dialing directory asaislance use use use use
ComDlellon - D11llCl

t Old and New~ prien from August199911voug11 December 2000
Sou"",: SWBT flIInge

PRICING AND PACKAGING COMPARISONS AMONG PROVIDERS

Basic Service Charges

For a residential customer desiring only basic local service with no additional
services (such as call waiting, call forwarding, caller ID. etc.), the minimum rates offered
by the leading companies are shown in Table 22 below. Except for SWBT. most
telecommunications companies do not package special long distance rates for customers
seeking minimum basic service.
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All cost figures are subject to fees, taxes, and surcharges, and may vary slightly
among areas. Long distance packages are extra unless noted otherwise.

Table 22 - Minimum Rates Cor Basic Local Residential Service

ComPany SWBeH Sorin! llLECI AT&T MCI
01.1 Tone X X X X
Other Optional long some addnional

distance at services may be
$O.09/minute available at no charae

Cost gel Month $12·$16" $11·$16.75" $15 $7.75-$10.50
'Includes Subscnber Uno Ch.rgo, may lncIud. mandoto<y Extonded Aroo Sorvic:o and Expondod Local CoUlng SoMe.

Sou",.: Public UUIIty Commlaalon. Survey of oompony offor1~ .. of November 28, 2000

Residential Package Comparison

Some residential customers hope to save money on local service, vertical services,
and long distance through packages, which telephone companies are happy to offer to
win more customers in the residential market. Table 23 shows some of the service
packages offered by major telephone companies. The SWBT plan integrates many
vertical services with local exchange service and a long distance plan. Sprint offers two
packages, one with a set long distance plan and one that allows access to any of its pR
established long distance plans. AT&T offers a fixed long distance plan with customer
choice in the number and type of vertical services. The Mel Worldcom packages offer
permutations on local service combined with customer choice in different long distance
plans and optional vertical services.

All packages are subject to service limitations and may not be available in all
areas. All cost figures are subject to fees, taxes, and surcharges, and may vary slightly
among areas.
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Table 23 - CompariSQn of Local and Long Distance Residential Service Packages

ChalCi 01 Three
SoIIn:e: Public Utlilty eom....lon. Survey of company ofIertngs II 01 November 28, 2000

Comoanv SW Bell Smlnt Sprint ATlT MCl MCl
Package Phone Connectecl Custom II LeealOne One Company One Company

Solution Solution Solution Rate Texa. Advanlaae 200 Advanlaoe7
Dial Tone X X X X X X
Long Olatence SO.06 100 minutes Choice of $0.07 200 minutes $0.07
Cosl per Minute included, Sprint Long included,

SO.10 over Dislance $0.07 over 200
100 minutes PackaQes minutes

VertJcal Package The Essentials Essentials Choice of Mel Premium Packages
(Fealum Below) Works Fealure Plans: available, but not mandatol'f

3 5 10
• Ar1c>'1ymoos Call X X X Choice of 5or 10

Reiect10n
• Auto Redial X X X X Choice of 5or 10
• Ca11810ck X
• Call Forwardinq X X X X' X Choice of 5or 10
• Call Forwarding - Choice of 5or 10

Roc""

• Call FOfWarding- Choice of 5or 10
Busv &No Answer

• Call ForwWng- Choice of 5or 10
NeARs...r

• Call Return X X X X Choice of 5or 10
• Call SCreenina X' X X Choice of 5or 10
• Call WaJtIno X X X X' X X Choice of 5or 10
• Call Wlitina 10 X Choice of 5or 10
• Call Wallin" 10 Plus Choice of 5or 10
• Caller 10 X . X X X- X X Choice of 5or 10
• Caller 10 (no namel Choice of 5or 10
• Distinctive Rina X Choice of 5or 10
• Non-listlld Number X'
• Non-publiahod X-

Number
• Priorilll Call X Choice of 5or 10
• Priority Call Choice of 5or 10

Forwardina
• Selective Cal X X

F
• Soeed Dial 8 X X Choice of 5or 10
• Thrte Wav CallirlO X X X X' X X Choice of 5or 10
Voice Mall X
InsideWft X
Maintenance Pflll1
Other Airline Miles or

Blockbuster Certificates
Colt per Month $39.95 $30 $25 3 Featullll: No Fatunll: No Featunll:

pi.. piuliong $22.95-$25.95 $29.1l9 $19.1l9
lnelallltton distance 5 Featunll: 5 Featullll: 5 FtIlunlI:

plan COllI $27.95 ~94 $30.94
10 Featullll: 10Featuru: 10 Featunll:

$32.95 $45.94 $35.94
•
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Small Basiness Package Costs Compared to Residential Costs

?iven that some of the price ~ops in the above chart are found among services
that buslOess customers may be more ltkely to use than residential customers, it is also of
int~rest .to see how basic service packages for business customers compare to those for
resldenual customers. SWBT appears to be the only major company offering business
customers a better price on vertical service packages than the price they offer residential
customers for the same services. Table 24 shows how SWBT's BASICS Business Plan
offers a package of vertical services to business customers at a better price than it offers
to residential customers, who could get the exact same package only by buying each of
those services at their respective unbundled rates. SWBT does, however, offer a larger
package of vertical services to residential customers at a slightly higher rate that is
unavailable to business customers.89

Table 24 - A BusinessIResidential Basic Package Cost Comparison

Company SW Bell SWBeA SWBelI
Packlllll Bull"", Unbundled Residential Servtces R"ldantlal

BASICS Plan Comparable to the BASICS WORKS
Bualnesa Plan Inot a Packlllll

• Auto Redial Choice of One Choice of One X

• Cell Blocker Choice of One Choice of One X

• Call ForwIrdlng X X X

• Call Return Choice of One Choice of One X

• Call Wsltlna X X X

• Call Wailing ID X X
• caller ID X X X

• PrIoritY CaR X

• RIllIICIlII Ac_ to X X
Call Forwardlna

• S81ec:tlveCall Choice of One Choice of One X
Forwarding

• Soeed CaIIlna-8 X

• Three-Wa, Calling Choice of One Choice of One X
Coat Per Month $lU5 $18.75-$20.75 $19.95

Sooo:e: Public UUIIty Canmiaalcn, Sur;ey 01 company offerings .. 01 November 28, 2000

Internet Access Packages Comparison

Although all of the major telephone companies claim to be moving towards
offering bundled voice and data, only SWBT and Sprint are currently offering such
packages in Texas. Table 25 examines the differences in these packages. SWBT has
organized a number of packages around integrated services, including combining dial
tone and long distance with internet access, wireless service, and DIRECTV. None of the
other major telephone companies has taken such steps in Texas, although Sprint has
announced plans to offer its similar ION service in Dallas and Houston next year. At

.. All packages are subject to service limitations and may nol be available in all areas. All cost
figures are above and beyond basic serviCe ratea (including dial tone), are subject to fees, taXes. and
surcharges, and may vary slightly among areas.
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present, Sprint has packaged several long distance plans with internet access, which can
be combined with its local service Custom II Solutions plan in a way that is competitive
with SWBT's internet access plans.9O

Table 2S - Comparison ofInternet Access Packages for Residential Customers

Comoanv SWBIlI SW Bell Sprint Sorint
Package DSLWeb Web 7, Anytime and Earthllnk 1000 Nights and Earthlink

Solution Solutlon
Dial Tone X X Available lhrouah Sarint Custom II Solution (nat mandalorv\
Long Distance $0.06 $0.06 $0.07 1000 minutes included
Co.t per Minute during 7pm - 7am,

$0.10 for calls over 1000
minutes and at other times

Vertical F••ture. Same as SW Bell Phone Available through Sprint Custom Ii Solution (not mandatory)
Solution

56k Unlimited X X X
Internet Accets
DSL X
Email Addre.... 5-10 11 6 1
Web Site SOlce 3-6 MB 6 MB 6MB
Contract 1year No no no
Other 2'" Phone Line
Cost per Month S88,95 $65.95 SlU5 S30

pl.. pl.. (with no IocIl MrVIceI (wIIh no iocII HivIce)
Inltlllation Instillation $44.95 S55

(with Sorint CUllom QSolution' - !lMnt CUllom QSoIut1onl
Source: Public UUII1y Commission, Survey of company offe<tngs as of _ 28, 2000

Conclusion
Investors provided CLECs with a large amount of money in the form of equity,

debt, and bank loans in the late 1990s to challenge well-heeled n.ECs across the country.
As a result, as seen in Chapter 3, CLECs gained market share in local telephony in the
late 1990s in Texas.

In 1998 and 1999, a sizeable number of CLECs entered the Texas market,
including a number of well-financed long-distance carriers and start-ups. Some of the
investment was speculative, however, as 40 percent stated that they had no customers as
of December 31. 1999.

In the seven months from March to October 2000, prices of CLECs' bonds and
stocks fell sharply, crimping the funding for sizeable CLECs that had planned to compete
in the Texas local voice market. At the same time, SWBT's stock rebounded from its
low of calendar year 2000.

go All packages are subject to service limitations and may not be available in all areas. All cost
figures are subject to fees, laxes, and surchargeS, and may vary slightly among areas.
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Through most of the 20th Century, the prevailing view of telephony was that
wireline was the only means to provide voice telephone services. This monopoly
provision of telephone service required that state and federal governments maintain
continuing oversight of and intervention in the industry. As technological changes and
market forces reinforced by regulation-based price distortions changed the cost and
benefits of maintaining monopoly service in voice telephony, state and federal
governments responded through legal and regulatory changes. The breakup of AT&T in
the 1980s unbundled long-distance voice from local voice services. The federal
Telecommunications Act of 1996 created the ground rules for entry of CLECs into local
voice telephony, whose entry in turn culminated in SWBT's entry into the long distance
market. -

Technology is again reshaping the competitive landscape of telecommunications.
New technologies such as cable, wireless, satellite, and voice over internet protocol
(YolP) likely will create new avenues and providers for customers to receive traditional
local and long distance voice services, profoundly changing the market structure from the
customers' point of view. Telecommunication providers will sell local and long-distance
voice services as part of a bundled product, where pricing, terms and conditions of voice
service will no longer be determined independently of other telecommunications services.

New market segments and technologies, such as wireless telephony, the Internet,
and local and long-distance data services are diminishing the importance of long distance
and local voice on wireline. J.P. Morgan Securities. in a recent analysis of the
telecommunications industry. has estimated that both local and long distance wireline
voice, which accounted for about 70 percent of 1999 telecommunication revenues in the
United States, will account for only 39 percent of revenues in 2005.91

The rise of Internet Protocol as the backbone for wireline telecommunications has
the potential to replace the dedicated switched circuit that has been the basis of telephony
for the past century. lP Morgan also projected that information transmitted through the
Internet Protocol (IP) alone probably will comprise more than 90 percent of the wireline
bit stream in 2005, compared with 13 percent in 1998.92

The purpose of this chapter is to discuss alternatives to wireline telephony, not
with regard to their technological feasibility, but with respect to their potential to

" J.P. Morgan Securities, Equity Research, Teucom Se,",ices, A Fnsh Look allhe Industry, at 4,
Table 1 (Sept. 8, 2000).

!11/d at 6.
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seriously challenge wireline ILECs for market share. While CLECs and ILECs have
deployed most of the alternatives discussed below, their availability at a price that would
be competitive to the majority of Texans is limited to one exception: mobile telephony.

This report divides these technologies into three categories: current competitors,
coming competitors, and potential future competitors. This report draws from the
Commission's recent Advanced Services Report to discuss these technologies.93

Current Competitor

Currently, wireline voice has one competitor that provides local and long-distance
voice at a price and quality that is becoming comparable to that of wireline service:
mobile telephony.

MOBILE TELEPHONY

In the United States in the twelve months ending December 1999, mobile
telephony subscribership increased 24 percent from 69.2 million to 86 million. Eighty
eight percent of the total U.S. population has three or more different operators offering
mobile telephone service in the county where they reside. Moreover, 69 percent of the
population live in areas with five or more mobile telephone operators offering service.94

According to the FCC, nearly one in every three Texans was a mobile telephone
subscriber at year-end 1999. In particular, Texas had 0.29 subscribers per capita, the
same rate as the United States as a whole, as shown in Table 26. Texas also had 0.44
subscribers per end-user wireline, which is comparable to the United States, with 0.42
subscribers per end-user wireline.9

'

The price of mobile telephone service reportedly decreased by 11.3 percent
between the end of January 1999 and the end of January 2000. Some reports estimate
that the prices fell as much as 20 percent between 1998 and 1999.96 Further, one analyst
claimed that roaming rates per minute have declined. The local average roaming rate per
minute fell from $0.75 in the fourth quarter of 1997 to $0.37 in the first quarter of 1999.'17

At present, concerns about the quality of service of wireless telephony have kept
consumers from using wireless telephony as a complete substitute for local wireline
service. Fast-growing demand has required companies to invest' in large-scale, rapid
expansion of their facilities in a short period of time, and the multiple wireless systems in
the United States increase the complexity of providing telecommunication service
relative to wireless services in Europe.

93 Public Utility Commission of TelUlS, Report to tM 77'" Legislature on Adyanced Services in
Rural and High Cost Areas (January 2(01)•

.. FCC Releases Fifth AnnwaJ Report on State of Wireless Industry, CC Docket No. 00-289,
Report (ReI. August 2(00). .

" Federal Communications Commission, Local Te/ephoM Competition at 1M New Millennium,
Tables 4 and 5 (August 2(00).

"Id.

'l7 Id a120.
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Table 26'- MobJleTelephone Subscribers Reported: Year-End 1999 .... 98

.. Olea WIthheld to munwn firm confidenciahl)'.

.. CInielI widl under 10,000-. in ...... __ no! "'luiJed .. report.

..... Population. ofJuly 1999.

Number 01 Percent 01 Subscribers
State Carriers Subscribers Nation Pooulalion .... ner Caoita

Alabama 10 1.080.410 1.4 % 4,369,862 o.~
AI4sIta 5 1/Sj.221 0.2 619.500 0.27
AriZOlUl 9 1.1~,321 1.4 4,778,332 0.24
ArltaMu 5 719,919 0.9 2,351,373 0.28
California II 8,,544 94\ 10.7 33,1",121 0.26
Colorado 8 1.552,718 1.9 4,056,133 0.38
COIlllOClie:ut 6 1,077,089 1.4 3.282,031 0.33
lleIawue 5 270,848 0.3 753.538 0.36
DiaDicl ofColumbia 5 910,116 1.1 519.000 1.75
Florida 14 5.158079 6.5 15 111,244 0.34
Georp 13 2,338,983 3.2 7,788.240 0.33
Hawaii 8 288,425 0.4 1.185.497 0.24
Idaho 4 271.436 0,3 1.251.700 0.22
lIlinoil 10 3.922,482 4.9 12,128.370 0.32
Indiana 10 1.318,975 1.7 5.942,901 0.22
lowl 9 774.773 1.0 2,869.413 0,27
Kanua II 669.472 0.8 2,654.052 o.~

Kenblcky 12 911.700 1.1 3,960,825 0,23
Louisiana 9 1.227,106 l.5 4,372,035 0.28
Maine 4 187.003 0.2 1,253040 0.15
Moryland 7 1.473.494 1.8 5,171.634 0,28
Musadtuxus 6 1,892.014 24 6,175.169 0.31
Micbipa 13 3.512,813 4.4 9.863.775 0,36
Minnesoal 13 1.550,411 1.9 4,775.508 0:32
Miuis.siooi 6 673,355 0.8 2,768,619 0.24
Miuouri 10 1,855,432 23 5,468,338 0.34
M_ • • • 882,779 •
N_ 4 576,296 0.7 1.666,028 0,35- 7 750,333 0.9 1,809,253 0.41
New HamDlhi.. 6 280.508 0.4 1.201,134 0.23
NewJency 3 2.289,181 2.9 8,143.412 0,28
NawMaico 6 363,827 0.5 1,739.844 0,21
NawYork 7 4,833.816 6.1 18,\96.601 . 0.27
N_Carotina II 2,336,068 3.2 7,650,789 0,33
N_llolcota • • • 633.666 •
Ohio 12 3,237.786 4.1 1I,~6.654 0.29
O\dahcma 9 826,637 1.0 3,338,044 0.25
Oregon 7 914.848 1.1 3,316,154 0,28
!'eMJylYlnia 12 2,767.474 3.5 11,~~ 0.23
Puerto Rico • • • 3,889 •
Rhode ~Iand 6 279.J()4 0.4 990,819 0.28
Saudi CmJIina 7 1.137,232 1.4 3.885,736 0.29
Saudlllolcota • • • 733,133 •
T_ 9

~=
1.9 3,483.533 0,28

Tau 2t 7,3 2llll4oU41 0.29
U.S. ViqiD ~Ianda • • • 120,917 •
U.... 8 643,824 0.8 2,129,836 0.30
VenDlllIl • • • 593.740 •
ViIJiDia 12 1,860,262 23 6,872,912 0.27
W 8 1.873,475 2.4 5.756.361 0.33
WCIlViqiala 7 241,2/Sj 0,3 1,806,921 0.13WI_

9 1.525.818 1.9 5,250.446 0.29
W,omintr 4 127 634 0.2 479602 0.27
Nallonwlde 76 79._ 100.. l76..701.23'7 0.29..

.. Local TeupholUl CompetilWn at the New MiUennium. Federal Communications Commission.
Common Carrier Bureau, Industry Analysis OJ,ision (AUgusI2000).
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Coming Competitors

Three alternatives for voice telephony - cable television (broadband), voice over
the Internet, and fixed wireless - are currently available in limited areas. While they do
not at present pose a strong competitive challenge to wireline telephony based on
dedicated switched circuits, they have the potential in the near future to be viable
alternatives for telephone customers.

CABLE TELEVISION

Cable TV has been a part of American homes for decades. A number of CLECs,
most prominently AT&T, have sought to commercialize the technology that could
provide voice telephony over the same connection that provides cable TV. The
technology involved uses the cable modem to split voice telephony from the cable signal,
so that the customer would use a telephone rather than the television set to- make
telephone calls.99

Voice telephony over cable is part of a larger plan to provide broadband access
that will bundle all telecommunication services into one package (voice, TV, and
Internet). The customer would receive one monthly bill, also known as "one-stop
shopping." Additional services that cable providers would like to sell to customers in the
future include video conferencing and video on demand.

Cable is available in many areas of the United States. Cable infrastructure
reaches 70% of American households, some 67 million subscribers. The physical
presence of cable in an area alone does not ensure broadband or basic Internet cable
modem access. Only 40% of homes with cable have been upgraded to allow broadband
access. tOO By July of 2000, 2.27 million residential and small business users were
accessing the Internet via cable modems. 101 Projections show that over 3.6 million cable
modems will be in use by the end of 2000. 102 This is over a 100% rise this year, and
projections indicate a steady though slowing increase over the next few years.

Competition in providing cable services will occur in cities and urban areas where
high population density will allow many providers to survive for the next few years, until
the next generation of services and technology redefines advanced services. The areas
that have neither cable nor telephone access are low density rural areas. Most small cities
and many rural communities have cable facilities in Texas. Yet these systems still

.. This technology is distinct from Voice over Internet Protocol discussed below.

100 Cable Modem Market Stats & Projections. Cable Datacom News, March 3, 2000.
http://www.cabledatacomenws.comlcmiclcmicI6.html. S•• aLso Annual Assessment of the Status of
Competition in Markets for the Delivery of Video Programming, Sixth Annual Repon. CC Docket No. 99
230 (Ian. 14,2000).

'01 "NcrA Reports Fast Growth in Cable Modom, Telephony Rollouts." TtI.communications
R.port Daily (JUly 26, 2000). http://wwwtr.com. .

102 "NcrA Reports Fast Growth in Cable Modom, Telephony Rollouts." T.I.communications
R.port Daily (July 26, 2000). hnp://www \[.com.
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service oilly areas where population density is large enough to support building the initial
infrastructure.

VOICE OVER INTERNET (VOIP)

Internet Protocol (IP) has revolutionized data communications worldwide. As the
speed and reliability of the Internet improve, it is relatively easy to communicate using
YOIP. Yoice transmission has been digitized on telecommunications carrier networks in
some cases since the 196Os, and encoding voice messages over the Internet is a natural
progression. There are many varieties of YOIP in use today, from rudimentary
connections between two computers to sophisticated corporate interconnections. Today's
YOIP status should generally be viewed as an emerging application, used by a growing
number of customers with varying degrees of satisfaction.

YOIP relies more on the packet-switched Internet rather than the circuit-switched
telephone network, and "lost," retransmitted, or otherwise delayed packets are more
disruptive to voice calls than they are to data transmission. As a result, customer
satisfaction with YOIP calls varies. However, as technology progresses, YOlP is
expected to account for increased traffic. According to an analyst with U.S. Bancorp,
YOlP, which accounted for less than I% of global telecom traffic in 1999, is expected to
surge to 17% by 2003 and more than 30% by 2005. 103

-

In Texas in the fall of 2000, SBC Communications, Inc., proposed to provide an
lP phone system for the city government of Dallas. SBC Communications claimed that
voice quality should not be an issue in the city's network because phone traffic will have
a priority over data.104

FIXED WIRELESS

Fixed wireless is a system that provides high-speed services to customers by
attaching to the customer's premises a radio transmitter/receiver (transceiver) that
communicates with the provider's central antenna site. By doing so, the central antenna
site acts as the gateway into the public switched telephone network or the Internet for the
transceivers. Basically, the radio signals serve as a substirute for the copper wire or cable
strand that connect customers to the network in traditional, wired technologies.

The market for fixed wireless services is expected to reach about $1 billion by the
end of 2002, according to market researcher G~er Group. Analysts expect the national
fixed wireless market to grow significantly in the next three to five years, with
projections estimated at 2.0 to 2.6 millions subscribers by 2003.1~

In geographic areas with limited cable or telephone infrastructure, as in some
rural areas of Texas and the rest of the United States, providers can deploy a fixed

,m Special Report - The Talking Internet, BusinessWcelc Online, May I, 2000,
http://www.busjncsswcelc.coml2OQQ(()Q 181b3672024,hlD!.

'04 "SBC Proposes High-Tech Phooc System for Dallas," Dallas Morning Newl (October
24.2000).

"" Peter Jarich and Mendelson, James, U.S. Wi,../U. Broadband at 243, 2S2, and 262; Strategies
Group, High-Speed Internet Report at 131 (Nov. 8, 2000), hllp:l/www.s1ralesjssrouo.com/.
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wireless network faster and cheaper than a xDSL or cable modem system. While
infrastructure costs of wireless networks may be significantly less than those of wireline
networks, wireless networks incur substantial costs acquiring spectrum.

In the year 2000 fixed wireless saw an improved competitive position as an
alternative to local fixed wireline service in Texas when the Commission designated
Western Wireless Corporation as an Eligible Telecommunications Carrier (ETC) and an
Eligible Telecommunications Provider (ETP). The Commission action put the company
one step closer to offering local service in certain rural areas of Texas.

Potential Future Competitors

The following technologies could have the potential to offer local and long
distance service in the future, but currently are not ready for commercial application. If
either or both applications become commercially viable in the future, Texas customers
would have additional alternative means of delivery of telephone service that could
increase the level of competition in voice telephony.

SATELLITE

Traditional satellite networks have been limited to specialized private VSAT
(very small aperture terminal) networks, low bandwidth services and DTH (direct-to
home) video. but new broadband satellite systems are offering service comparable to
current broadband terrestrial services. Satellite services can include any fixed multimedia
service, from Internet access, local telephony, cable, video transmission. private business
networks. telemedicine. teleeducation, and video conferencing.

Service to whole regions, reaching low subscriber-density areas without costly
construction of terrestrial networks. gives satellite technology a promising future. Today,
however, most current residential satellite offerings provide information in only one
direction, downstream into the home of the user. The user needs a standard dial-up
connection to send information upstream. Several satellite providers have announced
plans to provide residential service with both downstream and upstream paths via
satellite.

ELECTRICITY. TRANSMISSION LINES FOR TELECOMMUNICATIONS

In the future, consumers may have access to voice telephony and the Internet
using the electric grid. Two companies, Northern Telecom and Norweb Communications,
have been developing the means to send vast amounts of data along power lines without
distortion from electric current. In the future, every horne in the country could have a
second telephony wireline connection, increasing competition for telecommunication
providers.

The system works by using either fiber-optic or radio links to transmit data from
the Internet to local electricity sub-stations. The low-voltage part of the electricity
network then becomes a local area network. A small box is installed next to the electricity
meter in the horne to send and receive data. The box itself is connected by ordinary cable
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to personal computers. which will need to be fitted with a special card and software. The
new technology eventually could enable the introduction of applications such as
electronic commerce. telenetworking, web broadcast media, entertainment, and Internet
telephony on a mass-market scale.

Conclusion

Mobile telephony is just the beginning of the technological transformation of the
traditional voice telephony market. While Commission data suggest that CLECs have
increased their market share in wireline service in Texas from a very low base, CLECs
have not dislodged the predominance of !LECs in wireline telephony. Advances in
telecommunications, however, offer the chance for a much more powerful form of
competition in the future using methods of delivering local telephony without a large.
well-financed incumbent to challenge directly for market share.
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CHAPTER 6:
TELECOMMUNICATIONS IN TEXAS - PAST,

PRESENT, AND FUTURE

T7

As in previous years. this Scope of Competition Report has focused on
competition in wireline voice services. In most of the past reports. local competition
could only be discussed in terms of niche providers. with long distance services being the
main arena of competition. With the implementation of PURA 9S and the FTA finally
uriderway. the 1999 Scope Report could finally document a CLEC presence in the local
telecommunications market. In the last Scope of Competition Report. in 1999. the
evidence could support only what can perhaps be called a "toe-hold" for competition.

Evidence available for this report clearly demonstrates that competitive providers
have a visible market share. with dozens of CLECs entering the more lucrative locaI
wireline voice markets in Texas by the end of 1999. Clearly. the potential exists for
creating competition in local telephony in the urban areas of Texas. if not the state as a
whole.

Though trends of the last several years suggest that Texas is poised for
competition in local voice telephony. events in the year 2000 have created a dramatically
different backdrop for competition in local voice telephony. The recent slump in the
share prices of CLECs and the reorganizations of AT&T. Sprint, and Worldcom
announced in the fall of 2000 suggest that CLECs may be heading for a period of
consolidation

In the next five years. however. even more sweeping changes in technology and
the newly found ability of the former monopolies and CLECs to offer "one stop
shopping" for a wide range of telecommunications services will overshadow the fight for
market share in wireline telephony. Future reports may focus on these trends far more
than on the entry of CLECs into the local wireline service temtories of Verizon. SWBT.
and Valor.

Past: CLECs Flood Into Texas

There exists in Texas a legal and regulatory framework that can facilitate
competition to enter local telephony for customers of SWBT. Verizon. and Valor
Telecommunications (the n..EC in some of Verizon's fanner service temtories). The
Commission opened the door to competition in wireline for SWBT through SWBT's
Section 271 proceeding. arbitrations between SWBT and CLECs. and various
ruIemakings.
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In 1998 and 1999-, in response to these new opportunities for entry into local voice
telephony, CLECs entered the Texas market as rapidly as anywhere else in the United
States. A recent FCC study on competition for local voice service found that Texas ties
New York for being the states with the largest number of operating CLECs. This result
on its ~a~e, supports the notion that the regulatory atmosphere in Texas is friendly fo;
competItIOn.

Such factors as population growth, economic growth, and population density also
appear to be important considerations in the decisions of CLECs to invest in or resell
voice telephony facilities in a given area of Texas. The Large Metropolitan areas and the
Suburban counties, which combined comprise almost 60 percent of Texas' population,
have heavy concentrations of CLECs. Data show that the Dallas and Houston metro
areas have about twenty or more CLECs serving customers, while San Antonio and
Austin have ten or more CLECs serving customers. Many rural areas that allow for
customer choice have a choice of two, three, or more CLECs, in addition to an ll..EC.
Some of these competitors, however, may be aimed at customers with poor credit
histories and are not vying for the average local customer's business.

Data for 1999 show while statewide CLECs are using equally all three means of
entry that the FTA envisioned - construction of new lines, purchase of UNEs, and resale
of telephone service - to gain entry into local telephony, the strategy varies dramatically
by size of the market. CLECs built facilities in Dallas, Houston, San Antonio, and Austin
to compete with ll..ECs, particularly for business customers. Outside the Large Metro
areas, however, CLECs pursued customers by purchasing UNEs and reselling telephone
services.

The market share of local access lines of CLEC in the Suburbs is about 12 percent
and in Large Metropolitan areas about eight percent. The eight percent figure probably
masks a wide range of market penetration rates that includes a lower penetration rate in
El Paso and higher penetration rates in the Dallas and Houston, areas. The larter have
large and growing residential and business populations, a high population density, and
high per capita incomes. Seventy percent of CLECs' customers in the Large Metro areas
and Suburbs are businesses.

CLECs in rural areas are showing little or no market share at this point, but that
fact may reflect in part the legal and regulatory prohibitions to competition as well as
poor economics of doing business in rural areas. (Counties with a population of 20,000
people or fewer have a CLEC penetration rate of less than 2 percent.) Seventy percent of
their customers are residential. The entry of some telephone cooperatives into the market,
particularly those in or near wealthier parts of West Texas, may indicate that some
CLECs might be focusing on rural or small-town areas that allow customer choice.
These CLECs may possess expertise that can make them very competitive without
drawing competition from companies with deep pockets.

Having CLECs enter new markets is only the first stage of offering customer
choice. CLECs must have the power to fight for market share for a sustained period
before Texans harvest the fruits of competition. A key factor in developing competition
in local telephony over time will be the capitalization of those CLECs.
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The good news for the 1998-1999 period was that about a quarter of CLECs had
market capitalizations of at least $1 billion, an order of magnitude comparable to the
capitalizations ,of ~e two largest ILECs, Verizon and SWBT. Areas of Texas served by
these well-capltallzed CLECs were much better positioned to receive the benefits of
competition in local telephony and the benefits of competition for bundled services
("one-stop shopping").

Though almost 100 CLECs responded to the Commission survey. two-thirds of
the CLECs were private firms with capitalizations that were unknown or less than $100
million. These CLECs may have limited prospects that may lead to failures and mergers
for many of them under the best of market conditions.

Affiliates of eight cooperatives have filed as CLECs, located near areas with high
per capita incomes. Given that most of them have small capitalizations of $20 million or
less, it will be a fonnidable task for them to become more than regional or niche players.
Rural areas where ILECs face their primary competition from these CLECs face
uncertain prospects for competition in local telephony in the long term.

Present: ILECs Adapt, CLECs Stru~

ILECs
The ILECs that.must allow the greatest customer choice - SWBT and Verizon

responded to new market opportunities in 1998 and 1999. Indire.ct effects of deregulation
and competition in local exchange service in Texas have led to a sale of ruraI exchanges
in Texas in 1999-2000. Verizon and SWBT have contended with the heavy investment
in facilities by CLECs in the metropolitan areas of Texas. With competition increasing in
some parts of their service territories, these companies had incentives to rethink their
holdings and strategic approach to selling telephony in Texas.

Southwestern Bell

SWBT's competitive position in Texas has strengthened considerably in the past
year. SB 560 granted SWBT pricing flexibility in vertical services, an important means
to lower prices where competition with CLECs exists, and raise prices where competition
is limited. For example, in 2000 SWBT significantly increased the prices for a number of
nonbasic services. often services that are very popular and for which competitive
alternatives are limited.

SB S60 also granted SWBT the ability to competitively bundle its products. An
important additional piece in SWBT's "one-stop" shopping strategy was SWBT's
receiving a favorable recommendation from the Commission on its Section 271
application, leading to FCC approval for SWBT to offer long distance service in Texas in
the second half of 2000. SWBT at present has very limited competition in providing
bundled services in Texas.
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Verizon

During the last two years Verizon implemented an additional strategy to cope
with shareholder or market pressure, including reducing its presence in local voice
markets in Texas as a CLEC. Verizon chose to sell some of its rural exchanges in various
states to earn a better return on its assets in a changing telecommunications industry.
Verizon's sale of a number of rural exchanges to Valor this year was part of this national
trend.

A number of ll-ECs across the country have been seeking changes in the
geographical boundaries of their operations to meet competitive challenges elsewhere.
According to a recent U.S. General Accounting Office (GAO) survey of state public
utility commissions, of the nearly 832,000 access lines that major !LECs have sold from
January 1996 through April 2000, an estimated 68 percent were in rural areas. 106 The
GAO analyzed 27 pending sales, totaling 901.000 access lines, and found that 872,000, or
97 percent, were in rural areas.

Telephone cooperatives and small private telephone companies in rural parts of
Texas might do something similar to the Verizon sale and merge or purchase each other's
service territories. These !LECs could then capture economies of scale and use their
expertise in handling the multitude of services and would possess sufficient capitalization
to invest in lines and equipment to upgrade a system in the targeted service territory. The
quality and range of services, therefore, might improve in parts of rural Texas even
without direct competition from CLECs, competition that is very unlikely until
alternative technologies described in this report become widely available.

CLECs
In the second half of the 1990s, technological breakthroughs and deregulation in

the telecommunications industry created new and highly uncertain investment
opportunities for investors. By the late 19905, investors in the telecommunications
industry faced investments that had a high risk I high reward profIle in an industry that
was once considered the realm for retirees searching for a safe, fixed return on assets.
Venture capitalists, private investors, and commercial banks flooded the
telecommunications industry with investment capital.

As a result, in the late 19905, the telecommunications industry saw a proliferation
of small or poorly capitalized CLECs that were vulnerable to the level of risk investors
(mutual fund managers, investment banks, and commercial banks) would tolerate over
time. Large long-distance carriers such as AT&T and Woridcom made large-scale
investments in new technologies to compete with SWBT for customers that wanted "one
stop" shopping in telecommunications services.

106 United StaleS General Accounting OffICe, TelecommlUlications: IJSue. Related to Local
Teiephone Service, Report to the Ranking Minority Member, Committee on Commerce. Science, and
Transportation, U.S. Senate, GAOIRCED-OO-237 at S (August 2000).
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The rush into the new world of telephony created a classic bubble in
telecommunications stocks. 1OO According to a NASDAQ index of telecommunications
companies, share prices rose 300 percent from January 1998 to early March 2000. By
early 2000 such an increase provided CLECs with large capitalizations, allowing them to
challenge ILECs for market share in local exchange service in Texas.

As with other stock market bubbles, this one burst, forcing the industry to endure
bankruptcies of some leading CLECs and massive restructuring of others. Increased
competition by ILECs in long distance, and the perception by the market that long
distance service using dedicated switched circuits was yesterday's technology, took its
toll on the three dominant long distance carriers. Some analysts believe that traditional
long-distance business is going away and will be replaced by any-distance calls and data
transmissions that also include voice. lOS With the entry or potential entry of ILECs into
long-distance telephony, prices and revenues for long-distance providers have fallen,
contributing to the fall in the market capitalization of large CLECs.

The fall in the market capitalizations of large CLECs that are long distance
carriers has left them in a weaker position to provide competition in local exchanges in
Texas. In October and November 2000, these long-distance carriers announced their
intentions to reduce their emphasis on residential services in Texas as part of massive
restructuring of their business lines.

The sharp fall in share and bond prices in 2000 for CLECs may presage
consolidation in the telecommunications sector. A handful of CLECs that each had
capitalizations of $1 billion or more in 1999 saw their share prices drop over 95 percent
during 2000. Thirty-eight of the CLECs that responded to the data collection instrument
stated that they had not started serving customers in Texas at the end of 1999 and may
not have sufficient revenue to weather the decline in the fInancial support needed to
challenge an ILEC.

By the end of 2000, SWBT's financial position had strengthened relative to the
CLECs. SWBT's entry into the long distance market has weakened the ability of CLECs
to challenge SWBT in local voice service. Without investor confIdence and funding, in
the near term CLECs might pose a weaker challenge to SWBT for local wireline voice
telephony or in the "one-stop" shopping market than they did in 1998 and 1999. The
Commission has noted that in 2000 SWBT raised its prices on a number of vertical
services and was successful in rapidly gaining market share in the long distance market,
even though it was offering interLATA long distance to only customers who had SWBT
as an ILEC.

In the short term, the largest potential impact of CLECs' fmancial troubles will be
to limit their ability to enter a local market by making long-term investments in plant and
equipment Physical investment in new plant and equipment is the most powerful means
to develop competition in local wireline telephony, allowing CLECs to own an increasing

107 For a description of how stock market bubbles have inflated and burst over the past three
centuries, see Charles Kindleberger, Mania.!, Panil:s, and CrasMs, Wiley Investment Clusics, Fourth
Edition, 2000.

101 For a detailed discussion of this point, see J.P. Morgan Securities, Equity Research, relecom
Services, "A Fresh Look at the Industry" (Sept. 8, 2000).
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share of the local exchange infrastructure relative to the ll.ECs while expanding wireline
capacity in a local market overall. .

Future: TechnolocrL§.pawns Competition

While short-term disruptions in the financing of CLECs may slow the advance of
competition in wireline telephony, the long-term prospects for competition in telephony
look promising. Disruptive new technologies, the rise of the Internet Protocol as an
increasing backbone to telecommunications, and deregulation are massively restructuring
the telecommunications industry. A result of all these changes is a massive increase in
telecommunications services and products that will be available to customers, along with

. a decreasing emphasis on wireline voice telephony.

Projections that telecommunications industry analysts at J. P. Morgan Securities
made in September 2000 can provide a sense of the magnitude of these changes that may
occur in the next five years, as shown in Table 27. J.P. Morgan Securities projects that
revenues in telecommunications services nationwide will grow from $246 billion in 1999
to $422 billion in 2005. Wireline voice (local and long distance) revenues are expected
to decline slightly between 1999 through 2005. As a percentage of total revenues,
however, local wireline voice will fall from 33 percent in 1999 to 21 percent in 2005, and
long distance wireline voice will fall from 32 percent in 1999 to 16 percent in 2005. In
contrast, data services' share of total telecommunications revenues will rise from 12
percent in 1999 to 21 percent in 2005, and the Internet's share of total
telecommunications revenues will rise from 4 percent in 1999 to 16 percent in 2005.

Table 27 - Forecast of Revenues in the Telecommunications Industry

1999 2005E
Percent of Percent of

Service S In Billions Totel S In Billions Totel
Locel Voice 87.8 33.0 92.6 20.8
Long Olstenee Voice 84.0 31.6 71.1 16.0
Wireless 40.0 15.1 100.1 22.5
Internet 10.5 4.0 69.7 15.7
Oste Services 31.4 11.8 90.8 20.5
OtherlLEC 11.9 4.5 19.8 4.5
Totel 265.5 100.0 444.1 100.0

Source: J. P. Morg8l1 securltteo. Telecom 5MvIces Industry~. september 8. 2000.

One trend influencing the direction of the industry is the rise of the Internet
Protocol for delivering voice and data to customers. While Voice over Internet Protocol
is not currently a viable alternative for local telephony, the indirect effects of this
revolution are profound on telecommunications providers. Industry giants such as AT&T
and SWBT are reorganizing business lines and altering their emphasis towards data and
Internet services. Many analysts who follow the telecommunications industry believe
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that voice telephony likely will become more of a commodity business, no longer sold as
a separate service.

Another trend that will affect competitive delivery of voice telephony will be the
alternatives to wireline discussed in Chapter 4. Growth in satellite, cable, and wireless
services to customers will change the market structure of local telephone service by
providing several means to deliver local telephone service. The locations where
alternative providers offer these services would affect the level of competition across
different areas of Texas. The number of CLECs on wireline in a rural area may not be as
important as the opportunity for area customers to have several portals. In areas that
currently have numerous CLECs on wireline, the competition will be even fiercer but not
fully captured in the data of regulated telecommunications providers.

Competition Outlook

The Commission has implemented the Texas Legislature's framework for
deregulating local voice service in Texas. As a result, CLECs have entered the Texas
market in the past two years and have provided competition in certain regions of Texas.

The market for business customers in the Large Metro areas of Texas appears to
be competitive. Facilities-based competition has provided increased capacity for CLECs
to compete with ILECs over the long term. Monopoly power exists, however, in
residential and rural markets in Texas. Key CLECs that were expected to challenge
SWBT are now limiting their push into residential voice markets in Texas.

The Commission recognizes that differences in personal income and population
density among various regions of Texas also affect where CLECs decide to compete for
residential customers. At the same time, however, cross-subsidies that have traditionally
kept residential rates artificially low have contributed to the lack of competition for
residential customers.

The Commission believes that long term re-regulation of residential and rural
markets should not be necessary, as new technologies could dislodge the monopolistic
position of ILECs in certain areas of Texas in coming years.


