


SURREBUTTAL TESTIMONY OF DAVID H. GEBHARDT











Q.	Please state your name and business address.





A.	David H. Gebhardt, Ameritech Illinois, 225 W. Randolph Street, Chicago, Illinois  60606.





Q.	Are you the same David H. Gebhardt who submitted testimony previously in this proceeding?





A.	Yes.





PURPOSE OF TESTIMONY





Q.	What is the purpose of your surrebuttal testimony?





A.	The purpose of my surrebuttal testimony is to respond to certain of the rebuttal issues raised by Staff and, to a much lesser extent, the Intervenors to the extent they address my rebuttal testimony.  As a general proposition, Staff disagreed with many of the positions I took in my rebuttal testimony.  To the extent that Staff’s arguments on rebuttal are the same as the arguments made in its direct testimony, I have responded to them already and will not repeat that discussion here.  I continue to disagree with Staff for all of the reasons I have previously stated.  Accordingly, my surrebuttal testimony will be primarily directed at new proposals or new arguments advanced by Staff for the first time in its rebuttal testimony.





IMPACT OF THE MERGER ON COMPETITION (Section 7-204(b)(6))





	1.	The Analytical Framework





Q.	Do you continue to believe that Staff is using the wrong analytical framework to assess the impact of the merger on competition in Illinois?





A.	Yes.  Both Ms. Toppozada-Yow and Mr. Graves are continuing to use the model of a perfectly competitive marketplace -- a model that is not suited to the analysis required under Section 7-204(b)(6) -- and to rely on potential competition as a basis for opposing the merger.  Staff is also for the first time presenting the testimony of an outside witness, Dr. Carl E. Hunt, in support of its approach.  I continue to believe that Staff is using the wrong framework and that it produces incorrect results.  These competition issues are responded to in detail in the surrebuttal testimony of Dr. Harris and Dr. Gilbert.





Q.	Mr. Graves disagrees with your position that any analysis of potential competition is highly speculative.  (Staff Ex. 4.01, pp. 5-6).  Would you comment?





A.	Mr. Graves contends that economic theories of market conduct, including potential competition, can be “applied with a reasonably high degree of accuracy.”  However, as applied in this docket, these theories are not producing results that have any such degree of accuracy.  Staff has yet to identify any substantive basis for its view that SBC would have entered the market, other than SBC’s own outdated statement in a pleading in California.  SBC has testified in this docket that its Chicago market entry plans had been abandoned before the merger was announced, based on its subsequent experiences in Rochester.  This is obviously a matter which is internal to SBC.  Staff’s continued insistence that SBC would have entered but for the merger reflects only Staff’s own opinion.  How Staff can claim that it is engaging in anything other than speculation escapes me.





Q.	Do you have any other comments regarding the interpretation of Section 7-204(b)(6) advanced by Staff and many of the other parties?





A.	Yes.  Staff and the other parties gloss over the words “likely”, “significant” and “adverse” in Section 7-204(b)(6).  Although I am not an attorney, the word “likely” clearly requires that the Commission must find that an adverse impact is probable.  Speculation about SBC’s potential entry does not rise to this level, particularly in the face of contrary evidence from SBC on this very issue.  The word “significant” clearly requires a major impact.  In this case, the evidence demonstrates that there would be no impact, let alone a “significant” one.  The word “adverse” clearly requires a reduction in the level of competition.  None of the facts in this case -- as opposed to speculation -- supports a finding that the level of competition would be reduced.





Q.	Dr. Selwyn contends that, since Section 7-204(b)(6) was enacted by the Illinois legislature in 1997 when local competition was “minimal”, use of my approach (i.e., a focus on existing competition) would render the section moot.  (GCI Ex. 1.1, pp. 24-25).  Do you agree?





A.	No.  Dr. Selwyn’s implicit view that the legislature must have intended to address future competition in the local exchange marketplace is myopic.  Section 7-204(b)(6) was not directed at this merger.  Like many other provisions of the PUA, it addresses all potential mergers between utilities, not just possible mergers between telecommunications carriers.  In fact, nothing in the plain language of the statute suggests that the Illinois legislature was specifically targeting mergers between local exchange companies at all.  Obviously, the legislature could not have anticipated the SBC/Ameritech merger, since it was announced in 1998.  Moreover, like all statutory provisions, it is intended to cover a wide array of future conditions, not just those that exist at the time of enactment.  Therefore, the specific state of competition in the local exchange market in 1997 has no relevance to how this statutory provision should be interpreted.





	There is also nothing in Section 7-204(b)(6) that even remotely suggests that the legislature intended merger review to be used as a vehicle to force changes in the status quo.  It is directed at preventing significant, adverse effects on the state of competition in the marketplace as it exists, not at creating a new competitive environment.





In any event, Dr. Selwyn’s assessment of the state of competition in telecommunications markets in Illinois in 1997 is incorrect.  Ameritech Illinois had implemented intraMSA local toll presubscription in April of 1996 and intraMSA toll competition was very active in 1997.  In 1996, AT&T and MCI were already competing actively for business customers and had announced their plans for full-scale entry into the local market.  For example, AT&T’s resold lines were increasing at a very rapid rate during the Spring of 1997.  AT&T’s and MCI’s subsequent withdrawal from the residential market occurred after the passage of this section of the statute.  I would note that their active competition for business customers has continued unabated since that period.  During this period, there was also substantial activity by CLECs investing in their own facilities and attracting customers, both in the Chicago MSA and downstate Illinois (Springfield, Champaign and so forth).  In my opinion, nothing in the history of competition during this period supports Dr. Selwyn’s view that my proposed interpretation would render Section 7-204(b)(6) “moot”.


�



	2.	The Illinois IntraMSA Local Toll Market





Q.	Ms. Toppozada-Yow has completed her analysis of the intraMSA local toll marketplace.  (Staff Ex. 3.01, pp. 2-12).  Would you summarize her conclusions?





A.	Yes.  Ms. Toppozada-Yow agrees with me that there are a large number of other suppliers of local toll service, that these local toll providers have a significant share of the local toll market and that they possess the necessary expertise and capabilities to compete effectively with Ameritech Illinois.  Nevertheless, she concludes that the merger “may” have an adverse impact on competition in this marketplace based on two propositions.  She expresses concern that Ameritech Illinois may still possess market power because of Band C rate increases.  She also expresses concern that loss of SBC as a “potential” competitor would diminish the level of competition for packages of local and local toll services.  (Staff Ex. 3.01, pp. 6, 8-9).





Q.	Do you agree?





A.	No.  First, the fact that Ameritech Illinois has raised some of its Band C rates has nothing to do with the issues in this case.  As Ms. Toppozada-Yow acknowledges, there are many other competitors in the local toll market, including AT&T, MCI and Sprint.  Even if SBC were to offer local toll service in Illinois -- which it does not -- SBC would not significantly affect the market structure, and I do not understand Ms. Toppozada-Yow to contend it would.  Ms. Toppozada-Yow nowhere identifies why entry by SBC would have a material impact on Ameritech Illinois' pricing behavior.  





	Ms. Toppozada-Yow’s analysis is also flawed from an economic perspective.  The economic theory she refers to stands for the proposition that suppliers which can raise prices above market levels without losing market share have “market power”.  However, Ameritech Illinois has not raised its prices above the market level established by the IXCs.  Furthermore, Ameritech Illinois has lost and continues to lose market share, as evidenced by the data I submitted in my rebuttal testimony.  





Second, I do not understand Ms. Toppozada-Yow’s concern about packaging.  She contends that, without SBC, intraMSA toll providers will be less able to replicate Ameritech Illinois' local/toll service packages.  This is not true.  SBC would have to provide service on the same basis as any other CLEC, i.e., resale or facilities-based.  SBC would be no better positioned in this regard than any other provider.  All competitors can provide packaged local toll/local services today.  In fact, any competitor can provide packaged interLATA toll/local toll/local services today on a facilities-basis.  All competitors except AT&T, MCI/WorldCom and Sprint can provide packaged interLATA toll/local toll/local services today on a resold basis; and the federal prohibition on the joint marketing of interLATA toll and resold local services by the major IXCs expires on February 8, 1999.  





It is my belief that many competitors provide exactly the kind of package I just described.  For example, Winstar’s offering of free local service in connection with long-term agreements by customers to subscribe to a full array of telecommunication products and services is just such a package.  Thus, competitive providers can and will create whatever packages they wish for the customers they choose to serve.





�



	3.	The Illinois IntraMSA Local Exchange Marketplace





Q.	Would you comment on Mr. Graves’ and Dr. Hunt’s view of the local exchange marketplace and, in particular, the relative competitive strengths of SBC and the IXCs?





A.	Yes.  This issue will also be addressed by Drs. Harris and Gilbert and Mr. Kahan.  However, based on my experience, Mr. Graves’ and Dr. Hunt’s testimonies bear no resemblance to reality and simply do not comport with the economic forces driving carrier conduct in this marketplace.





	Since this Commission and the FCC authorized competition in the intraMSA marketplace in the 1980’s, the single biggest competitive threat to Ameritech Illinois and the other local exchange companies has been the major IXCs (e.g. AT&T, MCI and Sprint).  That is because they operate on a national basis and have national brand names.  They also collectively already have customer relationships with virtually all of Ameritech Illinois' customers.  For the sought-after customers who make extensive use of the telecommunications network, IXC charges typically account for the largest part of the customer’s telecommunications bill.  Thus, the IXCs’ ability to leverage their interMSA toll service relationship is an enormous competitive advantage, particularly during a period where the RBOCs are still prohibited from providing interMSA services. As a result, the IXCs -- not the other RBOCs -- are uniquely positioned to attract Ameritech Illinois' (or any RBOC’s) most lucrative business and residence customers.





	The competitive risks posed by integrated long distance and local offerings by the IXCs has been the single most significant driver of RBOC behavior for the last several years.  Those risks underlie Ameritech’s and other RBOCs’ efforts to obtain Section 271 relief at the FCC.  Similarly, efforts by RBOCs to establish out-of-region operations primarily represented attempts to respond to the IXCs.  To suggest, as Dr. Hunt does, that the IXCs are niche players and that the out-of-region RBOCs are the central players in the local marketplace has the competitive relationships precisely backwards.





	Having reversed the competitive relationships, it is not surprising that Dr. Hunt’s and Mr. Graves’ conclusions about the competitive significance of SBC entry are absolutely wrong.  Ameritech Illinois never considered SBC to be a serious competitive threat, even when its certificate applications suggested that it might enter Chicago, in connection with its cellular operations.  I do not believe SBC considered Ameritech to be a serious competitive threat when Ameritech made plans to enter St. Louis on a limited basis.  Both companies rightly viewed the IXCs as the competitors to watch and worry about and viewed each other as niche players.





Q.	Dr. Hunt and numerous other witnesses contend that incumbent LECs like SBC would have unique advantages as a CLEC, because of their experience in the local marketplace.  Do you agree?





A.	No.  Underlying this contention appears to be the belief that incumbent LECs like SBC would be uniquely able to use their prior experience relative to operating support systems (“OSS”), billing and marketing to their advantage.





	These assumptions are highly simplistic.  Being an incumbent LEC in one’s own territory is a very different proposition from being a CLEC in someone else’s territory.  First of all, an incumbent’s OSS experience has only limited relevance.  These OSS systems perform internal functions such as pre-ordering, ordering, provisioning, maintenance and billing.  While most of the RBOCs’ OSS systems are a legacy from pre-divestiture operations, many differed from region to region even at divestiture, and those differences have only increased with time.  For example, the fact that Ameritech Illinois knows how its ordering systems work tells it only a limited amount about how SBC’s might work.  





Even more importantly, few, if any, RBOCs allow CLECs direct, unmediated access to their legacy systems.  Access is obtained through electronic (generally EDI-based) interfaces, which have been created by the RBOCs specifically in response to the market-opening requirements of TA 96.  These electronic interfaces are completely separate and different from the legacy systems themselves.  Although standards-setting organizations are attempting to reduce RBOC-to-RBOC differences, the fact remains that today virtually every RBOC interface is slightly different and, in all cases, the “business rules” which must be understood to use them are different.  The RBOCs’ experience as incumbents has little value in designing systems to work with these interfaces as CLECs.  It is worth noting that AT&T and MCI have been engaged in this design process as IXC-CLECs for over two years and their facilities-based CLEC subsidiaries have systems in place today.  They -- not the RBOCs -- have the experience and the advantage here.





	Similarly, an incumbent’s existing billing capabilities have little, if any, value out-of-region.  The incumbent’s billing system is designed to bill the incumbent’s rate structure in-region (or in-state) for its existing customers, using internal data feeds from legacy systems 


-- not data feeds from electronic interfaces.  Thus, as a practical matter, an incumbent LEC competing as a CLEC out-of-region would probably have to develop a separate billing system.  Here again, the CLECs have been working on these issues for several years and have the advantage over any incumbent LEC.





Q.	Mr. Graves cites to various HHI and other data to demonstrate that the local exchange marketplace in Illinois is not competitive.  (Staff Ex. 4.01, pp. 11-14).  Would you comment?





A.	Yes.  Dr. Gilbert explains why HHI data have no relevance to this proceeding.  Furthermore, Ameritech Illinois has never claimed that the local exchange marketplace is perfectly competitive.  My argument is only that the Illinois market is open to competition, competition is here and the Commission should focus its analysis on whether the merger will adversely affect the competition that exists, not on speculation as to whether SBC might or might not have entered.





Q.	Mr. Porter of MCI/WorldCom contends that local markets are not open, as shown by Ameritech’s failure to satisfy Section 271 of TA 96.  (Porter, pp. 10-11).  Do you agree?





A.	No.  The fact that no regulator has affirmed Ameritech Illinois’ compliance with Section 271 does not mean that its markets are not open.  Ameritech Illinois has, in fact, put into place all of the systems and facilities needed by those competitors which want to enter and compete.  Numerous competitors are already in the Illinois local marketplace and are winning customers, including MCI/WorldCom through its facilities-based subsidiaries MCI Metro and MFS and through IXC facilities that provide service directly to large business customers.





I agree that there is still substantial industry disagreement and uncertainty over “common” transport and the UNE platform, as has been discussed at length already in this docket.  However, this is only one of several entry vehicles; in fact, AT&T’s and MCI/WorldCom’s view of the UNE platform is just resale at a much steeper discount.  Other carriers are making full use of existing resale and facilities-based alternatives.  





Ameritech Illinois sees no purpose in seeking Section 271 authorization until these uncertainties associated with “common” transport and the UNE platform have been resolved.  Contrary to the assertions of some of the parties, this does not represent a decision by Ameritech Illinois to close its markets, abandon its Section 271 efforts and otherwise attempt to inhibit the competitive activities of CLECs in any way.  It simply represents a decision not to ask state and federal regulators to devote scarce resources to checklist issues until this legal underbrush has been cleared away.  Ameritech Illinois’ commitment to Section 271 relief remains unchanged.  In any event, similar market opening requirements are imposed on Ameritech Illinois by Sections 251/252 of the federal Act and are unaffected by the pendency or lack thereof of a Section 271 application.  





Q.	Mr. Graves contends that your prior testimony on resale as a competitive entry vehicle supports his theory that loss of SBC as a potential competitor is serious.  (Staff Ex. 4.01, pp. 9-11).  Do you agree?





A.	No.  As I just testified, I do not believe that SBC would have been a significant competitor, even if it had entered.  Furthermore, Mr. Graves seems to be meeting himself coming and going.  Either resale counts when determining the amount of competition in a marketplace -- and all resellers would be included in the analysis -- or it does not, and SBC’s prospects as a reseller are as irrelevant as everyone else’s.  The fact that SBC may have lower per line expenses for certain marketing functions than Ameritech Illinois is beside the point.   Mr. Graves’ claim that the merger would “defeat” the efforts of this Commission, the U.S. Congress and the FCC relative to resale begs the question whether SBC would have entered in the first place and seems more than a little inconsistent with his summary dismissal of resale as an important source of competition in his direct testimony.  





	In any event, I do not believe that Mr. Graves’ comparison of marketing expenses has any value.  There is no necessary connection between the expenses incurred by an RBOC in its in-region activities and the expenses it would incur out-of-region. 





Q.	Mr. Graves disagrees with your view that Section 271 issues have no place in this proceeding.  (Staff Ex. 4.01, pp. 15-21).  Would you comment?





A.	Yes.  Nothing in Mr. Graves’ response alters my view that Section 271 compliance has no role in this proceeding.  I do not agree that the loss of SBC as a potential competitor as Staff contends raises any issues under Section 7-204(b)(6).  Therefore, Section 271 compliance is not even a “solution” to a legitimate “problem” under the statute.





	Even if Staff were correct on the competition issue -- which it is not -- the Commission should not require a finding of checklist compliance as a precondition to this merger.  Checklist compliance is one of the most hotly contested issues in the federal and state regulatory arenas today.  As I indicated in my rebuttal testimony, it is hotly contested because enormous business and financial stakes are riding on it, both for the RBOCs and the IXCs.  The federal statute adopted a de-regulatory national policy framework designed to accelerate rapidly the opening of all telecommunications markets to competition.  Nevertheless, the FCC has adopted a highly regulatory approach to checklist compliance.  Every application by a RBOC for Section 271 relief has resulted in the FCC’s establishment of new and more onerous showings which must be made in support of a Section 271 application.  There has also been substantial litigation over certain checklist requirements.  Until that litigation ends, there is little likelihood that checklist issues can be finally resolved.  As a result, requiring the parties to delay consummation of the merger would not materially expedite checklist implementation.  Even the FCC has recognized that approval of a merger is independent of Section 271 approval.





I appreciate the fact that Mr. Graves did not participate in Docket 96-0404, Ameritech Illinois' previous checklist docket, and, therefore, cannot draw on personal experience in assessing the prospects for resolving checklist issues.  However, based on Ameritech Illinois' experience in Docket 96-0404 and the continuing -- and unsuccessful -- efforts of other RBOCs at the FCC, there is little likelihood that any conclusions on checklist compliance could be reached by this Commission in the expedited time frame contemplated by Staff, regardless of the merits of the issues.





Q.	Mr. Graves explains that, under his proposal, Ameritech Illinois and SBC would only have to convince this Commission of their compliance, not the FCC.  (Staff Ex. 4.01, pp. 20-21).  Does this solve the timing problem?





A.	No.  I agree that ICC-only findings are more manageable than full FCC approval.  However, even a state proceeding would take far too long.  Docket 96-0404 was active for almost a year, generated thousands of pages of testimony and transcripts and the Commission never reached a final decision. 





	The magnitude of the regulatory effort required is further complicated by the scope of the inquiry Staff seems to be contemplating.  Mr. Graves suggests that both Ameritech Illinois and SBC must demonstrate checklist compliance in “their” markets to this Commission. (Staff Ex. 4.01, pp. 20-21).  If SBC must demonstrate to this Commission that it has met checklist obligations in Texas, Missouri, Oklahoma, Kansas, Arkansas, California, Nevada, and Connecticut, I cannot imagine how such a process would be handled.  Docket 96-0404, which involved just one company (i.e., Ameritech Illinois) and a company over which the Commission had jurisdiction, was complex enough.  A proceeding in which findings had to be made for 8 other states as well, over which the Commission has no jurisdiction and with which it has no familiarity, would be an administrative nightmare.  Regulatory commissions in those states are also likely to take a dim view of this Commission attempting to decide checklist compliance for them.  I do not think that Mr. Graves has thought through what he is proposing.





Q.	Mr. Graves has suggested a collaborative process which would take 2-3 months, after which the record would be reopened and each party would provide a “report” on its view of checklist compliance that would be addressed by the Commission.  (Staff Ex. 4.01, p. 22).  Is this workable?





A.	No.  Whatever label is placed on the process, it will be adversarial, and, given the pending litigation, there will be no agreement between the parties. In addition, although I am not an attorney, Staff’s proposal that the Commission rely on “reports” seems to raise more procedural issues than it resolves. 





	Ameritech Illinois has been and continues to be willing to work with Staff on checklist issues and to participate in any collaborative process Staff wishes to initiate.  However, a decision in this docket should not and cannot be conditioned on the outcome of such a process.





Q.	Mr. Gasparin disagreed with your position that “common” transport should not be an issue in this proceeding.  (Staff Ex. 5.01, pp. 1-2).  Would you respond?





A.	Yes.  Mr. Gasparin contends that the merger could worsen the “common” transport situation for the following reason:


	


	“If SBC and Ameritech merge, a larger and stronger force will be assembled, which could allocate substantial resources to delay the provisioning of common transport and, therefore, hamper competition.”�





	Mr. Gasparin has it backwards.  It takes only one person to say “no” to “common” transport.  It takes a force of people to resolve the issues associated with common transport and implement solutions, so that it can be offered.  To the extent “common” transport is required, the merger is likely to accelerate the provisioning of such a service, not delay it.





Q.	Mr. Gasparin asserts that there appears to be a conflict between Ameritech Illinois' position and SBC’s position on “common” transport.  (Staff Ex. 5.01, pp. 3-4).  Would you explain this apparent inconsistency?





A.	There is no inconsistency between Mr. Kahan and myself on this issue.  SBC does provide so-called “common” transport to customers in its territories.  I have spoken to representatives from SBC and have concluded that its product offering is different from what Ameritech Illinois was required to provide by this Commission.  While SBC’s product is technically feasible, the product required by the Commission is not.





Q.	Please explain your answer.





A.	SBC’s offering of “common” transport is actually a combination of switching and transport.  “Common” transport cannot be separated from switching, as Ameritech Illinois has always maintained, and SBC’s offering does not separate the two functions.  If Mr. Gasparin believes the SBC offering would satisfy the Commission’s requirement, he should clarify that.  I would also point out that SBC has many of the same carrier identification, recording and billing issues that Ameritech Illinois has previously outlined.  For example, the lack of billing data for terminating access is being solved by SBC with a “rough justice”-type approach.





Q.	Mr. Bennett of AT&T contends that Ameritech conceded in connection with the Ameritech Michigan Section 271 application before the FCC that “common” transport could be provided.  (AT&T Ex. 2.1, p. 5).  Would you comment?





A.	Yes.  Ameritech’s position on this issue is no secret:  the Kocher affidavit attached to Mr. Bennett’s testimony is over a year old.  Mr. Kocher’s affidavit does not change the engineering fact that “common transport” cannot be provided unbundled from switching.  However, Ameritech has stated in numerous contexts, including subsequent ex parte presentations to the FCC, that there are solutions to many of the other operational impediments that currently exist to the offering of “common” transport.  However, there has not been industry agreement on how to implement such solutions, including the “rough justice” approach described in Mr. Kocher’s affidavit.  Neither the FCC nor this Commission has yet weighed in on the specifics of such a plan.  Thus, Mr. Kocher’s affidavit actually supports the position taken in my rebuttal testimony that further regulatory action is required before “common” transport could be offered, even assuming it is required.





Q.	Mr. Stahly of Sprint contends that Ameritech Illinois’ loss of large business customers would pose no 


risk to residence customers because Illinois has 


“. . . established universal service funds that will ensure that universal service can continue to receive subsidies that are necessary to sustain it . . . “.  (Stahly Rebuttal, p.16).  Is this true?





A.	No.  There are two universal service funds in Illinois.  One, created a number of years ago, is capped at $3 million and is funded by state toll providers.  The only carriers eligible to draw from it are small, rural independent local exchange companies.  Ameritech Illinois pays into this fund; it does not draw out of it.  The other is a DEM weighting fund that was created in 1998; again, only small, rural LECs can draw from it.





	I would further note that Mr. Stahly is suggesting that the universal service implications of this merger for Ameritech Illinois’ customers can be disregarded, because any adverse economic consequences resulting from denial of this application can be shifted to other carriers and their customers through the mechanism of a universal service fund.  This would represent exceedingly poor public policy.  The right approach is to allow Ameritech and SBC to take the steps necessary to remain viable and vital competitors in the future -- not to make other carriers pay.  





Q.	Dr. Hunt contends that there is no risk of stranded investment.  (Staff Ex. 9.00, pp. 45-49).  Do you agree with his analysis?





A.	No.  Dr. Hunt contends that there is no risk of stranded investment because Ameritech Illinois’ assets now have value to other entities (i.e., competitors) and, therefore, have more opportunity to be revenue producing than prior to the advent of competition.  Dr. Hunt even suggests that they may be worth more than book value, relying on the sale by U.S. West of certain rural exchanges.





	Dr. Hunt completely misperceives the risks associated with Ameritech Illinois’ assets.  First, TA 96 prescribes the prices at which Ameritech Illinois offers its assets to competitors on either a UNE or resale basis -- i.e., TELRIC or avoided costs.  Based on the actual results of the resale and TELRIC proceedings in Illinois, I can assure Dr. Hunt that Ameritech Illinois’ assets are not worth more when they are made available to competitors than when they are made available to its own end users.  Precisely the opposite is true.





	Second, facilities-based competition, by definition, substitutes CLEC-owned facilities for Ameritech Illinois-owned facilities.  No revenue is produced by Ameritech Illinois’ facilities in that situation.





	Third, Ameritech Illinois’ network is by-passed by competitors on a customer-by-customer, line-by-line basis.  Capacity is stranded in the form of lower utilization of existing central office switches and outside plant.  This stranded capacity is not even a stand-alone facility, much less a going business, which could be sold to another provider.  Moreover, competitors do not compete for or strand entire exchanges.  Thus, Dr. Hunt’s comparison between stranded capacity and the sale of entire exchanges is absolutely meaningless.





	Fourth, the comparison which Dr. Hunt attempts to make between loss of customers by a local exchange company and AT&T’s post-divestiture financial experience is totally misplaced.  Divestiture was marked by significant access charge decreases, as costs previously paid by the IXCs and recovered in toll rates were shifted to end users (e.g., the SLC).  This permitted substantial IXC toll rate reductions which substantially increased toll demand.  This permitted AT&T to remain financially whole, notwithstanding significant loss of market share.  No such dynamics exist in the local exchange marketplace and Dr. Hunt points to none.





Q.	Ms. TerKeurst claims that resale rates will increase, not decrease, as a function of the merger.  (GCI Ex. 2.1, pp. 34-35).  Do you agree?





A.	No.  Ms. TerKeurst contends that increased operating efficiencies would cause avoided retail costs to decline, thus narrowing the wholesale margin.  The avoided costs at issue, however, primarily relate to service representatives and systems.  I do not expect increased operating efficiencies from the merger to have a significant impact on those particular functions.  In any event, the focus of my statement was on the potential, over the long run, for reductions in retail rates, which would also require companion reductions in wholesale rates, albeit on less than a dollar-for-dollar basis.





Q.	Mr. Gillan of AT&T claims that your responses to his structural separation arguments were not persuasive.  (AT&T Ex. 1.1, pp. 22-23).  Would you respond?





A.	Yes.  I did not make any attempt to respond to Mr. Gillan in detail.  As I indicated in my rebuttal testimony, the Commission established a separate NOI to address the issue of structural separation and Ameritech Illinois provided a full response there.  Given the legal and policy infirmities of Mr. Gillan’s proposal, I saw no value in duplicating that response in this proceeding.  I would further note that Mr. Gillan’s effort to side-step the issues I did raise, particularly relative to the multi-jurisdictional nature of this merger, demonstrates that he has no substantive response.





ALLOCATION OF MERGER SYNERGIES AND THE IMPACT OF THE MERGER ON PROPOSED RATES (Sections 7-204(b)(1), (b)(7) and (c))





	1.	Flow-Through of Merger Savings





Q.	Ms. Toppozada-Yow continues to disagree with your position that allocation of the merger savings is inconsistent with the Alternative Regulation Plan.  (Staff Ex. 3.01, pp. 24-38).  Would you comment?





A.	Yes.  Ms. Toppozada-Yow’s position is still incorrect for all of the reasons stated in my rebuttal testimony.  She has made a couple of new points, however, which I will address below.





	Ms. Toppozada-Yow (and Dr. Hunt) claim that increased profits under the Alternative Regulation Plan would provide Ameritech Illinois with residual net income which could be used to “selectively stop incursions into its markets” through cross-subsidy, cost-shifting and price discrimination.  (Staff Ex. 3.01, pp. 28-29).  





	This is wrong as a matter of economic theory and fact.  As Dr. Harris explains, one of the significant strengths of pure price regulation as a regulatory tool is that it eliminates the very incentives which Staff claims it produces -- that is, there is no incentive to cross-subsidize, cost-shift or price discriminate because, under pure price regulation, the losses cannot be recovered from noncompetitive ratepayers.  They cannot be recovered directly through price increases for individual services or indirectly through rate-of-return or rate-of-return-like (e.g. sharing) mechanisms at the corporate level.  In fact, Ameritech Illinois has not used any increased profits it may have achieved under the Alternative Regulation Plan for these purposes.  Nor does Staff point to a single instance which even remotely supports this novel theory.





Q.	Dr. Hunt claims that Ameritech Illinois may have experienced supranormal returns, based on 1996 Business Week data.  (Staff Ex. 9.00, pp. 55-56).  Is this true?





A.	No.  Ameritech Illinois reports its earnings to the Illinois Commerce Commission annually.  Its return on intrastate rate base for 1996 was 10.76%.  This return level can hardly be considered supranormal.





Q.	Ms. Toppozada-Yow refers to the actions of the Connecticut PUC in its SBC merger proceeding in support of her position that flowing through the savings is not inconsistent with the principles underlying the Alternative Regulation Plan.  (Staff Ex. 3.01, p. 29).  Is this persuasive?





A.	No.  First, as Mr. Kahan explains, the Connecticut PUC order does not stand for the proposition that all savings should be flowed through in the way Ms. Toppozada-Yow is suggesting.  Second, every state commission which adopts a price regulation plan has its own state-specific objectives.  I am not familiar with the Connecticut PUC’s, nor is Ms. Toppozada-Yow.  However, I am intimately familiar with the record that was developed in support of Ameritech Illinois' Alternative Regulation Plan, and it would be inconsistent with the objectives outlined there to require pass-through of the merger synergies.  





	I would also note that Ms. Toppozada-Yow is being quite selective in her reliance on other state actions:  she relies on the Connecticut merger order when it suits her purpose relative to Alternative Regulation, but then claims that the impact of any sharing decision by this Commission on the other Ameritech-region commissions is irrelevant.  (Staff Ex. 3.01, p. 38).  Staff cannot have it both ways.





Q.	Ms. Toppozada-Yow continues to contend that the reference to “least cost” service in Section 7-204(b)(1) supports her position. (Staff Ex. 3.01, pp. 30-31).  Do you agree?





A.	No.  Ms. Toppozada-Yow’s reading of “least-cost” in Section 7-204(b)(1) continues to be wholly without support in prior Commission practice or the plain language of the statute.  





Q.	Ms. Toppozada-Yow contends that allocating merger synergies would not constitute double counting relative to service quality.  (Staff Ex. 3.01, p. 37).  Do you agree?





A.	No.  To make this argument, Ms. Toppozada-Yow has expanded the concept of “service quality” beyond recognition.  She now contends that allocating all the synergies to ratepayers is required to address risks associated with network investment, maintenance budgets, personnel levels, customer service and education programs (whatever she means by that), as well as reductions in implementation of new technologies and the offering of new products and services.  There is simply no substantive basis in this record that would allow the Commission to conclude that these “risks” are significant.  Nor has Ms. Toppozada-Yow ever provided any real analysis that relates the financial penalty she is proposing (i.e., 100% flow-through) to these “risks”.  In short, Staff is engaging in pure speculation.  Pure speculation cannot and does not justify a completely arbitrary and one-sided allocation of the benefits of this merger (i.e., all of them to ratepayers).





Q.	Ms. Toppozada-Yow contends that the Commission’s endorsement of marginal cost-based pricing in the Alternative Regulation Plan contradicts your position.  (Staff Ex. 3.01, pp. 32-33).  Is she correct?





A.	No.  She is confusing two very different meanings of “cost”.  Using her terminology, “price-to-cost” issues exist at two levels in regulation: (1) the overall relationship of a firm’s revenues to its expenses, including capital-related costs, at the corporate level (e.g., the revenue requirements part of a rate case); and (2) the relationship between the prices and incremental costs of individual products and services (e.g., the rate design part of a rate case).  As anyone who has been through a rate-of-return proceeding knows well, there is virtually no connection between the revenue requirements and rate design portions of the case except at the end, when revenues (prices) must be reconciled to a prescribed revenue requirement.





	Ameritech Illinois’ Alternative Regulation Plan order substituted price regulation for “price-to-cost” analysis at the corporate, revenue requirement level only.  It did not change the Commission's commitment to incremental cost-based pricing for rate design purposes.  That is the only point which the Commission intended to make in the paragraph cited by Staff and it in no way contradicts my testimony.  For the same reason, my concerns about the price-cost relationships for network access lines are entirely consistent with my position on the proper treatment of the merger savings.  (Staff Ex. 4.01, pp. 33-34).





Q.	Dr. Hunt contends that various sections of TA 96 support his theory of price-to-cost relationships (i.e., Sections 259(b)(4), 254(i) and 254(k)).  (Staff Ex. 9.0, pp. 73-75).  Do you agree?





A.	No.  These are very general universal service provisions which require incumbent local exchange companies to share infrastructure with other carriers eligible for universal service funding “on just and reasonable terms” and to provide universal service to end users at “just and reasonable” rates.





	The Illinois PUA also requires that rates be just and reasonable.  Dr. Hunt’s argument simply begs the question of how just and reasonable is to be determined.  His price-to-cost approach is nothing more than traditional rate-of-return principles under a different label.  Section 13-506.1 of the PUA specifically authorizes the Commission to replace rate-of-return regulation with price regulation to establish “just and reasonable” rates and the Commission did so in Docket 92-0448.





Q.	Ms. Toppozada-Yow contends that her 100% flow-through proposal will not jeopardize the economics of the merger, citing the California PUC order.  (Staff Ex. 3.01, pp. 37-38).  Do you agree?





A.	No.  I would note that Ms. Toppozada-Yow has not addressed my argument that 100% flow-through is conceptually wrong, if its viability is dependent on no other state commission following suit.  I would also note that the California PUC only required sharing of the cost savings for a limited period of time.  It did not require a permanent, 100% flow-through as Ms. Toppozada-Yow proposes, nor did it include revenue enhancements.





Q.	Dr. Selwyn disagrees with your contention that Section 7-204(c) should not apply to carriers subject to price regulation and claims that you mischaracterized his testimony.  (GCI Ex. 1.1, pp. 42-47).  Would you comment?





A.	Yes.  I have already addressed this issue at length in my rebuttal testimony.  However, I would add the following comments.  Contrary to Dr. Selwyn’s arguments, I do not believe I mischaracterized his testimony at all.  If his point now is only that price cap companies are not specifically excluded from Section 7-204(c), I do not disagree, nor have I ever disagreed.  My principal argument has been that Section 7-204(c) should not apply as a matter of policy.





	I also do not dispute Dr. Selwyn’s point that the Joint Applicants have not offered legislative history or case law to support their position.  Neither has Dr. Selwyn nor Staff nor any other party.  That is because there is none.  The Commission will be interpreting this section for the first time and the policy implications of its decision are appropriately the paramount consideration.





	Finally, contrary to the suggestion in Dr. Selwyn’s “bullet points”, I have never contended that this Commission adopted a permanent, hands-off policy with respect to the Alternative Regulation Plan.  (GCI Ex. 1.1, pp. 44-46).  Review has always been contemplated.  However, this merger docket is not the Alternative Regulation Plan review proceeding. 





Q.	Dr. Selwyn contends that Ameritech Illinois could shift competitive services revenues out of the scope of the Alternative Regulation Plan disproportionately to their underlying costs, thus justifying higher prices for noncompetitive services.  (GCI Ex. 1.1, pp. 52-53).  Is this true?





A.	No.  The PUA and this Commission have already specified rules for determining the costs of telecommunications services, i.e., the Illinois Cost of Service rule, the aggregate revenue test and imputation requirements in Section 13-505.5 of the Act.  Revenues associated with specific services are readily available from the Company’s books and records.  The Alternative Regulation Plan specifically addresses how competitive services are removed from the plan.  





If more revenues than costs are removed from the Plan when a service is declared competitive, that simply reflects the fact that the competitive service provides more margin than the noncompetitive services which remain under price regulation.  This is hardly a surprising proposition, in view of the fact that competitors are attracted to high margin services, not low margin services.  If noncompetitive service prices need to be increased, that is because they are underpriced.  Again, this is hardly a surprising proposition, given regulators’ historical efforts to maintain local exchange rates at low levels to promote subscribership and universal service.  





	Furthermore, any increase in noncompetitive residential rates would require a waiver of the current Alternative Regulation Plan and would be subject to a full Commission investigation.  Staff is quite competent to detect any misuse of cost or revenue data in support of such a request. 





	2.	Recognition of the Costs of the Merger





Q.	In response to your rebuttal testimony, Ms. Marshall has clarified her position on the treatment of merger costs.  (Staff Ex. 1.01, p. 10).  Have your concerns been addressed?





A.	Yes.  In her rebuttal testimony, Ms. Marshall states that the only costs which would not be recognized are investment-related, shareholder costs.  As I understand her proposal, it appears to be reasonable.





�
	3.	Flow-through Implementation





Q.	In response to your rebuttal testimony, Ms. Toppozada-Yow has substantially modified her rate design proposal for flow-through of the savings, if flow-through is required by the Commission.  (Staff Ex. 3.01, pp. 38-43).  Have these modifications addressed your concerns on this limited rate design issue?





A.	Yes.  Although I still do not believe that flow-through should be required, Ms. Toppozada-Yow’s modified rate design proposal is reasonable and could be adopted by the Commission.





Q.	Dr. Selwyn continues to claim that Ameritech Illinois' share of all merger synergies (those allocable to Ameritech and those allocable to SBC) should be flowed through to ratepayers.  Would you comment?





A.	Yes.  Dr. Selwyn concedes that his approach would allocate, for example, savings achieved in Texas to Illinois ratepayers.  (GCI Ex. 1.1, pp. 55-56).  I continue to believe that such an approach is absolutely untenable and cannot be justified under any rational regulatory or economic theory.





	Dr. Selwyn also contends that accounting adjustments can be made which would eliminate any adverse impact on Ameritech Illinois' earnings.  (GCI Ex. 1.1, pp. 63-64).  As I understand his proposal, SBC would allocate to Ameritech Illinois immediately for financial reporting purposes the full amount of the $343 million in savings which he is recommending be flowed-through to ratepayers 


	-- notwithstanding the fact that a substantial portion of these savings will never be experienced in Ameritech Illinois’ actual operations and that a substantial portion of those savings that will be reflected in Ameritech Illinois’ operations will occur over a period of 10 years.  





	I have been personally involved in performing financial analyses for Ameritech Illinois for many years and I am quite familiar with the accounting requirements applicable for both financial reporting and regulatory purposes.  I do not believe that any responsible accountant would sanction such an adjustment.  Under GAAP accounting, savings would only be recognized for financial purposes for the company that achieves them in its operations, only in the year they are achieved and only to the extent they are actually achieved.  Dr. Selwyn’s “creative accounting” would be viewed dimly, I am afraid, by financial markets, investors and the Securities and Exchange Commission.  





	I also doubt that the other state commissions that regulate SBC would share Dr. Selwyn’s view that all of the savings generated by the merger should be allocated to Ameritech and should not appear on SBC’s state-specific books and records.  If they did not agree with Dr. Selwyn’s approach -- and I cannot imagine that they would -- then the result would be a double-counting of the savings across multiple jurisdictions (and any associated rate reductions).  





IMPACT OF THE MERGER ON SERVICE QUALITY (Section 7-204(b)(1))





Q.	Staff took considerable exception to your testimony relative to service quality.  (Staff Ex. 8.01).  Would you respond?





A.	Yes.  I understand Mr. McClerren’s concern that Ameritech Illinois' out-of-service-over-24-hours problem has not been solved.  (Staff Ex. 8.01, pp. 11-17).  The problem has admittedly persisted for many years, notwithstanding Ameritech Illinois' efforts to resolve it.  I also do not dispute that being out of service is difficult for the small group of customers affected.





	Nevertheless, I continue to believe that Staff’s frustration over this issue has resulted in recommendations that are disportionately harsh, relative to the “offense”.  I also believe that it should be resolved as part of the Alternative Regulation Plan review, not as a merger issue.  To the extent Staff is concerned that SBC “get the message” that the Commission takes service quality seriously, Staff has accomplished that goal through the testimony it has filed in this proceeding.  Moreover, one of the objectives of this merger is to share “best practices”.





Q.	Staff contends that Ameritech Illinois takes a “cavalier” attitude toward existing minimum service requirements.  (Staff Ex. 8.01, pp. 11-14).  Is this true?





A.	No.  If that were true, Ameritech Illinois' service quality would have presumably declined over a wide range of measurements -- not just the out-of-service-over-24-hours (“OOS>24 hours”) standard.  In fact, it has not.  The OSS>24 hour standard has uniquely proven to be a difficult operational and managerial problem for reasons detailed in Mr. Galloway’s rebuttal testimony.  It is not indicative of a broader, negative attitude on the part of Ameritech Illinois, contrary to Mr. McClerren’s allegations.





	I would also note that Ameritech Illinois did not represent to Staff in meetings that it has elected not to devote additional headcount to this problem because “telecommunications is now a business.”  (Staff Ex. 8.01, p. 13).  Rather, Ameritech Illinois presented to Staff exactly the same explanation which Mr. Galloway provided in his rebuttal testimony in this proceeding:  i.e., the OOS>24 hours problem is not one of headcount, but of productivity.  That is, there are wide disparities between the number of repair jobs which different installation and maintenance work crews can clear in a day.  The OOS>24 hours problem would be cured if the under-performing work crews produced at the level of the more productive work crews.  From a business and labor relations perspective, it makes no sense to add new maintenance personnel unnecessarily, especially given the training and other expenses associated with hiring new employees, just to fire them again when the productivity problems of the existing workforce are resolved.





Q.	Has there been any recent improvement in the Company’s OOS>24 hours performance?





A.	Yes.  As indicated in Mr. Galloway’s surrebuttal testimony, Ameritech Illinois’ performance for November and December on the OOS>24 standard was vastly improved, with December results actually exceeding the standard.





Q.	Mr. McClerren takes you to task for the “5-fold” deterioration in Sprint Metro’s OOS>24 hours performance after that merger, contending that it could not have been the result of reporting differences.  (Staff Ex. 8.01, p. 13).  Would you respond?





A.	Yes.  Mr. McClerren is taking my point out of context unfairly.  I never claimed that the post-merger Sprint Metro problems were the result of reporting differences.  In fact, Mr. Galloway explained those circumstances in detail in his rebuttal testimony.  My point was only that the Staff cannot assert without qualification that the other carriers in the state are making the OOS>24 hours standard based on filed reports, without knowing what their reporting practices are.





IMPACT OF THE MERGER ON THE ALLOCATION OF COSTS AND FACILITIES (Section 7-204(b)(3))





Q.	Staff continues to propose requirements relative to updating of Ameritech Illinois' Cost Allocation Manual (“CAM”).  (Staff Ex. 1.01, pp. 13-16).  Would you comment?





A.	Yes.  First, I do not believe that Ms. Marshall’s interpretation of Part 711 of the Commission's rules is correct.  As I have always understood Part 711, it is essentially a carbon copy of similar cost accounting rules adopted by the FCC.  The Company’s long-standing practice has been to follow the FCC’s requirements relative to the updating of the CAM at both the state and federal level.  The staff of this Commission has never before suggested any other procedure or indicated that this was inappropriate in any way.





	Under FCC practice, the CAM is generally updated annually.  As Ms. Marshall notes herself, immediate updates are only required when there has been a change in the cost apportionment tables or time reporting procedures.  Changes in the cost apportionment tables or time reporting procedures must be filed 15 days before implementation.  Thus, unless a new affiliate relationship creates cost apportionment or time reporting changes, no prior CAM filing is required for Ameritech Illinois or any other LEC.  The purpose of the annual updates is to keep the FCC apprised, not to provide the FCC with prior notification before new affiliate relationships are entered into.  





	Accordingly, I do not understand how my proposed continuation of these long-standing practices can be considered by Staff to be evidence of an intent not to comply with the Commission's rules.  Staff is proposing a new requirement, not enforcement of existing requirements.





Q.	Under these circumstances, what is your position on this proposed requirement?





A.	Notwithstanding the foregoing discussion, the Joint Applicants are willing to provide the CAM update on the terms proposed by Ms. Marshall.





Q.	Does Ameritech Illinois have a proposal relative to the mechanics of such an update?





A.	Ameritech Illinois would propose that a merger-related CAM update be supplied within 60 days of the date of receipt of the last regulatory approval required for the merger.





Q.	Staff is also proposing a new condition that all affiliate agreements associated with the merger be filed with the Commission prior to any services being rendered.  (Staff Ex. 1.01, p. 15).  What is your position?





A.	Again, Ms. Marshall is asking for more than what the PUA requires.  Section 13-601 only requires the filing of affiliated interest agreements with the Commission if the amount exceeds $5 million.  Again, however, the Joint Applicants are willing to provide Staff with affiliate agreements as requested by Ms. Marshall.





IMPACT OF THIS MERGER ON THE APPLICABILITY OF EXISTING LAWS AND REGULATIONS (Section 7-204 (b)(5))





Q.	Ms. Toppozada-Yow has modified her position relative to the updating of LRSIC and TELRIC studies.  (Staff Ex. 3.01, pp. 45-46).  Do these modifications address the concerns you raised in your rebuttal testimony?





A.	To a large degree.  Ms. Toppozada-Yow now proposes the following schedule:  (1) TELRIC studies would be revised within six months of a Commission order in this proceeding; (2) updated cost studies required by Section 791.100 of the Commission's rules would also begin to be provided within 6 months; and (3) all other service cost studies would be updated on a schedule to be developed by the Company and Staff jointly.  This prioritization of the cost study work is reasonable and addresses my work load concerns.





	My only remaining objection is Ms. Toppozada-Yow’s continued insistence that the cost study work must begin within 6 months of the Commission's order in this proceeding.  As I stated in my rebuttal testimony, federal approvals may well lag the Commission's order by several months.  It does not make sense to devote substantial internal resources to updating cost studies until all regulatory approvals are obtained.  Ms. Marshall appears to have recognized the legitimacy of my similar concerns relative to ACAM updates, in that she now proposes only that the Commission establish a schedule in this docket.  The same principle should apply here to LRSIC and TELRIC studies, i.e., the six-month requirement should begin when the last regulatory approval has been obtained.





Q.	Ms. Toppozada-Yow contends that updated LRSIC studies must be available before rate rebalancing can take place.  (Staff Ex. 3.01, pp. 44-45).  Do you agree?





A.	No.  I do not believe that the LRSIC and TELRIC cost changes that will result from this merger will be significant and they certainly will not have a material impact on the underpricing of residence network access lines that exists today.  The Commission cannot and should not place all significant rate design activity on hold pending the outcome of this merger. 





CONCLUSION





Q.	Does this conclude your surrebuttal testimony?





A.	Yes.
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