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terminate calls on the BOCs’ Joca! networks. Prior to the break-up, the Bell System local
compantes provided their long distance affiliate with a far supenor quality of access to their
local networks and customers than was being offered to the nonaffihated “Other Common
Cammers” (“OCCs™ * For example, calls placed by BOC customers were 1n all cases
automatically routed to therr long distance affiliate whenever the customer dialed a call on a
“1+” basis. OCC customers were forced to dial lengthy “access codes” and manually enter
their billing account information  Additionally, the interconnection arrangements being
provided by the BOCs to their long distance affihate were far superor 1n a number of other
qualitative respects, for example, BOC local and long distance billing was handled on an
entirely mntegrated basis, and the BOC billing system was provided with “answer supervision”
by the termiating carnter indicating when the called party answered the call as well as when
the called party terminaled the conversatnon by hanging up the phone. The BOC-affihated
long distance carrier was thus able to provide accurate long distance billing to its customers,
whereas OCCs, whose nterconnection arrangements with the BOCs typically did not include
“answer supervisian,” would often bill for calis that were not answered or fail to bill for short

calls that were

33. The MFJ and subsequent impiementing regulations focused heavily upon the so-
called “equal access™ requirement, a sct of interconnection arrangements that was designed to
end dispanty mm BOC/OCC traffic exchanges Although the bulk of the “equal access™ 1ssues

were resolved by the end of the 1980s, several sources of disparate treatment persisted until

53. The term “Other Common Carriers™ (“OCCs™) was used to refer to mterexchange
carriers other than AT&T

-
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as late as 1999 *" In establishing specific rules for implementation of the Section 272(b)(1)
“operale mndependently” requirement, the Commussion has focused particularly upon the
“equal access” concerns, directing that all operating equipment and facihities be separately
owned, and that installation and mantenance services be provided separately to the BOC and
its affillate The FCC has apphed sectuion 272(b)(1) specifically to forestall BOC affilate

advantages such as those formerly enjoyed by the integrated AT&T tn terms of access:

We conclude that a BOC may not discriminate m favor of 1ts section 272
affiliate by, 1) providing exchange access services to competing intetLATA
service providers at a higher rate than the rate offered to 1ts section 272 affiliate;
2) providing a lower quality service to competing interLATA service providers
than the service 1t provides to 1ts section 272 affihate at a given price; 3) giving
preference to 1ts affiliate’s equipment In the procurement process; or 4) fatling to
provide advance information about network changes to 11s competitors.™

As [ shall discuss m more detail below (at para 58), it now appears that at least one BOC —
BellSouth — has recently attempted to flaunt this nondiscnminanon requrement as well,
offering more favorable rates for switched access to 1ts long distance affiliate than are

available to other IXCs

34 Prnor to “equal access,” BOCs had the ability to — and did — preemptively direct
their local service customers’ busmness to their long distance affihate each tume the local
ctstomer dialed an mterl ATA or mtral. ATA toll call and by so doing prevented competing

carriers from providing service to — “addressing” -— the BOCs’ customers. This enormous

54  Although the BOCs were required by the MF) and the FCC 1o route iterLATA calls to
the nterexchange carnier selected by the customer as the “Presubscribed Interexchange
Carrier”) (*PIC™), BOCs were permitted to route 1+ mmtraLATA calls 10 their own networks
until as recently as 1999 — three years following enactment of the 1996 federal legislation.
47 US.C § 271(eX2)(B)

55 Non-Accounting Safeguards Order, at 21914
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competitive advantage was partially resolved via a two-pronged policy framework that
coupled a structural remedy with active regulatory imtiative and mvoivement Specifically,
by structurally separating (in fact, divesting) the BOCs from their long distance affiliate, the
BOCs’ mcentive 10 discriminate was effectively eliminated, since such discnminanon would
no longer afford the BOCs with any financial or market advantage Then, by imposing an
affirmative “equal access” requirement, the BOCs were forced 10 interconnect with ali long
distance carriers - - including their former affilhate — on the same or equivalent qualitative

and financial terms

35 It 1s noteworthy that both the structural and regulatory mitiatives launched by the
MFJ were confined strictly to the mterLATA market; BOCs were not required to separate their
local and mmralLATA toll services, nor were they required to provide the same level of “equal

% As a consequence, the BOCs

access” 1o competing nonaffiliated miraLATA toll carmmiers.
did not confront the same ““indifference” with respect to their end-user customers’ choice of
wtral. ATA carrier as they did with respect to interLATA services. and continued to
preemptively route customer’s intraLATA calls to the BOCs own intraLATA service.
Without a corresponding intraLATA “equal access” requirement, the BOCs not surprisingly

continued to overwhelmingly dominate the mtraLATA long distance market, and were able to

maintain that largely unchalienged position until the “equal access” requirement was

56 The industry model envisioned at that time by framers of the MFJ allocated
mterLATA services to 1XCs, while placing local and intralLATA toll and access services with
the divested BOCs  Since IXCs were not expected to compete for intraLATA toll services,
the lack of an “equal access” requirement with respect to this segment did not receive very
much attention. The 1996 Act replaced the MFJ model with one in which competition would
be pernutied and accommodated at all levels, which required that the “equal access” and
associated nondiscnmmation concepts become applicable for all local and intraLATA services
as well as for the interLATA segment that had been addressed 1n the MFJ
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ulumately extended to this segment, which did not occur until about 1999.” Until that date,
the BOCs were able to — and did — leverage their local service monopoly to dinumsh

competition m, and maintain therr domunance of, the adjacent intraLATA toll market.

36 BOC entry into the m-region inrerl.ATA4 long distance market creates precisely the
same potential for anticompetttive conduct and market advantage as prevailed i the
intraLATA market during the period between the 1984 Bell System break-up and the 1999
completion of intraLATA equal access While the matter of call-by-call preemption (the 1+
diabing advantage) has been exphicitly addressed through first the interLATA and then the
mtraLATA “equal access” requirement, the BOCs stiil mantain and benefit competitively
from yet another — and fully comparable - - form of preemptive access to their legacy local

service customers — the “mmbound marketing channel ™

37. There 15 & clear and unmistakable analogy between the predivestiture/pre-equal
access “l+ dialmg” advantage and the post-271 “inbound marketing channel” advantage that
the BOCs presently emjoy Most customers do not have a real choice as to therr local carrier,
and customers overwhelmingly call the tncumbent LEC first.”* Most of these callers are

hkely not contacting the BOC for the purpose of ordering — or even inquiring about — the

57 47 USC. § 271(e)2)B) provides that “a state may not require a Bell operating
company to implement intralL ATA toll dialing parity n that State before a Bell operating
company has been granted authority under this to provide interLATA services onginating n
that State or before 3 years after the date of enactment of the Telecommunications Act of
1996, whichever 1s earher ™

58 Indeed, a Mover's Guide distributed by the United States Postal Service to residential
customers when they file a Change of Address notice advises them to “call your local phone
company a month before you move™ and then proceeds to hist specifically the operating areas
and phone numbers for BellSouth, Qwest and Vertzon See Attachment 4 to this Declaration.
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BOC’s long distance services where available Most are calling to order new or additional
focal service, to change their existing service. report a service problem, inquire about a hiiling
1ssue, order optional features, to move their service to a new location, or to obtain infor-
mation about new local services that might become available, such as ADSL  Each of these
inbound contacts provides the BOC with an opporrunity to sell long distance service, And
although mnated by the customer for a different purpose, each of these in-bound calls 1s,
the end, imtiated by the caller with the intention of dealing in some manner with telephone
service 1ssues  As long as the BOCs maintain thetr position of overwhelming market
dominance wn the local market — which they do — customers will have a strong propensity
to contact “the phone company™ — the BOC or other incumbent LEC — for local phone
service, and this propensity 15 particularly evident in the residential and small business

segments

38 Once the BOCs have been contacted by the customer regarding local service, they
are permutted to preemptively suggesl to the consumer that the BOC affiliate handle all of the
customer’s mterLATA calls A customer’s selection of a carrier other than the BOC affiliate
requites that the customer take additional, affirmative steps to make such a choice, and most
likely, choose to imbate another phone call 1o the selected intetLATA carmer in order to
choose the appropnate discount calling plan Just as 1n the mtraLATA market, placing these
additional burdens upon consumers who might otherwise elect to do business with a non-BOC
long distance carner will discourage customer choice and thereby place competing IXCs at a
sigmificant disadvantage vis-a-vis the BOC affillate The extent of this disadvantage can be
llustrated by the fact that, 10 the states i which the BOCs have obtammed in-region entry
authorrty. BOC affihates have amassed long distance market share at an unprecedented rate.

The Califorma PUC ALJ, speaking to this very point, observed that:
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We find that Pacific’s proposed joint marketing plans, detailed above 1n relation
to § 709 2(c)(3), also pose a substantial possibility of harm to the intrastate long
distance telephone market The significant advantage afforded Pacific’s long
distance affiliate by Pacific’s ability to market tts affiliate’s service to several
milhon incoming customer service calls per year from its existing local service
customers will unguestionably affect the other interexchange carriers No other
interLATA competitor 1n California has any similar massive opportunity to
address incoming calfs from potential interLATA customers. PBLD’s potentially
swifl dominance of the mtrastate mterexchange telephone market could detr1-
mentally tmpact competition 1n that sector *

39  Actual BOC market penetration results as reported by BOCs 1n states where n-
region interLATA entry has been authorized demonstrate the dramatic and unprecedented
success that the BOCs have achieved m capturing market share  After approximately twelve
months following its receipt of Section 271 authonty m New York, Venzon Long Distance
reported a New York residential market share of 20%.* In addition, Verizon's New York
long distance market penetration continued to grow at an mmpressive rate beyond the first
year Afier 21 months of providing long distance service in New York, Venzon reported a
New York long distance market share of 31 7%, and at the end of 2001, after two full years

of 271 authonty, Venzon teporied a market share of 34.2%

40 Verrzon's experience in New York 1s not anomalous. Nine months after receiving

271 authonity m Massachusetts, Verizon reported a long distance market share of more than

59  Califorma PUC Draft 271 Decision, at 247

60 Sec Verizon Press Release, “Verizon Communications Post Strong Results for Fourth
Quarter and 2000,” February 1, 2001

61 Verizon Press Release, “Verizon Communications Reports Solid 3Q Eamings and
Provides Outlook For Remander of 2001,” October 30, 2001, Venzon Press Release,

“Verizon Communications Reports Solid Results For Fourth Quarter, Provides Qutlook for
2002,” January 31{. 2002
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20%, and indicated that sales results for Pennsylvana, where Venzon began marketing long
distance services 1n late October 2001, were in hine with early success rates in other Venzon
states.” In Texas, where SBC received intetLATA authonty 1 June of 2000, SBC reported
that afier less than mine months 1its long distance affiliate, SBCS, had acquired 2.1-milhion of
SWBT’s 10-mullion local customers, representing a 21% share of the tong distance market in
the state ' SBC subsequently stopped releasing tong distance market share figures on a

state-by-state basis, making further state-level analyses no longer possible.

41 The economic value of this preempuon advantage enjoyed by BOC affihiates
acquinng wterLATA customers 1s graphically illustrated when one considers the speed and
ability of OCCs 10 gam interLATA market share without similar preemptive advantages The
transition 1o 1nterLATA equal access began m 1985 and was substantiaily complete by the
end of 1988 The 1985 beginning of the transition 10 equal access can be thought of as the
date at which the ebimnatnon of economic barriers to interLATA long distance entry began
That event 1s then analogous to the BOCs™ imtial satisfaction of the 14-point checklist which,
presumably, eliminated the economuic barriers to entry mto the local market. But the
consequences of these otherwise comparable policy inthatives have been dramatically
different: By the end of the fifth year (s ¢, by the end of 1990) following the commencement
of interLATA equal access, all of the non-AT&T 1XCs combined had collectively acquired
22 92% of presubscribed lines nationwide,” even with the aid of such “jump-start™ market

development measures as “equal access balloung” and automatic assignment of nonresponding

62 1d
63 SBC Investor Briefing, Apnil 23, 2001, a1 7

64. Federal Commumcations Commussion, Wireline Competitton Bureau, Industry AHEIIYS]S

Dwision, Long Distance Marker Shares, Fourth Quarter 1998, March, 1999, (*“Long Distance
Market Share Reporr”), Table 2 1
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subscribers to a non-AT&T camer Of course, what the OCCs did not have, but which the
BOCs do, 1s the massive legacy customer base to exploit It 1s thus not surprising that 1n just
two years following 1ts entry into the New York mterLATA market, Vernizon was able to
capture 34 2% of 1its New York in-franchise local service customers, a level of market share
that no single OCC has ever reached”™ and that took all of the OCCs combined some 10

years (following the 1985 commencement of equal access) to accomplish.®

42. Compounding the fornmdable competitive advantage that 1s available uniquely to
BOCs through their exploitation of the “inbound marketing channel” is the fact that the
“price” that the BOC long distance affiliate “pays” to the BOC for such joint marketing
“services” 18 woefully short of fair market value and thus constitutes a de facto cross-subsidy
flowing from the BOC’s regulated [LEC services to the BOC’s competitive long distance
services As the Califorma PUC AL! noted, mamtenance of separate affiliate requirements 1s

critical 1o the CPUC’s abilny to detect and ultimately remedy such practices.

Pac-West/WA’s costing discussion and comparison regarding the proposed joint
marketing plan clearly demonstrates cross-subsidization, and we find 1t very
troubling  We trust that Pacific will very carefully re-examine the cost elements
of 1ts proposed joint marketing plan to ensure full comphance with our rules
Moreover, we reaffirm the auditing requirements that we designed

D 99-02-013 for Pacific and PBLD’s joint marketing arrangements  Our
confidence 1 non-structural safeguards has waned sigmficantly over the lasi few
years Thus, 1f our required audits uncover cost allocation improprieties 1 the
final joint marketing agreements, we will not hesitate to take the strongest
action

65  According 1o the most recent (2001) FCC IXC market share report, the largest non-
AT&T 1XC, MCI Worldcom, had a year-end 1999 residential market share of 16%, well
betow Venzon's two-year New York share of 34 2% FCC Industry Analysis and Technology
Division, Stanistics of the Long Distance Telephone Industry, January 2001 (Data as of 1999),
Table 24

60 Long Dustance Market Share Report, at Table 2.2.
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The record before us simply does not support the finding that there 1s no
mmproper cross-subsidization anywhere within Pacific’s proposal to provide long
distance telephone service within Californra. Rather, the record includes
documents that purport to show compliant costing allocations as well as
documents that purport to show inappropriate allocations and underlying
methodology As of this date, the mandated audits have not yet been performed.
However, we do find that our requirements for separate accounting records and
for the examination of the cost allocation methodology for the provision of
intrastate interexchange telecommunications service, pursuant to our atfilate
transaction and cost altlocation rules and O.P. 8 and 18 of D 99-02-013, will be
integral in preventing, identifying and eliminating improper cross-
subsidization.*’

43 In view of the strong parallels between OCC entry in the 1980s and BOC entry
today, 1 believe that the reswits of the earlier policy paradigm offer a useful and reasonable
standard against which the current policy imtiauves relative to BOC entry can be evaluated.
That 1s, but for the BOCs’ ability to exploit their inbound marketing channel, there s no a
prior: Teason to expect thetr rate of market share growth to differ matenally from that of the
OCCs 1 the immnal years following “equal access ™ Conversely, evidence of substantraily
greater BOC long distance market share growth serves to confirm the enormous value that
Verizon and other BOCs obtamn solely by virtue of their starus as dominant local exchange

carmers.

44 The extraordinary marketing advantage uniquely available to BOCs stemming from
their use of the “inbound channel” has not been overlooked by Wall Street As a February 8,

2001 Credit Suisse First Boston (“CSEFB”) report commented

67  Califorma PUC Draft 271 Decision, at 242; footnotes omitied
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We’ve been watching this industry for almost 20 years and we have never seen

consumer share gained at the rate of VZ 1n NY and SBC in TX (the former 20%
share 1in 12 mos and the later 18% share i 6 months) ®

When a BOC obtains Section 271 authority, 1t gets not stmply the right to enter yet another
1isolated line of business, but the right to tntegrate local and long distance service nto a single
package, to make the two services essentially indistinguishable from the consumer’s
perspective, and to leverage 1ts dommance of the local market to simitarly come 10 dominate

the long distance market as well.

45 It 15 abundantly apparent that the entire foundation of the BOCs’ long distance entry
strategy rests upon their ability to exploit the mbound marketing channel and their legacy
relationships with existing BOC local service customers De facto, and ultimately de jure,
integration of the BOC local and long distance services regardless of the requirements of
Section 272 1s a criical element of this strategy Lest there be any doubt about this, the
Commussion should recall that BOCs have been permutted into the out-of-region long distance
market since the enactment of the 1996 Acf (1.e., February §, 1996). At that tme, 5OCs were

% However,

permiutted 1o provide inter LATA long distance service n all out-of-region states
none of the RBOCs availed themselves of this opportunity except with respect to certain out-
of-region services, such as Calling Card services, that could be marketed to thewr in-region
local service customers Moreover, rather than compete out-of-region, both SBC and Bell

Atlantic chose nstead to acquire via merger out-of-region BOCs, expressly foregoing their

68. “VZ Analyst Mtg Provides Comprehensive ‘01 Qutlook,” Credit Suisse First Boston,
09 47am EST, 8-Feb-01 (“Credu Suisse First Boston Report”)

69 Section 271(b)(2) provides that “A Bell operating company, or any affiliate of that

Bell operating company, may provide interLATA services oniginating outside 1ts In-region
States after the date of enactment of the Telecommumcations Act of 1996 . .»
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opportumty for immediate long distance entry mn those states but without the opportunity to
leverage the TLEC subscriber base, for eventual long distance entry following Section 271

approval when they could pursue the fully integrated joint marketing strategy

46 That SBC’s marketing plans with respect to its long distance service are intimately
linked to 1its legacy local service customer base 1s further confirmed by the fact that SBC's
policy 1n 1ts Section 271 states — Texas, Oklahoma, Kansas, Arkansas and Missour1 — 1s to
limit the avarlability of SBC long distance service to SBC local service customers only,™
1€, to not even offer or provide long distance service to customers of other ILECs or of
CLECs  Thus, not only has SBC maintained its policy of not purswing any out-of-region long
distance entry, 1t does not even offer long distance service either to CLEC customers or to
Independent ILEC customers within the states in which SBC has recerved Section 271
authority  Such revealed conduct compels the inescapable conclusion that the opportunity to
engage 1n these practices appears to be the sole drniver of SBC’s interest 1n the long distance
business Credit Suisse First Boston makes the point profoundly clear in 1ts comparison of
(pre-merger) GTE’s approach to selling iong distance services through a separate CLEC
affihate vs Vertzon’s and SBC’s ability to offer long distance services directly to their ILEC

customers

In stark contrast to Verizon’s huge and quick 20% consumer LD share gains m
NY State, LD subseribership was flat in the GTE franchise areas in 00 despite
GTE’s benefitting from similar pre-established branding and billing relationships.
The difference 15 that GTE has not leveraged the inbound channel and also had
been runming 1ts LD effort through its “CLEC”, i effect forcimg customers to
switch to the GTE CLEC both their local service from GTE’s ILEC and their
LD service from another LD customer Not very successful if you ask us and

70 Sec Attachment 5 to this Declaratton. Ths s a print-out of the response I recerved
from the SBC website when 1 attempted to order SBC long distance service using a
hypothetical telephone number tn a Texas exchange not served by SWBT.

E:!f’if’_ ECONOMICS AND
EL/§ TECHNOLOGY, INC



N —

e N o o e = L T 9

12
13
| 4
15
16

20

Declaration of Lee L Selwyn
FCC WC Docket No 02-112
August 5, 2002

Page 48 of 68

certainly worthy of change given the empirical evidence that VZ's and SBC’s
use of the inbound channel and separate LD sub (but not bundled with local)
have been extraordinanly successful ™'

47 As the Credit Suisse First Boston report observes, this preemptive use of the
“inbound channel” by both Venzon and SBC to “sell” their long distance service to new local
service customers has been the principal explanation for their extraordinary success In
acquirng customers 1n the first year in which they have been permmtted into the long distance
business Indeed, SBC was sufficiently satistied with its early market performance m Texas
that after only seven months the company creased its 1nterstate long distance rates by over

10%,  As reported n the Fr Worth Star-Telegram, February 2, 2001

Southwestern Bell announced 1t was raising the interstate rate on its flagship plan
from 9 cents a minute to 10 cents a minute for new customers seven months after
entering the long-distance market 1n Texas Current subscribers will see no change
in thetr domestic U § calling charges, said Shawn Ramsey, a San Antonio-based
spokeswoman for Southwestern Beil, a umt of SBC Communications.

Ramsey defended the increase, which doesn’t require approval by the state’s Pubiic
Uuhty Board, by saying the plan is superior to many offered by the major long-
distance services “We beat the pants off of them,” she said “We’ve got great rates
any way you shee or dice 117 Asked f the higher rate reflects a need to boost
profits, she sad “We’vc been mn the market about eight months now We’ve leammed
a lot and made a number of changes that reflect what we’ve seen And we’ve
changed our plan accordmgly »”

48 Indeed, at least with respect to these types of sales at the time of the imtial local
service contact, the BOC need spend little 1f any resources actually advertising or otherwise

marketing us long distance services The mbound caller has already made the contact with

71 Credit Suisse First Boston Report

72 "SW Bell rases interstale rate, current subscribers unaffected, PUC approval not
needed.” F1 Worth Star-Telegram, February 2, 2001
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“the phone company” for basic telephone service and, unless that customer 1s a student of
telecommunications industnal orgamzation and regulation, he or she is as hkely as not 1o

accept the BOC’s “recommendation™ as the only and obvious choice

A recent BOC-commissioned “study” claims that consumers will benefit from lower
BOC long distance prices because BOCs with 271 authority are “profit-maximizing”
across their access and retail toll services combined; if so, then the BOCs would be in
violation both of access charge imputation rules as well as Section 272 separate affiliate
requirements.

49 A recently released empincal study of Venizon and SBC pricing following therr
receipt of 271 authority m New York and Texas, respectively, suggests that 1in both instances
the BOC 1LEC entity and the Section 272 structurally separated long distance affiliate are not
maintaining the “arm’s length” relanonship that 1s required by Section 272(b)5} and, more
generally, are operating vis-a-vis one another as If the Section 272{a) and (b) struciural
separation requirements did nof exist The study, “Does Bell Company Entry mto Long-
Distance Telecommunications Benefit Consumers?” by Jerry A Hausman, Gregory K.
Leonard, and J Gregory Sidak.'("HLS") claims to have found “a siatistically sigmificant
decrease of 8 to 12 percent in the average bill in states where BOC entry occurred as

174

compared to the states without BOC entry I have examined the so-called empincal basis

for the authors’ vanous contentions and have wdentified a number of serious, indeed, fatal

73 Jerry A. Hausman, Gregory K Leonard and J Gregory Sidak, “The Consumer-Welfare
Benefits from Bell Company Entry into Long-Distance Telecommunications Empirical
Ewvidence from New York and Texas” (“Hausman/Leonard/Sidak™ or “HLS™), unpublished
study, dated May 2002

74 id,at?2
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deficiencies in their analysis.”” Nevertheless, the study, which was commissioned by Qwest
m support of 1ts Section 271 apphications,” advances a theoretical basis for the empirical
results they claim to have obtained If the authors’ empirical findings and clanns are
accurate, however, the theoretical “double marginalization™ explanation that they offer for this
outcome would indicate that both Venizon in New York and SBC 1n Texas are 1n violation of

the separate affiliate requirement

50 Hausman et al/ explain “double margmalization” as follows:

Double marginahization occurs when two companies have a vertical suppher-
customer relationshtp The upstream company sets 1ts margin to maximize its
profits individually, while the downstream company does the same. If the
upstream company begins to offer the downstream product also, 1t generally witl
set the final price of the downstream product to maximize 1ts profits jointly

The company offering the combined product will often find that 1t can increase
its profits by lowering the price of the final product below the combined price
that would obtain 1n the previous simation

Suppose that a BOC's mncremental margin on the provision of network access 1s
$0.02 per minute. while the 1XC's incremental margin on residential long-
distance service 15 $0 04 per minute  The BOC will find 1t to be profit
maximizing to lower the total margin from $0.06 per minute because 1t eams
both margins, rather than only a single margin ($0 02 for access + 30 04 for
long-distance = $0 06 total margin). The BOC would also be using two sets of

75 Selwyn, Lee L, “BOC Long Distance Entry Does Not Benefit Consumers,” presented
at the Department of Justice Telecom Workshop, “The Drivers and Significance of Compe-
ntion i Local Telecommunications Empivical Evidence,”” Washington, DC, July 23, 2002.
Available at www.econtech comv/library/doy 072302 pdf

76  Although the authors do not cite the source of thewr funding in the
paper, evidence adduced n the current Section 271 proceeding 1n Minnesota has 1dentified
Qwest as that source. In the Matier of a Commussion Investigation mto Qwest's Compliance
with Section 271(d)(3)(C) of the Telecommunications Act of 1996 that the Requested
Authorization s Consisient with the Public Interest Convenience and NECESSIW, Before the

Minnesota Public Unlity Commussion, PUC Docket No P-421/CI-01-1373, Qwest response to
DOC Information Request 18059
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facilities, local access and long-dstance facilities, to earn this higher margin
When the BOC decreases the price shghily, 1t sells more access and more long-
distance services and eams approximately $0.06 per minute In contrast, if an
IXC decreases the price, 1t only receives the additional margin from increased
sales of long-distance service of $0 04 per minute. Thus, the BOC has a greater
incentive to charge lower long-dhstance prices than does an IXC. Furthermore,
when the BOC lowers the long-distance price, the IXCs will lower their prices,
which will increase the number of long-distance minutes demanded and conse-
quently the number of access minutes demanded from the BOCs.

o OO0 -1 S L b DD —

_— —
—

51 The adoption by Verizon and SBC of a “double margmalization” pricing strategy, as

[

Hausman er al beheve has occurred, belies the repeated claims by the RBOCs that they no

13 longer have market power 1n the local exchange and access services markets HLS observe

14 that

L5

16 Although the original example of double marginalization was 1n the case of

17 monopoly, 1t 1s [sic] applies as well to imperfect competition, which character-
18 1zes telecommunications markets because of the large fixed and common costs.
19 The Areeda-Hovenkamp antitrust treatise, for example, observes that “{t]he

20 double marginalization model appears to make robust predictions that vertical
21 integration results in imcreased output and lower prices any time the affected
22 markels are something less than perfectly competitive.” Under current

23 regulatory policies, access and long-distance services are both sold at prices
24 exceeding marginal (incremental) cost, so as to cover the large fixed costs of
25 local and long-distance networks Although access reform since the Telecom-
26 mumications Act of 1996 has decreased the BOCs' access margin, 1t has not
27 eliminated the entire margin. Thus, double marginalization still leads to the
28 prediction that BOC entry mto the m-region interLATA market will lead to

29 lower long-distance prices Our econometric findings support this economic
30 analysis, which has not been taken into account by the D3] and FCC n their
3t section 271 tmplementation analyses ”’

33 if the authors’ empincal findings and claims as to “double marginahzation” are accurate, this

34 condition would mdicate that both Verizon in New York and SBC m Texas are in violation of

35 77 HLS, at 18, footnotes omitted
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both the Section 272(e)(3) imputation and the Section 272(a) and (b) separate affihate

requirements

52 Moreover, such “double margmnalization” will oecur as between the BOC and 1ts 272
affiliate only when the two entities seek to maxinuze thew joint profit — 1.e , when they
explicitly do not deal with each other at arm’s length as expressly required by Section
272(b)(5), and mstead pursue a strategy that converts the “wall” that the Acs sought to create
between the BOC and long distance entities mto a transparent and porous membrane whose
purpose 1s entirely limited to serving as the perfunctory demarcation point for the required
comphance postings and filings The intent of the statute is to assure that the BOC’s long
distance affiliate gains no competitive advantage vis-a-vis nonaffiliated IXCs, which imphes
that 1t should view all payments to the BOC for both tanffed (e.g., access) and non-tanffed
services as “costs” and make all pricing and output decisions without regard to the fact that

such “payments” to the BOC will create offsetting profits in the BOC entity itself

533 Consider, for example, the matter of the billing and collection services that are
furmshed by the BOC to the 272 affihate  Where the 272 affihate’s customer 1s also a BOC
local service customer (as 1 have noted, SBC’s 272 long distance affiliate, SBCS, in fact, will
onfy provide service to customers of the local SBC operating company’®), the incremental
cost to the consohidated enterpnise of including a customer’s long distance billing on the local
service bill — which will need to be prepared and mailed, and the payment received and

processed, whether or not the customer subscribes to the affilate’s long distance service — 1s

78 The SBC webstte idicates that “SBC Long Distance provides long distance where
arrangements exist with local providers n the SBC Southwestern Bell Telephone Company

service area  Quernies to the cite indicate that this service 1s not available to CLEC customers.
hup /www SWBell.com/Products_Services/Residentsial/ProdInfo 1/1,1973.187--6-3-15.00 html
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extremely small No addonal cnvelope or postage will be required,” and the costs of

receiving and processing a payment will be entirely unaffected whether or not the payment

includes the long distance charges

54 According to the Section 272(b)(5) disclosure informaton provided on Verizon’s
website, Venzon New York’s charge to 1its Venizon Long Distance (“VLD”) affiliate for
billing and collection services 1s $1.15 per account (plus postage, which varied based on
weight) * Since the mncremental cost to VNY for these services 1s at or near zero,
espectally considermg that postage 1s simular 1f not exactly the same were Verizon to bill only
for local service, virtually all of the $t 15 “cost” to VLD represents “profit” to VNY, from
the standpoint of the consolidated enterprise, then, any such “payments” by one enuity to
another are essentially a “wash” and can be i1gnored 1f Venizon 1s following a “maximizing
joint profits” double marginalization strategy. By contrast, other long distance providers not
affiliated with Venzon will incur real out-of-pocker costs for the bilhing and collection
functions, whether purchased from Verizon at the same terms as are nominally being
“offered” to VLD, or are accomplished via stand-alone billing and collection activities

undertaken by the [XC.

55 The “double margimahzation™ theory also raises serious concems as to BOC
comphance with cost imputation requirements and the opportunities and mcentives available
10 them to 1mpose price squeezes on therr nvals If VNY/VLD and SWBT/SBCS pricing

conduct ts driven by the goal of maximizing jont profit, 1t 1s then necessary for the

79 In most cases, only one or two addiional pages of billing will need to be produced,
and can be ncluded n the same envelope with no additional postage.

80 htp-//www verizonld com/pdfs/VLDTransactionDetail WebPage | pdf
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downstream entity (VLD or SBCS) to essentially 1gnore any “payments” 1t makes to the
upstream entty (VNY or SWBT) n setting 1ts retail prices, and i fact to base those prices
solely upon the underlying joint costs of both entities’ services. Retum to the HLS example
where they posited that the access charge produces a $0.02 profit for the BOC entity and the
retall long distance service produces a $0.04 “profit” relative to the downstream long distance
affiliate entity’s payment of access charges and mcurrence of other costs. Now suppose that
the two entines determine that the profit-maximizing pnce of the long distance service should
be reduced by $0 02, bringimg the per-mimute joint profit to $0.04 Nonaffiliated IXCs would
be forced to reduce therr prices by a like amount in order to remain competitive, slashing
their profit margins by 50% (1 ¢., from $0 04 to $0.02) They would still be forced to pay the
full price of access to the BOC entity, which would continue to eam the full $0 02 access
profit on all such purchases Combiming this with other “double marginalization” pncing and
transactional incentives, such as billing and collection services and joint marketing, any
semblance of “imputation”™ or “parity” n the pricing of services to nonaffiliated 1XCs would

be eradicated

56. AT&T has alleged that SWB n Texas 1s 1gnoring access charges in exactly the
manner described by HLS Based n part on information provided as part of the requirement
of Section 272(b)(5) that all affihate transaction between the BOC and 1ts Section 272
affiltate must be made at arm’s length, reduced to writing, and made available for public
mnspection, AT&T filed a complaint with the Publhic Utihty Commission of Texas on July 30,
2001 claimung that SBC and SBCS were engaging n exactly the type of double
marginalization that HLS describe  As AT&T explamns:

When SWBT and SWB-LD sell intrastate switched long distance service ata

rate of 6 cents per minute, the net revenue to SWB-LD, after paying SWBT's
charges for switched access services, 1s approximately 0.33 cents per minute.
However, based on public mformation in contracts between SWBT and SWB-LD

-
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filed on the SBC website, AT&T estimates that SWB-LD has a mumimum of
addinonal billing and marketing expenses of at least 3 4 cents per minute solely
attributable to expenses incurred from affiliate transactions. In addition, SWBT
and SWB-LD witness have filed swomn testimony at the FCC that indicates
SWB-LD 1ncurs an additional expense of 1-2 cents per minute for underlying
camer expenses These expenses of at least 10-11 cents per minute cannot be
fully recovered under SWB-LD’s existing pricing structure. Moreover, 1t should
be recogmzed that for certain rate plans, SWBT and SWB-LD exphicitly
recognize, and tout, that a customer’s cost of SWBT and SWB-LD intrastate
long distance telephone service can be less than a penny a minute-- significantly
below the cost of switched access service alone. Based on the foregoing, AT&T
respectfully submits that at least several of SWBT’s and SWB-LD’s current rates
for ntrastate long distance service, not to mention interstate long distance
service, are below cost and predatory

The facts offered by AT&T indicate that SWBT and SWB-LD have been violating the
imputatton requirements of Section 272(e}3) Although Section 272(e)(3) 1s not covered by
the sunset provision being considered by the Commission at the present, the information
enabling AT&T to determine the existence of predatory pricing would no longer be available

were this Comnussion to allow Section 272(a) and (b) to sunset

57. If VLD was truly maintaiming an arm’s length, separate affiliate relationship with
Venzon New York, it would be forced, when setting 1ts own retail prices, to give effect to
these account-specific payments to VNY as representing out-of-pocket costs. VNY would
not, for example, be able to offer no-monthiy-fee discount rate plans 1f 1t were subject to
fixed per-account expenses. In fact, of course, VLD ntroduced precisely this type of pricing
as soon as it was permitted to begin offenng interLATA services in New York and has
maintained this same pricing policy both tn New York and in other Verizon 271 junsdictions
ever since VLD and VNY are jointly behaving precisely as Hausman et @/ ’s “double
marginalization” theory would suggest Hence, 1t 1s not the “increased competition” resulting
from VLD’s long distance entry that brings prices down, 1t is the fact that the long distance

and ILEC entities are acting # concert and not at arm’s length, that they are working together

-
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to maximize joint profit rather than their respective dividual profits, that “explains” the
cmpirical results that Hausman ef af clamm to have identfied And it 1s precisely that type of

mn concert conduct that 1s expressly prohibited

58 A graphic demonstration of the BOCs” potential ability to favor their own long
distance business unit can be found n a “contract taniff” for switched access services that
BellSouth recently introduced *" The discrimination 1s accomplished by tying a succession
of “discounts” to “growth” in aggregate switched access usage over the five-year term of the
contract tariff As a new entrant into the in-region long distance market, the BOC affiliate
starts out with rmimmal switched access demand, and thus will have little difficulty achieving
a relatively high rate of growth By contrast, the existing IXCs, some of which may be
purchasing considerably more switched access service than the BOC affihate will at the
outset, are not likely to experience comparable rafes of growth; indeed, to the extent that the
BOC affiliate 15 successful in 1aking customers away from the 1XCs, those IXCs may actually
be experiencing negative growth. In any event, if the [XC 1s already purchasmg quantities of
switched access services that exceed the upper bound of the discount range — 4,401,406,922
minutes 1n the case of BellSouth’s tanft — the putatively "available” discount price would as
a practical matter not be available to carriers other than the BOC affihate.” The effect of
this growth-dniven pricing device s ultimately to afford the BOC long distance affihate lower

rates than would be available 1o other 1XCs with which 1t competes Of course, if the

81 BellSouth Telecommunications, Inc, FCC No 1, 520" Revised Page 1, 8" Revised
Page 9 (0 9, Effective May 18, 2002.

82 I have no spectfic knowledge that BellSouth Long Distance, the BellSouth Section 272
affihate, 15 actually purchasing switched access services out of this contract tariff. However,

the fact that this type of tanff has been introduced serves to demonstrate the opportumity that
a BOC would have 1o favor its affihiate in the guise of 4 generally available tariff offering
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separate affihate requirement 1s allowed to sunset, the BOC’s long distance business umt
(which may then be formally integrated into the BOC ILEC enuty) will no longer be required
to "buy" tanffed switched access services at all, and will instead be allowed simply to utilize
the BOC's network access resources subject only to the far more malleable "imputation”

requirement of Section 272(e)(3).

59 Importantly, if the separate affiliate requirement 15 allowed to sunset and the Section
272(b)(1) “operate independently” and 272(b)(5) *“arm’s length” requirements are elimmated,
BOCs will no longer be under any obligation to “sell” access services to their long distance
business units at tariff rates. The sole remaining “safeguard” aganst discrimination with
respect to access services will be Section 272(e)(3), which ts not subject to the sunset
provision Section 272(e)3) requires the BOC to “. 1mpute to itself (1f using the access for
1ts proviston of 1ts own services), an amount for access to 1ts telephone exchange service and
exchange access that 1s no less than the amount charged to any unaffiliated interexchange
carmiers for such service” “lmputation” requirements of this type are applied by state
commussions mn the case of ILEC-provided competitive intral 474 toll services, but due to the
absence of exphicnt access charges, precise apphcation of such rules 1s particularly difficult.
ILECs have argued, for example, that they are free to aggregate different services together 1n
demonstrating that the imputation requirement has been satisfied, which may permit certain
services to be pnced below the imputation level only to be offset (1€, cross-subsidized) by
others whose prices exceed the applicable access charges Such contentions have been

rejected by state commissions.”’ but only after the practice had been underway for some

83  See, e g Application of Qwest Corporation for an Increase in Revenues, Oregon Public
Utiliies Commission, Order no 01-810, 2001 Ore PUC LEXIS 449, September 14, 2001,
(order unpagnated, at "Access Charge [mputation” section), and Application of US West
Communications, Inc . for the Commission to Open an Investigatory Docket to Elinuinate on

(continued..))
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tme and following often protracted litigation Proper application of an imputation
requirement such as that contained at Section 272(e)(3) would require the BOC to
demonstrate that 11s retail price exceeds the sum of the imputed access charges together with
all costs 1ncident to the value-added (long distance) services of which those access services
are & component Short of protracted complamnt proceedings, | am not aware of any
remaimng mechanism, once the separate affihate requirement has been permitted to sunset,
that would permut the Commuission or affected competitors to venfy compliance with Section

272(e}3)

60 As another example of joint BOC/affiliate pricing actions whose effect 1s to create a
price squeeze for competing providers, consider the types of “tie-in’ arrangements that
Venzon Long Distance and Verizon New York have pursued as part of their “jomnt
marketing” program In New York, Verizon Long Distance (“VLD") was offering a $4 60
“credit” when a customer selected the basic VLD Schedule “C” (30.10 per minute, no
mimmuim, no monthly charge) calling plan and also subscribed to Verizon New York’s “Value
Pack” service, a package of local exchange service and selected vertical features.® The
VLD Schedule C rate plan was targeted at the relatively low-use customer who would be
attracted by the absence of either 4 monthly charge or minimum usage commitment. 1] for
example, such a customer were to make no long distance calls at all during a given month,

VLD would sustain a “loss” of at least $4 60 n that it would sull have to “pay” the credit to

83 ( continued)
an Expedited Basts the Requirements that US West Impute Swiiched Access Rates into the
Price Floor of uts Intral ATA Long Distance Service, Colorado Public Utihities Comimussion,
Docket No 00A-201T, 2001 Colo PUC LEXIS 133, January 24, 2001, at *16.

84 Bell Atlanutc Communications, Inc. d/b/a Verizon Long Distance, New York PSC

Tanff No. 1, Origimal Promotional Atiachment No 5 Package No. | Promotion and Rate
Schedule (Section 3.5.3).
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Venizon New York while recerving no offsetting long distance revenue from the customer.
Verizon New York, however, would realize $17 99 1n actual revenues from the customer (the
price of Value Pack service)® plus the additional $4.60 “payment” from Verizon Long
Distance  VNY gains $22.59 while VLD “loses™ $4.60, which still results in a net gam to the
consolidated Venzon bottom hne of $17 99, erasing the VLD “loss” when examined at the
enterpnise level VLD’s abihity to offer this “promotion” and to potentially sustan the
“losses” arising therefrom 1s solely and uniquely attributable to 1ts affiliate relationship with
the Verizon BOC Verizon has just announced the availability mn 1ts Section 271 states of
several new “packages” of local, long distance and DSL services under the brand name

“Venations™”

that offer discounts of up to $15 1if the customer orders a package consisting of
local service with unhmuted intralLATA calling, 14 custom calling features, DSL and Venzon
(interLATA) Long Distance * It’s not clear how this §15 discount will be allocated as
between the VNY and VLD entities, but from the standpomt of the parent company, 1t

doesn’t actually matter

61 Of course, from the perspective of any competing non-affiliated interexchange carrier
atlempting 0 make a comparable “promotional” offer, it certainly does matter. That same
$4 60 “credit” (and whatever new “credil” 1s associated with the Verwations™ package) would
be a real cash payment, representing a true out-of-pocket cost to the IXC In Venzon's case,
even though the inter-affthate “payment” s (presumably) actually being recorded on the two

entities’ respective books, VLD is behaving as 1f no such “payment™ 1s actually taking place.

85, http//www22.venizon com/forvourhome/SAS/StateSelector.asp?1D=choosefeat, accessed
(07/23/2002

86. Venzon News Release, “Verizon Adds DSL to High Value Service Bundle,” July 23,
2002
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The effect of these “promotional” or “tic-in” offers 1s to impose an anticompetitive price

squeeze on VLD’s long distance rivals

The integrated relationship between the BOC and its Section 272 Affiliate is also
reflected in distorted inter-affiliate pricing related to joint marketing of local and long
distance services.

62. Venzon New York’s provision of “joint marketing” services to VLD, the 272
affiliate, provides perhaps an even more compelling example of conduct whose effect 1s to
(gnore the nominal existence of the separate long distance affilhate A BOC’s authority to
engage 1 joint marketing of its own local services with 1ts affiliate’s long distance service 1s
found at Section 272(g)(3) of the federal Acz, which operates to exempt a BOC’s jomnt
marketing of local and long distance service from the broader nondiscrimination requirements
of Section 272(c)

272(g)(3) RULE OF CONSTRUCTION- The joint marketing and sale of

services permitted under this subsection shall not be considered to violate the
nondiserimination provisions of subsection (c).

The Section 272(g)(3) joint marketing carve-out, however, 1s hmited solely to the “nondis-
crimination provisions™ of Section 272(c), which 1s found at 272(c)(1), and does not exempt
such jomt marketing activities from 272(c)(2), which requires that a Bell operating company
shall account for all transactions with an affiliate described in subsection (a) 1n
accordance with accounting principles designated or approved by the
Commuission
Nothimmg n subsection 272(g)(3) in any way exempts a BOC or 1ts section 272(a) interLATA

affiliate from the requirements of Section 272(b})
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63. Disclosures and postings that Verizon and SBC have been required to make with
respect 10 Section 272(b) affiliate transactions confirm that there are extensive and
uncompensated information flows going from the BOC entity to the long distance affihate,
and that the affiliate ts not bemng requared to pay the BOC entity anything remotely close to
the full and fair market value of such information and for the services that 1t receives from
the BOC In addition to furmishing personnel to support the joint marketing function, Verizon
New York also provides its long distance affiliate with unfettered access to VNY’s customer
base and to the :mbound customer-initiated contacts that arise as a consequence of VNY's
dominant control of the New York residential local service market Competing long distance
providers rust engage n extensive advertising, direct mail, and telemarketing to promote
their service, and do not get anywhere near the quantity of inbound customer contacts as does
the BOC, and those which IXCs do receive are pnmarily the result of the IXCs™ advertising

and other promotional efforts, undertaken at not inconsiderable cost to those IXCs.

64 Customer acquisition 1s among the most costly aspects of an nterexchange carrier’s
operation Without the benefit of the embedded ubiquitous customer base that 15 uniquely
available to VLD, other IXCs must pursue active marketing strategies involving extensive
media advertising, telemarketing, direct mail, and special promotions (cash, airline miles,
etc) When spread over the number of sales that are actually consummated, these costs can
amount to hundreds of dollars per customer acquired I am aware of at least one analysis that
has put such cost at “up to $300 10 $600 n sales support, marketing and commissions™ per
customer acquired * The prevailing industry customer acquisition cost represents the fair

market value of the customer acquisition services that a BOC provides to its 272 affiliate.

87 See Boma, Claude, “Combating Customer Churn,” m Business and Management

Practices, Vol 11, No. 3, Pg. 83-85, ISSN: 0278-4831, Horizon House Publications, Inc.,
Telecommunications Amenicas Editton (March, 2000).
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Yet according to Venzon's 272(b)(5) disclosures, VLLD’s “payments” to VNY for customer
acquisition/joint marketing services are only $7.71 per contact;*® SBC has identified the
amount of such charges by 1ts Texas BOC, SWBT, to the SBCS long distance affiliate at
$9 90 per acqmsivon.” The magnitude of such payments 1s woefully short of the fair
market value of these services and of the customer information that 1s being beneficially
furnished by the BOCs to their affihates Through 1ts use of the joint marketing channel,

Venizon LD 1s able to save hundreds of dollars 1n marketing costs per customer.

65 Vernizon and SBC mproperly price jomnt marketing services using Fully Distributed
Cost methodologies instead of Fair Market Value. The Commussion explicitly requires that
BOCs price all services provided to their Section 272 Affihiate that are not subject to tariff or
Prevailing Company Pricing, at the higher of fair market value or fully distmbuted cost.
Should the service not be available on the open market, this Commission required that a BOC
estimate a far market value ™ Yet instead of the conducting the required study and

estimating the inbound channel’s value, Verizon presented the Section 272 Auditors with a

88. hitp //www verizonled com/pdfs/exhibitd6zhamendment34.pdl

89 http //www.sbc com/public_affairs/regulatory documents/affiliate agreements/300-
993pas5-02 xls, accessed 7/25/2002

90 In 1ts Accounning Safeguards Order, at 17610, the Commussion sets forth “the baseline
for a good faith determination of fair market value by requining carrters to use methods that
are routinely used by the general business commumity ” The Commuission anticipated that
some services would be unique and found, “[wlhen situations anse involving transactions that
are not easily valued by independent means, we require carriers to maintain records sufficient
to support thewr value determination ™ Finally, the Commission notes, “nothmg discussed here

exempts carriers from their statutory obhganon under section 220(c) to justify their
accounting entries.”

] [ ECONOMICS AND
EI/E TECHNOLOGY, InC



e N e = T L S

—_— e = e e e e e e
(=< T R L O L & R

|19

Declaration of Lee L Selwyn
FCC WC Docket No 02-112
August 5, 2002

Page 63 of 68

letter stating that “FMV could not be obtamed for these services.”' Moreover, Verizon

farled 10 explain why 1t did not obtain an est:mate of the fair market value for these services

66 It 15 instructive to compare and contrast Venzon’s mter-entity pricing practices as
between billing and collection services, on the one hand, and customer acquisition/jomt
marketing services, on the other Since VNY offers and i fact provides billing and
collection services to nonatfilated IXCs, 1t 1s required to “charge” the same price for such
services to 1ts Section 272 affihate as it does with respect to equivalent services furmished to

nonaffiliated entities 2

Not surprisingly, VNY’s “pnice” for these services has been set at
“fair market value,” well 1n excess of its actual incremental cost. By contrast, VNY 1s rnot
required to provide “jomnt markeung’ services to nonaffibated IXCs,” and by extension 1s
not required to “‘offer” comparable or nondiscruminatory terms and conditions with respect to
such services 10 nonaffihated entiies Not surprisingly, VNY prices these services at what it
claims to be fully-distributed cost (“FDC”),” resulting 1n a per-transaction “price” of only

$7 71, a munute fraction of the fair market value of the customer acquisition services that it

provides to VLD

67. There 15 thus no evidence that the dollar amounts being reflected on the two entities’

books bear any resemblance to the proper valuation of the services being provided, 1.e., the

91 Vernizon Commumcations Inc Section 272 Bienmal Agreed-Upon Procedures
Engagement, filed in Implementation of the Telecommunications Act of 1996 Accounting
Safeguards Under the Telecommunications Act of 1996, CC Docket No. 96-150, Filed
February 6, 2002, Appendix A at 21

92 47 USC § 271(c)])
93 47 U.SC. § 272(g)

94 Supra. footnote 88
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amounts that firms dealing with each other on a truly arm’s length basis would demand The
conduct of VNY/VLD and SWRBT/SBCS transimions are, indeed, consistent with the “double
marginalization™ theory, and nconsistent with any finding that anything beyond “hp-service”
1s being afforded by either RBOC to the Section 272(a) and (b) separate affihiate

requirements

The Section 272 separate affiliate requirement provides an essential fransition between
the former BOC long distance line-of-business restriction and a possible future in which
the BOCs’ market power with respect to local telecommunications access and services
will have been eroded by the arrival of effective competition.

68 Section 271 was adopted as a replacement for the MFJ long distance line of business
restriction, and established a process by which BOCs could enter the “in-region” long distance
market provided that they implemented a series of specific measures that were to have the
effect of irreversibly opening their previously monopolized local telecommunications markets
to competitive entry  To the extent that the local market itself becomes competitive, the
BOCs’ ability to exert market power mn the adjacent long distance market would be
atlenuated Conversely, however, to the extent that competition fauls to develop n the local
services market, the BOC will then have both the mcentive and the ability to exert market

power 1n, and ulumately to remonopolize, the adjacent long distance market.

69 Since the MFJ, competition 1n the long distance market has thrived — and as a
result prices have sharply decreased — in the nearly two decades since the MFJ first went
inio effect 1in January, 1984 The principle generally underlying Section 271 15 that once
there 1s sufficient competitton 1n the Jocal service market, 1t will then no longer be possible

for a BOC to extend its local monopoly mto the adjacent long distance market The existence

of but a smgle facihties-based competitor somewhere 1 any state — one of the threshold
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conditions that a BOC must sausfy to obtamn Section 271 approval” — is clearly not by

nself sufficient to constrain the mcumbent BOC’s exercise of market power.

70 Congress established the Section 272 separate affibate requirement and, in particular,
the 272(b)(1) “operate mdependently” and 272(b)(3) “arm’s length” provisions, specifically to
wall-off the BOC ILEC and IXC entities from acting 1 concert to the detnment of long
distance competitors. For so long as the BOCs maintain market power with respect to local
services and local network access, they retain both the ability and the incentive to explout

l”

preexisting customer relationships and the “inbound marketing channel” with respect to new

customers to direct and to divert customers to their long distance offerings

As a result of the BOCs’ local market power, CLECs are unable to enjoy the same
“double marginalization” benefits, a factor that ensures the BOCs and their affiliates
will be able to expand their already substantial long distance market share to monopoly
levels.

71 Venzon and SBC's abihity to gain sigmficant long distance market share is
undoubtedly due to their local market power As | have discussed above, the pricing plans
offered by the BOC Section 272 affiliates are premised upon the ability of the BOC and 1ts
Section 272 affiliate to operate as 1f interaffihate payments for fixed costs such as billing did
not exist. Virtualiy all marketing costs associated with customer acquisition were avoided by
the Section 272 affiliate, despite the clear requirement of Section 272(b)(5) that the BOC
marketing services should have resulted 1n arm's length marketing fees paid by the 272
affiliate to the BOC. Avoiding these costs 1s the only economic reason why the BOC
interLATA affiliates are able to offer pricing plans such as their no-minimum, no-monthly fee

offer

95 47 USC § 271X 1 }A)
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72 BOC local market power allows mtegrated offers that simply are not possible for
competitors to match. As the default locul service provider, the BOC does not need to
engage n additional advertising or cusiomer acquisition costs to attract local customers, and
once the local customers are acquired, the BOC 1s allowed to preemptively sell the customer
the affibate's long distance service Even assuming that a CLEC were able to attract a market
share approaching that of the BOCs, the CLEC’s relatively new posinon n the local market
does not allow the CLEC (o enjoy similar cost avordance. While a CLEC's long distance
service would enjoy simular customer acquisition and billing benefits as the BOC affihate, the
CLEC's /ocal service provision would be required to incur massive marketing outlays in order
to attract local customers, at costs that are likely to be similar to or bigher than those required
to attract long distance customers Those marketing costs, unique to CLECs, would increase

the CLECs’ cost of providing service above that of the BOC.

73 The purpose of Section 272 was to prevent exactly thus kind of integrated pricing
until CLECs were sinularly positioned to take advantage of the same type of economies.
CLECs will not be so positioned until the BOC no longer enjoys market power 1n the local
market As long as the BOC 1s permutted to explott its captive relationship with the vast
majority of local service customers to market and sell 1ts affiliate's long distance services,
BOC long distance shares will grow rapidly and non-BOC 1XCs will suffer a precipitous
decline 1n customers and demand Faced with such losses, IXC costs will nse and at least
some 1XCs will be forced to exit the business, further exacerbating the situation and affording

the BOCs an opportumty to remonopolize the naton’s long distance market.
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Conclusion

74 The Section 272(a) and (b) separate affiliate requirement and the Section 272(c) and
(e) nondiscrimination requirements were included 1n the 1996 Acs specifically to limit the
BOCs’ ability, following their receipt of Section 271 in-region interLATA authonty, to
leverage their market power in local exchange and access services mto the adjacent and
competitive long distance market The BOCs’ market power with respect to local exchange
and access services has not materially diminished since the February 1996 date of enactment
The need to wall-off the BOCs’ competitive long distance entity from their largely
monopolistic local service operation 1s as strong and important today as 1t was six years ago
and, if anything, there 1s now a compelling need to strengthen the Section 272(b) structural
separation requirements 10 hght of actual “on the ground” expenence with BOC in-region
long distance activites To the extent that, by virtue of their continuing dominance of the
market for local and access services, the BOCs can continue to operate the two nomunally
separate entities as 1f they were fully integrated, to pursue pricing and marketing strategies
that are designed to maximize joint profit, to ignore mputation requirement, to 1mpose price
squeezes upon competing CLECs and 1XCs, and to cross-subsidize their long distance
business by failing to compensate monopoly local service ratepayers for the value that the
long distance business gains from nter-atfiliate transfers, the prospect of near-total and rapid

remonopohization by the BOCs of the nation’s long distance market 1s quite real

75 Congress established the Section 272 separate affihate and nondiscrimination require-
ments and, in parucular, the Section 272(b)(1) “operate independently,” 272(b)(5) “arm’s
length,” and Section 272(e)(3) “imputation” provisions, specifically to prevent the BOC ILEC

and 1XC entities from acting 1 concert to the detnment of long distance competitors  Section

272 was designed to prevent collusive, discriminatory and exclusionary practices by a BOC in
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the operution of its long distance business until CLECs were sumilarly positioned to take
advantage of the same type of mlegration economies. CLECs will not be so positioned until
the BOC' no longer enjoys market power i the local market  As long as BOCs are permitted
o exploit captive relationships with the vast majority of local service customers (o market and
sell long distance services, BOC long distance shares will grow rapidly and non-BOC 1XCs
will suffer a precipitous decline n customers and demand.  Faced wiath such losses, 1XC costs
will mise and at least some IXCs will be forced to exit the business, further exacerbating the
sttuation and affording the BOCs an opportumity to remonopolize the nation’s long distance

market.

76. While the Secuon 272 separite athilrate requircment cannot guarantee that BOCs
will not engage 1 cross-subsidization, discnmination, price sgueezes or other anticompetiive
conduct, the retention of the separation requirement clearly makes such behavior somewhat
more difftcult and n any event facilitates s detection. 10 catical that the Commission
retain — and strengthen — the separate long distance alfihate requirement until such time as
the BOC no longer domnites the local service market in the geogruphic area and consumer

or business market in which it provides service

The loregoing statements are true and conect o the best of my knowledge. information

LEE L. SEL WY
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