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�
I.	INTRODUCTION


Q.	PLEASE STATE YOUR NAME AND BUSINESS ADDRESS, TENURE, AND CURRENT POSITION.


A.	My name is John R. Woodbury.  My business address is Charles River Associates Incorporated, 600 13th St., NW, Washington DC, 20005.  I have been employed by CRA for six years and I am currently a Vice President.


Q.	HAVE YOU FILED TESTIMONY IN THIS PROCEEDING?


A.	Yes.  I filed direct testimony on October 28, 1998.� 


Q.	WHAT IS THE PURPOSE OF YOUR TESTIMONY?


A.	I have been asked by Sprint to address a number of issues raised by Dr. Harris in his Rebuttal Testimony� and Mr. Kahan in his Rebuttal Testimony� with respect to the anticompetitive risks that the proposed SBC/Ameritech merger poses for Illinois consumers and with respect to the efficiencies that SBC/Ameritech assert will result from the merger and benefit Illinois consumers.  


�
Q.	WOULD YOU SUMMARIZE DR. HARRIS’ AND MR. KAHAN’S CONCLUSIONS REGARDING THE EXTENT OF THE ANTICOMPETITIVE RISKS?


A.	Contrary to my testimony, Dr. Harris asserts that the local exchange market in Illinois is currently competitive because there are a substantial number of other rivals.  Dr. Harris and Mr. Kahan claim that SBC is not a likely potential competitor in Illinois and in any event, that the number of likely and significant potential competitors for local exchange service in Illinois is substantial, pointing in particular to other large ILECs as well as AT&T, MCI, and Sprint.  Dr. Harris further claims that my characterization of the ILECs’ ability to impede new entry is incorrect.  In particular, he asserts that any attempt by the ILECs to disadvantage rivals would be detected by the rivals and that there is no evidence of such attempts.  In contrast to my testimony, Mr. Kahan asserts that regulators and rivals of the merged firm would have sufficient benchmarks after the merger to deter any efforts by the merged SBC/Ameritech to disadvantage rivals.  


Q.	PLEASE STATE YOUR CONCLUSIONS WITH RESPECT TO DR. HARRIS’ AND MR. KAHAN’S CHARACTERIZATION OF THE ANTICOMPETITIVE RISK.


A.	I believe that they have substantially understated the competitive risk of this merger for Illinois consumers.  First, ILECs in Illinois have a virtual monopoly in the provision of local exchange and exchange access service to most consumers.  While there has been some entry by alternative providers, these alternatives have yet to become a competitively significant constraint on ILEC behavior, with the possible exception of the growing rivalry for the patronage of large business customers.  Second, in light of the nascent state of local exchange competition, the elimination of SBC as a potential competitor should be given substantial weight by the Illinois Commerce Commission when considering the competitive effects of this merger.  Third, Dr. Harris greatly understates the difficulty rivals do and will have in persuading the ICC and other regulatory authorities that Ameritech Illinois is purposely impeding the development of local exchange competition.  Fourth, Dr. Harris’ and Mr. Kahan’s claim that sufficient benchmarks exist to detect efforts by Ameritech Illinois to disadvantage its rivals if the merger is approved is greatly exaggerated. 


Q.	WOULD YOU SUMMARIZE DR. HARRIS’ AND MR. KAHAN’S CONCLUSIONS REGARDING THE EXTENT OF THE CLAIMED EFFICIENCIES RESULTING FROM THE PROPOSED MERGER?


A.	In contrast to my testimony, Dr. Harris and Mr. Kahan assert that “one�stop shopping” is critical to large business customers, using as examples promotional materials of MCI/WorldCom and Sprint ION.  Dr. Harris also asserts, in contrast to my testimony, that the merger will enhance innovation, lead to the adoption of best practices, and generate other efficiencies.  In addition, Dr. Harris claims that if the merger were approved, ratepayer risk would be reduced because of the substantial contribution large business customers make to the fixed costs of the local exchange.  Further, Mr. Kahan asserts that the merger is necessary to undertake the National-Local Strategy, so as to avoid excessive “earnings dilution.”�  Finally, Dr. Harris claims that those who believe that the SBC/Ameritech merger should be denied “have seriously failed to recognize the implications of their proposals.”�





Q.	PLEASE STATE YOUR CONCLUSIONS WITH RESPECT TO DR. HARRIS’ AND MR. KAHAN’S CLAIMS OF MERGER-RELATED EFFICIENCIES.


A.	I conclude that regardless of the importance of one-stop shopping to large businesses, the merger is unnecessary to attain the one-stop shopping efficiencies.  I also conclude that the claims regarding the effects of the merger on innovation and the attainment of other efficiencies are significantly exaggerated.  Dr. Harris’ claim that large businesses do and will continue to contribute substantially to the recovery of fixed local exchange costs is likely incorrect. Concerns regarding earnings dilution are based on views that are logically flawed or possibly reflect anticompetitive considerations.  Finally, a decision not to approve the merger would provide regulatory authorities with valuable experience and information on the likely evolution of local exchange competition and on their ability to deter and prevent efforts by incumbent LECs to disadvantage their rivals.





II.	THE EFFECT OF THE SBC/AMERITECH MERGER WILL BE TO LESSEN COMPEITION IN ILLINOIS


Q.	PLEASE DESCRIBE DR. HARRIS’ CLAIM THAT LOCAL EXCHANGE SERVICE IN ILLINOIS IS CHARACTERIZED BY COMPETITION.


A.	Dr. Harris asserts that “there is a large number of competitors providing services that are increasingly competitive with Ameritech’s services.”�  He thus concludes that “there is significant competition for Ameritech’s services in Illinois….”�


Q.	WHY DO YOU DISAGREE WITH DR. HARRIS?


A.	A mere count of competitors does not indicate their competitive significance.  As I observed in my testimony, there is no evidence that these small rivals have become important enough to generally constrain the market power of Ameritech Illinois.�, �  Despite the increase in the numbers of CLECs, ILECs in Illinois account for about 97% of the network minutes of use.�  By this measure, Ameritech Illinois and other Illinois ILECs continue to have a virtual monopoly on local exchange access and local exchange service in Illinois.  While there are large numbers of very small players, and alternative technologies are emerging, the success of new firms and new technologies is too uncertain to ascribe any meaningful competitive significance to the constraint they impose on the behavior of the Illinois ILECs.


	In addition, for purposes of evaluating the likely competitive effects of the proposed SBC/Ameritech merger, it is important to appreciate the implications for the significance of actual and potential competition of the virtual monopoly that Ameritech Illinois has on the local exchange market in its service areas.  As I discussed in my testimony, the near-monopoly share of Ameritech Illinois reflects its control over the provision of access inputs that are critical to the ability of others to provide rival local (and toll) service.� By delaying, degrading, or denying the supply of these access inputs to rivals, Ameritech Illinois can limit competition for retail customers.  The proposed merger would exacerbate this tendency toward anticompetitive behavior.  Specifically, after the merger, Ameritech Illinois would account for the fact that when it disadvantages rivals in its territory, it impairs these rivals’ competitive significance in SBC’s territories as well, permitting SBC to earn higher profits than otherwise.  Consequently, if the merger is approved, it will heighten Ameritech Illinois’ incentive to engage in behavior that harms its rivals.





Q.	DO YOU DISAGREE WITH MR. KAHAN’S CLAIM THAT THE NUMBER OF LINES LOST BY SBC INDICATES HOW COMPETITIVE LOCAL EXCHANGE SERVICE HAS BECOME?


A.	Yes.  In fact, viewed in perspective, Mr. Kahan’s calculations, although containing at least one computational error, demonstrate how dominant SBC remains.�  In his Table 1, Mr. Kahan claims that SBC has lost about 1.2 million lines.�  While Mr. Kahan does not indicate how quickly these lines were lost, I have calculated that the lost lines nonetheless account for only about 3.5 percent of SBC’s total lines.  Moreover, Mr. Kahan’s calculations measure resold lines, which, in my view, are not as competitively significant as the loss of facilities-based lines.�  These calculations do not suggest that there has been any significant erosion of SBC’s market power.


Q.	PLEASE DESCRIBE DR. HARRIS’ AND MR. KAHAN’S CLAIM THAT SBC IS NOT A POTENTIAL COMPETITOR IN THE SUPPLY OF LOCAL EXCHANGE SERVICE IN ILLINOIS.


A.	Dr. Harris claims that three conditions that are required in order to show that a merger-induced reduction in potential competition would have a significant anticompetitive effect are not met by this merger.  Those conditions are that “(1) the merger eliminates a firm that would have entered 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 market in the near future, and (3) the merger eliminates a firm whose entry would have a substantial deconcentrating effect on a concentrated market.” �


Q.	DESCRIBE WHY DR. HARRIS AND MR. KAHAN BELIEVE THAT FIRST CONDITION IS NOT FULFILLED.


A.	Referring to Mr. Kahan’s testimony, Dr. Harris claims that SBC would not enter Illinois if the merger were not approved.  The apparent basis for this claim is SBC’s Rochester experience.�  According to Mr. Kahan, SBC’s “experience in Rochester and its analysis of the market have shown that 


resale entry in geographically dispersed markets is not a feasible basis to grow into a national or global provider of telecommunications….”�  


Q.	WHY DO YOU DISAGREE WITH THIS CHARACTERIZATION?


A.	The Rochester effort was undertaken by SBC “to determine whether marketing resold local exchange services to cellular customers could be successful.”�  Neither Mr. Kahan nor Dr. Harris explain why reselling local exchange service to cellular customers is analogous to selling an array of telecommunications services to large businesses, as contemplated in SBC’s “follow the customer” National-Local Strategy.  As I observed in my testimony, I find it implausible that SBC would not pursue Sears in Chicago simply because Sears was not located in SBC’s territory.�  I also explained in my testimony why SBC would not experience any significant disadvantage relative to Ameritech in competing for the telecommunications business of Sears absent the merger.  Among other reasons, I observed that the large businesses targeted by the National-Local Strategy are highly sophisticated.  It seems unreasonable to assume that large, established telecommunications suppliers with account teams that are physically located in the same place as the buyer but with traditional service territories that do not include the buyer’s headquarters face an important competitive handicap.�  In sum, one cannot infer from the Rochester experiment to sell wireline service to wireless customers, even if it was a failure, that SBC would not have entered Illinois to serve the needs of large businesses in the absence of the merger.  Indeed, one cannot use that experience to infer that SBC would not enter Illinois to serve the needs of smaller businesses and residential consumers. In addition, I understand that in his Rebuttal Testimony, Mr. Stahly of Sprint describes SBC documents indicating that SBC had significant plans to use Cellular One as a springboard for supplying local and toll service in Chicago.  Given that evidence and SBC’s statements and testimony that it needs to follow its large business customers around the country, I conclude that, but for the merger, SBC would be a likely entrant into the provision of local exchange service in Ameritech’s territory. 


Q.	DESCRIBE WHY DR. HARRIS AND MR. KAHAN BELIEVE THAT THE SBC’S ENTRY INTO THE PROVISION OF LOCAL EXCHANGE SERVICE IN ILLINOIS WOULD BE UNLIKELY TO HAVE A SUBSTANTIAL DECONCENTRATING EFFECT ON THE LOCAL EXCHANGE MARKET.


A.	I do not believe that either Dr. Harris or Mr. Kahan address this point.  However, as I described in my testimony, SBC possesses a number of skills that would prove particularly useful as an entrant generally into the supply of local exchange service in Illinois, including its experience as a local exchange provider, its back office billing and support systems, its geographic proximity to Illinois, and its brand name.�  As a result, its entry into Illinois is likely to have a far more significant effect on inducing competitive behavior by Ameritech than would an entrant lacking one or more of these characteristics.  


Q.	DESCRIBE WHY DR. HARRIS AND MR. KAHAN BELIEVE THAT SBC IS ONLY ONE OF MANY POTENTIAL ENTRANTS INTO THE PROVISION OF LOCAL EXCHANGE SERVICE IN ILLINOIS.


A.	Dr. Harris contends that there are many entities, large and small, that should be counted as potential entrants.  For example, Dr. Harris contends that other CLECs and cable companies are potential competitors, apparently of the stature of SBC.�  Mr. Kahan observes that other large ILECs, including US West, Bell South, and GTE, are geographically proximate to Ameritech Illinois service areas and that large IXCs, namely, AT&T, MCI/WorldCom and Sprint, are already present in Illinois.�  He concludes that these entities should be viewed as potential entrants into the provision of local exchange service in Illinois. 


Q.	EXPLAIN WHY YOU DISAGREE WITH DR. HARRIS AND MR. KAHAN. 


A.	As I have already observed, the competitive strength of the emerging alternatives on which Dr. Harris believes the ICC can rely is not yet apparent and, in fact, should not be relied upon by the ICC to evaluate the effects of the merger on potential competition.  The small number of ILEC alternatives mentioned by Mr. Kahan are more worthy of consideration by the ICC because they will tend to share the same kind of attributes that result in SBC being a likely potential entrant.


The IXC alternatives mentioned by Mr. Kahan certainly possess some advantages that would be useful in the sale of local exchange service, but they lack at least one asset that may prove critical in advancing competition in the local exchange arena:  the OSS experience.  As I noted in my direct testimony, large ILECs like SBC know the extent to which demand for new interconnection arrangements can be accommodated by incumbent ILECs and therefore are in the best position to challenge incumbent ILECs who resist such provisioning.�


However, even if US West, Bell South, Bell Atlantic, GTE and the three major IXCs were significant and likely potential competitors, I would still conclude that the degree of potential competition would be adversely affected by the merger.  Citing other authorities, Dr. Harris� and Mr. Kahan� accept the premise that three potential competitors are enough to ensure sufficient potential competition.  This is incorrect.  The number of likely and significant potential entrants required to alleviate concerns about the elimination of one significant potential entrant is larger here than in industries where competitive entry has been permitted for a long time.  In local telecommunications markets, there are currently no significant rivals to the ILEC because competition is in its infancy.  As a result, the number of significant potential entrants must be large enough to ensure both that the current market power of the ILEC is diminished by actual entry and that a sufficient number of potential entrants remain to constrain the exercise of any remaining market power after that entry has occurred.  At this time, a loss of even one significant potential entrant is even more important than it would be after a significant amount of entry had already 


occurred.�  Thus the loss of SBC as a potential competitor in Illinois will have a significant adverse effect on competition in Illinois.


Q.	HOW DOES DR. HARRIS RESPOND TO YOUR CONCLUSION THAT THE MERGER WILL INCREASE THE INCENTIVES AND ABILITY OF SBC AND AMERITECH ILLINOIS TO DISADVANTAGE LOCAL AND TOLL RIVALS IN ILLINOIS?


A.	While Dr. Harris never addresses the issue of incentives, he claims that selective degradation of a rival’s service would be impossible because it would immediately be detected by the rival.�  He also claims that there currently is no evidence of discrimination by ILECs against their rivals.�  


Q.	WHY DO YOU DISAGREE WITH DR. HARRIS’ RESPONSE?


A.	First, even if a rival can detect efforts by the ILEC to discriminate against it, the rival must be able to convince the regulatory authorities that the behavior is the result of anticompetitive intent.  As I noted in my testimony, this is a regulatory monitoring task that is likely to become more difficult as CLECs and others demand more novel interconnection arrangements.  In effect, Ameritech Illinois can use the novelty of the requested arrangement as “cover” for a strategy of delaying or eliminating the prospect of the entry of its CLEC and Combined Service Carrier (CSC) rivals.  As Mr. Brauer concluded with respect to ION, even if the ICC were to eventually correct each effort by Ameritech Illinois to disadvantage its rivals, 


…with the dynamically changing technological environment that characterizes telecommunications, each future modification [in requests for the provisioning of inputs to ION], no matter how marginal, presents the RBOCs with another opportunity to delay or deny access. …  As soon as watchful regulators insist that RBOCs provide one particular arrangement based on a specific complaint, the RBOCs will simply turn to yet another vulnerability to exploit.�


I find completely unconvincing Dr. Harris’ assertion that “[t]here is no evidence of ILEC discrimination on access today.”�  As I observed in my testimony, the behavior of Ameritech Illinois, of SBC, and of other ILECs is certainly consistent with efforts to hamper the development of local exchange and toll competition.�  This behavior includes Ameritech’s failure to provide OSS to CLECs that matches the quality of the OSS provided to itself and SBC’s delays in providing collocation for the xDSL service offered by rivals.�  Ms. Marshall of the Illinois staff testified that even when ordered by the ICC, Ameritech has shown several times in the recent past that it will ignore and contest Commission orders that hamper the growth of CLEC competition.�  For example, Ms. Marshall states that Ameritech has ignored and contested ICC orders regarding common transport and reciprocal compensation.�  Failure to provide common transport and to pay reciprocal compensation are two examples of how Ameritech can use the regulatory and legal process to impede competition. 


Q.	WHAT ARE MR. KAHAN’S VIEWS REGARDING THE POSSIBILITY OF DISCRIMINATION?


A.	Mr. Kahan apparently believes, like Dr. Harris, that allegations of discrimination are unfounded.�


Q.	WHAT IS THE BASIS FOR MR. KAHAN’S VIEWS?


A.	Mr. Kahan claims that press releases regarding ION’s commitment to providing service to consumers suggests that Sprint’s concerns about interconnection problems “appear to have been concocted for this [sic] commission.”�


Q.	WHY DO YOU DISAGREE WITH MR. KAHAN?


A. 	It is not surprising that Sprint wishes to assure its customers that it will be providing service in geographic areas for which it has made service commitments.  However, Sprint cannot control the extent to which, nor the manner in which, Ameritech Illinois and SBC respond to its requests for access inputs as the service is actually implemented and grows.  If Ameritech Illinois and SBC engage in behavior that hampers the development of ION, then the service offered by ION is likely to be of lower quality, of higher cost, or less widely available than would otherwise be the case.  These are clearly the kinds of concerns that have been expressed in Mr. Brauer’s affidavit to the FCC and these concerns are based on the behavior Ameritech Illinois and other RBOCs have displayed towards CLECs.  Moreover, as I described in my testimony, the incentives and the ability of SBC and Ameritech Illinois to disadvantage their rivals would increase if the merger is approved.�


Q.	WHAT IS THE BASIS FOR MR. KAHAN’S CLAIM THAT THE MERGER WILL NOT REDUCE THE NUMBER OF BENCHMARKS AVAILABLE TO REGULATORS AND RIVALS AS A CHECK ON THE BEHAVIOR OF AMERITECH ILLINOIS?


A.	Mr. Kahan asserts that there is a vast amount of information against which the behavior of the Ameritech Illinois can be gauged.  First, he observes that Ameritech Illinois provides the ICC with information regarding its “operating parameters and characteristics, statistics and capabilities.”�  Similarly, he notes that the ICC has access to the FCC’s ARMIS data and its Statistics of Communications Common Carriers (SOCCC).�  Second, he observes that there is a large number of interconnection agreements which the ICC can use to gauge the reasonableness of interconnection agreements negotiated in Illinois.�  Third, he asserts that following the consummation of the merger, SBC/Ameritech will negotiate for interconnection arrangements in the thirty cities the companies claim they will enter as a result of the National-Local Strategy.�  Mr. Kahan observes that if the merged firm seeks some new term in its agreement, “the burden will be placed on [the merged firm] to demonstrate why Bell Atlantic, US West, or Bell South can provide us a capability and yet we cannot provide that capability to others in our 13 state region.”�


Q.	WHY DO YOU DISAGREE WITH MR. KAHAN THAT THESE SOURCES OF INFORMATION ARE USEFUL AS BENCHMARKS TO THE ICC AND THE FCC?


A.	With respect to the ARMIS data, the SOCCC, and the data supplied to the ICC, these data by their very nature track standardized measures of ILEC performance.  They cannot be used to determine whether the method proposed by any particular ILEC to provision a novel interconnection arrangement, to implement number portability, or to determine the amount of space available for collocation are at all reasonable.  It is the experience that CLECs and IXCs have with other large ILECs that forms the basis for that judgment, and the merger will significantly reduce the efficacy of these benchmarks by eliminating SBC as an independent benchmark.  As the number of benchmarks is reduced, it will be more difficult for CLECs to convince the ICC that Ameritech Illinois is engaging in anticompetitive behavior when it is in fact doing so.


	With respect to the numerous interconnection agreements, the competitive test of those agreements is in the implementation.  For rivals with interconnection agreements with different ILECs, the responsiveness of one large ILEC in implementing a term of the interconnection agreement can be used as a benchmark to gauge the responsiveness of another ILEC when implementing a similar term.  The proposed SBC/Ameritech merger would deprive CLECs and others competing in Illinois of one significant basis for comparison. 


	With respect to Mr. Kahan’s third reason, I believe that the Ameritech (and its subsidiary, Ameritech Illinois) and the other large ILECs are in an unusually strong position to negotiate more favorable terms for entry with incumbent LECs by virtue of their local exchange experience.  However, the likelihood that Ameritech would do so if the merger were approved is reduced for the very reasons emphasized by Mr. Kahan.  When Ameritech alone considers negotiating an unusually favorable interconnection agreement with another ILEC as a precursor to Ameritech’s entry into that ILEC’s territory, it compares the increased profits from the entry that the agreement would permit with the loss in profits if regulators required the same terms in agreements with CLECs in its own territory.  On the basis of that comparison, Ameritech may decide to pursue aggressively the favorable interconnection terms.  While regulators may also require that the same terms be included in agreements negotiated between CLECs and SBC, Ameritech does not currently account for any resulting loss in profits experienced by SBC.  Following the merger, however, Ameritech will account for any lost profits experienced by SBC as a result of Ameritech’s successful negotiation of terms with another ILEC.  Consequently, Ameritech will be less aggressive in pursuing favorable interconnection terms, so as to avoid the problem of explaining to regulators like the ICC “why Bell Atlantic, US West, or Bell South can provide us a capability and yet we cannot provide that capability to others in our 13 state region.”�


III.	ILLINOIS CONSUMERS WILL EXPERIENCE FEW, IF ANY, BENEFITS FROM THE SBC/AMERITECH MERGER


Q.	DR. HARRIS ASSERTS THAT LARGE BUSINESSES PREFER ONE-STOP SHOPPING AND THAT ABSENT THE MERGER, SBC AND AMERITECH WILL NOT BE ABLE TO PROVIDE SUCH A SERVICE. DR. HARRIS CLAIMS THAT YOUR CONCLUSION THAT “LARGE BUSINESSES DO NOT WANT ONE-STOP SHOPPING…COMPLETELY MISSES THE POINT?”�  WHAT IS THE BASIS FOR DR. HARRIS’ CLAIM?


A.	Dr. Harris states that “[l]arge business customers want the choice of using one or many different vendors, and many of those vendors will offer one-stop shopping.”�


Q.	HOW DO YOU RESPOND TO DR. HARRIS’ CHARACTERIZATION? 


A.	 There are two distinct issues raised by the question of the importance of one-stop shopping.  First is the question of whether it creates a significant competitive advantage for a carrier when competing for the patronage of large businesses.  In his affidavit, Mr. Signoff explained why the answer to this question for many or most large businesses is “no.”�


	Second and more important, even if one-stop shopping is important to large businesses, the SBC/Ameritech merger is not necessary to attain the benefits of one-stop shopping.  As I noted in my testimony, SBC, through a combination of owned facilities, leased facilities, and contracts with third parties, can provide and act as “manager” for all of the telecommunications needs of any particular customer.�  In this way, SBC can be a single point of contact for all of its customer’s needs. 


Q.	HOW DO YOU RESPOND TO DR. HARRIS’ CLAIM THAT THE OFFERING OF INTEGRATED SERVICE BY ION “CONTRADICTS” YOUR CLAIM THAT ONE-STOP SHOPPING IS UNIMPORTANT?�


A.	Dr. Harris seems to be treating one-stop shopping as synonymous with an integrated service offering. But there are other meanings of integration.  One can surely offer a bundled telecommunications service to a purchaser that satisfies all of the purchaser’s telecommunications needs without the service being integrated, either in the sense that components of the offering are not separable from the whole of the offering or in the sense that all the facilities used are owned by the service provider.  That is, a third-party telecommunications supplier could sell a package of voice, data, and video services, each component of which is obtained by the third party from different carriers and then bundled together for the purchaser.  This is certainly one-stop shopping for the buyer, but it is not an integrated service offering in the same way, for example, that ION is an integrated service, providing “virtually unlimited bandwidth over a single existing connection.”�  The latter integration offers numerous advantages for the purchaser that cannot be obtained by combining the distinct services of any single vendor or set of multiple vendors.  The one-stop shopping associated with ION results from it being a completely integrated service.�  As Mr. Signoff also points out, if SBC and Ameritech continue to offer data and voice services separately (as appears to be the case), “there would appear [to be] no overriding reason for buyers to utilize a single vendor.”�


Q.	WHAT OTHER EFFICIENCIES DID DR. HARRIS IDENTIFY IN HIS REBUTTAL TESTIMONY? 


A.	Dr. Harris claims that the merged firm will be able to exploit economies of scale in a number of different ways, including the larger volume discounts, 


the elimination of outsourcing by Ameritech, and the elimination of duplicative functions.�  Dr. Harris also asserts that the merger will result in additional efficiencies from the sharing of best practices.�


Q.	WHY DO YOU DISAGREE WITH DR. HARRIS’ CLAIMED SCALE�RELATED EFFICIENCIES? 


A.	The reasons for my disagreement are identical to those described in my earlier testimony, which were not addressed by Dr. Harris in his rebuttal testimony, and which I will summarize here.  First, I observed that recent economic analysis has indicated that as a general matter, local exchange companies have exhausted all scale economies.  Indeed, there is evidence that the provision of local exchange service could be provided at lower cost by a larger number of smaller LECs in an average service area.�


	Second, it is at least doubtful that significant additional volume discounts exist for firms larger than SBC and Ameritech.  Dr. Harris has offered no evidence to demonstrate the incremental gains from any further volume discounts.  He has merely asserted their existence.


	Third, as I also indicated in my earlier testimony, the net cost effect of internalizing functions that Ameritech currently outsources is at best ambiguous.  Firms outsource, in part, so that suppliers can consolidate the needs of multiple customers and take advantage of any scale economies in that function.  As a result of Ameritech’s decision to eliminate its outsourcing to third parties, the average costs of the third party will increase (if the claimed scale economies are present), and other ILECs and IXCs that rely on those third parties will experience an increase in costs.


Q.	WHAT IS DR. HARRIS’ CLAIM REGARDING THE SHARING OF BEST PRACTICES BETWEEN THE TWO COMPANIES? 


A.	Largely repeating his previous testimony filed with the FCC,� Dr. Harris claims that the merger will benefit Illinois consumers “through the diffusion of ‘best practices’ from one company to the other.”�   He specifically cites SBC’s performance in the sale of vertical services.�


Q.	WHY DO YOU DISAGREE WITH DR. HARRIS’ CLAIMS? 


A.	First, Dr. Harris fails to describe in concrete terms how Ameritech’s performance in the marketing of vertical services compares to that of SBC, to delineate precisely what practices led SBC to experience its sales performance, and to specify why those practices could be transferred to Ameritech with the same results.  Thus, Dr. Harris provides no evidence that SBC’s performance would yield any benefits to Illinois consumers.  


Second, even if the merger did increase the revenues of Ameritech Illinois, those benefits may be the result of heightened efforts to disadvantage rivals to Ameritech Illinois through the delay, denial, or degradation of access inputs to those rivals.  I discussed this possibility extensively in my previous testimony.�  


Third, what is a “best-practice” from the perspective of the merged firm may not be a “best-practice” for consumers.  The merger may discourage the adoption of some practices that would benefit Illinois consumers.  This is similar to the point made above with respect to the negotiation of interconnection agreements.  Before the merger, Ameritech Illinois might find it profitable to adopt a practice favorable to CLEC entry.  However, that same practice might prove to be unprofitable to SBC if SBC were compelled by regulators to adopt the practice.  After the merger, Ameritech Illinois will account explicitly for the profits lost by SBC from 


Ameritech’s adoption of the practice, and as a result, Ameritech is less likely to adopt entry-facilitating practices.�  


Finally, the merger may not be necessary for Illinois consumers to benefit from the sharing of best practices.  Most if not all of the benefits of the sharing of best practices may be attained via a contractual relationship between the two firms.�


All of these points were made in my original testimony and Dr. Harris has failed to rebut all but the last. 





WHY DOES DR. HARRIS ASSERT THAT THE BENEFITS OF “BEST PRACTICES” ARE NOT ATTAINABLE VIA A CONTRACT BETWEEN SBC AND AMERITECH?


A.	Dr. Harris observes that contracts are “imperfect substitutes for integration … where either complex coordination is required or where investments in specific assets are necessary….”�  He further observes that the best practices would be shared less via contracts because “[t]he value of a best practice is not fully known before the transfer has occurred.”�


Q.	WHY DO YOU DISAGREE WITH DR. HARRIS’ CHARACTERIZATION?


A.	Dr. Harris has not provided any evidence that the kinds of “best practices” that would be shared between the two firms are characterized by “complex coordination” or “specific asset” investments.  Of those best practices that might be characterized in that way, Dr. Harris has not explained what portion of the value would be lost if the sharing occurred via contract rather than via merger.  


	It seems particularly unlikely that the sale of vertical services would be characterized by “complex coordination” or “specific asset” investments.  If SBC’s performance is the result of SBC’s marketing strategy, then it is not apparent to me why information on the combination of advertising and pricing, and the mix of advertising, and the timing of various promotional events could not easily be communicated to Ameritech without the need for “complex coordination” or “specific asset” investment.  In effect, for these services, SBC would be acting as a marketing expert for Ameritech Illinois in the same way that third-party marketing firms contract with other firms for these kinds of services.


	Dr. Harris also claims that the extent of sharing is compounded by the problem that “[t]he value of a best practice is not fully known before the transfer has occurred.”�  Dr. Harris’ characterization is equally true for virtually every transaction—market-mediated or not—that occurs in our economy.  That does not mean that exchange between buyers and sellers never occurs or that the parties cannot develop a reasonable estimate of the value of the transaction.  In the case of the marketing of vertical services, SBC would be transferring practices to Ameritech Illinois that SBC has already employed in its own territory. That experience would presumably yield a good estimate of the value of SBC’s marketing techniques to Ameritech Illinois.


Q.	DR. HARRIS CLAIMS YOUR CONCLUSIONS THAT INNOVATION WILL NOT NECESSARILY INCREASE AFTER THE MERGER ARE INCORRECT BECAUSE YOU HAVE IGNORED AVOIDED DUPLICATIVE COSTS, TECHNICAL SYNERGIES, AND ADDITIONAL COMPETITION.�  WHY DO YOU DISAGREE WITH DR. HARRIS’ CHARACTERIZATION?


A.	As I discussed in detail in my testimony, there is no decisive theoretical or empirical literature that supports the claim that either large firm size or larger market share will promote innovation, an analysis that Dr. Harris never addresses.�  In particular, larger firms may have their abilities to innovate dulled by increasing bureaucracy.�  Further, a firm with a larger market share based on existing technology will have more profits to protect from any erosion that might occur if an innovation were to displace that technology.�  That is, a large incumbent may have a vested interest in delaying the introduction of innovative technologies and services and will itself invest less in innovation than would an entrant.  This possibility is particularly troublesome because the effect of the merger will be to increase the incentives and ability of Ameritech Illinois to impede the development of additional competition, thereby further reducing the pressure on Ameritech Illinois to innovate and eliminating the innovation that new entrants may otherwise have developed to benefit Illinois consumers.  


In addition, it is unlikely that the gains from the “sharing of research” touted by Dr. Harris will be large.  In his Ohio testimony, Dr. Harris notes “most RBOCs, including Ameritech, rely on Bellcore and other external facilities for research and development efforts, [while] SBC has access to its own R&D subsidiary, ….”�  Because the development efforts are undertaken by Bellcore and not Ameritech, there can be no information transfer from Ameritech to SBC that would render R&D efforts more efficient.  In addition, the withdrawal of Ameritech from Bellcore may sufficiently increase the R&D costs for the remaining RBOCs using Bellcore that it results in Bellcore reducing its R&D efforts.  As a result, total R&D efforts undertaken by all of the RBOCs may actually fall even if those of the merged firm increase (which seems unlikely). 


Q.	DR. HARRIS IMPLIES THAT ONE CONCRETE BENEFIT CONSUMERS WILL EXPERIENCE AS A RESULT OF THE MERGER IS THE INTRODUCTION OF xDSL SERVICE IN ILLINOIS.  WHY DO YOU DISAGREE WITH DR. HARRIS’ ASSERTION?


A.	Dr. Harris claims that SBC has been deploying xDSL service in its service area and that apparently one benefit of the merger will be the earlier availability of these services to Ameritech Illinois consumers than would otherwise be the case.�  However, I understand that Ameritech Illinois is poised to begin offering xDSL service via its separate subsidiary, Ameritech.net (which currently only offers xDSL services in Michigan) and that the complete rollout will occur when the necessary regulatory approvals are obtained.�  (In addition, I understand that Ameritech Illinois will not provide xDSL for lease to would-be rivals because Ameritech Illinois takes the position that it is offered not by it but by its subsidiary.)  Thus, I do not understand how, if the merger were approved, SBC’s experience in deploying xDSL service could significantly affect the availability of that service in Illinois. 


	Further, while Dr. Harris touts the deployment of xDSL by SBC in Pacific Bell’s territory, the claimed success of that deployment may well have come at the expense of other providers.  As I observed in my previous testimony, Northpoint has complained that SBC/PacTel warehoused collocation sites for its own DSL service, and that SBC/PacTel subjected Northpoint to excessive delays in providing caged collocation space.�  The merger likely would make it more difficult for rivals to obtain from Ameritech the essential inputs like collocation space necessary to implement xDSL services given Ameritech’s increased incentives and ability to discriminate against rivals after the merger.


Q.	IN YOUR TESTIMONY, YOU CLAIM THAT THE LARGE BUSINESS CUSTOMERS WILL NOT GENERATE DISPROPORTIONATE CONTRIBUTIONS TO FIXED COSTS.�  DR. HARRIS RESPONDS THAT THIS IS NOT THE CASE.�  PLEASE EXPLAIN WHY YOU DISAGREE WITH DR. HARRIS. 


A.	In his previous testimony, Dr. Harris asserted that if the SBC/Ameritech merger were not approved, Ameritech Illinois would be a weaker competitor for the patronage of large businesses.�  Dr. Harris claimed that as a result, the cost and rates for providing service to other Illinois customers will rise because Ameritech will not be able to use the profits from the sale of services to large businesses that it would otherwise earn to offset Ameritech’s fixed costs.�  I responded that these profits were unlikely to be substantial because of the growing intensity of competition for the patronage of large businesses.�  Indeed, I concluded the National-Local Strategy would increase the risk of higher rates to Illinois consumers, not reduce those rates.�


In his rebuttal testimony, Dr. Harris asserts that I am wrong about the ongoing profitability of serving large businesses, because “virtually all new entrants have concentrated their offerings, facilities, and marketing efforts in this segment.”�  Dr. Harris’ analysis is incomplete because it ignores the ultimate effect of entry on profits.  The following is typical of the standard undergraduate explanation of the cause and effect of entry:


[c]ompetition tends to reduce economic profit to zero.  When a profit opportunity exists in an industry, new firms enter, industry output grows, and product prices fall.  This squeezes profit from above.  Expanding output simultaneously pushes resource prices upward…, pressing upon profit from below.�


Even if profit margins for serving large business customers are high now, they will not remain so as competition in this segment becomes more intense.  Consequently, the proposed merger will not benefit local ratepayers to any significant and permanent degree by reducing local exchange rates.  Indeed, as I explained in my earlier testimony, because of its high cost and SBC’s desire to maintain dividends, the implementation of the National-Local Strategy as contemplated by Mr. Kahan would pose significant risks to Illinois ratepayers.


Q.	WHY DO YOU DISAGREE WITH MR. KAHAN’S CLAIM THAT THE MERGER IS NECESSARY TO PREVENT EXCESSIVE EARNINGS DILUTION?� 


A.	At the outset, Mr. Kahan is not very precise about the meaning of “earnings dilution.”  I interpret him to mean that, if undertaken by either SBC or Ameritech alone, the National-Local Strategy would result in greater costs while the strategy is being implemented, and as a result, earnings available for distribution to stockholders and the share price for each firm would fall.  The puzzling aspect of Mr. Kahan’s claim is that although he contends that the adoption of the National-Local Strategy is more profitable then any other strategy that SBC might pursue, the pursuit of that strategy will reduce SBC’s share price. Unless investors are irrational, this will not occur.  The costs of the Strategy represent an investment that will yield future returns to SBC and its shareholders.  If SBC’s stockholders share the views of SBC’s management regarding the profitability of the strategy, then the price of the stock will not fall because rational shareholders will understand that any decline in earnings is temporary and will be rewarded by even larger profits in the future.  In short, if SBC management and SBC’s stockholders share the same view about the expected profitability of the National-Local Strategy, then “earnings dilution” will not prevent SBC from undertaking the Strategy in the absence of the merger.�


	One reason why a larger revenue and shareholder base may produce smaller earnings dilution is that the total investment made by the merged firm is smaller than the combined investment that SBC and Ameritech would undertake if they were to remain separate.  What this means, of course, is that these “dilution efficiencies” result from the fact that neither firm will be entering the other’s markets to compete with each other within their own regions.  Similarly, only one firm rather than two will be entering the out-of-region markets targeted in the National-Local Strategy (assuming that the merged firm in fact enters any out-of-region markets).  Thus, the merger may mitigate earnings dilution only because it eliminates within region and out-of-region competition between SBC and Ameritech.  As I have already noted, the elimination of that competition is likely to harm Illinois ratepayers.


	Moreover, an economist whose touchstone for the evaluation of a merger’s competitive effects is the welfare of consumers would ignore that dilution (even if it did have stock price consequences) and focus only on the effects of the merger on consumers and Illinois ratepayers.  In particular, earnings dilution will certainly occur if disapproval of the merger increases the extent of local exchange competition.  I believe that there are few, if any, economists that would recommend preventing competition on the grounds that it would dilute the incumbents’ earnings.





Q.	IS THE MERGER NECESSARY TO ATTAIN THE OBJECTIVES OF THE NATIONAL-LOCAL STRATEGY?





A.	No.  SBC can attain most or all of the benefits of the National-Local Strategy through its own expansion.  First, for the large business customers that are targeted by the National-Local Strategy, SBC does not need Ameritech Illinois to “follow their customers.”  For customers with headquarters in SBC’s territory, SBC can serve their Illinois branches or offices using some combination of owned and leased facilities, in much the same way that ION intends and indeed, in much the same way as contemplated in SBC’s “smart build” strategy.  Second, using the same combination of owned and leased facilities, SBC can provide those business customers with one-stop shopping, if indeed that is what they would prefer.  Third, SBC is not at any significant competitive disadvantage in competing for customers whose headquarters are located in Ameritech Illinois’ service territory.  As Mr. Signoff noted in his affidavit, large customers are sophisticated purchasers and place less emphasis on brand name and prior business relationships than SBC assumes.  In summary, there is no apparent reason why SBC cannot pursue the National-Local Strategy in the absence of the merger.


Q.	DO YOU AGREE WITH DR. HARRIS’ OPINION THAT IT WOULD BE A SERIOUS MISTAKE FOR PUBLIC POLICY MAKERS TO PREVENT THIS MERGER?�


A.	I believe that it would be a serious public policy error to approve this merger.  SBC and Ameritech currently possess a virtual local monopoly in  the sale of essential inputs to their potential competitors.  The ICC and other antitrust and regulatory authorities have every reason to be concerned about a merger that would increase the incentives of SBC and Ameritech to impede competition.


Furthermore, I believe that the consumer cost of erroneously allowing the merger is much greater than the consumer cost of erroneously disapproving it.  If the merger were consummated, it would for all practical purposes be irreversible.  If later, the merger were found to have been anticompetitive, the ICC, other regulatory agencies, and consumers will bear the cost of that mistake on an ongoing basis.  Such costs would consist of a mix of lower consumer welfare and higher regulatory costs as agencies try to minimize the harm from the merger.


On the other hand, if the merger is erroneously disapproved (that is, if the efficiencies passed on to consumers would indeed have outweighed the consumer losses due to lessened competition), then the cost of foregone net benefits need only be borne over a finite period.  With the passage of time and regulatory vigilance, local exchange competition may become a more potent and less fragile constraint on the behavior of Ameritech Illinois (and other ILECs).  New technologies and new kinds of CLECs may emerge as viable alternatives to the ILEC’s services.  If so, the ICC (and other regulatory authorities) could then reconsider the merger application.  Regulators and antitrust authorities would then be more confident that the potential harm from such a merger would be smaller than appears to be true today.  Therefore, the possible cost of erroneously disapproving the merger today is only the lost benefits for a limited time period.  
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