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Qualifications, Purpose And Organization Of Testimony

Please state your name and business address.



Richard J. Gilbert, LECG, Inc., 2000 Powell Street, Emeryville, CA 94608.



Please state your educational background and professional qualifications.

I am Professor of Economics and Adjunct Professor of Business Administration at the University of California at Berkeley and a Principal at LECG, Inc., an international economics and strategic business consulting firm.  My research specialty is in the field of industrial organization and regulation.  From 1993 to 1995, I was the Deputy Assistant Attorney General for Economics in the Antitrust Division of the U.S. Department of Justice, the highest ranking economist in the Antitrust Division.  In this capacity, I was involved in the Department’s competitive analysis of the AT&T/McCaw merger, British Telecom’s proposed equity investment in MCI, Deutsche Telekom’s and France Telecom’s proposed equity investment in Sprint, and other matters involving competition in the telecommunications industry.  More recently, I have been invited to testify before the Federal Trade Commission on antitrust policy in high technology and other markets.

I have been an Associate Editor of The Journal of Economic Theory, The Journal of Industrial Economics, and The Review of Industrial Organization.  From 1994 to 1995, I was President of the Industrial Organization Society.  From 1994 until 1996, I was vice-chair of the American Bar Association’s antitrust section committee on economics.  I have published and lectured widely on industrial organization theory and policy and I have testified before U.S. courts of law, regulatory commissions, and Congress on economic policy issues.  I received Bachelors and Masters degrees in Electrical Engineering from Cornell University in 1966 and 1967, respectively.  I received a Masters degree in Economics from Stanford University in 1975, and a Ph.D. in Engineering-Economic Systems from Stanford University in 1976.

What is the purpose of your testimony?

My testimony will address the testimony of several previous witnesses in opposition to the proposed merger.  In particular, Dr. Carl E. Hunt attempts to address issues regarding the application and appropriateness of using the Department of Justice’s Merger Guidelines to analyze the competitive impact of the merger.�  As an economist who has been intimately involved in the application of the Guidelines to mergers in many industries, including the telecommunications industry, I will show that the opponents misapply and misinterpret these Guidelines.

Other opponents have testified that the DOJ has little experience dealing with local telecommunications competition issues.�  My experience, both while I was at the DOJ and in subsequent encounters with the DOJ, indicates that the DOJ does understand the nature of local competition in the telecommunications industry and that the Merger Guidelines provide a uniform, rigorous method to analyze the impact of the current merger on local competition.

The Applicability of the DOJ Merger Guidelines to Telecommunications Mergers

What is the economic standard for evaluating the impact of a merger?

The focus of merger analysis, whether it is based on a competition standard or a public interest standard, should be whether consumers are harmed by the proposed transaction.  The focal point should always be consumers because their interests are the public interest.  A competition standard serves this end by addressing whether the merger is likely to harm consumers by resulting in higher prices or reducing the quality of telecommunications products and services.

Do the Horizontal Merger Guidelines developed by the Justice Department and the Federal Trade Commission provide a framework for evaluating the impact of a telecommunications merger?

Yes, the Merger Guidelines issued by the United States Department of Justice and the Federal Trade Commission reflect the cumulative refinement of merger analysis based on thousands of mergers reviewed by those agencies and the courts, raising a variety of antitrust issues in different industries and factual contexts.  The Guidelines have been developed and refined over time based on the cumulative expertise of the antitrust enforcement agencies, economists, and experts in antitrust law.  The Guidelines provide an entirely appropriate methodological framework for assessing the impact of a merger on economic efficiency and consumer welfare, including mergers in telecommunications.  Furthermore, the Guidelines provide a framework that has also been used by the Federal Communications Commission and other state Commissions in their evaluations of telecommunications mergers.

What are the primary steps involved in applying the Merger Guidelines?

Merger analysis involves identifying the economic markets that could be affected by the merger and then assessing whether the merger is likely to reduce competition such that the merged company can increase prices or decrease the quality of service to customers.  Consistent with the approach defined in the Guidelines, an economic merger analysis will look first to the impact of a proposed merger on market structure as a threshold indication of the possibility that the merger may adversely affect competitive performance.

The use of market concentration ratios as a screen is an appropriate step in the evaluation of a merger that eliminates an actual competitor.  A merger of actual competitors may harm consumers if the merged firm has the incentive and ability to increase prices to consumers or if the merged firm and other firms in the market have the incentive and ability to coordinate a price increase relative to pre-entry prices.  If markets are unconcentrated, or if a merger does not substantially increase the concentration of competing suppliers in properly defined economic markets, the merger is unlikely to cause any competitive harm.

Measuring concentration, however, is only one step in the analysis of a merger.  Mergers that result in a substantial increase in concentration require additional analysis of competitive factors, including the ability of consumers to substitute other products or services, the pricing behavior of firms in the markets, and the difficulty of entry.  Finally, if these other considerations do not eliminate the likelihood of anticompetitive effects, the analysis should consider any likely efficiency gains that may counterbalance any anticompetitive effects from the merger.

Additionally, the competitive analysis includes the effect of a merger on future market concentration (“actual potential” competition) or on present prices or service quality to the extent that present competition is disciplined by the threat of entry of a potential competitor (“perceived potential” competition).

Q. 	Is SBC a potential entrant into Illinois?

A.	Here, the evidence is that, while SBC once contemplated local exchange entry into Chicago through its wireless subsidiary, those plans were terminated and SBC is not a potential entrant into Illinois.  Moreover, there are so many other actual and potential entrants, even if SBC were viewed as a potential entrant, its elimination would not have a significant impact on the price or quality of local exchange service in Illinois.�  Thus, the merger will have no significant effect on actual or perceived potential competition in Illinois.

Dr. Carl Hunt, in his testimony, applied several aspects of the DOJ’s Guidelines to conclude that the proposed merger does result in competitive harm.  Do you agree with Dr. Hunt’s application of the Guidelines?

I disagree with Dr. Hunt’s application of the Guidelines.  While I note above that it is entirely appropriate to apply the Merger Guidelines to assess the competitive impact of the current merger, inappropriate application of the Guidelines can lead to erroneous conclusions.  Dr. Hunt has misused and misapplied the Guidelines in his analysis of the competitive consequences of the merger of SBC and Ameritech.

In what ways does Dr. Hunt misapply the Guidelines?

Dr. Hunt misapplies the Guidelines in several respects, including the interpretation and measurement of market concentration, the analysis of entry barriers, and the impact of potential competition.

In what ways does Dr. Hunt misapply the Guidelines with regard to the interpretation and measurement of concentration?

First, Dr. Hunt puts much emphasis on the conclusion that both SBC and Ameritech currently operate as de facto monopolists in their separate markets.� Whether this is true or not, the proper standard in evaluating the impact of the merger is not the current state of the market (which is taken as a given in merger analysis), but instead how the merger changes the state of the market.  In this regard, it is important to note that the parties currently do not compete against each other in any local exchange markets, and therefore, the merger will have no impact on concentration and no impact on actual competition in these markets.

Dr. Hunt misapplies the Guidelines in his discussion of the levels of concentration and their interpretation by the DOJ.  For instance, he notes that the Guidelines state that the DOJ is likely to challenge any merger with a Herfindahl-Hirschman Index (HHI) greater than 1800 and a change greater than 100.  Because he considers the parties to be de facto monopolists, he assumes these conditions are met.  However, there are several problems with Dr. Hunt’s interpretation of this general standard.  First, concentration cannot be measured until the relevant market in which concentration is going to be measured has been identified.  Dr. Hunt is very vague with regard to the relevant market.  He seems to imply that the relevant market is the market for local exchange services, which are by nature individual local markets.  Yet when he calculates the HHI based on Mr. Kahan’s data, he uses the sum of SBC’s total access lines in all markets, not the number of access lines related to any relevant local exchange market.�  Thus, the calculations he derives are meaningless to an evaluation of the merger’s impact on competition.

Even more fundamentally, he fails to show that the merger alters concentration in any relevant market.  Recall that the economic standard in reviewing a merger is whether the merger harms consumers.  There is potential for harm to consumers if the merger reduces competition relative to its pre-merger level.  The merger may reduce competition in the relevant market by combining existing competitors.  The purpose of calculating the change in the HHI is to provide a screen to assess whether the merger has a significant structural impact in the relevant market.  If there is no significant structural impact, adverse competitive effects from the merger are unlikely.  A change in the HHI can only occur if both firms compete in the same relevant market prior to the merger.  In this case, neither firm currently competes in the local exchange markets of the other firm.  Thus, there is no competitive overlap in local exchange markets.�  Since there is no competitive overlap in local exchange markets, the merger does not produce any change in the HHI in the relevant local exchange markets, and thus, does not reduce actual competition in those markets.�

In what other ways does Dr. Hunt misapply the Guidelines with respect to measures of concentration?

Dr. Hunt clearly misapplies the Merger Guidelines when he calculates a change in the HHI by measuring concentration in a market that excludes resellers.�  This change in the HHI is not a result of the merger, but instead is an artifact of his failure to clearly articulate the relevant market.  In essence, this change in HHI is a result of including resellers in the relevant markets in the initial calculation, and excluding them from the relevant markets in the later calculation.

Further, the change in the HHI calculated by Dr. Hunt is in no way related to the merger because it does not measure concentration in a local exchange market.  As noted above, SBC and Ameritech currently do not compete with each other in any local exchange market, and thus, a correct application of the Guidelines would result in a change in the HHI of zero.  The merger does not increase concentration in local exchange markets, and thus does not result in harm to competition among existing competitors.

Finally, Dr. Hunt overemphasizes the role of the HHI calculations in merger analysis.  For instance, Dr. Hunt notes that, “The DOJ has stated that it is likely to challenge mergers with Herfindahl-Hirschman Index values above 1,800 if the index changes by 100 points.”�  As noted above, merger analysis consists of a series of steps, and the measurement of concentration and changes in concentration is simply one of those steps.  In my experience, the mere showing of a highly concentrated market would never be enough to cause the DOJ to challenge a merger.  As the Guidelines note, while high concentration and a large post-merger increase in concentration create the presumption that the merger increases market power, the presumption may be overcome by showing other factors that make it unlikely that the merger will create or enhance market power.�  There were a multitude of examples during my time at the DOJ where the decision was made not to challenge a merger with HHIs exceeding the Guideline thresholds because a complete analysis, including competitive effects, entry conditions, likely efficiencies, and the effectiveness of regulation indicated that the merger would not result in a reduction in competition.  Research I have conducted separately shows that, contrary to Dr. Hunt’s assumption, the agencies rarely challenge a merger when HHIs are in the range of 1800.

Dr. Hunt also seems to imply that the market requires three to six large competitors, five to six potential entrants, and an HHI less than 3000 before a merger could be approved.�  This implication has no support in the Merger Guidelines.  It is an inappropriate interpretation of the Guidelines and antitrust economics in general.

Applying the appropriate standards under the DOJ Guidelines, does the merger result in an increase in concentration in local exchange markets?

No.  The parties do not currently compete with each other in any local exchange market.�  Therefore, the merger does not result in the removal of an actual competitor and does not result in any change in concentration in any local exchange market.  Even if the merger did result in an increase in concentration, a complete analysis of the market is required, including an analysis of competitive effects, potential competition, entry conditions, the impact of regulation, and efficiencies resulting from the merger, before one could conclude that the merger results in harm to competition.

It is important to note that while Dr. Hunt advocates that the Merger Guidelines would proscribe the merger of SBC and Ameritech, the DOJ has applied their Guidelines to actual telecommunications mergers and reached different conclusions.  For example, the DOJ applied its Guidelines to review the mergers of SBC-Pacific Telesis and Bell Atlantic-NYNEX and ultimately decided not to challenge or condition its approval of those mergers.  Many of the same issues that concern Dr. Hunt were also present in those mergers, including the allegation that the incumbents were de facto monopolists in local exchange markets. Thus, proper application of DOJ Guidelines to the merger of two RBOCs does not necessarily result in a showing that the merger will harm competition.

Dr. Hunt also addresses the topic of potential competition.�  Does a merger that results in the removal of a potential competitor have the ability to reduce competition in the relevant markets?

Yes, the removal of a potential competitor could result in lessened competition and harm to consumers under certain circumstances.  As noted above, there is no change in concentration in any local exchange market in the instant merger.  Thus, this merger does not affect competition among existing competitors.  The merger could affect competition to the extent that the elimination of either firm as a potential competitor of the other has a significant impact on the prices or qualities of products or services available to consumers in a particular region.  However, the elimination of a potential competitor would have no adverse effect on competition and consumer welfare if a sufficient number of other firms remain as actual or potential competitors.  Consequently, the analysis of the loss of a potential local exchange competitor must account both for firms that are actual suppliers and for other potential competitors in the provision of local exchange services.

What are the general criteria used to address the competitive significance of  potential competition in this merger?

A potential competition analysis requires an assessment of both the firms that participate in the relevant markets and the firms that are likely to participate in those markets in the future.  An “actual potential competitor” refers to a firm that is likely to enter a relevant market in the future.  A showing of an adverse competitive effect from a merger or acquisition on actual potential competition requires all of the following elements: (1) the merger eliminates a firm that had a high probability of entering the market as a new competitor, (2) the merger eliminates a firm that is one of only a few firms that are uniquely situated to enter the industry in the future,� and (3) the merger eliminates a firm whose entry would have a substantial deconcentrating effect.  “Perceived potential competition” refers to the disciplining effect that the threat of entry may have on present competitors, such that elimination of a perceived potential entrant may cause current prices to increase or quality of service to decline.

Dr. Hunt provides a similar list of criteria to evaluate potential competition.�  Do you agree with his list of criteria, and his analysis of potential competition?

While his list of criteria is substantially the same as the list I provided above, I disagree with his analysis in several respects.  First, Dr. Hunt assumes that SBC is one of a few “first tier” potential competitors into local service markets in Illinois.  This ignores the fact that there are already substantial actual competitors in these markets, including MCI Worldcom and AT&T.�  The substantial number of committed facilities-based competitors reduces the importance of any additional potential competitors.

Second, there is no reason to believe, as Dr. Hunt does, that RBOCs have special advantages as potential entrants.  As Dr. Harris explains in his surrebuttal testimony, RBOCs have no competitive advantages relative to IXCs in Illinois’ local service markets.  Unlike other RBOCs, for example, AT&T and MCI Worldcom, the two largest IXCs, have existing local facilities and local operating experience in Illinois through their acquisitions of TCG and MFS respectively.  In addition, the IXCs all have established customer bases and strong brand name recognition in Illinois.�  Even if it is reasonable to assume that SBC is a potential entrant into Illinois, SBC is at most one of many potential and actual local exchange competitors.

Dr. Hunt claims that “[T]he merger carries the substantial likelihood of preventing deconcentration of the market...”�  Do you agree with this statement?

No, I disagree with the statement on two grounds.  First, Dr. Hunt provides no theory for how a merger of firms with no competitive overlaps in local exchange markets could result in preventing deconcentration.  Simply stating that the market is highly concentrated does not suffice.  Second, even if the statement were true, it is a misapplication of the Guidelines.  As noted above, the Guidelines’ standard for potential competition is whether entry by the potential competitor is likely to result in substantial deconcentration (i.e., is there something special about this firm as an entrant).  Instead, Dr. Hunt’s vague theory seems to be that the merger somehow increases barriers to entry, and in this way results in preventing deconcentration.�

Should the loss of a potential competitor be viewed as being equivalent to the loss of an actual competitor?

No.  The elimination of a potential competitor through acquisition does not have the same effect on competition as the elimination of an actual supplier of the product or service in question.  The acquisition of an actual competitor may lead to higher prices if competition among other existing suppliers does not replace any reduction of output by the merging firms and if there are significant barriers to the entry of new competitors.  The acquisition of a potential competitor does not remove any existing output from the market.  Instead, the acquisition of a potential competitor removes as an independent source a firm that currently is not, but in the future could be, a supplier in the market.  If the number of potential entrants (firms that could be suppliers) is sufficiently large, the elimination of one potential entrant is unlikely to have an adverse effect on competition.  The absence of the potential entrant could be offset by the entry, or threat of entry, of other potential entrants, or by an increase in output by existing suppliers in the market.

Dr. Hunt states that the three remaining RBOCs would be the only credible potential entrants after the merger, and that this number is small enough that the merger poses adverse consequences to competition.�  How do you respond?

First, as noted above, there is a distinction to be made between actual competitors and potential competitors.  There exist thirteen actual facilities-based competitors in the local exchange market in Chicago.�  The competitive consequences of these actual competitors significantly outweighs the effect of the loss of any potential entrant.  Second, while Dr. Hunt claims that RBOCs form the only credible “first tier” potential entrants, he never explains what he means by first tier potential entrants, and why RBOCs are more likely potential entrants than others, such as IXCs.  In fact, AT&T and MCI are already offering local services in Illinois, whereas the RBOCs (other than Ameritech) are not.�  

Dr. Hunt believes that the DOJ Merger Guidelines should be applied more conservatively in the case of RBOC mergers since the markets are starting out more concentrated than is typically the case in a merger analysis.�  Should the DOJ Merger Guidelines be interpreted more conservatively in this merger as Dr. Hunt states?

No.  There is no reason to be more conservative in applying the Merger Guidelines to this transaction simply because the markets at issue are starting from a more concentrated point than is usually the case in merger analysis.  The Merger Guidelines take market concentration into account.  As noted above, however, concentration is only one element of a merger analysis.  High concentration in and of itself is no indication of the competitive impact of a merger, particularly in a case where the merger combines firms with no market overlaps.  To illustrate the illogic in Dr. Hunt’s claim, suppose a cable monopoly in the U.S. merges with a cable monopoly in the U.K.  Clearly, the fact that both firms are monopolists in their separate market in no way invalidates normal merger analysis, and in fact, normal merger analysis would regard the lack of an existing overlap in properly defined markets as evidence that the merger is unlikely to harm competition.

Joel Klein, the current Assistant Attorney General in charge of Antitrust at the Department of Justice, recently affirmed to Congress that the same principles apply to merger analysis in the telecommunications industry as any other:  “We analyze mergers in the telecommunications industry using the same principles that we use in other industries.”�

Dr. Hunt notes that the DOJ commonly intervenes in the marketplace and often imposes conditions on mergers.  In particular, Dr. Hunt notes that the DOJ required MCI to divest its Internet business as a condition for approval, and likely will require divestitures in approving the Exxon-Mobil merger.�  Do you agree with Dr. Hunt’s analysis?

I agree that the DOJ sometimes requires divestitures as a condition of approving a merger, but I disagree that the examples he uses are in any way useful in analyzing the current merger.  First, the DOJ required MCI to divest its Internet business precisely because there was a direct overlap between MCI and WorldCom in that market.  In such a case, the DOJ, following the Merger Guidelines, concluded that for this market, the merger would result in an increase in concentration and would likely result in harm to competition, and that the harm to competition would not be outweighed by efficiencies.  The same is true for the divestitures that the FTC required to approve the recent British Petroleum-Amoco merger.  In the case of SBC-Ameritech, the parties acknowledge that there are competitive overlaps in certain wireless markets and will, in accordance with FCC rules, divest the necessary assets in those markets.  But, in local exchange markets, there are no overlaps to resolve by a divestiture.

Mr. Graves of the ICC staff states that perfect competition is a legitimate benchmark to evaluate the competitive effects of a merger and that the ICC should require SBC to demonstrate § 271 and § 251 compliance as a condition to approve a merger.�  How do you respond?

First, perfect competition is not a legitimate benchmark in merger analysis.  As I noted above, merger analysis begins by taking the current structure of the market as a given.  The proper standard in evaluating the competitive effects of a merger is whether the merger creates a structural change that will harm consumers, i.e., does the merger reduce competition in a given market?  This is entirely different from the standard proposed by Mr. Graves, which is whether the merger results in something approximating perfect competition.  Such a stringent standard is contrary to the goal of fostering mergers that yield public benefits while blocking those that create the potential for harm by creating an impossibly high barrier for parties to meet.

Second, there is no reason to require the parties to meet the requirements of § 271 and § 251 as a condition to approve the merger.  The merger does not make it more difficult for regulators to exercise their authority with regard to opening local and long distance markets.

Dr. Selwyn contends that the DOJ has had little, if any, experience in dealing with competition in the local telecommunications business.  In your experience, is that true?

No, it is not true.  There have been several recent mergers for which the DOJ has had the opportunity to evaluate the impact of mergers on competition in local exchange markets, including the recent actual or proposed mergers of Bell Atlantic-NYNEX, SBC-Pacific Telesis, MCI-Worldcom, SBC-Southern New England Telephone, AT&T-TCG-TCI, AT&T-McCaw, British Telephone-MCI, Sprint-FT-DT, and Bell Atlantic-GTE  to name the more prominent examples.  In each of these cases, the DOJ applied the Guidelines to analyze many of the same issues present in this case, including issues regarding potential competition and mergers involving alleged local exchange “monopolists.”  Furthermore, the DOJ has been given significant authority under § 271 of the 1996 Telecom Act to review competition in local exchange markets.  Finally, as custodians of the MFJ and the plaintiff in the litigation that gave rise to that decree, the DOJ has a long history of analyzing competition in local exchange markets.

Does this conclude your testimony?

Yes, it does.
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