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THE STATUS OF TELECOMMUNICATIONS
COMPETITION IN CALIFORNIA

Chapter 1. Executive Summary

I. CHAPTER OVERVIEW

This Report on the Status of Telecommunications Competition in California provides a review of
telecommunications markets, trends, and competition issues including significant changes in the past
few years. The data and discussions address the nature and scope of California and comparative
national markets. Together these analyses encompass the competitive status and issues in the markets

for local, local toll, long distance, wireless communications, and advanced services.

Staff from the California Public Utilities Commission’s (CPUC or Commission) Telecommunications
Division prepared this report in response to Section 316.5 of the California Public Utilities Code.

Il. FINDINGS

A. Traditional Markets: Incumbent Carriers Dominate Local & Local Toll

The traditional telecommunications markets are comprised of three major categories: local, local toll,
and long distance service. Calls made within a 12-mile radius of one’s residence or business are
considered local, and are covered by a local service provider (e.g. Pacific Bell or Verizon). Calls made
within one’s Local Access and Transport Area (LATA),! but beyond that 12-mile radius, are considered
local toll calls, and generally cost the user a per minute and time of day fee. Last, calls made from one
LATA to another, otherwise known as long distance service, are carried by long distance companies
such as AT&T, Worldcomz, and Sprint.

Competition in the local market is currently very limited. Data indicates that incumbent local exchange
carriers (ILECs), such as Pacific Bell and Verizon, hold dominant positions both statewide and
nationwide. In California, ILECS control between 94.0 and 96.4 percent of local phone lines, while

Competitive Local Exchange Carriers (CLECs), such as Cox California Telecommunications and

! LATA: The geographic areas served by Regional Bell Operating Companies (RBOCs) and other local carriers. See the
discussion on service types in Chapter 3 for more information.
2 Formerly know as MCI Telecommunications Corporation
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AT&T Local Services, control between 3.6 and 6.0 percent. CLECs have a larger share of the state’s
local business customers as compared to local residential customers. Numbering data corroborates the
data regarding number of telephone lines. Specifically, ILECs hold about 89 percent of the state’s
assigned, wireline telephone numbers and CLECs hold just 11 percent. In terms of revenues, ILECS
earned nearly 80 times what CLECs did from local telephone service in 2000.3 Generally, CLECs rely
more on facilities-based and Unbundled Network Elements (UNE) modes of entry to make in-roads
into local markets. With two percent of assigned telephone numbers, CLECs have hardly penetrated

the rural local markets.

While ILECs are also dominant in the local toll market, their competitors appear to be fairing
somewhat better as compared to the local market. Between 1996 and 2000, CLECs/1XCs# local toll
revenues totaled approximately $1.4 billion and ILECs local toll revenues were about 5 times that
amount or $6.7 billion. In 2000, ILECs retained 76 percent of total local toll revenues. However,
CLECs/1XCs outpaced the incumbents in the rate of revenue growth from 1996 to 2000
(CLECs/1XCs 93 percent to ILECs 4 percent growth). CLEC/1XC customer share also grew from
19.3 percent to 24.3 percent of the total residential local toll subscribers in California in the period
between 1999 and 2000.

The long distance market in California is exhibiting mixed signals. According to the data, long distance
minutes of use in the state slowly grew between 1996 and 2000 while total long distance revenues
declined to $871 million by the end of 2000. In addition, certain carriers reported a decline in
residential long distance subscribership in California during that period. It is unclear whether these
divergent trends are indicative of changes in the competitive landscape for this market. On one hand,
several long distance carriers contend that they are experiencing a downturn due to wireless, E-mail
and Internet substitution as well as expanded ILEC calling areas. On the other hand, the changes may
be attributable to shifting customer bases between long distance carriers and not actually represent a
market decline. The state’s long distance market may be further impacted if Pacific Bell receives
approval to expand its service offerings and enter the state’s long distance market. The CPUC will
continue to evaluate this market.

% ILECs earned $5.8 hillion, while CLECs earned $74.5 million in 2000.
* Long distance carriers are also called Inter-Exchange Carriers (IXCs)
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B. Wireless and Advanced Services Markets: More Competition in Wireless
Than DSL

I. Wireless: A Growing Market

The wireless services market is exhibiting some increases in competitive activity, as at least five service
providers are established in every area code. These providers include Verizon Wireless, Cingular,
AT&T Wireless, Sprint and Nextel. Moreover, the wireless industry is growing, as demonstrated by a
48 percent increase in subscribership, with more than four million new customers from 1999 to 2000.
Wireless service has become increasingly popular, with wireless carriers’ plans offering customers
unlimited local and long distance calls for no extra charge within their “bucket of minutes.” However,
the lack of “number portability” (i.e. the inability to take one’s current telelphone number to a new
wireless carrier), high fees for breaking contracts, barriers to entry (such as limited spectrum
bandwidth) and different technology standards, may prevent consumers from fully enjoying
competition. Further, the potential for market share dominance by two or three top wireless carriers
may reduce the number of choices consumers have in the wireless market. Industry oversight is
necessary to keep this market segment open as it develops from its early stages into maturity.

Il. Advanced Services: Experiencing Market Challenges

In the “mass market” of residential and small business customers, consumers are gradually shifting
from dial-up Internet access over ordinary telephone lines to high-speed or broadband services. In
California, the two main forms of broadband service are digital subscriber line (DSL) service offered
over telephone lines and cable modem service offered over upgraded cable television networks.
California is the only state in the U.S. with higher DSL subscribership than cable modem
subscribership. In California, cable modem broadband service is not an option for many customers
because of its limited availability. For the nearly 25 million Californians living in areas with broadband
service access in 2000, 11 million people in 210 communities lived in cities where DSL was the sole
broadband option.

DSL competition is limited, and a number of DSL providers, such as NorthPoint and Rhythms
NetConnections, have gone out of business. The CPUC estimates that Verizon, Pacific Bell, and
their affiliates combined control roughly 90 percent of the DSL market in California. Competitors are

dependent on the incumbent carriers (the ILECs) for network linkages in order to provide competitive
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alternatives to the incumbents’ DSL service. Rules established by the FCC and the CPUC that set the
prices and terms under which competitors can share the lines of incumbent carriers may be significant
in determining the extent of competition in the DSL market.

C. Competitive Trends to Watch

The overall number of wireline carriers (local, local toll and long distance) actually serving customers
has leveled off in recent years, as shown by the number of carriers remitting surcharge revenues to the
CPUC. The economic downturn has had a particularly adverse effect on competitive DSL providers
and on CLECs. Bankruptcies of CLECs and DSL competitors began in 2000 and accelerated in 2001
and early 2002. The number of CLECs requesting telephone numbers in order to serve customers
declined from 52 to 40 between 2000 and 2001 and is expected to further decline in 2002.

The number of wireless carriershas fallen significantly (from 98 in 1996 to 57 in 2001), while wireless
revenues have been increasing. This data suggests a trend of concentration and consolidation in the

wireless market.

In both the wireline and wireless markets, mergers pose an additional threat to competition. However,
occasionally, as in the inability of Northpoint to close its merger with Verizon, the failure of a merger

can be harmful to competition

The actions of California’s largest ILEC, Pacific Bell, also have a direct impact on competition in
California’s telecommunications markets. A Commission decision on the matter of Pacific’s Section
271 application, which requests entry into the long distance market, is pending. If all of the
requirements of Section 271 are met, theoretically, competition would then increase in both the local
and long distance markets. CLECs would be able to compete in the local market with far greater ease
once the Section 271 requirements are met, and the long distance market will benefit by having one

more carrier offer its services to consumers

The CPUC is taking a variety of steps to enhance the development of competition. Five issues that
the CPUC is addressing are:)
» Pacific Bell’s application to enter the long distance market: Pacific Bell will be authorized to
provide long distance service if and when it has proven it has met a 14-point checklist for

opening the local market to competitors.;
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e The examination of UNE prices charged to ILEC competitors: the CPUC is working to
ensure that prices for the leasing of ILEC network components are not set too high to
discourage competition yet provide adequate recovery of costs for the ILECs.

* Arreview of the New Regulatory Framework (NRF) governing ILECs: the CPUC is
examining whether the proper incentives are in place to encourage telecommunications
competition in the state and to promote fair prices and high quality service,

»  Advocacy before the FCC to promote broadband competition: the CPUC is opposing
proposals that would undermine competition in the DSL market; and

*  Number portability for wireless carriers: the CPUC is urging the FCC to enhance competition

by extending number portability to the wireless industry.

Finally, while competition can promote lower prices, innovation, and improved service quality,
competition can also present some challenges and hazards to consumers. Customers need full
information in order to make informed choices and need protection from carriers who attempt to take
advantage of the opportunities to victimize consumers presented by competition. To this end, the
Commission is completing work on a Telecommunications Consumer Bill of Rights and a
corresponding set of comprehensive consumer protection rules.
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Table 1.1

Telecommunications Competition

Key Findings for California

TRADITIONAL MARKETS

Local Market

ILECs control between 94.0 and 96.4 percent of local phone lines

CLECs control between 3.6 and 6.0 percent of local phone lines

ILECs hold 89 percent of the wireline telephone humbers and CLECs hold
just 11 percent

CLECs have a larger relative share of the state’s local business customers than
its local residential customers. They also have made more consistent gains
with local business vs. local residential revenues.

CLECs have hardly penetrated rural markets, with 2 percent of assigned
telephone numbers.

The number of CLECSs requesting telephone numbers declined from 52 to 40
between 2000 and 2001 and is expected to further decline in 2002.

Local Toll Market

ILEC total local toll revenues from 1996 through 2000 were $6.7 billion
CLECs/IXC total revenues from 1996 through 2000 were $1.4 billion
CLECs/1XCs are faring better in the local toll market than in the local
market, with 24 percent of total local toll revenues and 24.3 percent of
residential local toll customers in California for 2000.

Long Distance
Market

Long distance minutes of use in California grew slowly between 1996 and
2000 while long distance revenues in the state declined

Residential long distance subscribership for certain carriers has declined in
the state.

AT&T has the greatest share of the residential long distance segment,
followed by Worldcom and Sprint; but it is declining. Other competitors’
share is increasing.

Pacific Bell is seeking to enter California‘s long distance market, pursuant to
criteria defined in the Telecommunications Act of 1996.

WIRELESS AND ADVANCED SERVICES MARKETS

Wireless Market

There are at least five established service providers in every area code.

In 2000, wireless carriers reported 12.6 million subscribers and nearly $6.5
billion in revenues.

Wireless carriers hold three times as many telephone numbers as CLECs and
40 percent of what ILECs held in 2000.

The wireless market is growing, with subscribership increasing 48 percent in
2000.

The lack of number portability, high fees for breaking contracts, limited
spectrum bandwidth, and different technology standards may prevent
consumers from fully enjoying competition.

Consolidation among wireless carriers is reducing the number of choices
consumers have in the wireless market.

Advanced Services
Market

California is the only U.S. state with higher DSL subscribership than cable
modem subscribership
In 2000, 11 million Californians in 210 communities lived in cities where
DSL was the sole broadband option available
Competition in the DSLmarket is disintegrating as DSL providers are going
out of business and ILECs and their affiliates control 90% of DSL lines
The success of competitors will be affected by their ability to share the lines
of ILECs to provide DSL service
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Chapter 2. Background

I. Chapter Overview

This chapter provides an overview of state and federal regulatory actions that have been taken in an
effort to foster competition.” These regulatory actions define the structural nature of the
telecommunications marketplace in the state and, thus, comprise the foundation upon which
competition is based. As a starting point for analysis, this chapter provides an overview of the number
of competitors operating in California’s telecommunications markets. This chapter then describes the
methodology used in this report to estimate market share, which is the best indicator of the
competitiveness of markets, and concludes with a discussion of data collection obstacles encountered
in developing the report.

I1. Report Responds To Legislative Mandate

Section 316.5 of the California Public Utilities Code mandates that the California Public Utilities
Commission (CPUC or Commission) annually submit a report on the status of competition and
deregulation in the telecommunications industry to the State Legislature. The reporting requirement is
effective until January 1, 2004. Staff of the CPUC’s Telecommunications Division prepared the report
on behalf of the Commission.

Section 316.5 requires that the CPUC'’s report on telecommunications competition review the
following:

a) The status of competition in the telecommunications marketplace;

b) Significant changes that have occurred in the telecommunications marketplace in the
previous year;

c) Any statutes that might impede or discourage competition in, or deregulation of, the
telecommunications marketplace; and

d) Recommendations to the Legislature on statutes that should be amended, repealed, or
enacted to enhance and reflect the competitive telecommunications environment,
and/or promote the orderly deregulation of the telecommunications industry.

® A timeline showing steps that the CPUC has taken since 1984 to promote competition in telecommunications can be found
in Appendix J.
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I11. The Evolution Of Telecommunications Competition

Legal and regulatory actions at both the state and federal level have spurred significant changes in
California’s telecommunications marketplace. Prior to 1984, a limited number of carriers provided
telecommunications services both in California and across the nation. During that time, AT&T and its
local affiliates were dominant in providing local, local toll, and long distance telephone servicesé in the
state and throughout the U.S. In California, the CPUC authorized the AT&T local affiliate, Pacific
Telephone (later called Pacific Bell), to provide telephone services in many geographic areas of the
state. In addition, the CPUC authorized about twenty other smaller carriers to offer telephone services
in specific geographic areas of the state not served by Pacific Telephone. Some of the larger carriers in

this group were GTE (General), Contel (Continental), Roseville, and Citizens Telephone Companies.

In 1984, the United States Department of Justice and AT&T reached a settlement in the 1974 antitrust
case of the United States vs. AT&T, otherwise known as the AT&T divestiture. The AT&T
divestiture made a clear delineation between which carriers were allowed to provide the different
telecommunications services. At the time of the settlement, AT&T was allowed to provided long
distance services but not local and local toll services. Other long distance carriers such as Sprint were
able to continue to provide long distance services as well. Under the AT&T divestiture settlement,
regional Bell operating companies (RBOCs)” were established in specified areas of the United States to

provide local and local toll services.

In California, the CPUC authorized Pacific Bell (Pacific) to operate as the local franchise monopoly in
AT&T/Pacific Telephone’s former service territory. The implementation of AT&T’s divestiture did
not alter other local franchise monopolies for those companies providing services elsewhere in the
state. Collectively, Pacific and these other companies comprised the incumbent local exchange carriers

(ILECs) that provided local and local toll services in the states.

Regulatory action at both the state and federal level further changed the competitive landscape
subsequent to the AT&T divestiture. In its November 1993 report entitled Enhancing California’s
Competitive Strength: A Strategy For Telecommunications Infrastructure, the CPUC stated its intention of

opening telecommunications markets in the state to competition by January 1, 1997. The California

® See Chapter 3 for a detailed definition of local, local toll, and long distance markets.

"The RBOCs are sometimes referred to as the “Baby Bells”.

8 At divestiture, California was divided into ten geographic areas called Local Access and Transport Areas (LATAs). Pacific
and the other local exchange companies in the state were permitted to provide services within a LATA. AT&T and other
long distance carriers were permitted to offer service between LATAs.

The Status of Telecommunications Competition in California



Legislature subsequently adopted Assembly Bill 3606 (Ch. 1260, Stats. 1994) similarly expressing

legislative intent to open telecommunications markets to competition by that same date.

Beginning in September 1994, the CPUC issued a series of decisions geared to the goal of fostering
telecommunications competition in the state. A listing and summary of these CPUC decisions is

presented below:

1) D. 94-09-065 (1994). This CPUC decision opened the state’s local toll markets to
competition effective January 1, 1995. It resulted in a choice of carriers for local toll customers
as well as a decline in local toll prices charged to them.

2) D.94-12-053 (1994). This CPUC decision formally adopted a procedural plan on three
parallel tracks: a) local competition, b) efficient wholesale pricing to encourage market entry
and infrastructure development, and ¢) consumer protections and regulatory streamlining.

3) D.95-07-054 (1995). This CPUC decision adopted initial local competition rules applicable
to the service territories of the state’s largest ILECs, Pacific and Verizon California, Inc.
(Verizon)e. It also adopted rules authorizing prospective ILEC competitors [known as
competitive local exchange carriers (CLECS)] to request certificates of public convenience and
necessity (CPCNs) as a prerequisite for providing local exchange service.

4) D.97-09-115 (1997). This CPUC decision integrated the state’s two mid-sized ILECs,
Roseville Telephone Company (Roseville) and Citizens Telecommunications Company of
California, Inc. (Citizens) into the Commission’s plan of opening up local competition in the

state.

Although the above CPUC decisions have opened up various telecommunications markets in
California, there has been less activity with regard to the opening of competition within the service
territories of the 18 small ILECs?0, which primarily serve rural areas in California. In D.97-09-115, the
CPUC noted the absence at that time of any plans of competitors to enter the service territories of
those ILECs smaller than Roseville and Citizens. Although the CPUC has not yet acted further in this
area, the Telecommunications Act of 1996 (TA '96 or The Act) generally provides authorization for

CLECs to compete in these areas.

® Verizon California, Inc. was formerly GTE California, Inc.

1% The eighteen small ILECs in California are: 1. Cal-Ore Telephone Company, 2. Calaveras Telephone Company, 3.
Century Tel of Eastern Oregon, Inc., 4. Citizens Telecommunications Company of Golden State, 5. Ducor Telephone
Company, 6. Evans Telephone Company, 7. Foresthill Telephone Company, 8. Happy Valley Telephone Company, 9.
Hornitos Telephone Company, 10. Kerman Telephone Company, 11. Pinnacles Telephone Company, 12. Sierra Telephone
Company, Inc., 13. The Ponderosa Telephone Company, 14. The Siskiyou Telephone Company, 15. The Volcano
Telephone Company, 16. Tuolumne Telephone Company, 17. Verizon West Coast, Inc., and 18. Winterhaven Telephone
Company
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At the federal level, TA 96 significantly affects the telecommunications marketplace. Prior to TA 96,
the Federal Communications Commission (FCC) had authority to regulate interstate or jurisdictionally
mixed telecommunications services and states had the authority to regulate intrastate
telecommunications servicestt. TA '96 gives the FCC general rulemaking authority to set the ground
rules and policies for local competitioni2. It also assigns states the responsibility for implementing
many of the statutory and federal regulatory requirements of the Act, either jointly with the FCC or on
their own13, In large part, TA '96 focuses on ILECs (the traditional telecommunications service
providers in their respective local exchange markets) and their competitors in those local markets
(CLECs)4. TA '96 seeks to open local markets to competition as follows?s:

1) Setting forth the requirement that all local exchange carriers, not just the ILECs,
interconnect with the facilities and equipment of other carriers so that competing carriers can
provide service;

2) Establishing procedures for negotiation, arbitration, and approval of interconnection
agreements between carriers and making state public utilities commissions the primary agents
of such arbitration and approval;

3) Providing competing carriers with access to discrete parts of the ILEC network (called
unbundled network elements (UNES)) in order to serve customers; and

4) Requiring ILEC:s to sell to their competitors, at cost-based wholesale rates, any
telecommunications services that the ILEC provides to its customers at retail rates in order to
allow the CLEC:s to resell that service to customers (resale).

Besides seeking to open local markets to competition, TA ‘96 promoted increased competition in the
long distance market. Section 271 of the Act allows RBOCs such as Pacific to enter the long distance
market after they each prove that they have opened their respective local markets to competition.
Since entry into the long distance market will allow Pacific to offer its customers “one stop shopping”
for local, local toll, and long distance services, Section 271 provides a business incentive for Pacific and
other RBOCs to cooperate with the mandate of opening their networks to local competition. (See
Chapter 5 for discussion of Pacific’s 271 application.)

! See Sections 2(a) and 2(b) of the Communications Act of 1934, 47 U.S.C. §§ 152 (a) and (b).

12 See Section 251(d)(1) of TA '96 directing the FCC to adopt rules to implement new interconnection provisions, Section
251(e) giving the FCC jurisdiction over numbering issues, and Section 254(h) requiring the FCC to adopt rules to enhance
access to advanced services.

¥ See Section 252 of TA '96 directing states to conduct arbitrations of interconnection disputes, Section 251(e) allowing the
FCC to delegate jurisdiction to states over numbering issues, Section 254(a) establishing a Federal-State Joint Board to
address universal service issues, and Section 271(d)(2)(B) requiring the FCC to consult with the state before granting the
RBOCs authority to compete in the long distance market.

! See Chapter 3 for a detailed description of ILECs and CLECs

!> See Section 251 of TA ‘96
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IV. Licensed Carriers Are Not Synonymous with Firms Actually Competing
in the Market

Given that the state had almost 34 million people in 2000, it is easy to understand why
telecommunications carriers are attracted to the potentially lucrative market available in California.
Over 1,800 telecommunications carriers have been authorized to do business in the statel6. These
carriers are generally placed into four groups: Incumbent Local Exchange Carriers (ILECs),
Competitive Local Exchange Carriers (CLECs), Long Distance Carriers (IXCs), and 4) Wireless
Carrierst’. Many licensed carriers have not begun to operate. It is relatively easy and inexpensive for a
qualified carrier, particularly one that is not building new facilities, to obtain authorization to provide
telephone service. It is far more complex and expensive to actually provide telephone service, which,
at a minimum, involves marketing, selling, and billing for services rendered. Out of the 1,800 licensed
carriers, only 350 are operating in Californial8. A more detailed discussion of the number of licensed
and operating carriers is examined in Chapter 5.

V. Measuring Competition: Not An Easy Task

Economists define a “competitive” market as one in which a substantial number of buyers and sellers
trade in a particular good or service independently and, thus, no single buyer or seller is powerful
enough in the marketplace to influence market prices or quantities exchanged. Moreover, competition
thrives where there is freedom of entry and exit in the market and where buyers and sellers have
perfect knowledge about the goods or services traded. However, assessing whether a market is
competitive or not is not always simple. Determining whether competition exists depends on factors
such as the boundaries of a given market and the breadth of the definition of the goods or services

provided. The bottom line is that competitiveness in markets is a matter of degree.

In this report, the CPUC’s Telecommunications Division staff (staff) evaluated competition in two
ways. First, staff ascertained the number of carriers providing service, because without a choice of
carriers, consumers must rely upon established incumbents. Second, staff determined how much of
the market each company controls, as measured (depending on available data) by its revenues, number
of lines, telephone number resources, minutes of use of telecommunications services, and customers.

*The total number of licensed carriers is likely to include significant double counting, as many carriers (or their affiliates) are
registered in two or more of the carrier groups, i.e. ILECs, CLECs, IXCs, and/or Wireless.

7 See Chapter 3 for a detailed description of each type of carrier

18 The 350 operating carriers is based on the number of carriers remitting surcharges to the CPUC.
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In essence, one can envision the whole telecommunications market as a pie: the number of carriers
determines the number of slices, while market share governs the relative size of each slice. In addition,
concerns over carriers’ service quality can reduce the market to a single dominant company because
customers are afraid to try an “unreliable” newcomer for a service they consider essential. If only the
incumbent carrier can provide reliable service, few customers will be drawn to or maintain service with
lesser quality competitors. Therefore, it is not just the number of carriers in each telecommunications
market that defines competition, but also the market share and overall value to customers each

possesses and provides.

There is no one definitive source of data to quantify the status of competition in California. For this
report, staff compiled data from a variety of sources to provide a picture of the competitive
marketplace in California. Staff utilized information gathered from internal CPUC sources, from the
FCC, from the national numbering administrator (Neustar?®), from telecommunications companies,
and from telecommunications associations. In addition, staff reviewed market and industry literature
relevant to the status of competition.

Many of the data sources used had limitations. For example, the FCC’s data is limited in specific detail
about California. The FCC sometimes requires companies to report data on a nationwide basis and not
at the state level. Also, FCC data does not necessarily include certain smaller telecommunications

carriers that are authorized to do business in California.

To augment the data used in this analysis, staff requested information from 16 telecommunications
carriers active in California, which represent large service providers employing a wide range of
technologies®.  The data request included questions about the number of customers and/or local
telephone lines, the amount of revenues, and the deployment of advanced telecommunications and
wireless services by the various companies. The data request solicited data for the period January 1,
1996 through June 30, 2001.

Staff experienced significant problems collecting the data responses from the carriers. Only one of the
16 responding carriers (Roseville) provided a complete data request response. Moreover, only two
carriers (Pacific and AT&T) filed even a partial response to the data request by the due date. Despite
repeated follow-up by staff, Verizon Wireless did not file a data response with the CPUC at all. Citing

19 Neustar currently acts as the North American Numbering Plan Administrator (NANPA), overseeing the allocation of area
codes and telephone numbers within the United States, Canada and the Caribbean. It is also the administrator for both local
number portability (discussed later in this report) and number pooling.

% see Appendix G for a list of the carriers sampled by the CPUC as well as those carriers sampled by the FCC.
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inadequate record keeping and no legal requirement to maintain the data, 15 of the 16 carriers each had
notable deficiencies in their data responses. Ironically, many of the telecommunications carriers that
are deficient with their data responses are also active in formal proceedings before the CPUC on
competition matters. The analysis contained in this report is limited by both the deficiencies and the
slow response time to the data request. Staff plans to determine ways to collect more comprehensive

and timely data for future reports.

Staff also experienced significant delays in obtaining data from Neustar for this report. Staff requested
data from Neustar on telephone number resources as part of the assessment of the market control of
the different types of carriers. Citing problems with its internal staff communications, however,
Neustar did not provide the data to the CPUC until five weeks after the due date. Staff will explore

ways to improve the tardy response time.

Because of different data gathering criteria for each data source, CPUC staff noted some disparities in
the data reviewed in its analysis. For example, the number of California local telephone lines derived
from the CPUC data request does not exactly equal the number of California local telephone lines
derived from FCC sources. Although the data may be somewhat different, its order of magnitude is
similar. Staff views multiple sources of data as a strength because it provides a corroboration of facts
presented in the analysis. Therefore, throughout the report staff will sometimes present one set of data

and then follow that with corroborating information from another source.

Despite these obstacles in gathering data, staff was able to compile information for its analysis. The
subsequent chapters of this report detail the results of several methods that were used to evaluate the
gathered data pertaining to California’s telecommunications marketplace. Chapters 3 and 4 evaluate
the competitiveness of various services provided in the market, as measured by revenues, the number
of local telephone lines, telephone number resources, minutes of use, and the number of customers
served by various carriers. Chapter 5 examines trends in the state’s marketplace with regard to such
things as competitor exit and entry, consumer issues with competition, and current regulatory activity

that will affect competition in the state.
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Chapter 3. Traditional Markets

I. Chapter Overview

For purposes of this report, staff divided the telecommunications marketplace among
traditional, wireless and advanced services telecommunications markets. This chapter focuses
on traditional markets. Staff provides an overview of the competitors, services, and customers
in traditional markets as well as a detailed analysis of competition in terms of quantity of

customers, lines, revenues, numbering resources and minutes of use.

I1. Defining Traditional Markets

Traditional markets are the wireline markets that consist of local, local toll and long distance
services provided by ILECs, CLECs and I1XCs to residential and business consumers in

California. The following discussion describes each of these areas in greater detail.

A. Competitors

Several categories of telecommunications carriers provide telecommunications services throughout
California. These carriers are generally placed into three groups: (1) ILECs; (2) CLECs; and (3) I1XCs.

ILECs— ILECs are the traditional wireline telecommunications carriers within defined geographic
areas. Prior to 1996, for local service (and prior to 1995 for local toll service), ILECs operated as
monopolies having the exclusive right and responsibility for providing local and local toll telephone
service in defined geographic areas.2t Currently, two large ILECs (Pacific and Verizon,) two mid-sized
ILECs (Citizens and Roseville,) and eighteen small ILECs?2 operate in California. Also, some ILECs

have affiliates who offer long distance, wireless and/or high speed data services.

CLECs —CLECs are wireline carriers that are authorized under state and federal rules to compete with

ILECs to provide local telephone service. They often package their local service offerings with local

21 The TA “96 allows the FCC to deem other carriers as incumbents if they occupy a position in the market that is comparable to an
ILEC, have substantially replaced the ILEC in the market, or if such treatment is in the public interest. To date, the FCC has not deemed
any carriers as comparable to ILECs in California.

%2 See Chapter 2, footnote 7 for a list of small ILECs in California
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toll, long distance, international, Internet access, cable and/or video services. Under policies adopted
by the CPUC, the FCC and TA '96, CLECs are not required to duplicate ILEC local service offerings.
They can choose which customers to serve (business, residential or both), and what services to offer.
CLECs provide telephone services in one of three ways or a combination thereof: a) by building or
rebuilding telecommunications facilities?3, b) through the purchase of telecommunications services
from another carrier (typically an ILEC) at wholesale rates and, then, reselling those services to their
own customers at retail rates?4, and c¢) by leasing parts of the ILEC network referred to as “unbundled

network elements” (UNES).

Some larger CLECs operating in California are AT&T, WorldCom, Inc. (Worldcom), Pac-West
Telecommunications Inc., and Cox California Telecom, LLC. Some ILECs have also been given
authority to become CLECs outside their original service territories. In California, Pacific and Verizon
each have authority to operate as CLECs in each other’s service areas.

1XCs — IXCs are typically defined as wireline “long distance” carriers. 1XCs may provide long distance
services to customers using their own facilities or by reselling to their customers the long distance
services they have purchased from another carrier. Some 1XCs also offer local and local toll
telecommunications services in addition to international, Internet access, cable and/or video services.
Other IXCs are affiliates of ILECs. Some 1XCs operating in California are AT&T, Sprint
Communications LLP (Sprint), WorldCom, Roseville Long Distance, Sierra Telephone Long Distance,
and Working Assets.

B. Service Types

For ILECs, CLECs and IXCs, there are three broad categories of wireline service offered: 1) local
service, 2) local toll service, and 3) long distance service. Local service typically includes a guaranteed
set of functions quaintly termed “plain old telephone service” (POTS). These functions are usually
provided for a standard monthly charge which covers the provision of dial tone on the customer
telephone line, the ability to place and receive voice and data calls over basic telephone lines®. as well
as the cost of local calls within a limited, geographic area. For some carriers, local service may also
include such features as directory assistance, operator services, access to 911 as well as discretionary

2 These “facilities-based” CLECS build the network they need to serve customers including the portion of the network (i.e. the local
loop) that connects to the customer’s premise.

2+ At one time, the use of “resale” by CLECs was thought of as a transitional market entry strategy while the CLECs were building their
networks over a period of time.

% presently, Verizon is not providing service as a CLEC in California even though it is authorized to do so.

% High-speed data services such as DSL are included as part the advanced services analysis in Chapter 4.
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services such as call waiting, caller 1D, call forwarding and dial-up Internet access. For the purposes of

this report, local service includes both POTS and the additional features described above.

The current regulatory framework governing local toll and long distance services is the result of the
divestiture of AT&T in 1984, prompted by a settlement between the United States Department of
Justice and AT&T over antitrust allegations. As noted in Chapter 2, geographical areas called LATAS
were created throughout the United States as a result of the approved AT&T settlement and LATA

boundaries define how and where telecommunications carriers are allowed to provide service. Initially,

ILECs were allowed to provide telecommunications services within the LATA. Thus, ILECs provided
both local service as well as local toll service, i.e. calls made to destinations within the LATA but
outside of the “free” local calling area. In 1994, the CPUC authorized competition for local toll
services in California with the issuance of D.94-09-065 allowing other carriers to enter that market
along with the ILECs.

As a result of the AT&T divestiture, 1XCs were allowed to provide telecommunications services
between LATAS, i.e. long distance service. Competitors such as WorldCom and Sprint began to offer
long distance service in competition with AT&T in the 1970’s and now more than 700 companies offer
long distance service nationwide?’. Certain RBOC affiliated ILECs were initially prohibited from
providing long distance services?. As discussed in Chapter 5, however, TA '96 makes provision for
these RBOC affiliated ILECs, including Pacific, to now enter the long distance market with regulatory
approval.

As the telecommunications marketplace evolves, however, the delineation between local, local toll, and
long distance services is not so distinct. For example, some carriers have packaged local toll and long
distance services together. Some carrier calling plans offer a flat per-minute-of-use charge for both
local toll and long distance calls2. Other plans offer a flat monthly rate for local toll and long distance
service that covers a maximum number of minutes of use3. In some cases, therefore, the focus is
switching away from the geographic delineations of LATAs and switching toward a minutes of use
pricing basis.

2 gtatistics of the Long Distance Telecommunications Industry, p. 1, Industry Analysis Division, Common Carrier Bureau, Federal
Communicaitons Commission, dated January 2001.

% The RBOCs, including Pacific Bell, were prohibited from offering long distance services since they took over the former local service
territory of AT&T. However, other ILECs were not under the same restriction as the RBOCs. Some 1XCs operating in California that
are affiliated with non-RBOC ILECs are Cal-Ore Long Distance, Century Tel Long Distance, Inc., Citizens Telecommunications
Company, Kerman Tel Long Distance, Pinnacles Long Distance, Ponderosa Long Distance, Roseville Long Distance, Sierra Telephone
Long Distance, and Siskyou Long Distance.

% | ong Distance Rates Survey 2001, Consumer Action News
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C. Customer Classes

Clearly defined customer classes have been used as a method of segmenting markets. Residential and
business services are regulated and marketed differently. In California, residential and business
customers pay different rates for local service. There are also distinct policies and residential consumer
protections in place that do not apply to business customers. For instance, subsidy programs such as
Universal Lifeline Telephone Service assure residential customers access to basic telecommunications
service; but the program is not available to business customers. As the telecommunications
marketplace opened to competition, new competitors focused on specific customer classes. Many
competitors do not provide the same range of services as ILECs.

I1. Analysis of Competition in Traditional Markets

A. Analysis Summary

In examining competition in traditional markets, staff analyzed telephone line, customer, numbering,
minutes of use, and revenue data. Staff found the status of competition varies among each of
California’s local, local toll and long distance markets.

In the local market, ILECs continue to dominate in customer share, numbering resources and
revenues. Since the opening of the local market to competition in 1996, ILECs have served the vast
majority of California’s local telephone lines, as shown by data collected by the CPUC and FCC. In
2000, for example, ILECs in California provided service to between 94.0 and 96.4 percent of the state’s
nearly 25 million lines leaving CLECs only with between 3.6 and 6.0 percent.3t CLEC market entry as
measured by lines is also slower in California than in the U.S. Likewise, ILECs are dominant in the
local market with respect to numbering resources. ILECs held 89 percent of the wireline telephone
numbers at the end of 2000 while CLECs held 11 percent. CLECs have made even smaller inroads in
the service territories of the small ILECs in the state, with only 2 percent of the wireline telephone
numbers in those areas. Similarly, ILECs earned the lion’s share of the local revenues between 1996
and 2000, with a five-year total of $23.4 billion. In contrast, the combined CLEC total revenues in the
local market were only $190.1 million (less than 1 percent of ILEC total revenues) over the same time
period.

g,
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Despite ILECs overall dominance, CLECs have a larger relative share of the state’s local
business customers than of its residential customers. Specifically, CPUC data shows that they
served 5.6 percent of the state’s 9.5 million business lines as of June 2001, as compared to 2.2
percent of the state’s 14.8 million residential lines for that period.* CLEC local revenue gains
have also been more consistent in the business market segment as compared to the residential
market segment for local services. CLEC local business revenues grew steadily from .001 %
of the state’s local business revenues in 1996 to over 1.8% of those revenues in 2000. CLEC
share of local residential revenues fluctuated during the same period, constituting just over .8%

of the state’s total local revenues from residential customers by 2000.

While ILECs are also dominant in the local toll market, their competitors appear to be faring
somewhat better as compared to the local market. Between 1996 and 2000, CLECs/1XCs total local
toll revenues were approximately $1.4 billion, or 20 percent of the ILECs local toll revenues of $6.7
billion. In 2000 ILECs retained 76 percent of total local toll revenues, which meant that CLEC/ IXC
revenues were 31 percent of ILEC local toll revenues. CLECs/1XCs local toll revenues also grew
faster than that of ILECs from 1996 to 2000 (CLECs/1XCs 93 percent compared to ILECs 4 percent
growth). In addition, CLEC/1XC customer share grew from 19.3 percent to 24.3 percent of the total
residential local toll subscribers in California in the period between 1999 and June 2001.

California’s long distance market is providing mixed signals. Minutes of use data shows gradual growth
while revenue data shows decline. Three separate indicators show that long distance minutes of use,
while growing overall, either dipped or went flat at times between 1996 and 2000. Additionally, total
long distance revenues in the state peaked at $1.2 billion in 1997 and steadily declined to $871 million
by the end of 2000. Moreover, long distance subscribership reported by sampled carriers declined
from over 10.6 million in 1996 to just over 8.8 million by mid-year 2001. The change in subscribership
may be indicative however of shifting customers between competitors and not actual market decline.
The CPUC will continue to evaluate this market and report further to the Legislature.

In terms of long distance market share, AT&T’s share of minutes, revenues and access lines has
dropped substantially over the past six years. Worldcom and other competitors have gained share,
while Sprint’s position has not changed much. However, AT&T still holds over 50 percent of the

market by the measures of revenue and access lines.

% The range of numbers reflects differences in the data collected by the CPUC and the FCC.
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Examining aggregate revenue data across local, local toll and long distance markets corroborates the
dominance of ILECs. ILECs earned about 46 percent of the $77.6 billion total retail revenues earned
in California’s telecommunications marketplace while the CLECs and 1XCs combined earned 21
percent33. Similarly, ILECs reported four times the operating revenues that CLECs and 1XCs reported.
While they had similar growth rates during the period, ILECs reported $41.7 billion in total operating
revenues between 1996 and 2000 and CLECs and 1XCs reported $10.7 billion.

The remainder of this chapter provides further details about the status of ILEC and non-ILEC
competitors in the various California markets. Chapter 5 of this report discusses CLEC market entry
and exit in the state. There appears to be a relationship between the continued market share
dominance of ILECs detailed in this chapter and reductions in competitor market presence and service
offerings described in Chapter 5.

B. Local Services: ILECs Dominant

i. Customer Share: ILECs Control Between 94.0 and 96.4%

Analysis of the number of lines per carrier is one measure of the scale of competition in

California. A discussion of ILEC and CLEC share of local telephone lines follows.

Overall Trend—- In terms of customer share, the ILEC:s still hold the dominant position in the local
telephone market in California. Figure 3.1 illustrates that ILEC dominance in local customer share
spans back to when competition opened in this market. In 1996, ILECs in California served nearly 100
percent of the reported local telephone lines statewide with CLECs serving less than .1 percent of the
lines in the state. By December 2000, ILECs served 96.4 percent of the nearly 25 million local
telephone lines in California while the CLECs served just 3.6 percent. ILEC and CLEC shares by
June 2001 were fairly consistent with the December 2000 levels. (See Appendix A for detailed data

breakdown).

% While the FCC groups residential and business lines somewhat differently from the CPUC, FCC data supports greater inroads for
CLECs in terms of business versus residential lines. See discussion later in this chapter for analysis of that data.
% Wireless carriers collected the remaining 33 percent of the retail revenues.

The Status of Telecommunications Competition in California



Figure 3.1
Total California Local Telephone Lines, 1996-2001*
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FCC data for California and the nation corroborates the ILEC customer share dominance. The FCC
data indicates that as of December 31, 2000, ILECs in California held 94.0 percent of the nearly 25
million lines in the state and CLECs held 6.0 percent of them (see Table 3.2 below)3. In addition, the
FCC data demonstrates that CLEC market entry is slightly slower in California than it is for the rest of
the nation. CLEC local lines increased over 77 percent from 839,696 to 1,492,585 lines between
December 1999 and December 2000. By contrast, CLEC local lines grew by about 97 percent for the

nation as a whole.

* While there is a slight disparity between the FCC’s and CPUC’s data, it is likely due to different data collection techniques. Although
there is some overlap, the pool of carriers sampled by the CPUC and the FCC does not match exactly. See Appendix G for a list of
carriers sampled by each entity.
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Table 3.2: Total Local Telephone Lines Reported for the U.S. and California, Based
on FCC Data as of December 31, 2000%°
ILEC CLEC Total ILEC CLEC
Lines Lines Lines Share Share
California
December 1999 23,168,260 839,696 24,007,956 96.5% 3.5%
December 2000 23,467,042 1,492,585 24,959,627 94.0% 6.0%
% Growth 1.2% 77.8% 4.0% - -
Nationwide
December 1999 181,307,695 8,318,244 189,625,939 95.6% 4.4%
December 2000 177,420,655 16,397,393 193,818,048 91.5% 8.5%
% Growth -2.1% 97.1% 2.2% - -

Residential and Business Customer Comparison —As measured by lines, the CPUC’s data suggests
a slower CLEC entry into the residential market than in California’s business market3. Although
CPUC data shows that CLEC residential lines only constituted 1 percent of total lines in California in
2000 and CLEC business lines only constituted 1.6 percent of the total lines®?, closer examination of

the data reveals differences between CLEC residential and business growth rates.

CLEC growth amongst business lines in California is evident. Total business lines in the state grew
from nearly 6.2 million in 1996 to over 9.5 million as of June 2001. As shown on Figure 3.3, the
reporting CLECs indicated that they had less than 1 percent of the state’s business local telephone lines
through 1998. The CLEC share of those business lines grew to 5.6 percent by June 2001.

By comparison, examination of the residential lines in the state reveals slower growth for CLECs.
Residential lines statewide grew from nearly 10.2 million in 1996 to about 14.8 million as of June 30,
2001. Figure 3.3 also shows that the CLECs sampled served no residential local telephone lines in
California between 1996 and 1998 and served just 2.2 percent of them by June 2001. (See Appendix A
for further details.)

% Source: FCC Form 477 data for the periods ending December 31, 1999 and December 31, 2000. See also Appendix A.

% While the ILECs serve most of the lines both in California and nationally, this part of the analysis is focused on the share of local
residential and business lines held by CLECs. For ILEC residential and business line data, see Appendix A.

3 CLEC “other” lines constituted 1 percent of the total lines in the state. See Appendix A.
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Figure 3.3
Comparison of CLEC Residential and Business Line Share in California
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FCC data further demonstrates that CLEC inroads into the local market for business service are greater
than the inroads in that market for residential service (see Figure 3.4). Concentrating just on the local
telephone lines for medium and large business customers, the CLEC share of those lines increased
from 9.7 percent to 14.9 percent between December 1999 and December 200038, During the same
time period, the CLEC share of the total local telephone lines for residential and small business
customers in California was smaller, growing from 2 percent to just 3.6 percent®. Differences
between FCC and CPUC data may be due to the fact that the FCC groups small business and
residential lines together and the CPUC does not. (See Appendix A for a detailed breakdown of the
FCC data for both CLECs and ILECs).

* FCC Form 477 data for the periods ending December 31, 1999 and December 31, 2000.
*d.
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Figure 3.4
Comparison of CLEC Line Share in California, Based on FCC Data
1999 - 2000
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il. Number Utilization.: ILECs Have 89% of Assigned Numbers

Overall Trend — Numbering data is another way to evaluate customer share because both CLECs and
ILECs depend upon a supply of telephone numbers to provide local exchange service to customers in
the California marketplace#. Carriers need telephone numbers in order to provide service to their
customers. However, only a portion of each carrier’s total telephone number inventory is working and
assigned to customers. Thus, shares of assigned telephone numbers, and not overall number

inventories, provide more meaningful information about competition.

The numbering data corroborates the subscribership data discussed in the previous section, showing
that CLECs have made relatively small inroads into California’s local market. As detailed in Table 3.5,
ILECs have approximately 89 percent of the 40 million assigned wireline numbers in California. By

contrast, CLECs have about 11 percent of those numbers.

%0 Similar to the analysis of local telephone lines, there is not a one-for-one correlation between telephone numbers and the numbers of
customers since a household or business can have more than one customer utilizing a given telephone number or vice versa.
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Table 3.5: Total Wireline Telephone Numbers
Assigned in California As of December 2000

Carriers Types Telephone Numbers Percent Assigned
ILECs 35, 783, 794 89%
CLECs* 4,587,434 11%
TOTAL 40, 371, 228 100%

*CLEC data includes a small amount of data from Competitive Access Providers (CAPS).
Data Source: FCC Number Resource Utilization Forecast, December 31, 2000.

Staff noted the difference between the ILECs’ 89 percent of assigned numbers and their 94.0 to 96.4
percent of California’s local telephone lines, as well as the corresponding difference between the
CLECs’ 3.6 to 6.0 percent of local lines versus their 11 percent of assigned numbers. These differences
can be explained in part by the nature of the distribution of copper telephone lines. In the case of a
single residence, one telephone line (the copper cable running into the home) often equates to a single
telephone number, i.e. a house will have a single telephone number. However, for a business location,
one line may have several, if not many, numbers assigned to it. Therefore, a carrier may possess more
telephone numbers than it does actual lines; there is not necessarily a one-to-one relationship between
lines and telephone numbers. In fact, there are only 25 million lines as compared to 40 million
assigned phone numbers in California. CLECs’ 3.6 to 6.0 percent of California’s local lines can thus
result in 11 percent in assigned numbers if they serve many businesses or locations where a single line
equates to many numbers. Another reason for the difference may be the nature of resale, whereby
CLECs acquire telephone numbers from ILECs.4 The CLECS, as the carriers in charge of billing the
customers, report the numbers as their own. Thus, while ILECs may control the local lines, their
actual count of assigned numbers has fallen due to the transfer of them to the CLECs via resale.

Staff also reviewed numbering data for regional distinctions. The service territories of the
large, mid-sized, and rural ILECs in California designate regions. As noted earlier in this
report, the two largest ILECs in California are Pacific and Verizon. The service territories of
the large ILECs contain over 96 percent of the assigned wireline numbers. The service
territories of the mid-sized ILECs contain 3 percent of the assigned wireline numbers, while

the rural areas contain less than 1 percent or just 94,773 assigned numbers.

The numbering data breakdown for territories of the large and mid-sized ILECs was similar to the
statewide breakdown, with ILECs and CLECs holding 89 percent and 11 percent of assigned wireline
numbers respectively in the large ILEC region and 90 percent and 10 percent of such numbers

# See discussion of Local Number Portability in Chapter 5.
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respectively in the mid-sized ILEC region. In the territories of the small ILECs, ILECs hold about 98
percent of the assigned wireline numbers while CLECs hold only 2 percent of the numbers.

iil. Local Revenue: Vast Majority Earned by ILECs

Overall Trend -- As a measure of competition, staff analyzed ILEC and CLEC local revenues between
1996 and 2000. The data shows that both industry sectors experienced local revenue growth each
year. ILECs earned a total of $23.4 billion over the five-year period, with yearly revenues ranging from
$3.8 billion in 1996 to $5.8 billion in 2000. CLECs earned a combined $190.1 million over the period,
starting at $55,932 in 1996 and reaching $74.5 million in 2000. Overall, CLECs earned less than one
percent of the total local revenues earned by ILECs between 1996 and 2000.

FHgure 3.6
Annual Local Revenues in California*
1996-2000
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Examination of the percentage of local revenues held by each carrier group on a year-by- year basis
provides further evidence of the dominance of the ILECs in California’s local market. As shown in
Table 3.7 below, ILECs had earned nearly 100 percent of the state’s total local revenues in 1996 and its
share of those revenues was close to 99 percent for every year between 1997 and 2000. By contrast,
CLECs earned less than .5 percent of the total local revenues in 1996 and 1997. For each year from

1998 to 2000, the CLEC share of total local revenues hovered around the 1 percent mark.
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Table 3.7: ILEC and CLEC Percent Share of California Local Revenue
Year ILEC % CLEC % Total Local Revenue
$

1996 99.999% 0.001% $3,795,548,300

1997 99.594% 0.406% $3,967,898,908

1998 98.938% 1.062% $4,176,840,619

1999 99.039% 0.961% $5,724,411,533

2000 98.732% 1.268% $5,880,376,404
Five Year Sum $23,545,075,764

Source: CPUC Data Request responses.

Residential and Business Revenues Comparison—\While CLEC local revenues are still small when
compared with ILEC local revenues, the CPUC revenue data none the less suggests more consistent
gains for CLECs into the business versus residential market. The CLEC share of local business
revenue has grown every year in the reporting period. Namely, they have grown from .001 percent of
the state’s local business revenues in 1996 to over 1.8 percent of those revenues in 2000 (See Table 3.8

below).
Table 3.8: CLEC Share of Local Business Customer Revenue
Year Total Local Business CLEC Local Business CLEC %
Revenue $ Revenue $

1996 $1,837,534,633 $22,178 0.001%
1997 $1,917,833,051 $7,859,786 0.410%
1998 $1,943,407,787 $19,022,214 0.979%
1999 $2,581,687,565 $38,220,149 1.480%
2000 $2,601,907,074 $47,056,659 1.809%

Five Year Sum $10,882,370,110 $112,180,986 | @ ------

Source: CPUC Data Request responses.

By comparison, the CLEC share of local residential revenues in the state has not shown consistent
gains. As demonstrated on Table 3.9, CLEC share of local residential revenues grew from .002 percent
to just over 1 percent in 1998. However, CLEC share of that revenue fell to just over .5 percent the
following year and only reached just over .8 percent of the state’s total local revenue from residential

customers by 2000.
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Table 3.9: CLEC Share of Local Residential Customer Revenue
Year Total Local CLEC Local Residential CLEC %
Residential Revenue $ Revenue $

1996 $1,958,013,667 $33,754 0.002%

1997 $2,050,065,857 $8,263,007 0.403%

1998 $2,233,432,832 $25,321,658 1.134%

1999 $3,142,723,968 $16,818,544 0.535%

2000 $3,278,469,330 $27,492,309 0.839%
Five Year Sum $12,662,705,654 $77,929271 | @ ------

* Source: CPUC Data Request responses.

C. Local Toll Market: Competitors Fare Better Than in the Local Market But
ILECs Still Dominant

i. Revenue: CLEC/IXC Earnings Significantly Less Than ILECs But Growing

As shown in figure 3.10, ILECs have earned significantly more than CLECs/1XCs in the local toll
market. Both CLECs and IXCs compete against ILECs in the local toll market. The data for CLECs
and IXCs could not be separated because many carriers are registered as both CLECs and 1XCs.
Between 1996 and 2000, ILECs earned $6.7 billion, while CLECs/1XCs earned $1.4 billion from toll
revenues. In 1996, CLECs/I1XCs s earned 17 percent ($202 million) of the local toll revenues that
ILECs were making ($1.2 billion). In 2000 alone, CLECs/1XCs were making 31 percent ($390 million)
of the revenues that ILECs were making ($1.26 billion). In addition, CLECs/1XCs outpaced the
incumbents in the rate of revenue growth from 1996 to 2000 (CLECs/1XCs 93 percent to ILECs 4
percent growth). Nevertheless, in 2000, ILECs retained 76 percent of total local toll revenues. Thus,
while surveyed ILECs collect the majority of toll revenues, CLEC/1XC local toll revenues grew by a
significant amount. CLEC/1XC progress in the local toll market is noteworthy when compared to

competitors in the local market who earned just 1 percent of local revenues.
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Figure 3.10
Annual Toll Revenues in California
1996-2000
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Source: CPUC Data Request responses.

The CPUC’s revenue data also suggest a slower CLEC/1XC entry into the residential local toll
segment as compared to their entry into the business local toll segment. In 2000,
CLECs/1XCs earned 30 percent of the total local toll revenues generated from business
customers as compared to close to 19 percent of the total local toll revenues from residential

customers.

Ii. Residential Customer Share: ILECs Maintain Over 75 Percent Of Market:
CLEC/IXC Share Growing

From the CPUC data, staff also observed that ILECs have the majority of residential local toll
subscribers in California, but the CLEC/1XC share is growing“. The number of residential local toll
subscribers fell slightly from about 12.9 million subscribers to 12.5 million subscribers between the end
of 1999 and the end of 2000 (See Appendix A)4. The CLEC/IXC share of residential local toll
subscribership in the state, however, grew from nearly 2.5 million to more than 3 million customers
during that time, an increase from 19.3 percent to 24.3 percent of all the residential local toll
subscribers statewide. In the same period, the ILEC share of those residential toll subscribers fell
slightly from more than 80 percent to nearly 76 percent. Although the mid-year 2001 residential local

2 CLEC and IXC residential local toll subscriber data cannot be separated.
* The CPUC asked carriers to report the total number of residential, local toll customers they had between 1996 and June 2001. The total
residential, local toll customers may include both presubscribed and non-presubscribed customers.
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toll subscribership level for the state (11.9 million subscribers) was lower than in 2000, the ILECs and
CLEC/1XC shares remained constant at 76 percent and 24 percent, respectively.

Fgure 3.11
ILEC and CLEC/IXC Residential Toll Subscribers in California, 1999- 2001*
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D. Long Distance Market: Mixed Signals

Staff evaluated the long distance market utilizing several different indicators. First, staff examined long
distance minutes of use, which can provide useful information on competition since it measures how
much subscribers are utilizing these services. Staff also evaluated long distance revenues and

subscribership. Overall, the data suggest disparate trends.

1. Long Distance Calling Volume Grows Gradually

By examining FCC data, staff identified several methods of measuring long distance minutes of use.
These methods include: interstate access minutes#, interstate dial equipment minutes (DEM)%, and

intrastate DEM. Regardless of the method, long distance minutes of use data indicate a market with

# Access minutes are those minutes transmitted by long distance carriers that also use the distribution networks of local telephone
companies.

* Dial equipment minutes (DEM) are measured as calls enter and leave telephone switches. Periodic studies of dial equipment minutes
are used to estimate the proportion of calling that is interstate and to allocate costs between interstate and intrastate services.
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gradual growth (see Figure 3.12 below). California interstate access minutes over the period of 1996 to
1999 grew from 44.6 billion to 51.8 billion, with a slight decline in 1998. Over the period of 1997 to
2000, interstate DEM for California grew from 42.7 billion to 50.2 billion. Interstate DEM also
indicate a decline one year, but this time in 1999. It is not clear why the changes in access minutes are
not consistent with reported changes in dial equipment minutes.46 A third measure, intrastate DEM#7,
show yet a slightly different pattern. California intrastate DEM increased from 87.1 billion to 99.7
billion over the period of 1997 to 2000, with growth flat between 1998 and 1999.

Figure 3.12
California Long Distance Minutes
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Source: Universal Service Monitoring Report, October 2001, Common Carrier Bureau, Federal Communications

Commission, Section 8

ii. Industry Revenues Declining

By contrast, long distance revenue data shows a declining trend. IXCs earned a combined total of $5.3
billion in long distance revenues over the five-year period. 1997 was the best year for long distance
revenues with earnings of approximately $1.2 billion. By the end of 2000, total revenues reported to
the FCC declined to $871 million.

% Telephone industry traffic experts often argue that dial equipment minutes represent the best available information on the proportions
of different types of calls, while access minutes are the most accurate available data on the volume of interstate calling. For additional
discussion on the differences between the two measures, see Trends in Telephone Service, Industry Analysis Division, Common Carrier
Division, December 2000, Section 11.

*7 Intrastate toll DEM are not separated by intraLATA and interLATA categories to provide unique data on the intraLATA and
interLATA toll markets in California, as is done in this report. Although the data includes some minutes that may more appropriately fit
with our local toll analysis, the data is reported here nevertheless to give the most complete picture possible of long distance minutes of
use.
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Figure 3.13
Annual Long Distance Revenues for California IXCs
1996-2000*
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Several long distance carriers confirmed the downward trend in California long distance revenues. The
carriers cited wireless, email and Internet substitution, increased competition, reduced access costs, and

ILEC expanded calling areas as reasons for the decline.

iil. Residential Long Distance Suscribership. Downturn or Shift?

Table 3.14 below details the number of residential long distance subscribers reported by the 1XCs*
sampled by the CPUC. The data indicates that long distance subscribership in California fell by more
than 13 percent for reporting carriers between 1996 and 20004. It declined further by mid-year 2001
to just over 8.8 million subscribers in the state.

8 All five of the CLECS that responded to the CPUC’s data request on the status of competition indicated that they also act as IXCs in
the long distance market in the state. No 1XCs that were also ILEC affiliates were sampled.

“The CPUC asked carriers to report the total number of residential, long distance customers they had between 1996 and June 2001. The
total residential, long distance customers may include both presubscribed and non-presubscribed customers.
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Table 3.14
Residential Long Distance Subscribers
Sampled Carriers in California
1996-2001*
Year Residential Subscribers
1996 10,677,018
1997 10,697,482
1998 10,860,939
1999 9,932,051
2000 9,337,509
2001* 8,832,917

* Data through June 30, 2001.
Source: CPUC Data Request responses.

However, it is unclear what the decline in residential subscribership data represents. First, the data
could simply represent underreporting by sampled carriers. Despite staff’s repeated attempts to collect
data, the carriers did not completely respond to the data request. Second, the data could represent
actual decline in subscribership. The same long distance carriers who confirmed the downward trend
in long distance revenues (see above) also noted decreases in long distance subscribership. Third, the
decline in subscribership could simply mean that California’s long distance market is experiencing a
shifting of customers between various competitors. Since the CPUC data request only included a
subset of long distance carriers operating in the state, it may be capturing decreases in subscribership

for some carriers, but not increases in subscribership for other carriers.

Staff evaluated residential long distance market shares based on FCC data on lines, revenues and direct
dial minutes. The data divides long distance market shares by AT&T, Worldcom, Sprint and a category
for “other” long distance carriers. Table 3.15 shows residential market share by long distance direct
dial minutes from 1995 to 2000.
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Table 3.15
Residential Market Share of Direct Dial Minutes in California
1995 —2000*°
AT&T WorldCom Sprint Other Carriers

1995 70.9% 17.3% 7.6% 4.1%
1996 68.3% 15.4% 7.5% 8.9%
1997 59.3% 17.1% 7.1% 16.4%
1998 Data not Data not Data not Data not

available available available available
1999 47.5% 22.3% 7.2% 23.0%
2000 42.6% 21.4% 6.7% 29.4%

Table 3.16 illustrates the residential market share by toll revenue from 1995 to 1999.

Table 3.16

1995 —1999%*

Residential Toll Revenue for CA

AT&T WorldCom Sprint Other Carriers
1995 70.4% 16.2% 6.9% 6.5%
1996 68.4% 15.3% 7.1% 9.2%
1997 58.7% 17.3% 7.2% 16.8%
1998 54.7% 21.5% 7.6% 16.3%
1999 51.2% 25.8% 7.0% 16.0%

% Data for 1995-1997: Long Distance Market Share 4™ Quarter 1998, Industry Analysis Division, Common Carrier Bureau, Federal
Communications Commission (FCC); Data for 1999: Statistics of the Long Distance Telecommunications Industry, January 2001,
Industry Analysis Division, Common Carrier Bureau, FCC;

Data for 2000: Trends in Telephone Service, released August 2001, Industry Analysis Division, Common Carrier Bureau, FCC.

5! Data for 1995-1997: Long Distance Market Share 4™ Quarter 1998, Industry Analysis Division, Common Carrier Bureau, FCC; Data
for 1998: Trends in Telephone Service 2000 1% Report, released March 2001, Industry Analysis Division, Common Carrier Bureau, FCC;
Data for 1999: Statistics of the Long Distance Telecommunications Industry, January 2001, Industry Analysis Division, Common Carrier
Bureau, FCC
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Table 3.17 shows residential market share by access lines from 1995 to 1999.

Table 3.17
Residential Access Lines for CA: 1995 —1999°
AT&T WorldCom Sprint Other Carriers
Access Lines

1995 75.9% 15.3% 4.8% 4.0%
1996 75.6% 12.8% 6.3% 5.3%
1997 66.5% 15.5% 7.0% 11.0%
1998 Data not Data not Data not Data not

available available available available
1999 61.3% 18.5% 5.4% 14.7%

AT&T’s share of the residential long distance market in the U.S., by all three measures, dropped
sharply from 1995 to 1999/2000. Most of the growth occurred among smaller competitors and
WorldCom. Despite the drop in market share, AT&T is still the dominant long distance carrier by the
measures of toll revenues and access lines. Direct dial minutes is the only measure by which AT&T
held less than 50 percent of the market share by 2000. The data also shows gains by carriers other than
AT&T, Sprint and Worldcom.

E. Cross Market Revenue Comparison: ILECs Dominant

Retail Revenues in California — Examining aggregate revenue data across local, local toll and long
distance markets corroborates the dominance of ILECs. ILECs, CLECs, and I XCs report their yearly
surcharge data (or “retail revenues”) to the CPUC.53 Data gathered spans the years 1997 through 2001.
As illustrated in Table 3.18, California ILECs earned $35.6 billion over the five-year period, collecting
an average of 46 percent of retail revenues. CLECs and 1XCs combined earned less than half of what
ILECs earned ($16.6 billion) from 1997 through 2001, and an average of 21 percent of total retail
revenues. CLECs/1XCs earned the most in 2000, approximately $4 billion.

52 Data for 1995-1997: Long Distance Market Share 4™ Quarter 1998, Industry Analysis Division, Common Carrier Bureau, FCC; Data
for 1999: Statistics of the Long Distance Telecommunications Industry, January 2001, Industry Analysis Division, Common Carrier
Bureau, FCC

%% Reporting systems do not enable CLEC and IXC revenues to be separated.
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Table 3.18
California Intrastate Retail Revenues
Fiscal Year 1998-2001>

Year CLEC & IXC® Wireless ILEC Total

1997 $2,520,905,277 $2,575,524,672 $7,221,722,673 $12,318,152,622

1998 $3,059,269,916 $3,894,864,478 $7,198,329,141 $14,152,463,535

1999 $3,316,414,458 $4,998,957,508 $6,634,936,725 $14,950,308,691

2000 $4,050,307,194 $6,661,032,550 $7,290,518,707 $18,001,858,451

2001%° $3,690,367,691 $7,210,674,212 $7,248,143,380 $18,149,185,283

Total $16,637,264,536 $25,341,053,420 $35,593,650,626 $77,571,968,582

1997 20% 21% 59% 100%

1998 22% 28% 51% 100%

1999 22% 33% 44% 100%

2000 22% 37% 40% 100%

2001 20% 40% 40% 100%
Average 21% 33% 46% 100%

It is noteworthy that wireless carriers collected an average of 33 percent of retail revenues,
significantly more than CLECs/1XCs did between 1997 and 2001. It is also significant that
ILECs and wireless carriers each earned approximately $7.2 billion in 2001. Competition in
the wireless sector, including revenue comparisons with the wireline sector, is discussed in

greater detail in Chapter 4, Wireless and Advanced Services.

Figure 3.19
California Telecommunications Retail Revenues *
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Source: Combined California PUC Telephone Surcharge Transmittal forms (as of 5/17/02)
* Retail revenues represent the amount billed by carriers to retail customers, subject to CPUC surcharges. Retail
revenues do not include the amount earned from wholesale customers.

% Source: Combined California PUC Telephone Surcharge Transmittal forms as of October 23, 2001.

% Includes local toll and long distance revenues.
% Year 2001 retail revenue data is based on first eight months of 2001 data annualized.
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Total Operating Revenues in California —Responses to the CPUC data request provided

information about operating revenues earned by ILECs and CLECs/IXCs. Total operating revenues

are the sum of local, local toll, and long distance revenues. Total operating revenues are a measure of

industry-wide competition because they aggregate individual revenue streams, thus enabling overall

earning differences to be examined. Between 1996 and 2000, $41.7 billion in total operating revenues
were reported by ILECs while $11.4 billion were reported by CLECs/1XCs. Both ILECs and
CLECs/1XCs earned their greatest total operating revenues in 2000, $10.7 billion and $2.8 billion
respectively. They each earned the least in 1996, $6.5 billion and $1.7 billion.

During this period, ILEC total operating revenues grew by 66 percent and CLEC/1XC revenues grew

by 61 percent. Thus, ILECs are still dominant in terms of revenue share but CLEC/1XC operating

revenue growth was almost equal to ILECs.
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Chapter 4: Wireless and Advanced
Telecommunications Markets

I. Chapter Overview

Chapter 4 provides an overview of the competitiveness of wireless and advanced telecommunications
markets. As illustrated below, in addition to offering local and long distance services, major

telecommunications carriers operating in California are also offering wireless and advanced services.

Table 4.1: Services Offered by Carriers
Local Long Wireless Advanced
Distance Services

AT&T X X X X
Citizens X X* X
Cox X X X
Pacific X X* X*
Bell
Qwest X X X X
Roseville X X* X* X
Sprint X X X X
Verizon X X* X X*
Worldcom X X X X

Source: CPUC Data Request and individual company websites.
* Carriers provide these services via affiliates, parent companies, and/or arrangements with other carriers (in
some cases with limited shared resources).

I1. Wireless Services: A Growing Market

The wireless market in California is demonstrating some increases in competitive activity. While
competition may not have fully arrived, at least five providers are active in each of the state’s area
codes. Moreover, data shows that no one carrier dominates the California market with the top carrier
on average holding 34 percent of the numbers assigned to wireless customers. Despite the presence of
multiple carriers, the wireless industry is highly concentrated with the same core wireless providers
active in each area in California as well as nationally. Five carriers control approximately 97 percent of
the telephone numbers assigned to wireless carriers.

The wireless market is also a growing one, with subscribership and revenues both experiencing
substantial growth in the past five years. At the end of 2000, over 12.6 million customers subscribed to
10 wireless carriers in California. This represents a 48 percent increase in subscribership from 1999 to
2000. Nationally, wireless subscribership grew by just 27 percent over the same time frame. Revenue
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growth in the wireless industry has been correspondingly dramatic. CPUC retail revenue data indicated
a net increase of 33 percent in California wireless revenues over a three-year period from 1998 through
2000, from $4.3 to $6.5 billion, with 36 percent revenue growth in 2000 alone.

When compared to the wireline sector, the California wireless market is growing much faster in terms
of customers and revenues. In 2000, there were half as many wireless subscribers as there were
wireline subscribers, while in 1999 there were just one-third as many wireless subscribers.5” In terms of
retail revenues, wireless carriers earned 60 percent as much as wireline did in 1998, 74 percent as much
in 1999, and 87 percent as much in 2000.58

A. Competition Among a Core Group of Wireless Companies

1. Subscribership: California Growth Outpacing Nation

California wireless subscribership experienced significant growth and outpaced the nation from 1999
through 2000. Based on FCC data, Table 4.2 demonstrates that 10 wireless providers in California had
more than 12.6 million subscribers in December 2000. This represents a 48 percent increase from the
8.5 million wireless subscribers a year earlier. In comparison, the number of customers subscribed to
the 77 large wireless carriers in the U.S. increased by only 27 percent between December 1999 and
December 2000.

% Due to differences in data availability, wireless subscribership is based on number of customers while wireline subscribership is based
on number of lines. In 2000, there were 12.6 million wireless subscribers compared to 25 million local wireline telephone lines. In
1999, there were 8.5 million wireless subscribers and 24.1 million wireline local lines.

%8 Retail revenues are derived from surcharge billing activity. Wireline carrier groups include CLECs, IXCs, and ILECs.
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Table 4.2
Wireless Subscribers in California and the U.S.,
December 1999 and December 2000%°
Number of Reporting Number of Subscribers Percent Increase
Carriers From Previous Year

California

December 1999 11 8,544,941

December 2000 10 12,649,508 48%
Nationwide

December 1999 76 79,696,083

December 2000 77 101,212,054 27%

Il. Revenues: 33 percent Growth Over 3 Years in California

CPUC data, which is derived from surcharge billing activity, indicates that California wireless retail
revenues grew by 33 percent between 1998 and 2000 with a three-year total of $15.7 billion.s
Nationally, a survey by the Cellular Telecommunications & Internet Association (CTIA) reported
dramatic national growth in wireless revenues based on responses by over 2,000 U.S. wireless service
providers.st The survey concluded that annual U.S. revenues increased from less than half a billion in
1985 to over $52 billion in 2000.62 California’s wireless carriers earned approximately $6.5 billion in

2000, or 13 percent of industry revenue nationwide.3

iii. Telephone Numbers. 5 Plus Wireless Carriers Competitive in Each Area
Code

Numbering data is another source of competitive information about the wireless industry. This
analysis uses shares of assigned telephone numbers as a measure of the portion of customers that

wireless companies have.

Competition among wireless carriers looks different from competition among ILECs and CLECs that
provide traditional telephone service. As indicated in Chapter 3, ILECs hold the vast majority of

numbers assigned to customers for local service, while the competitors vie for a relatively small share

% Source: Local Telephone Competition Status As of December 31, 2000, p. 3 and Table 9 as well as FCC Form 477 data as of December
1999 and December 2000 for companies operating in California.

8 Combined California PUC Telephone Surcharge Transmittal forms (as of October 23, 2001).

® The CTIA is an international organization that represents all elements of wireless communications. CTIA conducted this survey in
December 2000 and received an 86.5 percent response rate from 2,111 of 2,440 service providers in the United States. http://www.wow-
com.com/industry/stats/surveys/

8 Ibid.
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of assigned numbers. In contrast, numbers assigned to wireless customers are distributed more evenly

across a core group of competitors.

At least five wireless carriers have numbers assigned to customers in each of California’s 25 area codes.
These wireless carriers include: Nextel, Sprint, Cingular Wireless, AT&T Wireless, and Verizon
Wireless. Moreover, seven area codes have between six and eight wireless carriers. In each area code,
the top wireless provider holds no greater than 42 percent of the numbers assigned to wireless
customers. On average, the top number holder in a single area code has 34 percent of the numbers
assigned to wireless customers, and the second and third carriers have 26 percent and 18 percent
respectively. As illustrated in Table 4.3, no one carrier dominates the California wireless market.

Table 4.3
Percentage of ""Numbers Assigned to Wireless Customers"*
For the Top 5 Wireless Providers in Each Area Code

[Highest percentage of numbers assigned to customers 42%
for any one provider in a single area code

INumbers assigned to customers for any one provider:

Average highest percentage 34%
Average 2nd highest percentage 26%
Average 3rd highest percentage 18%
Average difference between highest & lowest 26%

Source: July 2001 Numbering Resource Utilization Forecast

While no one dominant carrier exists, staff observes that the same five carriers are typically the largest
five wireless providers in 20 of 25 area codes statewide. In the State overall, these five carriers control
at least 97 percent of the numbers assigned to wireless customers. Of these five carriers, all but one
(Nextel) is affiliated with either an ILEC or an IXC. So while competition appears to be thriving
among these providers, the industry actually is concentrated among a core group of carriers.

With five wireless providers in each area code, California compares favorably to the nation as a whole.
Approximately 75 percent of the U.S. population has access to five or more wireless carriers.s4

& Combined California PUC Telephone Surcharge Transmittal Forms, as of October 23, 2001.
8 Keith Dawson, CommWeb, Snapshot of the Wireless Industry, July 2001.
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B. Comparisons Between Wireline and Wireless Sectors

1. Subscribership: Wireless Already Over Half the Subscribers of Wireline

Wireless telephone use is growing in California. Drawing together data provided earlier in this report,
California’s wireless carriers had half as many customers as California’s wireline carriers in December
2000, with 12.6 million wireless customers as compared to 25 million wireline local telephone lines. A
year earlier, there were approximately one-third as many wireless customers as compared to wireline
local lines.

Ii. Revenues. California Wireless Carriers Earned More Than CLECs and
IXCs From 1997 Through 2001

As indicated in Figure 4.4, wireless carriers earned more from retail customers than CLECs and 1XCs
combined 6 and less than ILECs each year from 1997 through 2001. In 2001, retail activities
generated approximately $7.2 billion for wireless carriers, $3.7 billion for CLECs/1XCs, and $7.3
billion for ILECs in 2000.6¢ Over the entire five-year period, wireless carriers earned 71 percent of
what ILECs did from retail activities.

With steady growth in retail revenues between 1997 and 2001, California wireless companies earned
approximately 36 percent of what ILECs had earned in 1997, $2.6 billion for wireless carriers as
compared to $7.2 billion for ILECs. By 2001, wireless firms and ILECs were earning nearly the same
amount, approximately $7.2 billion, from retail customers. The greatest growth over the five-year
period for wireless carriers was 51 percent between 1997 and 1998. Wireless revenues grew at the
slowest rate, 8 percent, between 2000 and 2001.

When comparing wireless companies to all wireline carriers combined (ILECs, CLECs, and IXCs),
wireless companies earned almost half (49 percent) as much as wireline companies did from 1997
through 2001. During this period, wireless retail revenues grew by 180 percent and totaled $25.3

billion while wireline companies retail revenues grew by 12 percent and totaled $52.2 billion.s7

% Staff cannot separate retail revenue earnings between CLECs and IXCs. CLEC/IXC is used to denote this constraint.
5 2000 was the peak earnings year from surcharges for all carrier groups. See also Table 3.18 in Chapter 3.
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Figure 4.4
California Telecommunications Retail Revenues*
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Source: Combined California PUC Telephone Surcharge Transmittal Forms, as of October 23, 2001
* Retail revenues represent the amount billed by carriers to retail customers, subject to CPUC surcharges. Retail revenues do
not include the amount earned from wholesale customers.

In summary, wireless carriers saw more dramatic growth than CLEC/1XCs and ILECs in their portion
of retail revenues, nearly tripling from $2.6 billion to $7.2 billion. In 2001, wireless carriers were on par
with ILECs, each earning roughly 40% of total retail revenues. However, the growth in wireless retail

revenues may be a result of increased end-user fees and not just customer growth alone.

i1, Telephone Numbers: Wireless Has Second Largest Share in California

Numbering data provides insights about the relative market relationship between wireline and wireless
sectors. Wireless carriers held 25 percent of assigned numbers in California, or 14 million of 54.4
million assigned numbers as of year-end 2000. As illustrated in Figure 4.5, wireless carriers had more
than three times the assigned number holdings that CLECs hold and have nearly 40 percent as many

assigned numbers as ILECs.
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Figure 4.5
Phone Numbers Assigned in the State of California (54,408,319
Numbers Total)
As of December 31, 2000*

BILECs (65.77%, or
35,783,794 numbers)

OWireless (25.80%, or
14,037,091 numbers)

OCLEC** (8.43%, or
4,587,434 numbers)

* Paging carriers not included.
**CLEC data includes a small amount of Competitive Access Providers (CAP).

Staff also analyzed wireless carrier numbering holdings for regional trends. In the service territories of
both the large and mid-sized ILECs, wireless carriers share similar number inventories as the overall

California numbering distribution.

In rural California, however, wireless carriers serve a much smaller percentage of assigned numbers.
ILECs are the dominant carrier group in rural parts of California, with 92 percent of assigned numbers
as of year-end 2000. As shown in Figure 4.6, wireless carriers held approximately 6 percent of assigned
numbers and around three times more numbers than CLECs in California’s rural areas. Wireless and
wireline carriers face similar challenges, including dispersed populations and economies of scale, in

California’s rural areas.
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FHgure 4.6
Percent of Total Numbers Assigned
In Rural Rate Centers (100,619 Numbers Total)
As of December 31, 2000*

@ ILECs (92.10%, or 92,667
numbers)

O Wireless (5.81%, or 5,846
numbers)

O CLEC* (2.09%, or 2,106
numbers)

*Paging carriers not included.
**CLEC data includes a small amount of CAPs.

iv. Wireless Potential Substitute For Wireline

As the wireless market matures, wireless services have the potential to become an acceptable substitute
for wireline telephone services. Wireless carriers often package local, toll, and long distance services
together for sale to customers and some customers may rely on these services, at least part of the time,
instead of those of ILECs, CLECs, and/or IXCs. For example, wireless customers with plans offering
large numbers of “free” long distance minutes may use wireless phones for calls previously made using
wireline phones. Transient types of customers, such as students or frequent business travelers, may be

among the first customers to forgo landline service in favor of a wireless alternative.

However, wireless services are not functionally equivalent to traditional telephone service and their
pricing structures vary widely. Wireless service is typically sold in packages combining local, long
distance and custom calling features, whereas customers can purchase these elements on a stand-alone
or combined basis from wireline carriers. Local wireline service typically includes unlimited local
calling for residential customers, whereas most wireless plans offer a finite number of minutes. On the
other hand, the local calling scopes of wireless customers generally are vastly larger than that for
wireline customers.s8 Wireless service does not provide 100% calling coverage (though this is
improving), wireless call clarity is often worse than wireline clarity (though this too is improving), and

% This is especially true in California, which has a uniform statewide local calling radius for wireline incumbent carriers of only twelve
miles, among the smallest in the nation.
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wireless 911 services are inferior to wireline 911 service.® Finally, as is discussed in Chapter 5, wireline
customers can transport their phone number to a different local provider of their choosing, while
wireless customers are not able to transport their phone number from carrier to carrier.

Thus far, California data on substitution is anecdotal. Only a few wireless customers have yet to market
themselves as explicit alternatives to the traditional landline. A recent entry into California’s wireless
market, Leap Wireless doing business as Cricket Communications, takes this approach. As of July 1,
2001, Cricket was preparing to offer service in the 209 and 559 area codes in California. The Cricket
phone services is priced at a flat rate similar to landline local flat rate pricing. 7

A second carrier, Western Wireless, is positioning itself in direct competition with rural ILECs.
Western Wireless offers basic local telephone service through a Wireless Local Loop and has been
designated as an Eligible Telecommunications Carrier for universal service purposes. Western Wireless
cites several examples of capturing substantial numbers of rural customers through offering an
expanded local calling area, thereby saving rural customers money.”t In 2000, Western Wireless began
serving customers in the Bishop and EI Centro areas in California’s 760 area code.

C. Other Wireless Opportunities & Challenges

The wireless industry is in the midst of a transition, from focusing primarily on voice services to adding
new service packages and product lines. These new business areas include wireless data services, pre-
paid calling plans, and disposable phones. Sprint PCS began offering Internet access via its wireless
phones in 1999. Other providers have followed suit “with both AT&T Wireless and Verizon Wireless
now offering Internet access in the U.S.

Wireless companies also face challenges to growth and sustainability, including: uncertain demand for
new products and services; customer concerns about privacy, security, and service reliability; the
existence of multiple wireless standards?2; and

bandwidth availability. In telecommunications, bandwidth is the width of a communications channel

and the amount of data that can be transmitted in a fixed amount of time.”

% Wireline 911 service allows emergency providers to pinpoint the exact location of the telephone from which the call is placed.
Wireless 911 service only allows emergency providers to identify the general location of the mobile telephone.

" October 22, 2001 Comments of Leap Wireless in FCC WT 01-184.

™ Qctober 22, 2001 Comments of Western Wireless in FCC WT 01-184

"2 See Appendix D for a description of Wireless Standards.

™ (a) Harry Newton’s Telecommunications Dictionary, 16" Edition, page 101; (b) www.webopedia.com
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In California, bandwidth is a particularly significant issue as wireless growth largely depends on the
availability of additional spectrum. Commercial providers must compete with one another, broadcast
radio and television, national security, and educational uses. In addition, battery power is a significant
challenge to companies seeking to produce next generation wireless devices.?

I11. Advanced Services

A. Overview of Advanced Services

Digital Subscriber Line (DSL), cable modem, and broadband wireless are various types of high-speed
advanced services, commonly known as broadband access services that exist today.”™ For this report,
staff focused on the mass market segment of the advanced services market, namely residential and
small business customers that use DSL and cable modem technologies and, to a much more limited
extent, satellite and fixed wireless services. In order to analyze the DSL and cable modem markets,
staff utilized data from the FCC and from several California companies. While this report presents an
overview and limited market analysis of California’s broadband services, future reports may provide
more in-depth analysis of advanced services for an expanded scope, incorporating such elements as the
higher end segment of the broadband market (e.g., medium and large business customers that use T1
and T3 facilities).

Advanced services enable users to send and receive large amounts of information quickly. While
neither the CPUC nor the FCC has precisely defined high-speed broadband access, there is general
understanding that such services offer consumers access to telecommunications services at speeds in
excess of 200 Kpbs to facilitate the transmission of voice, video, graphics, and data.”

Broadband refers to a variety of technology platforms that facilitate high-speed data transmission
including copper wire, coaxial cable, fiber optic cable, and wireless channels.

The FCC reported that 56 percent of the U.S. population had the ability to obtain high speed Internet
access in the year 2000. While 98 percent of Internet users in the U.S. accessed the Internet through

™ Jupiter Media Metrix, Building the Internet: Trends Report 2001, “Trends Shaping the Digital Economy.”

"™ The FCC uses the term advanced services to classify high speed telecommunications options that enable access to services, such as
video, that are on the broadband network.

8 FCC, Wireline Broadband NPRM (formally: In the Matter of Appropriate Framework for Broadband Access to the Internet over
Wireline Facilities Universal Service Obligations of Broadband Providers Computer 111 Further Remand Proceedings: Bell Operating
Company Provision of Enhanced Services; 1998 Biennial Regulatory Review - Review of Computer 111 and ONA Safeguards, CC
Docket No. 02-33 CC Docket Nos. 95-20, 98-10), March 14, 2002.
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dial-up service in 1999, the FCC anticipates that approximately 50 percent of such users will have high-

speed connections by 2004.77

B. Advanced Services Competitors

As shown in Table 4.1 at the beginning of this chapter, various incumbents, competitors, and long
distance companies (ILECs, CLECs, and 1XCs) have diversified their traditional telecommunications
offerings and have become competitors in the advanced services marketplace. In addition to ILECs,
CLECs, and 1XCs, the following types of companies actively provide advanced telecommunications
services (in some cases in addition to voice telecommunications services) throughout California.

DL ECs (Data Local Exchange Carriers) — The TA '96 encourages the deployment of advanced
telecommunications capability. DLECSs are those carriers that deliver high-speed data transmission
service but not voice service. Typically, DLECs deliver services such as high-speed access to the
Internet. ILECs and CLECs may have DLEC functions or subsidiaries. DLECs operational in
California include Covad Communications Company and Pacific Bell’s data affiliate Advanced
Solutions Inc., (ASI).

Cable Providers — Cable providers offer a variety of voice and data services to customers over a
network that uses coaxial cable instead of copper wires. Despite the technical differences, cable can
directly compete with ILECs in the provision of voice and data services. Residential customers are a
particular market segment targeted by cable providers because cable video services already go to many
homes across the nation. Cable providers such as AT&T, Cox Communications, Comcast and
Cablevision offer residential telephone and data services in a number of U.S. markets.

Wireless Broadband Providers — Carriers may provide broadband service using fixed wireless or
satellite technology. Fixed wireless technology can offer services to large geographic areas with a
modest investment. Since no new infrastructure is required, fixed wireless is particularly attractive in
rural areas, smaller towns, and suburbs. Sprint Broadband Direct and WorldCom are examples of
fixed wireless providers serving a limited number of customers in certain select areas in California.

Satellite technology is also an option for rural areas but the costs are substantial.

C. Advanced Services Technologies and Deployment

" FCC, “Seventh Annual Report on Competition in Video Markets,” January 8, 2001.
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The following section discussed various types of advanced services technologies and deployment levels.
In 2000, an estimated 73 percent of California’s population lived in cities with broadband access, and
an estimated 27 percent lived in cities without access to any form of broadband.”

I. Cable Modem

Technology — cable modem is a device that enables a user to connect a personal computer to a local
cable television line and receive data at a speed of up to 1.5 Mbps and above depending on the cable
provider. This speed is roughly equivalent to the data rate available to some DSL subscribers
depending on a users network characteristics. Cable modem Internet access is shared with other users
in the same neighborhood, which reduces the speed as the number of users increases.” Cable modem
service is offered on the same basic infrastructure as multi-channel video service but it requires
equipment upgrades to support broadband connections. The local cable company is responsible for
installing cable modems and managing service quality. In order to offer cable modem service,
companies must upgrade their networks by installing fiber-optic lines and two-way data transmission
capabilities. The technology now exists to allow cable operators to effectively provide multiple
advanced residential broadband applications, and cable operators are beginning to upgrade their
networks in order to offer multiple services, including digital video, high-speed modem data services,
and cable telephony, to customers.8® Aside from adding the value of one stop shopping for

consumers, offering multiple services can lower an operator’s marginal risk.

Deployment — California cable modem usage increased from 1.6 million cable modems in use at the
end of 1999 to over 3.6 million by the end of 200081 Nationally, cable providers make high-speed
Internet service available to more than 60 million households.82 While more customers subscribe to
cable modem service than to any other broadband Internet service in the U.S., cable modem service is
significantly less prevalent in California.83 Leading cable television companies in California include
AT&T (which merged with Comcast in December 2001), Adelphia, Time Warner, and Cox

Communications.

"8 Refers to DSL and cable modem broadband platforms only.

™ Harry Newton’s Telecom Dictionary, 1998 edition, page 118-119.

8 FCC, Seventh Annual Report on Competition in Video Markets, January 8, 2001.

8 California Cable Television Association (CCTA), http://www.calcable.org/competition.html.

8 National Cable Association.

® The more limited availability of cable modem service in California is discussed later in this chapter.
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In California, the deployment of cable modem service has been limited. California was a pioneer
builder of the cable television system and the State has older cable lines, which require expensive
upgrades in order to deliver high speed Internet access. Given today’s tight financial markets, carriers
face challenges financing the needed cable upgrades, especially when considering the debt load many
cable companies are carrying from past acquisitions. It has been estimated that more than $52 billion
will be required to carry out needed upgrades for the delivery of cable modem broadband services
throughout the United States.8

The cable industry is the only broadband platform in which providers developed affiliated Internet
Service Providers (ISPs) in concert with the cable modem service.85 Cable companies serving 80
percent of all North American households signed exclusive agreements with @Home, the largest cable
ISP, or Road Runner. @Home, however, went into bankruptcy in February 2002, leaving cable
companies scrambling to find new ways of delivering services to their customers.8 This vulnerable
link in the cable modem business model, and the general role of ISPs, warrants further study to

determine how to expand broadband choices for more Californians.

I1. Digital Subscriber Line (DSL)

Technology — DSL delivers data at high speeds over ordinary copper telephone lines. DSL can carry
both voice and data signals. There are many different types of DSL, (e.g. integrated services digital
network DSL, high-data-rate DSL, very-high-data-rate DSL, rate-adaptive ADSL, and symmetrical
DSL), but most widely deployed is asynchronous DSL (ADSL). ADSL is most widely marketed to the
residential customer. DSL is distance-restricted, capable of providing services to customers up to
18,000 feet away. The customer may be able to receive data at rates up to 6.1 Mbps, enabling
continuous transmission of video, audio, and 3-D effects. More typically, individual connection speeds
range from 512 Kpbs to 1.5 Mbps downstream (incoming) and 128 Kpbs upstream (outgoing). DSL
technologies use sophisticated modulation schemes to pack data onto copper wires and are sometimes
referred to as “last mile technologies” because they are used only for connections from a telephone

switching station to a home or office.

Carriers provide DSL service over both existing phone lines (shared line connections) and additional or
second dedicated lines (stand alone connections). Incumbents provide ADSL service over existing

8 2001 NetAction report. From this URL link. (http://www:.netaction.org/alt-tech/index.html).
% |SPs provide Internet access to consumers and businesses, acting as a bridge between end-users and infrastructure owners.
% cable-modem.net, January 8, 2002.
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copper wires and competitors need to use an incumbent’s copper loops if they wish to offer their
customers the option of ordering ADSL without the cost of a new line. Prior to the FCC’s Line
Sharing Order (FCC 99-355), competitors were required to lease second lines to each customer thus
increasing their costs. But since that FCC order, the costs to the incumbents’ affiliate are now closer to
the costs to the competitor to provide the same DSL service. These shared line connections, referred
to as “line sharing” in the industry, make it possible to talk on the phone and surf the Internet at the
same time. Line sharing is made possible by a special splitter that isolates conventional phone devices
from digital signals. Competitors can lease access to the customer’s existing telephone line in order to
offer those customers ADSL and the same efficiencies as ILECs can.

Deployment — DSL installations began in selected communities in the U.S. in 1998 and are expected
to continue at an increased pace through the next decade.8” However, since DSL is ramping up in
many communities and is distance restricted, it is not an option for many customers too far from the
central office or in areas with lower population density. This situation should nevertheless change over
time as the industry pursues solutions to overcoming customer DSL access problems, such as the
problem of customer proximity to telephone company central offices. In October 1999, for example,
SBC (Pacific’s parent company) announced it would be embarking on a $6 billion project — designated
Project Pronto — that would extend DSL to 77 million SBC customers in the U.S.over three years.88 In
October 2001, SBC announced that it was reducing its capital spending by 20 percent and, as a result,
scaling back its original Project Pronto deployment schedule. Pacific’s Pronto service basically
shortens the copper wire distance to the customer by including fiber facilities into the network, thus
allowing a greater portion of customers that were too far away to now get DSL. Project pronto service
can be provided to customers using existing telephone line or as a second line. The deployment of
DSL in California, which significantly outpaces cable modem, is discussed more fully later in this

chapter.8°

The DSL business requires significant investment and a stable expanding customer base. Because of
the need to raise capital to build network infrastructure, some independent DSL providers, such as
NorthPoint Communications Inc. and Rhythms NetConnections Inc., were hit by the economic
downturn and are now out of business. Other companies are pulling back from major geographic

expansion projects and focusing instead on growth through existing infrastructure.

8 IT Encyclopedia, whatis.techtarget.com, “DSL”, April 3, 2002.

® SBC’s Project Pronto involves mitigating the “distance problem” by constructing remote vaults (sites nearer to outlying customers)
connected to the Central Offices by fiber optical cable. These vaults will contain the digital signal splitters needed for providing DSL
service.

% DSL access as compared to cable modem is discussed later in this chapter in section B(i).
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Iil. Wireless Broadband

Technology — Wireless carriers may provide broadband service based on “fixed wireless” or satellite
technology. Fixed wireless service requires a device called a “transceiver” to be mounted on a
customer’s home. The transceiver is pointed towards a radio transmission tower that sends and
receives signals, and in turn sends a signal to the customer’s modem and computer. The radio
transmission tower can send and receive high-speed Internet data, voice, and video to customers that
are almost 35 miles away. Fixed wireless service requires a clear line-of-sight so that signals can travel

directly between the transmitter and the customer location.

Wireless broadband can also be provided by satellites. With satellite broadband, a small dish, generally
between 24 and 36 inches, is placed on or near the home to receive signals from an Earth-orbiting
satellite. Standard coaxial cable link the dish to a satellite modem, which is connected to the PC. Both
fixed wireless and satellite can offer services to rural areas where DSL and cable modem is not
available. While it is not yet viable in dense urban areas with tall buildings, satellite broadband can be
beamed simultaneously to thousands of locations and received by any home with a clear view of the
sky.% On the down side, the time it takes for satellite to beam and relay data make it less than ideal for

interactive Internet content such as gaming.

Deployment —Wireless broadband deployment in California, which is significantly less prevalent than
DSL and cable modem, was not an advanced service focus of this report. However, the level of
deployment and competition relative to DSL and cable modem is a topic for further study. While
satellite broadband service is offered by several providers around the world, led by major players like
DirectPC and until recently StarBand, it is not yet widely available in California.?? Because fixed
wireless technology can offer services to large geographic areas without the cost of new infrastructure
(the primary investment is the tower and transceiver), it is particularly attractive in rural areas, smaller
towns, and suburbs. The line-of-sight requirement, which can only be achieved in specific building
types and locations, is one of the most substantial constraints to broader deployment of fixed wireless.
Similarly, satellite-based wireless broadband customers will be in rural and other locations where cable
and DSL don’t reach. Unlike fixed wireless, the costs of establishing a satellite modem system may be

the greatest constraint to broader deployment and will be likely to limit market entrance by new service

% «gatellite Broadband Findings Its Market,” by Lour Hirsh February 8, 2002 (http://www.newsfactor.com).
° StarBand recently filed for federal bankruptcy court protection, Wall Street Journal, June 3, 2002.
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providers in near term. In addition, the rates charged to consumers (about $70 per month) are
generally higher than prices for DSL and cable modem services and the installation charges (between
$200 and $400) are higher than those for DSL and cable modem.®2

Iv. Technical Summary

Table 4.7 illustrates the relative speeds and level of broadband deployment in California for existing

DSL, cable modem, and wireless technologies.

Table 4.7
Advanced Services Overview
Type Typical Speeds Deployment in California

Digital Subscriber Line | Download speeds of 384Kpbs-6.1 Greatest deployment in terms of
(DSL) * Mbps access and current subscribers,

Upload speeds of up to 1.5 Mbps limited rural availability.
Cable Modem ** Download speeds of 1-2 mbps More limited deployment, limited

Upload speed of up to 128-384 kbps | rural and business customer

availability.

Wireless Broadband: Download speeds of 512-1.5 Limited deployment and data.
Fixed Wireless Mpbs

Upload speeds of up to 256 Kpbs
Wireless Broadband: Downloand speeds of 400-500 Kpbs | Limited deployment and data.
Satellite Upload speeds of up to 128 Kpbs

* Speeds vary based on a customer’s distance from the service provider’s central office. Tiered service plans are
offered, making it possible for customers to pay for faster service.

** Speeds vary based on the number of people using the network at the same time.

D. Analysis of Broadband Competition: DSL vs. Cable

This section addresses competition between broadband technologies, namely cable versus DSL. Only
about half (49%) of Californian’s living in cities with broadband access have a choice between DSL and
cable modem. Moreover, following the demise of many DSL providers, these California consumers
are basically confronted with an ILEC affiliated company as their only option. And when seeking cable
modem service, the same is typically true — there is one large cable company from which to obtain
service. As a result of this lack of competition, consumers that live in areas where both DSL and cable
modem service is available (which is almost half of the cities in California with broadband access) end

up choosing between DSL or cable modem access rather than among DSL or cable competitors.

% “Satellite Broadband Findings Its Market,” by Lour Hirsh February 8, 2002 (http://www.newsfactor.com).
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1. California Distinct From National Trend

DSL Is More Prevalent Than Cable in California — The FCC reports that California was the only
state to report higher DSL (57 percent) than cable modem (43 percent) subscribership as of December
2000.93 Nationally, the FCC reported significantly more cable modem than DSL subscribership, with a
total of 2 million DSL lines as compared to 3.6 million cable modem connections as of June 2000.94

The CPUC looked at how California communities compare in their broadband choices. Not
surprisingly, the regions in and around major metropolitan areas have much greater access to
broadband services. In 2000, approximately 11 million Californians lived in cities where DSL was the
sole broadband option in a total of 210 communities. In comparison, only about 1.5 million people in
68 communities lived in cities where the sole access to broadband services was via cable modems. 12.2
million Californians live in 83 communities where they could choose between DSL and cable modem
broadband service. An estimated 73 percent of the State’s population lived in cities with broadband
access, and an estimated 27 percent lived in cities without access to any form of broadband in the year
2000.%

Fgure 4.8
California Broadband Market By Platform:

Californians Residing in Cities With Broadband Service
45%

W DSL only
m Cable only
ODSL & cable

6%

49%

Source: CPUC data

As illustrated in Figure 4.8, less than half (49 percent) of Californians residing in cities with broadband
service can choose between DSL and cable modem forms of access. For most Californians seeking
broadband, the choice is limited to either DSL (45 percent) or cable modem (6 percent).

8 FCC 02-33, Third Report, Table 7 (High Speed Lines by Technology), subscribership as of June 30, 2001.
% Federal Communications Commission, FCC Releases Data on High-Speed Services for Internet Access, August 9, 2001.
% Refers to DSL and cable modem service only, wireless broadband access in California was not studied in this report.
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For those communities that offer broadband services, 55 percent of Californians live in cities that
provide cable modem access, whereas 94 percent of Californians live in cities that offer DSL. The
limited availability of cable modem broadband service is attributed to several major California cities
(population greater than 200,000) that do not offer cable modem access to most of their residents,

including the following:

San Jose 894,943 population
San Francisco 776,773 population
Long Beach 461,522 population
Oakland 399,484 population
Stockton 243,771 population

Moreover, there are 16 communities with populations between 100,000 and 200,000 that do not have
cable modem access. With limited cable modem deployment in California, broadband competition
between DSL and cable is restricted to select areas. Appendix | includes a detailed breakdown of DSL

and cable modem broadband availability by community.

ii. Growth Expected for Cable and DSL

Overall, U.S. residential broadband subscribership has seen slowing growth, with an exodus of activity
in the DSL market. Nationally, there was a decline in DSL growth, from as high as 50 percent growth
in 2000 declining to 20 percent growth in the first quarter of 2001 and further dropping to 14 percent
in the second quarter of 2001.% Companies, including SBC Communications, AT&T Wireless, and

Excite@Home, decided to halt or curtail major broadband initiatives.%

Nevertheless, growth in residential DSL and cable modem subscribership is forecasted to continue in
2002. The Wall Street Journal has reported a 52 percent projected growth in market share for DSL as

compared to 37 percent for cable modem service.

% Wall Street Journal, Bells Make a High-Speed Retreat from Broadband, by Dennis K. Berman and Shawn Young, pages B1 and B9,
October 24, 2001.
* Ibid.
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Table 4.9
U.S. Residential Broadband Subscribership Projections
(In Millions)
Subscribership
Broadband Type Year End 2001 Year End 2002 Projected Growth
DSL 3.3 5.0 1.7 (52% increase)
Cable Modem 7.0 9.6 2.6 (37% increase)

Source: Wall Street Journal, Bells Make a High-Speed Retreat from Broadband, Berman
and Young, October 24, 2001.

E. DSL Competition Analysis

This section examines competition within the DSL market, including: market share held by large
ILECs; competitor access to the shared line DSL market segment; and differences in DSL line sharing
activities among medium and large ILECs.

1. ILECs Dominate DSL Markets

As previously noted, DSL may be provided to two core market segments: stand alone and shared line
customers. The equal ability to provide shared line service (DSL line sharing) is key to establishing
and maintaining competition in the DSL market. Analogous to UNESs (unbundled network elements)
for wireline telephone service, which enable competitors to lease parts of the network from ILECs, line
sharing allows competitors to provide high-speed data service without the substantial cost of building
their own infrastructure. Staff’s analysis indicates that ILECs continue to have a substantial
competitive advantage in the shared line DSL market and consumers are limited to a few dominant

service providers. Overall, ILECs control approximately 90 percent of the DSL market in California.s

ii. ILECs Continue to Dominate DSL Line Sharing Market, Despite Access
Requirements

DSL line sharing, as previously noted, allows a customer to use his or her existing phone line for both
normal phone service provided by the local telephone company and for high-speed DSL internet
access through the same or another provider. The idea behind DSL line sharing in respect to local

% Based on CPUC data collected from Pacific Bell and estimated by staff for Verizon. The CPUC estimates that Verizon, Pacific Bell,
and their affiliates combined control roughly 10 percent of the relatively small stand alone market and roughly 95 percent of the much
larger shared line DSL market in California.
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competition is that the playing field will be leveled by giving competitive DSL providers access to

shared-line interconnections.

The FCC, in fact, designated the high frequency portion of the local loop that delivers DSL
information to be a UNE, and began requiring ILECs to line share this portion of the loop with
CLECs in December 1999.99 The FCC further asked the states to set rates, terms and conditions for
access to this new UNE, and the CPUC has since been working toward performing these tasks for
California. A final CPUC decision on the price for this UNE should be issued by mid to late summer
2002. The CPUC will then focus on non-cost related issues surrounding line sharing (e.g. — what
specific unbundling obligations for line sharing ILECs are to provide CLECs in California) once this

final price is decided.

The CPUC evaluated line-sharing orders received by Pacific Bell from nine competitors that comprised
the California DSL market between June 2000 and April 2001. These firms include Pacific’s advanced

services affiliate ASI (SBC Advanced Solutions) which was spun off from Pacific in 2000, as well as the
following companies: Covad Communications Company, DSL.net, MGC Communications, New Edge
Networks, Pointe Local, Rhythms NetConnections, and TCI Telephony.10 As indicated in Table 4.10,
below, ASI controlled approximately 96 percent of the DSL shared line market between June 2000 and
April 2001201

Table 4.10
DSL Shared Line Market in California'®
June 2000-April 2001
Competitors ILEC Affiliate *
Market Share 4.2% 95.8%
* Pacific Bell’s affiliated DSL provider, ASI.

As of May 2002, only one wholesale competitor, Covad, remains in business and no new wholesale
competitors have entered the California DSL market. Hence, ASI’s market share today is likely higher.

Staff also evaluated California’s DSL line sharing market based on customer segments served by
ILECs.204  As indicated in Table 4.11, the State’s four largest ILECs filled DSL line sharing orders for
three audiences: (1) affiliated DSL service providers; (2) non-affiliated competitors; and (3) directly for

®Third Report and Order in CC Docket No. 98-147, and Fourth Report and Order in CC Docket No. 96-98.

1% Covad is partly owned by SBC, Pacific’s parent company.

% Source: Pacific Bell, Line Sharing Order Volumes for June 2000 through April 2001, Reported to the CPUC.

192 | ine sharing was not available to carriers until June of 2000 per FCC order. Line-share is used by service providers to provide DSL
services to customers on the same pair of cooper loop on which customers also receive voice services.

13 DSL Line Sharing Order Volumes, data from Pacific Bell for June 2000-April 2001.
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other customers. In this case, staff evaluated the proportion of DSL line sharing orders filled by each

ILEC through affiliates versus other channels.

Table 4.11
DSL Line Sharing Market Activity in California
DSL Line Sharing Order Percent Filled by ILEC Per Market Segment
Market Segments
Pacific | Verizon | Citizens!®™ |  Roseville
Jan 2000-Dec 2000
Filled for ILEC Affiliatest0 99% - - -
Filled for Non-Affiliated Competitors 1% 2% - -
Filled Directly for Customers - 98% - 100%
100% 100% - 100%
Jan 2001-June 2001
Filled for ILEC Affiliates 96% 45%"%" - -
Filled for Non-Affiliated Competitors 4% 2% - -
Filled Directly for Customers - 55% - 100%
100% 100% - 100%

Source: CPUC Data Request responses.

As indicated in Table 4.11, Pacific filled 99 percent of its DSL line sharing orders for its DSL affiliate,
ASI, in 2000. This proportion decreased to 96 percent in the first six months of 2001 as Pacific started

filling more orders for competitors.

In 2000, Verizon filled 98 percent of its DSL line sharing orders directly for customers but in 2001
filled 45 percent of its orders for an affiliate. Verizon consistently filled 2 percent of line sharing orders

for competitors in 2000 and in 2001.

Citizens and Roseville do not have DSL affiliates and did not fill DSL line sharing orders for
competitors during the reporting period. There was no DSL line sharing activity occurring in Citizen’s
service area through June 2001, which is largely rural, but modest activity is taking place in Roseville’s

service area.108

104 CPUC Data Request, 2000 and Jan-June 2001.

1%5 Citizens only offers stand alone DSL service in its service territory.

1% pacific and Verizon provide DSL service through affiliates, ASI and Verizon Advanced Data Inc. (VADI) respectively.

197 Verizon’s shift from filling DSL orders directly (98 percent in 2000) to filling orders through an affiliate (in 2001, 45 percent through
affiliate while 55 percent were still filled directly) is due to the launch of Verizon’s separate data affiliate, VADI, in May 2001. Orders
from January through May 6, 2001 were filled directly, whereas, after May 6 orders were filled through VADI. DSL orders are currently
filled through VVADI.

1% Citizens filled stand-alone DSL orders through a dedicated loop directly for its customers. Stand-alone DSL orders were not included
in this analysis due to insufficient data.
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Chapter 5. Trends to Watch

I. Chapter Overview

This chapter provides an overview of some of the many issues impacting the competitive landscape for
telecommunications services in California. This chapter begins with a look at market entry and exit,
providing information on the competitors in California’s telecommunications marketplace. In addition,
the chapter discusses concerns with the current state of the telecommunications marketplace, including
consumer information and service quality issues. Finally, the chapter provides information about
various actions that the CPUC is undertaking to foster competition in the state and provide consumers

with a broad choice of service providers.

1. Market Entry and Activity

A. Wireline License Applications Stable While Wireless in Decline

In gauging the state of competition in the telecommunications industry, staff examined how many new
firms are entering and exiting the market each year.1%® To gain a general picture of the potential (not
actual) number of new carriers in a given year, staff considered the number of licenses granted to
authorize service. In order to become a new telecommunications service provider in California,
CLECs, IXCs and wireless!10 carriers are required to obtain authorization from the CPUC. This
authorization is called a Certificate of Public Convenience and Necessity (CPCN). Figure 5.1 shows
that the total number of new wireline CPCNs rose until 1998, then reached a plateau, and remained
stable at about 185 new licenses each year through 2000. 2001 has seen a severe decline in new
CPCNs, perhaps due to the economic downturn that has affected the telecommunications industry
nationwide. In the wireless market, the number of newly licensed carriers has been continually
decreasing. It should be noted that the number of CPCNs overstates the number of actual entrants
into the market. While wireline and wireless carriers are required to apply or register with the CPUC
for authorization in order to begin providing any kind of service, many carriers choose not to initiate

such service.

109 . . . .
See Section Il below for a discussion of market exit.

119 becision 96-12-071: Entry into the market by wireless carriers is not under the direct jurisdiction of the CPUC, and while

they must register for authorization to provide service, such carriers are not subject to any sort of approval process.
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Figure 5.1
Applications to Become New Wireline & Wireless Carriers in California

200
180
160
140 +—
120 +—
100 +—
80 +—
60 +—
40 +—

HIEE I

20 +—
1996 1997 1998 1999 2000

2001

| OWwireline B Wireless |

Source: Wireline and Wireless data derived from CPUC records of new carrier CPCNs and wireless registrations.
* Wireline applications consist of CLECs/IXCs, as no new ILECs have entered California in this time period.

The total number of carriers who have received authorizations to serve in the state has more than
doubled since 1997, as detailed in Figure 5.2 below. Again, it should be noted that the authorization to
provide service does not equate to the actual provision of service. By 2001 there were over 1,800
licensed carriers in California; however, far fewer are actually in operation. It is relatively easy and
inexpensive for a qualified carrier, particularly one that is not building new facilities, to obtain
authorization to provide telephone service. It is far more complex and expensive to actually provide
telephone service, which, at a minimum, involves marketing, selling, and billing for services rendered.

Table 5.2:
Licensed Telecommunications Carriers in California, 1996-2001*"

1997 1998 1999 2000 2001"

ILECs 26 22 22 22 22
CLECs™ 104 209 256 303 350
IXCs 504 857 938 1018 1098
Wireless Carriers™> 192 246 241 270 362
Total 826 1,334 1,457 1,613 1,832

Source: Data taken from CPUC oracle database (UCS) on utility companies

* Total figures in Table 5.2 likely include significant double-counting, as many carriers (or their affiliates) are

registered in 2 or more of the carrier groups, i.e. ILECs, CLECs, IXCs, and/or Wireless

+ Includes data through September 2001 only

Includes both facilities-based CLECs and CLEC resellers

Includes both facilities-based long distance carriers and long distance resellers. Also, there may be some overlap
between the number of long distance carriers and CLECs since some carriers provide both local and long distance services.
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B. Number of Carriers Remitting Surcharges

A better measure of the number of carriers actually participating in California’s telecommunications
markets is to examine data regarding surcharges that carriers are obligated to remit to the CPUC for
public programs (such as lifeline service) each year. Because all carriers earning intrastate revenues are
required to collect and remit surcharges, the number of carriers remitting surcharges provides an
indication of the number of carriers actually serving customers. By this measure, as shown in the graph
below, in 2001, there were 350 total carriers operating in California (21 ILECs, 272 CLECs/1XCs!14,
and 57 wireless carriers).

Figure 5.3
Carriers in Operation Remitting Surcharges in California
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As shown in Figure 5.3, the number of ILECs remitting surcharges has remained fairly constant from
1997 to 2001, although, through mergers, their number has slightly decreased from 23 to 21 carriers.
While the number of CLECs/1XCs grew initially after the local market was first opened in 1996, over
the five-year period, the number of CLECs/IXCs has fallen slightly (283 in 1997 to 272 in 2001). In
contrast, the number of wireless carriers remitting surcharges has decreased more significantly each
year, from 98 in 1997 to only 57 in 2001, especially due to the decline in wireless resellers in California.
While the number of wireless carriers in operation has declined, wireless retail revenues (as noted in

13 |ncludes wireless carriers who provide the following services: cellular, cellular resale, paging, personal communications
services (PCS), radio telephone utilities, facilities-based commercial mobile radio services (CMRS), and resale CMRS
services.

14 For this measure, it was not possible to segregate CLECs and IXCs.
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Chapter 4) have increased. Those divergent trends are consistent with information presented in
Chapter 4, that fewer carriers are collecting ever-increasing revenues, and thus an established core
group of wireless providers prevails while weaker providers exit the market.

C. CLECs Depend More on Facilities-Based and UNE Modes of Entry and Less on
Resale

Data demonstrates that CLECs in California depend more on facilities-based and UNE modes of entry
into the state’s telecommunications marketplace and less on resale. As noted in Chapter 2, a CLEC
may enter a local telecommunications market in several ways or a combination of them, i.e.: a) develop
their own facilities that connect customer premises to the telecommunications network, b) resell the
telecommunications services of another carrier, or, ¢) lease discrete parts of the existing network called
UNEs.

As illustrated below, CLECs in California have a higher preference for using the facilities-based mode
of entry as compared with the nationwide trend for local markets. CLECs in California provided about
45 percent of their local telephone lines over their own facilities at the end of 2000 (see Table 5.4). By
contrast, CLECs nationwide provided about 35 percent of their local telephone lines over their own
facilities at the end of 2000.

Table 5.4
CLEC Local Telephone Lines in the U.S. and in California by Mode of Entry
1999-2000 (in Thousands)**®
Date # of Total Local CLEC % of Acquired % of Lines
CLEC's telephone Owned Lines Lines™’ Acquired
Reporting lines Lines™® | Owned
California
December 2000 24 1,493 672 45.0% 821 55.0%
December 1999 24 840 343 40.8% 497 59.2%
Nationwide
December 2000 87 16,397 5,748 35.1% 10,649 64.9%
December 1999 81 8,318 2,847 34.2% 5,471 65.8%

15 Source: Local Telephone Competition Status As of December 31, 2000, Table 3 as well as data gathered from

responses to FCC Form 477 for the periods ending December 31, 1999 and December 31, 2000 for carriers operating in
California.
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ILEC data also provides some clues about CLEC mode of entry since CLECs have the option of
leasing lines for resale and leasing UNE loops from ILECs. (see Table 5.5 below). Looking at the
modes of entry individually, the data indicates that the number of UNE loops that ILECs leased to
other carriers in California more than doubled between December 1999 and December 2000 (from 181
to 435). By contrast, the growth in lines resold to other carriers in California is much lower (about 4
percent) for the same period. Hence, at this early stage, CLECs appear to rely more on leasing UNE

loops as a mode of entry than on resale.

Table 5.5
FCC Data on Total ILEC Facilities in California By Function
1999 — 20008 (In Thousands)
Lines Provided to Other Carriers
Date # of Total Local Lines UNE Loops Total
ILECs Facilities | telephone | Resold Leased
Reporting lines
December
8 23,754 23,168 405 181 586
1999
December
8 24,323 23,467 421 435 856
2000
% Change
-------------------- 4.0% 140.3% 46.1%
1999-2000

Additional data gathered by the CPUC suggests that the number of resale lines in the state peaked in
2000 and is decliningtt®. According to that data, the lines ILECs resold to other carriers experienced a
vast increase between 1996 and 2000, from about 17,000 to about 413,000 lines (see Appendix F). By
June 30, 2001, the ILECs reported that the number of lines they resold to other carriers fell to about
280,000. This drop in resold lines is likely related to the trend in CLEC closures and service

reductions, discussed later in this Chapter.

1% | ines provided over CLEC-owned “last mile” facilities

7 ines acquired from other carriers as UNE loops or under resale arrangements.

18 Source: Local Telephone Competition Status As of December 31, 2000, Table 4 and FCC Form 477 data for the periods
ending December 31, 1999 and December 31, 2000 for California carriers.

119 |LECs reported the number of resale lines they provided to other carriers and CLECs reported the number of resale lines
they leased from other carriers. Generally, the CLEC data shows a similar downward trend in resale lines as the ILEC data.
The differences between the ILEC and CLEC data is likely sampling error since only 9 of the ILECs and CLECs in California
were asked to provide data to the CPUC for this report.
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D. Pacific Bell’s Long Distance Market Entry Under Review By CPUC

The CPUC is currently reviewing Pacific Bell's application to enter California’s long distance market
and is determining whether or not to endorse that application before the FCC. Section 271 of TA '96
allows RBOCs, such as Pacific, to enter the long distance market only after they each prove that they
have opened their respective local markets to competition. Section 271 details a 14-point checklist that
Pacific must meet in order to prove that it has irreversibly opened its local market to competition from
CLECs. Although the FCC is the final arbiter regarding long distance entry, TA "96 gives state
commissions a role in determining whether the RBOCs’ local markets are open to competition. The
FCC places great reliance on each state’s assessment.

In addition to the checklist items, the CPUC has been reviewing three other important and complex
aspects of Pacific’s service to competitors in order to assess the extent to which the local market is
open to competition. Specifically, they are: (1) CLECs’ non-discriminatory access to Pacific’s
Operations Support Systems (OSS)!20, (2) the process and procedure for resolving on-going operational
issues between Pacific and the CLECs, and (3) the establishment of a Performance Incentive Plan to
help assure Pacific will continue to provide the same level of services to its CLEC customers in the
local market as it does for itself should it receive Section 271 approval. Since CLECs depend on
Pacific’s network to provide service to their customers in California, many CLECs contend that
resolution of these issues is crucial to having a “level playing field” for providing a true alternative to
Pacific.

The process for evaluating Pacific’s application has been complex and labor intensive. Staff’s initial
review of the application determined that Pacific had satisfied only four of the 14 checklist items
outlined in Section 271. Over the intervening review period, the CPUC has provided numerous staff
reports, guidelines and requirements, as well as Commissioner and Administrative Law Judge rulings,
concerning Pacific’s compliance with the Section 271 checklist and FCC orders. The CPUC has held
weeks of collaborative workshops and several multiple-day hearings, involving Pacific and many
CLECs and other interested parties, and has collected thousands of pages of formal filings, affidavits,
monthly status reports, and data responses from parties. In early March 2002, the CPUC completed its

120 The 0SS is a system of computer servers, software and personnel that Pacific and other RBOCs rely upon to receive
process and provision service orders from their retail customers. OSS also provides billing, maintenance and repair
capabilities for both Pacific and CLECs, who depend on Pacific’'s systems to serve their customers. TA '96 requires Pacific
to give CLECs non-discriminatory access to its OSS, since CLECs will be subject to a competitive disadvantage if they
receive services from Pacific that are inferior to those that it generates on its own behalf. Regardless of how well a CLEC is
performing internally, the service it can provide its customers will be only as good as the OSS service it receives from
Pacific.
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Performance Incentive Plan review for Pacific, adopting a plan that should assure future on par service
for CLEC competitors if Pacific is given Section 271 approval. The plan identifies how payments by
Pacific will be tied to sub-par performance results, how any payments made will be increased if
performance worsens, and how they will be shared between competitors and ratepayers.

The CPUC expects to resolve remaining Section 271 issues and forward its formal recommendations
on Pacific’s application to the FCC in 2002. 1f and when the FCC subsequently authorizes Pacific’s
entry into the state’s long distance market, CPUC staff will be monitoring the effects of that event on
our local and local toll markets.

I11. Market Consolidation and Exit

A. Trend Toward Cross-Sector Consolidation

I. Merger Activity in Telecommunications

Telecommunications markets are in flux, as carriers not only continue to enter, but also join together or
even go bankrupt and leave the marketplace. This sort of market consolidation (e.g. mergers and
closures) can have a detrimental effect on competition. Simply put, fewer carriers equate to less choice.
Closures and service withdrawals directly reduce the number of carriers consumers can chose from. In
addition, as carriers merge and expand their size and control, the overall number of players in the
industry is shrinking, and the remaining dominant carriers may find it easier to reassert market power.

From 1996 to 2000, 14 mergers and acquisitions occurred in the California wireline market.12t Of
these, most have occurred among 1XCs, with 4 acquisitions and 6 mergers. Each of the IXC carriers
merged with another California IXC, thereby decreasing the overall number of players in the long
distance market. In the local market, there was only one merger among CLECs (Campuslink
Communications merged into Patec Communications), yet three acquisitions among ILECs (Citizens
acquired two smaller California ILECs, and Verizon acquired one!2?), meaning that some incumbents
have consolidated and joined forces. Unlike the national trend whereby mergers and acquisitions are
providing carriers with new services (e.g. cable or DSL), the consolidation in California is mainly

among like carriers, enlarging companies’ customer bases, but not their capabilities.

12! Data taken from CPUC oracle database (UCS) on archived utility companies

122 Citizens acquired CP National Corporation and Tuolumne Telephone Company, while Verizon acquired Contel Service
Corporation
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Prior to 2000, mergers and acquisitions had been uncommon among most wireless carriers in
California. However, since then, dominant national carriers have drawn together, and created new
mega-carriers. In April 2000, Verizon Communications arose from the merger of Vodafone AirTouch
with Bell Atlantic and GTE, and by combining their wireless services, they created the nation’s largest
wireless service provider. Also in 2000, SBC Communications (including Pacific Bell) and BellSouth
entered into a joint venture, to combine their wireless networks under the new name of Cingular
Wireless, becoming the second largest wireless network in the United States.

AT&T has also been striving to expand its wireless networks. AT&T acquired shares of Cellular One
(their networks in the San Francisco Bay Area and San Diego) from VVodaphone AirTouch (which was
forced to sell off its shares due to conditions in the Vodaphone’s merger agreement with Bell Atlantic
and GTE). AT&T'’s previous, yet unsuccessful merger attempts have included a coupling with British
Telecom (the United Kingdom's dominant phone company), and business-oriented Nextel

Communications.

Nationwide, the telecommunications market has experienced the same movement towards mergers and
acquisitions. SBC merged with Pacific Telesis (which includes Pacific Bell) back in 1997, with
Ameritech in 1999, and also formed a strategic alliance with Williams Communications (advanced
fiber-based ATM backbone network) that same year. MCI joined forces with Worldcom in 1998.
AT&T merged with TCI (cable) in 1999, MediaOne (cable) in 2000, and acquired NorthPoint
Communications’ (DSL) assets in 2001. In 2000, Bell Atlantic and GTE formed Verizon, Qwest
merged with US West, and Covad (DSL) formed a strategic alliance with Pacific Bell.

I1. Failed Mergers And Consequences

Not all merger attempts have been successful. The proposed merger between Ameritech and Qwest
was blocked by the FCC, and the potential mergers between Sprint and Worldcom, and Verizon and
NorthPoint Communications failed as well. While it had already invested $150 million in the DSL
provider, Verizon withdrew from its proposed merger with NorthPoint due to the latter’s declining
financial standing. Without the financial help it would have received from the merger, NorthPoint
began closing its network without warning, cutting off service to the Internet Service Providers (ISPs)
it sold service to, thus leaving thousands of end-users without Internet access. In California alone,
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40,000 business and consumer customers were affected, effectively stranded without broadband

servicel2s,

In the Verizon-NorthPoint case, the lack of a merger hampered competition in that a carrier went out
of business because it could not obtain the necessary capital in order to stay in operation. In addition,
as NorthPoint fell, it took other carriers with it, because when the smaller ISPs lost their supply of DSL
service, ISP customers switched back to more “reliable” ILEC sources of DSL service. Thus, the

dominant firms benefited from NorthPoint’s business failure.

B. Economic Downturn Limiting Competition

CLECs, IXCs, and advanced service providers have all suffered with the economic downturn in 2000.
Fledgling telecommunications carriers and dot.coms alike began to crumble as stock prices fell and as
financing options disappeared. The cycle perpetuated itself, as more companies failed, financial
markets continued to fall, and capital became even scarcer. This trend has continued into 2001 and
2002, as carriers spent millions to create and extend their networks, and were left with huge debts that
many could not repay. The telecommunications sector has seen a wave of bankruptcies as a result, as

well as attempts to shed unprofitable ventures, and service reductions.

Closures have been especially prevalent among broadband service providers, affecting carriers of cable
Internet, fixed wireless (and satellite internet service), and DSL services. In the DSL market,
NorthPoint, Zyan (of Los Angeles), Flashcom, Bazillion, Rhythms NetConnections, and Covad, (with
330,000 customers) all filed for bankruptcy in 2001. Covad reemerged from bankruptcy December 20,
2001, but such recovery has been rare. The cumulative impact of such closures has been extremely
disruptive to consumers. For example, 83,000 Rhythms customers nationwide faced great
inconvenience with the abrupt loss of service, and were left to find new broadband service providers.
In addition, as noted previously, the collapse of Northpoint forced 40,000 California customers to

scramble to find new DSL providers.

128 Source: Mercury News “NorthPoint Ordered to Restore Services”, March 30, 2001
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Table 5.6

Carriers Filing for Bankruptcy or Ceasing Operations

2000

2001

2002

Digital Broadband
Communications

Broadband Office
Communications

Adelphia

GST Telecommunications

Cable & Wireless USA

Advanced TelCom

ICG Communications

Convergent Communications
Services

Long Distance Direct

Integrated Teleservices

Covad

Global Crossing

Prism Communications

Essential.com

McLeodUSA

Twister Communications
Network

FirstWorld (Socal, Anaheim,
Orange Coast)

Network Plus

Inet Interactive Networksystem

Williams Communications

Mpower Communications**

Winstar

Net2000 Communications

XO Communications

NorthPoint Communications

Yipes

Onsite Access Local

OpTel Telecom

Rhythms Links

Sprint Communications
Company*

Starlink Communications

Teligent Services

* Sprint Communications Company has received CPUC approval to withdraw from providing local exchange

services.

** The carrier has withdrawn from specific areas, but has not completely withdrawn from all service areas.

The downturn among broadband carriers is continuing from 2001 into 2002. After announcing its
plans to both divest itself of its Broadband (cable) division, as well as exit the fixed wireless market,
AT&T sold its assets to Netro in January 2002. That same month, Global Crossings, lacking necessary
funding, filed for Chapter 11 bankruptcy protection. The high-speed network provider suffered from
huge debt, and a glut on the fiber optic market, which resulted in decreased demand and sinking stock
prices. Another fiber provider, McLeodUSA shortly followed suit the same month, and Yipes, a
broadband for business provider, filed in March 2002 under a huge debt load. Competitive local
exchange carriers have been hit hard these last two years as well. Among the CLECs declaring
bankruptcy in 2001 are Adelphia, Teligent and Winstar, with Mpower and Network Plus declaring in
2002. Regardless of the reason for closures, when the number of operating carriers is decreasing, the
consumers’ choice is decreased and the level of competition is diminished.
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C. Decline in Demand for Number Resources Corroborates Market

Consolidation and Service Reductions

As described earlier, one key input to competing in the state’s local telecommunications market is
telephone number resources. When local telecommunications were provided in a monopoly
environment, only the ILECs needed telephone numbers in order to serve their customers. However
in today’s marketplace, facilities-based CLECs also need telephone numbers to serve customers and
compete with ILECs!24,

Recent data on CLEC requests for number resources corroborates the trend toward market
consolidation and service reductions for these carriers. As CLEC offerings in California’s marketplace
shrink, it is expected that CLEC demand for number resources would correspondingly decline. Table
5.7 demonstrates that the quantity of CLECs applying for numbering resources declined since 2000.
The quantity of CLECs that applied for number resources in California fell from 33 to 25, comparing
the first quarters of 2000 and 2001. That represents about a 22% decline. By the first quarter of 2002,
the quantity of CLECs remained at about the same reduced level as they had been in the first quarter of
2001. Examining the data for the entire year suggests continued reductions. While a total of 52
CLECs applied for number resources by the end of 2000, only 40 did so by the end of 2001. Given
that only 27 CLECs applied for numbers by the end of April 2002, the yearly total for 2002 is expected

to be even smaller than it was by the end of 2001.

Table 5.7
Quantity of CLECs Applying for Number Resources in California:
2000 — 2002*
First Quarter Entire Year
2000 33 52
2001 25 40
2002 26 27*

Source: Number Allocation Lottery and Number Pooling Data for California derived from
databases of the CPUC and Neustar, January 2002-April 2002
* Data does not include an entire year for 2002. It includes data through April 2002 only.

124 Certain wireless carriers also require telephone numbers to service to customers. Wireless carriers are discussed in
detail in Chapter 4.
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IV. Consumer Issues With Competition

A. Inadequate Information for Service Choices

While competition can promote lower prices, innovation, and improved service quality, competition
also can present some challenges and hazards for consumers. For competition to have its intended
benefits, customers need to understand their choices and to have sufficient access to information on
which to base their choices. Customers who are confused by their options and unaware of their rights
in a competitive marketplace are more vulnerable to improper behavior by carriers. Among the
challenges that consumers face in competitive telecommunications markets are gathering information
to make an informed choice of carrier, comparing rate plans with a variety of different terms, and
understanding technical issues such as the difference between interLATA and intraLATA calling. As
some service providers seek to secure multi-year service contracts, a lack of information can cause

consumers to get trapped into long-term arrangements with one carrier.

However, the Commission is completing work on adopting a Telecommunications Consumer Bill of
Rights, and a corresponding set of comprehensive consumer protection rules.12s These rights and rules
would address the following areas: disclosure, choice, privacy, public participation, oversight and
enforcement, accurate bills and redress. Through these safeguards, consumers will be able to make

better-informed choices and know how to protect themselves from improper behavior by carriers.

B. Service Quality Complaints

Consumers are also concerned with service quality. After billing questions, service quality is the next
most common topic of complaint by consumers for local (ILEC and CLEC) service providers. The
CPUC continues to receive large numbers of complaints regarding ILEC service quality, ranging from
1,929 to 3,839 complaints a year between 1995 and 2000. Complaints regarding CLEC service quality
have ranged from 113 to 1,141 complaints a year between 1998 and 2000126, The large number of
consumer complaints runs counter to the general increase in the number of wireline entrants from
1996 to 2000 and the expectation that the introduction of new carriers would yield more intense
competition and better service. In the case of CLECSs in particular, increasing customer complaints
may be the result of an increasing customer base.

125 cpUC Rulemaking 00-02-004.
126 There were no CLEC complaints in 1995 and 1996 and only one complaint in 1997.

The Status of Telecommunications Competition in California



Service quality has also been an issue in the long distance market. Consumers have encountered
deceptive marketing practices, inaccurate billing, slamming!2? or cramming28, Our statistics show that
since 1997, disputed bills have been the principal reason for complaints about long distance carriers,
despite efforts by the CPUC and FCC to reduce slamming and cramming. In fact, the high incidence
of slamming and cramming caused the Legislature — with the support of the CPUC and consumer
groups — to make changes in the law in 1999 that implemented new consumer protections. These
changes have enabled the CPUC to be more proactive in its efforts to stem the proliferation of
cramming and slamming incidents in California. The CPUC’s Report to the Legislature on Slamming and
Cramming details the Commission’s efforts, and explains that California has experienced a 40%
reduction in the number of cramming complaints received by the CPUC between 1999 and 2000, and a
further reduction of 36% between 2000 and 2001. Slamming complaints dropped by 13% between
1999 and 2000, but increased by 59% between 2000 and 2001.129

C. Other CPUC Efforts on Behalf of Consumers

The CPUC has been working to foster competition and open markets for consumers. It is
Commission policy to encourage consumer choice, and it has been asserted in Commission reports that
efforts to promote competition will only be effective if consumers have access to information in order
to make such choices.30 Since consumers cannot make informed decisions when access to relevant
information is lacking, the CPUC is taking action to improve carriers’ disclosure practices. As recently
as July 2001, the Commission has established Interim Rules!3! to protect consumers from unauthorized
charges and to further consumers’ access to information in the marketplace. These new rules include
mandates for carriers to have subscribers “opt-in”132 for noncommunications-related charges, to keep
track and investigate customer complaints, and to format their billing statements in a non-misleading,
clear manner. Phase 2 of the Commission’s New Regulatory Framework (NRF) for Pacific Bell and
Verizon (D.89-10-031) will attempt to assess how ILEC service quality has fared since its adoption.
The ILECs will have to file reports with the CPUC, and customer surveys may be carried out to best

judge service quality. The results from Phase 2 will aid the Commission in its consideration of whether

127 »Slamming" is the illegal practice of changing a consumer's telephone setrvice - local or long distance service - without
permission. http://www.fcc.gov/slamming/

128 "Cramming" is a term used to describe the practice of placing unauthorized, misleading, or deceptive charges on
consumers' telephone bills. http://www.fcc.gov/Bureaus/Common_ Carrier/Factsheets/cramming.html

129 Some part of this increase is due to FCC rule changes that now permit complainants to file interstate slamming
complaints with state regulatory commissions.

1% Consumer Protections for a Competitive Telecommunications Industry: Telecommunications Division Staff Report and
Recommendations. February 3, 2000

*1 CPUC Decision 01-07-030

132 The “opt-in” method is a grant of a one-time authorization for specific services, which can be revoked by the subscriber at
any time.
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and how NRF should be revised to achieve the Commission’s goal of high-quality service.133

Moreover, two other CPUC decisions fortified protections for consumers and help ensure that they
can make informed choices among telecommunications services. D. 01-07-026 requires carriers to post
price information on the Internet and D.02-01-038 strengthened the rules regarding customer notice

when utilities transfer customers, withdraw service or change prices.

V. Statutes, Legislation, and Regulatory Action Affecting Competition

Section 316.5 of the California Public Utilities Code directs the CPUC to conduct a review of any
statutes that might impede or discourage competition in or deregulation of the telecommunications
marketplace. In addition, the CPUC is required to make recommendations to the Legislature on the
statutes that should be amended, repealed, or enacted to enhance and reflect the competitive
telecommunications environment, and/or promote the orderly deregulation of the telecommunications
industry. The CPUC’s review of current statutes and legislation in California did not uncover any that
appear to impede or discourage telecommunications competition or deregulation. Correspondingly,

the CPUC does not currently have any recommendations for the Legislature in this area.

Of note to the Legislature, however, are the various steps the CPUC is taking to enhance the
development of competition and improve choices of telecommunications providers available to
customers in Californiat34. In addition to Pacific’'s 271 application for long distance market entry and
its work on consumer oriented issues relating to competition, the CPUC is addressing several issues
which affect California’s telecommunications marketplace. These issues are:

a) Examination of UNE prices charged to ILEC Competitors

b) Review of the New Regulatory Framework for ILECs

c) Access and Choice for DSL Service

d) Number portability for wireless carriers

A. UNE Prices That Promote Efficient Competition

As noted earlier, one way for CLECs to compete with ILECs in the local market is for them to lease
discrete parts of an ILEC’s network called UNEs in order to serve customers. Given that the ILECs

138 Order Instituting Rulemaking on the Commission’s OwnMotion to Assess and Revise the New Regulatory Framework for
Pacific Bell and Verizon California Incorporated. Rulemaking 01-09-001. Investigation 01-09-002.

13 |In addition to the CPUC activity highlighted here, see Appendix J for a timeline of CPUC regulatory activities on
competition in 1984 and 2002.
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are often in the position of being the monopoly supplier of UNEs to CLECs and are also competitors
with CLECs in the local market, the ILECs have an incentive to keep UNE prices high in order to
limit the opportunities of their competitors. To provide an environment in which local competition
can grow in California and in which consumers have adequate choice, the CPUC has, therefore,

actively monitored and set the UNE prices that will promote efficient competition.

The CPUC initially determined what prices Pacific could charge for UNEs in 1999 and also set up an
annual process to consider adjustments to recurring UNE costs and prices!3s. In 2001, several
CLECs!36 submitted applications to review the costs and prices of unbundled loops and switches. In
response, the Commission initiated the UNE reexamination proceeding to address the applicants’
requests and subsequently issued D.02-05-042 on May 16 2002 as an interim measure toward lowering
UNE rates. As a result Pacific’'s UNE loop rate is reduced by 15.1 percent from $11.70 to $9.93 and
UNE switching rates became 70 percent lower on average.

The Commission also has before it the matter of setting and monitoring UNE costs and prices for
Verizon2¥, the second largest ILEC in the state. After the CPUC rejected Verizon’s initial cost
studiest3, Verizon filed a new UNE cost model with the Commission. While AT&T and MCI
Telecommunications Corporation?® filed an alternative cost model, the CPUC issued a decision (D.98-
02-106) in a sister phase of this proceeding that concluded that the AT&T/ MCI model had too many
structural infirmities to be used as the basis for UNE costs and prices. Verizon recommended that the
CPUC suspend efforts to set costs and prices for UNEs until U.S. Supreme Court activity on these
matters was concludedi4. The CPUC rejected this recommendation and cited its intention to go
forward with setting Verizon’s UNE costs and prices based on the existing record as well as additional
information4., Moreover, the CPUC may set interim costs and prices for a subset of UNEs, since the
process of evaluating the various recommendations on the final costs and prices will likely be complex
and lengthy42,

135 CPUC Decision D.99-11-050 adopted Pacific’s initial UNE prices. According to D.99-11-050, the UNEs that are eligible
for review are those that have experienced at least a 20 percent cost change from the costs approved in D. 98-02-106.

13 |n February 2001, two CLECs, AT&T Communications of California, Inc., Worldcom, Inc. and The Telephone Connection
Local Services, LLC, requested the review of UNE costs and prices.

137 \erizon California, Inc. was formerly known as GTE California, Inc.

% See D.96-08-021.

139 Now known as WorldCom, Inc.

140 See Verizon's Post-Prehearing Conference Statement, p. 2, dated September 11, 2000

141 Assigned Commissioner and Administrative Law Judge’s Ruling Setting Scope of This Phase and Announcing Technical

\Aéorkshops, p. 4, dated November 11, 2000
Id.
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B. Review of the New Regulatory Framework (NRF) to Promote
Competition and Service Quality

Since 1989 the CPUC has regulated the state’s ILECs (Pacific, Verizon and Roseville Telephone
Company) through an incentive-based, rather than a cost of service type, program. Termed the New
Regulatory Framework (NRF), this program is intended to rely on financial incentives and shareholder
and ratepayer safeguards to achieve the policy goals of (1) universal service, (2) economic efficiency (3)
technological advancement, (4) industry financial and rate stability, (5) full local exchange network
utilization, and (6) elimination of cross-subsidies and anti-competitive behavior. The CPUC reviews
the NRF to assess its ongoing effectiveness for each ILEC every three years.

The Commission’s fourth triennial review of the NRF for Pacific and Verizon began in September
2001, and is being conducted in three phases. Phase 1, which is nearly completed, involves a review of
an audit performed on Verizon’s cost allocations, accounting practices and procedures, affiliate
transactions, the company’s tracking and allocation of costs for non-regulated activities, and the
safeguards in place to protect ratepayer and competitor interests with respect to non-regulated
activities. The CPUC will identify and pursue any needed corrective regulatory measures as a result of

audit findings in this phase of its review.

In Phase 2, the Commission will review issues arising from the results of an audit of Pacific’s
operations that was released in February 2002. This independently conducted audit concludes that
Pacific failed to comply with various CPUC accounting and regulatory requirements from 1997
through 1999 and underreported almost $2 billion in profits during that period. It recommends
customer refunds of about $350 million. The CPUC will be formally reviewing this audit and allowing
parties to submit testimony. As a part of Phase 2, the CPUC will also be reviewing the current state of
service quality provided by both companies.

Finally, Phase 3 will assess whether there is a need to reestablish, modify or eliminate original elements
of the NRF program, such a rate cap provision and a procedure for sharing telephone company profits
in excess of a benchmark level with ratepayers and shareholders. These original NRF elements were
suspended in the course of prior triennial reviews.143  All phases of this current NRF review are
scheduled to be completed by the spring of 2003.

% The reestablishment of rate caps and earnings revenue sharing mechanisms are also issues being considered by the
Legislature in AB 2898 (Pescetti) and AB 2958 (Wright). If AB 2898 becomes law as currently written, the CPUC will be
prohibited from implementing rate caps or sharing mechanisms under the NRF until at least January 1, 2007. If instead AB
2958 becomes law in its present form, these NRF prohibitions will be limited to Pacific and Verizon.
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C. CPUC Seeks to Preserve Access and Choice for DSL Service

The CPUC’s efforts to promote competition also includes advocacy before the FCC. The CPUC has
recently taken positions in two key FCC dockets that will affect how broadband services are delivered
to consumers. In February 2002, the FCC proposed reclassifying the regulatory framework for the
transport portion of broadband access to the Internet from “common carriage” to “private carriage”.144
This change of classification would remove the regulatory obligations of interconnection and
unbundling for those providers of the transmission facilities for information services, including DSL
service. In almost all cases, ILECs have monopoly control over of the “last mile” of transmission

facilities, also known as the local loop, necessary to provide DSL service.

In light of the TA ‘96’s goal of furthering the deployment of advanced telecommunications services to
all Americans, the CPUC has urged the FCC to continue to include facilities-based DSL service as a
common carrier transmission service subject to unbundling obligations. In Comments filed in May, the
CPUC has pointed out that removing the interconnection and unbundling obligations from the ILECs
would impair the potential for consumer choice and access to broadband services in California.14s As
noted above, forty-five percent of California residents with broadband access live in areas where DSL
is the only option for broadband Internet access. Cable modem, satellite, and wireless methods of
broadband access are not comparable alternatives at this point. Therefore, allowing ILECs to control
the transmission segment of DSL service would essentially pave the way for monopoly control of DSL

Service.

In a separate but related proceeding, the FCC has raised the question of deregulating the broadband
services provided by the ILECs in order to spur investment, innovation, and lower prices.146 Some
have suggested in the proceeding that cable modem, satellite and wireless methods of broadband access
have become acceptable alternatives for the broadband offerings of the ILECs, typically DSL and
ISDN.147

“ NPRM in FCC Common Carrier Docket No. 02-33 issued February 15, 2002.

4% Comments of CPUC filed May 3, 2002 in FCC Common Carrier Docket No. 02-33

Y5 NPRM in FCC CC Docket No. 01-337 issued December 20, 2001.

47 |SDN refers to Integrated Services Digital Network, an advanced service that was not discussed in this initial competition
report. ISDN is essentially is a service provided by local telephone companies which modifies regular telephone lines so
that they can transmit data almost five times as fast as the fastest analog modems. ISDN also allows the transmission of not
only data, but a combination of data, voice, and video simultaneously on one line.
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The CPUC has taken the position that deregulation of these broadband services would be premature.
Because the ILECs are still the dominant provider of wireline broadband services, deregulation “would
jeopardize the continued ability of the FCC and the States to ensure that services used for the
transmission of voice telecommunications continue to be available at high quality and reasonable
rates.”14¢ The CPUC noted that cable modem, satellite, and wireless broadband options are not
available to as many consumer groups as is DSL service. While it is true these options exist in the
national market, it is the local market that matters for each consumer, since a local provider is necessary
for broadband access. Until multiple broadband providers serve each of the local markets, deregulating
the ILECs will stymie investment, innovation and competition.

D. Local Number Portability

1. Wireline Number Portability of Growing Importance to CLEC Local
Market Share

Switching Phone Numbers: A Barrier to Competition— In an openly competitive
telecommunications marketplace, consumers need to be able to choose and move freely among
multiple telecommunications service providers. Especially in the local telephone market, consumers
may be deterred from switching to a new service provider if switching requires consumers to assume a
new phone number. Congress, the FCC and the CPUC addressed this problem by requiring most
wireline phone companies to allow customers to switch between phone service providers while
retaining their original telephone number.14 The process of switching is called number porting.

Number Porting in California— Local phone number porting among wireline carriers began in
California in May 1998. At the end of 2000, 32 local service providers were on record as active
participants in number porting; either having lost customers that had taken their numbers to a
competitive provider, or having gained customers that had brought their number with them. Only a
small percentage of California customers, however, exercise the number porting option. After over
three years of experience with number portability (from May 1998 to July 2001), about 5 percent of the
local market?s0 had switched service providers while retaining the original phone number and remaining
a customer of the alternative provider as of July 2001.15

%8 Comments of CPUC filed April 22, 2002 in FCC Common Carrier Docket No. 01-337

149 Section 251(b)(2) of the 1934 Communications Act as added by the 1996 Telecommunications Act, and First Report and
Order and Further Notice of Proposed Rulemaking, 11 FCC Rcd. 8352, Paragraph 165.

150 Market share in this paragraph is determined by percentage of numbers assigned to customers.
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Based on the data, number porting is none-the-less more critical to CLECs than to ILECs competing
in the state and, thus, the CPUC supports it continued use. Most number porting is used to enable
customers to leave ILECs in order to take service from a CLEC. While ported customers account for
a small net loss to ILECs, they constitute a significant share of the CLEC customer base. While less
than 5 percent of ILEC customers ported to CLECs, this flow of customers contributes to at least one
quarter of all CLEC business and is growing. At the end of 2000, the nearly 1.2 million numbers
ported to CLECs accounted for 25 percent of CLEC assigned customers. By July 2001, the over 1.6
million numbers ported to CLECs comprised 29 percent of CLEC assigned customers. If number
porting were not available, CLECs would presumably lose one quarter of their local market share.152
The percentage of the customer base that CLECs gain from those customers that do port numbers

may be crucial to their survival.

Seven dominant CLECs operating in California benefit the most from porting. Of the numbers ported
to CLEC:s at the end of 2000, 88 percent went to these CLECs. Of the numbers ported to CLECs by
July 2001, 83 percent went to the same seven CLECs!53,

ii. Wireless Number Portability Could Increase Competition

The FCC has mandated that the wireless industry implement number portability by November 24,
2002.154 Many wireless carriers have opposed the mandate. On July 26, 2001, Verizon Wireless
petitioned the FCC for relief from the requirement to deploy number portability on the basis that the
extent of competition in the wireless industry is sufficient without it. A decision on this petition is
pending with the FCC.155

The CPUC believes that wireless number portability is crucial to enhancing competition in the wireless
industry as well as between the wireline and wireless industry. The CPUC supports the FCC’s previous
conclusions that number portability is essential to a competitive marketplace. In response to the
Verizon Wireless petition and in other filings before FCC, the Commission has argued in favor of
retaining the November 24, 2002 deadline for wireless number portability, citing TA ‘96, “which

151 The 5 percent accounts for those customers that were still with the competitive service provider as of July 2001. It does

not account for customers that switched providers and then returned to the original provider before July 2001.

152 Assuming that these customers would not switch carriers if they had to change their telephone numbers.

152 The seven CLECs are: Allegiance Telecom of California, Inc., AT&T Communications of California, Inc., Cox California
Telecom, LLC, Focal Communications Corporation, MPower Communications, Pac-West Telecommunications, Inc., and XO
Communications.

154 First Report and Order in the Matter of Telephone Number Portability, Docket No. 95-116, FCC 96-286,

Paragraph 4

155 As of November 15, 2001.
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evinced a Congressional intent for competition to develop among and within all telecommunications
markets.” 156

Appendix A & B, Telecomunications Competition Report 6-5-02

Appendix C, D & E, Telecomunications Competition Report 6-5-02

Appendix F, Telecomunications Competition Report 6-5-02

Appendix G, H & J, Telecomunications Competition Report 6-5-02

Appendix |, Telecomunications Competition Report 6-5-02

1% comments of the California Public Utilities Commission and of the People of the State of California filed with the FCC in
CC Docket No. 99-200 and WT Docket No. 01-184 on September 21, 2001.
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