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�
Q.	Please state your name and business address.





A.	Joseph Gillan, PO Box 541038, Orlando, Florida, 32854.  I previously filed direct testimony in this proceeding.





What is the purpose of your rebuttal testimony?





A.	The purpose of my rebuttal testimony is two-fold.  First, I briefly summarize the broad consensus that the proposed merger will harm competition in Illinois.  Included in this discussion is the consensus view that no post-merger set of regulatory safeguards or conditions will adequately mitigate the most adverse competitive consequences of the merger.  Nor should the Commission rely on SBC’s theory of potential retaliation as the corrective measure for SBC’s expanded monopoly.  In accordance with the requirements of Illinois PUA Section 7-204(b)(6), the application should be denied.





Second, I address the significance of emerging details involving SBC's post-merger corporate structure and focus.  As I explain below, it appears that SBC's strategy includes the formation of a National-Local Company (NatLoCo) that will compete out-of-region and for selected customers in Illinois. In my direct testimony, I suggested that the Commission consider a similar (but not identical) corporate structure as a prerequisite to any merger involving large incumbent LECs. The creation of NatLoCo demonstrates the feasibility of this recommendation.  The difference: In my recommendation, SBC would be required to compete in Illinois for all customers in the same way that it intends to compete out-of-region, purchasing network facilities from an unaffiliated network provider on an arms-length basis.  Because structural separation can be abused by the incumbent to harm competition just as easily as it can be used by the Commission to promote it, SBC should be required to fully disclose its post-merger plans so that the Commission can adequately review the implications of the proposed merger.





THE PROPOSED MERGER HARMS COMPETITION


AND SHOULD BE DENIED





Q.	As a threshold point, is there broad consensus that the proposed merger would harm competition in Illinois and should be denied?


 


A.	Yes.  The direct testimony of Staff and intervenors demonstrates a broad and unanimous consensus that this merger would harm competition and should be – in fact, must be – denied.  Consider the following:





It is Staff’s position that the Commission should deny the joint petitioners’ request.  The Commission should not approve the proposed merger because it is likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction.�





***





… the acquisition is likely to reduce competition in local and other telecommunications services in Illinois.  Therefore, the Commission cannot find that this merger will serve the public convenience as I [Mr. Porter on behalf of MCIWorldCom] understand is required under Illinois law.�





***





[The merger]… violates the most fundamental provision of the statute that governs this transaction and therefore should not be allowed to go forward.�





***





… the Joint Application should not be approved by this Commission because the acquisition of Ameritech Corporation by SBC … would result in a significant adverse effect on competition in the state and adverse rate impacts on retail customers.�








Why is there such broad consensus that the proposed merger would harm competition in Illinois?





This merger would create a “national-local monopoly” of unprecedented dimension, with a commercial focus on a select group of national corporate accounts, yet monopoly control over a vast base of captive subscribers.  On its face, the merger harms competition.  In an effort to explain an opposite conclusion, SBC asserts a remarkable paradox – namely, that a strategy intended to improve SBC’s competitive position outside Illinois will reduce its competitive position here.  However, as the direct testimony shows, this “dog simply won’t hunt.”





The sole basis for SBC’s contention that competition will be promoted by the merger is its theory of retaliatory competition.  This theory, however, requires that the Commission believe both SBC’s future business plans, and its prediction as to the effect its business plan will have on the future business plans of others.  Perhaps unaware of the critical roles that future competition plays in SBC’s theory, Mr.Gebhardt testifies for Ameritech that:





Any analysis of potential competition undertaken by the Commission is also highly speculative.  All companies’ business plans change over time and frequent modifications are even more likely in rapidly evolving industries like telecommunications.





Potential activity simply does not lend itself to sound regulatory analysis in this type of proceeding and should have no applicability to the Commission’s evaluation…�








On the one hand, SBC cautions that “potential activity does not lend itself to sound regulatory analysis.”  Yet, SBC’s entire case requires that the Commission accept SBC’s compound prediction of not only its potential activity – i.e., SBC’s potential out-of-region entry – but SBC’s prediction of the potential competitive response.





It is useful to note that both SBC and Ameritech have first-hand experience with the speculative nature of future business plans.  As explained in my direct testimony, Ameritech abandoned its plans to compete with SBC in St. Louis.  For its part, SBC now disclaims any intention to compete with Ameritech in Chicago, despite Mr. Kahan’s sworn testimony to the California Commission (then reviewing SBC’s proposed merger with PacTel):





Absent this merger, we have concluded that it would make sense to enter the local exchange market in Chicago but not in Los Angeles.�





Of course, before the California Commission, Mr. Kahan was attempting to explain that SBC was not a potential competitor to PacTel, while here he seeks to convince the Illinois Commission that SBC is not a potential competitor to Ameritech-Illinois.





Q.	Have SBC/Ameritech’s witnesses consistently argued that potential activity should be ignored?





No.  In Indiana, SBC/Ameritech’s economist (Dr. Harris) testified to the opposite view:


… whatever the state of competition is today is not the relevant fact in assessing the likelihood that market forces, apart from whatever action this Commission might take in the future, will see that consumers share in a larger share of the benefits to the merger.  It is the competition in the future which matters.�


	Of course, the reason that SBC would like the Commission to selectively ignore “potential activity” is the claim that SBC is not a potential competitor to Ameritech.  But, as Dr. Selwyn so correctly states: 





… it is simply inconceivable, in light of the extreme importance that Mr. Kahan ascribes to the National-Local Strategy, that SBC would simply roll over and play dead [if its merger is denied].�








Should the Commission rely on SBC’s promises concerning its National-Local Strategy and its theory of potential retaliation?





A.	No. SBC’s promise to enter out-of-region markets -- much less that it will serve residential customers -- is unenforceable.  Yet, SBC wants the Commission to believe that the retaliation to this future out-of-region entry will more than compensate for the loss of SBC as a potential competitor.  But honestly, which of the following potential conditions is really less likely?  That SBC (with its appetite for national accounts) would never enter the Chicago market without Ameritech, or that SBC/Ameritech will enter Albany/Schenectady/Troy, serving residential customers no less?





The Commission should question the entire premise that the SBC/Ameritech merger is simply a precursor to what they claim is a “where no man has gone before” National-Local Strategy:





… the National-Local Strategy is far more intensive and comprehensive than the standard CLEC business model.  Whereas those companies tend to target a small and specific number of markets to enter, first through resale directed solely at large business, and then establishing facilities to serve those businesses only after building some market share, the National-Local Strategy will be a broadscale facilities-based strategy providing both business and residential service.�








The above portrayal of the National-Local Strategy raises a number of questions that cannot be squared with SBC’s own testimony and business plan.  While SBC’s rhetoric claims that Ameritech is critical to assure the financial success of its out-of-region entry, Mr. Kahan’s comments to the press more candidly described the financial requirements of the National-Local Strategy as “chump change.”�





Second, Mr. Kahan characterizes SBC’s plan as a “broadscale facilities-based strategy providing both business and residential service.”  Although the precise details of SBC’s business plan are proprietary, the Commission should be aware that its basic approach to local entry is no different than the strategies other broadscale potential entrants have attempted, only to be turned back by the intransigence of the incumbent LECs.  With respect to the residential and small business market in particular, SBC’s entry relies heavily on the use of the “unbundled network element platform” to provide service, even though both SBC and Ameritech have adamantly refused to provide this arrangement to others.  





SBC’s entire claim that its plan is more intensive and comprehensive than the standard CLEC plan should be evaluated in context.  SBC’s plan is to implement its National-Local Strategy over the next seven to eight years.� Where were the CLECs eight years ago?  SBC’s plan is not a quantum leap beyond the standard CLEC model.  SBC's expansion plan enjoys the legal structure of the post-Act environment, it is built upon a captive base of 55 million subscribers, it intends to use the exact same entry strategy as other broad-scale entrants (the platform), and yet it still only brings them to 30 markets in eight years.  And, according to SBC’s own projections, its presence in the residential and small business markets after eight years will be very small. 





Q.	Dr. Harris claims that you misstate the level of competition in the national business market.�  Please respond.





A.	My direct testimony (Tables 1 and 2) demonstrated that the SBC/Ameritech merger would concentrate roughly 40% of the nation’s business market in the hands of a single incumbent LEC.  In his rebuttal testimony, Dr. Harris claimed that this analysis overstated SBC/Ameritech’s share, although he did not offer an alternative estimate.  Dr. Harris’s criticisms were that (1) my analysis was based solely on “access lines” and thus did not consider data and wireless connections, and (2) the analysis was based on only eleven facilities-based CLECs, “overlooking close to a hundred carriers.”





First, Dr. Harris’ criticism of the use of “access lines” as a measure of the national business market is unfounded.  Certainly, customers use other facilities in a number of ways, but “access lines” are an accepted measure of demand for fixed telecommunications services.�  If Dr. Harris is unfamiliar with this convention, then he should review his client’s own business model to see the uses to which the measure is typically put.





	Second, I compared the data used in Tables 1 and 2 of my direct testimony to other publicly available data and, unlike Dr. Harris’ unquantified “concerns,” this benchmarking shows that the estimates are, if anything, conservative.  The major component of the reported CLEC access lines was Merrill-Lynch’s projection that these eleven CLECs had among them more than 500,000 unbundled loops. The FCC’s most recent report on local competition,� however, indicates that the total number of unbundled loops sold nationwide stands at only 244,000 – less than half what Merrill-Lynch assumed was purchased by just these eleven CLECs.  This comparison shows that the Merrill-Lynch data substantially overstates (not understates) competitive CLEC activity (and, therefore, my analysis understates, not overstates, the ILEC share).





To further demonstrate the reasonableness of the analysis in my direct testimony, I also restated the analysis to include the maximum estimate of CLEC lines reported by the FCC.  The FCC’s Local Competition Report provides an industry estimate of all CLEC activity (including resale) of between 4 and 5 million lines.  Simply for the sake of argument, I accepted the larger of these estimates (5 million lines) and reduced it by an estimate of the number of resold lines.�  The result is a maximum estimate of facilities and UNE-based competition. 





Q.	Did restating your analysis to include the most aggressive estimate of CLEC market share materially alter your conclusions?





A.	No. Table 4 provides restated post-merger market shares assuming (1) that each and every access line is used to serve a business customer, and (2) the inflated estimate of CLEC access lines includes the “hundreds” of other carriers that Dr. Harris is convinced exist (but which Wall Street analysts don’t track).





	Table 4: Estimated Market Positions - Post-Merger(s)


Restated to Include Maximum Estimate of CLEC Share





�PRIVATE ��Company�
Market Share


Original Analysis�
Market Share Restated Analysis�
�
BellSouth�
13.1%�
12.7%�
�
SBC/Ameritech�
37.6%�
36.6%�
�
US West�
9.5%�
9.2%�
�
Bell Atlantic/GTE�
36.1%�
35.1%�
�
AT&T/TCG�
0.9%�
0.9%�
�
MCI/WorldCom�
1.9%�
1.8%�
�
Others (Maximum Est.)�
0.9%�
3.6%�
�









As Table 4 shows, even restating the analysis to reflect the most aggressive estimate of all CLEC activity does not materially change its basic conclusion.  If these proposed mergers were to be approved, the result would be an ILEC-OPEC with more than 70% of the nation’s business market concentrated in the hands of two carriers.  This concentration is a consequence of combining SBC and Ameritech’s regional monopolies and is not the result of any understatement of CLEC competitive activity.  As Dr. Cooper so eloquently summarized:





The merger creates an entity that will dominate the local and regional market to such an extent that it will be unassailable.  A 55 million-line company will dominate the midsection of the country with huge financial resources and a fully deployed ubiquitous network.  Illinois will be buried at the center of that regional monopoly.�








Have various parties proposed conditions in the hope of constraining SBC/Ameritech’s post-merger market power?





Yes.  What is important to appreciate about these suggestions, however, is that even their sponsors acknowledge that the conditions would not overcome the harm of the merger.�  Conditions which only partially address the harms caused by this merger are equivalent to the proverbial Boy Scout offering to help the lady across the street, but leaving her in the middle of traffic.





For instance, Ms. TerKeurst recommends that a “best practices” process be used to improve service to CLECs.�  This approach presumes, however, that a “best practice” exists – a conclusion difficult to accept given competitive conditions in both companies’ regions.  Other suggestions include:�  





Requiring that Ameritech CLEC account managers stay in Illinois and retain their existing level of decision authority. The problem, however, is with the incentive of the parent and the policies it adopts, not the geographic location of its personnel.





Ameritech Illinois should not be allowed to unilaterally change any of its competitive policies without first obtaining agreement from the affected CLECs (or, if agreement is not reached, approval by the Commission).  This may (if enforceable) be a useful recommendation to partially constrain Ameritech’s abuse of its current market position, but it does nothing to correct the competitive harm caused by the proposed merger.





Ameritech should report CLEC quality measures to the Commission.





Interconnection agreements should include self-enforcing mechanisms.





The above suggestions should result in incremental improvements (or, at the very least, not worsen competitive conditions), but they are not sufficient (nor do their sponsors claim they are sufficient) to offset the probable competitive harm of the merger.  The far better course is to simply heed the advice of the Staff:





…Staff concludes that no conditions are sufficient to bring the proposed merger into compliance with the requirements in Section 7-204(b)(6) [that the merger will not have an adverse impact on competition].�








Q.	Mr. Kahan claims that your testimony is intended to limit SBC and Ameritech to a future as regional ILECs.�  Is this characterization of your testimony correct?





A.	No.  I have never testified that SBC (or Ameritech) should be limited to a regional role.  The issue isn’t whether SBC should be allowed to move beyond its monopoly roots, the issue is how.  Certainly, SBC’s first choice is to expand its monopoly footprint by acquiring other incumbents.  And, having worked with entrants seeking to compete with Ameritech, I can appreciate SBC’s preference for this simpler path.  It is not SBC’s national-local ambitions that I take exception to, it is the public interest consequence of it pursuing this strategy as an expanding incumbent rather than competitive entrant.





STRUCTURAL PRECONDITIONS TO A FUTURE APPLICATION





Q.	Did you propose an alternative approach to SBC’s Illinois entry that was consistent with its stated business objectives, but which did not raise the same degree of competitive harm as this merger?





A.	Yes.  My direct testimony described an approach which could allow SBC to acquire those portions of Ameritech that it claims are most necessary to its expansion strategy – namely Ameritech’s retail skills and relationship with its large corporate customers – without awarding SBC the Ameritech network so critical to the development of competition.  Under this approach, the Commission would review a future merger proposal contingent on SBC/Ameritech divesting (or, more accurately, never acquiring) Ameritech’s network operations coincident with the merger’s closing.�





Q.	Is there growing evidence that SBC intends to structure its post-merger operations to exploit structural separation to its own advantage?





A.	Yes.  Although SBC will not disclose its future plans in detail, its testimony in Indiana described a future environment that can only be explained by the formation of a separate subsidiary (or a group of subsidiaries) to pursue its National-Local Strategy.  For instance, while SBC frequently trumpets the autonomy enjoyed by its regional subsidiaries (such as Ameritech-Illinois) to determine products and prices locally, it also testifies that its target customer (the large national account) will be offered a single integrated product, price and corporate presence:





It [integrated package] certainly means a single place to call to ask for service, a single number to call if you have trouble.  It means integrated voice and data services, not just voice, not just data.  It means having services that work the same way at the headquarters’ location as well as other sites.�








	Further, under questioning from the Office of Utility Consumer Counsel (Mr. Seat), SBC provided the following response:�





Mr. Seat:	By the way, do you know how the SBC/Ameritech National-Local service will be branded?  Will it be branded as Ameritech service or SBC service?





Mr. Kahan:	We have not made a decision.  I doubt if it will be either one of them, but we haven’t made a decision yet.








Finally, when asked directly (by Mr. Davis) if SBC intended to form a separate subsidiary, Mr. Kahan responded:





Mr. Kahan:	I don’t think we’ve made a decision.  My assumption is that it will be done on a separate subsidiary.  I’m almost sure that the regulatory, the federal and state regulatory, and any other business and legal reasons would result in it being put in a separate sub.�








Why is it important to understand SBC’s post-merger corporate structure?





There are two reasons that SBC’s post-merger corporate structure is important to the issues in this proceeding.  First, there are potential negative consequences if SBC attempts to use corporate structure to shield it from its obligations under the Telecommunications Act.  Second, there are potential positive effects if a structural approach is used to further competition as discussed in my direct testimony.  Neither issue can be fully addressed, however, until SBC discloses the corporate structure it intends to use to pursue its National-Local Strategy.





How could SBC attempt to use its corporate structure to avoid its obligations under the Telecommunications Act?





SBC has clearly indicated that it intends to approach national accounts with a single, integrated product line and corporate “face.”  Significantly, this strategy would affect national accounts located in-region as well as locations beyond SBC’s incumbent markets.  Consider the implications of the following scenario.





SBC forms NatLoCo to pursue its National Local Strategy.  NatLoCo offers packaged services nationally, including in Illinois.  Does SBC agree that Section 251 obligations would apply to NatLoCo in Illinois where, after all, it (NatLoCo) would be supplanting Ameritech-Illinois as the SBC-affiliate serving the customer? Assuming that SBC does agree that Section 251 applies to NatLoCo, how is the resale discount established if the service is a package, including locations in other states?  How would the Commission police the arrangement?





Further, SBC claims that one benefit of its National-Local Strategy is that it will help retain those large business customers that SBC claims today support residential rates:





If SBC and Ameritech were simply to cede these [large business] customers to our integrated interexchange and CLEC competitors, we would quickly find ourselves operating with a shrinking base of large business customers which would result in very heavy upward pressure on the cost of the network being borne by our remaining small business and residential customers.�








In fact, this is the principal benefit to in-region residential customers that SBC can suggest might flow from its National-Local strategy.  Yet, from the perspective of Ameritech-Illinois, NatLoCo would be cannibalizing its large corporate accounts, but with greater success than bona-fide entrants.�  Although SBC describes its plan as "saving" large corporate customers from competitors, the migration of these customers to NatLoCo would have the same effect on Ameritech-Illinois and its residential customers as if they had been lost to another carrier.





Q.	Do the issues become simpler if one assumes that Ameritech-Illinois provides NatLoCo’s services in Illinois?





A.	No.  If one assumes that NatLoCo’s services in Illinois are offered by Ameritech-Illinois, the issues only change, they do not disappear or diminish in importance.  Would SBC commit to extend the same privileges to any other competitor that Ameritech-Illinois would provide NatLoCo?  Would this include joint-marketing?  If so, is it even possible to “joint-market” for more than one company, particularly when one of the companies is an affiliate?  If the purpose of the National-Local Strategy is to offer a nationally integrated product mix, then what is the role of Ameritech-Illinois (and this Commission) in designing/approving these services?  How will the Commission assure that Ameritech-Illinois’ services are not cross-subsidizing competitive services offered out-of-region, but are part of the integrated package?





The above are just a partial listing of the structural issues raised by the National-Local initiative.  Importantly, these issues are not conjecture, they can be found today in SBC’s positions before the FCC.  The FCC is currently considering rules that would allow incumbent LECs to form separate subsidiaries for the provision of advanced data (or any other) services.  In that proceeding, SBC made clear that it wants rules developed “… in such a fashion that a non-discrimination obligation does not attach to the ILEC or a data affiliate.”�  SBC’s comments highlight the fulcrum of the structural dispute between SBC and myself.  If allowed, SBC would design a subsidiary structure intended to foster discrimination among its affiliates.  In contrast, the structural approach I recommend has as its fundamental goal the non-discriminatory treatment of all competitors.





Q.	How can a non-discriminatory environment be promoted?





A.	The key to achieving non-discrimination is adopting a structural approach that provides the correct incentives.  As described in my direct testimony, achieving the correct incentives requires that SBC’s NatLoCo not be allowed to affiliate with the Ameritech network.  This can be accomplished by: (a) denying the proposed merger (as recommended by every intervenor and staff), or (b) at least requiring that Ameritech’s network organization be separated before any merger of retail organizations is approved.





Q.	Did SBC oppose your recommendation that an independent network organization be established as a prerequisite to any merger approval?





Yes. Mr. Gebhardt, on behalf of Ameritech, raised three objections:





Nothing in Section 7-204(b)(6) gives the Commission the authority to require divestiture and, according to Mr. Gebhardt, the Commission cannot require as a “prerequisite” to a merger something that it cannot require directly.�





Structural separation represents exceedingly poor public policy.�





It makes no sense for Ameritech-Illinois to divest its network operations, while the Ameritech operating companies in Michigan, Ohio, Indiana, and Wisconsin remain integrated entities.





Although I am not a lawyer, the straight-forward application of Section 7-204(6) requires that the proposed merger be denied.  Whether or not the Commission could independently require Ameritech to separate into wholesale and retail organizations (a separate question on which Mr. Gebhardt and I would also disagree), the Commission is not limited in the standards that it could set with respect to a future application.  More to the point, this objection does not affect the merits of the proposal and it should more properly be addressed in post-hearing briefs.





	Rebutting Mr. Gebhardt’s second claim – that structural separation is poor public policy – is made difficult because it is offered as an assertion without explanation.  As I discussed above, however, the issue here is not whether SBC will form a subsidiary similar to the retail organization recommended here.  Testimony in other jurisdictions suggests that SBC will form one or more such subsidiaries to pursue its National-Local Strategy.  The real issue is whether SBC will be required to compete here, in Illinois, in the same manner that it intends to compete everywhere else.





Finally, whether or not SBC adopts (or is required to adopt) the same framework in other states is immaterial.  The benefits that would accrue to Illinois consumers stem principally from the independent actions of an Illinois network organization.  SBC/Ameritech has elsewhere trumpeted the autonomy of each states’ organization.  I see no reason why Ameritech’s structure in Illinois should be held hostage to its structure in its other four “autonomous” states.





Did Dr. Harris offer a more substantive critique of the structural approach than Mr. Gebhardt?





No.  Dr. Harris’ entire testimony on this point is as follows:





Structural separation is an unnecessary and highly inefficient proposal.  Structural separation carries with it significant costs that make it highly undesirable from a firm and from a public policy standpoint.  It is counter to the trend of re-integration in the telecommunications marketplace, counter to the experiences in a number of countries with competitive telecommunications markets, and most importantly, it is counter to recent public policy learning that clearly recognizes the costs of structural separation.�








	Taking each of Dr. Harris’ points in order.  First, the past three years experience with local competition – buttressed by SBC’s own revealed preference to become Ameritech rather than compete with it – demonstrates the inherent value of a structural approach.  Second, the Commission should not lose sight of the fact that SBC will be creating a separate affiliate (NatLoCo) to compete outside of Illinois for all customers, and within Illinois for certain favored customers.  The so-called “costs” of separation from a firm and public policy perspective do not seem to be a problem when the separation is proposed for SBC’s benefit.  Apparently these costs only become an issue when the beneficiary will be the competitive process (and, as a result, consumers themselves).





Did other parties support, at least in principal, a structural approach?





A.	Yes.  Ms. TerKeurst, on behalf of the Attorney General, recommended that the Commission consider:





…Ameritech Illinois’ exchange operations could be separated into their retail and wholesale components, with a requirement that all interactions between the resulting corporate entities be done on an arms-length basis, with the retail arm obtaining any goods and services from the wholesale operations through written contracts whose prices, terms, and conditions would be available to CLECs.�








	Similarly, Mr. Porter on behalf of MCI/WorldCom testified:





The Commission could require Ameritech to separate its network operations from its marketing operations.  All network assets – outside plant, switches, buildings, staff, etc. – should be assigned to a stand alone subsidiary that would provide unbundled network elements, including the unbundled network element platform, but not services, to all carriers including the Ameritech marketing entity on the same terms and conditions.�














Q.	Please summarize your rebuttal testimony.





A.	The bottom line in this merger review is really quite simple.  The proposed merger will harm competition in Illinois.  As a result, the Commission is statutorily required to deny it.  My testimony has suggested a framework that could be used to evaluate a future merger application that would accomplish what the applicants claim they need, without irreparably harming competition.  If the applicants truly want to pursue a National-Local Strategy – and don’t want to simply consolidate their monopolies – then the path I describe should be acceptable.  Their dismissive opposition, however, speaks volumes about their true motivation.





Does this conclude your rebuttal testimony?





A.	Yes.
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