DIRECT TESTIMONY ON RE-OPENING 

OF DAVID H. GEBHARDT







Please state your name and business address.



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



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



Yes.



PURPOSE OF TESTIMONY



Q.	What is the purpose of your supplemental testimony?



A.	The purpose of my supplemental testimony is to address Questions 7, 8 and 11 as contained in the Attachment to Chairman Mathias’ June 4, 1999, letter to Hearing Examiners Mark Goldstein and Eve Moran.

�

7.  UNBUNDLING

Provision of telecommunications services on a wholesale level, including but not limited to providing the unbundled network platform without operator services and directory assistance; customized routing of all categories of traffic; volume discounts; competitive classifications of services in the ICC number 19, part 22, tariff; appropriate charges to be applied when a customer converts to a reseller on an “as is” basis; branding of resold OS/DA services; 911 services; and access to Advanced Intelligent Network triggers.



What is the status of these issues relative to Ameritech Illinois’ wholesale offering?



This question essentially lists the issues which the Commission designated for investigation in Dockets 97-0552 and 97-0553.



Please discuss Docket 97-0552.



Docket 97-0552 involved Ameritech Illinois’ competitive wholesale tariff.  The Company had initially classified as competitive all wholesale services which were classified as competitive at the retail level.  Following issuance of the Citation Order in this proceeding, Ameritech Illinois reclassified all of these services as noncompetitive.  Because this action mooted the proceeding, the parties agreed that no evidentiary hearings were required and none was held.  The Commission has not yet formally dismissed the proceeding, however.



Please discuss Docket 97-0553.



Docket 97-0553 involves Ameritech Illinois’ non-competitive wholesale tariff.  The issues which the Commission designated for investigation were as follows:  (1) unbundled operator and directory assistance services; (2) volume discounts on usage; (3) the appropriate charges to be applied when a customer converts to a reseller on an “as is” basis; (4) the branding of operator and directory assistance services; (5) 911 services; and (6) access to Advanced Intelligent Network (“AIN”) triggers.  A full record was developed in that proceeding and briefing was completed in August of 1998.  The Hearing Examiner’s Proposed Order has not been issued.



The status of these issues at the close of the proceeding were as follows:

�

Unbundled Operator and Directory Assistance Services:  Ameritech Illinois resolved the technical problems associated with the selective routing and unbundling of OS/DA traffic, which had been discussed in and accepted by the Commission in the Ameritech Illinois/AT&T Arbitration order (Docket 96 AB-003/004).  The Company filed a tariff offering this service on May 1, 1998, which became effective on June 16, 1998.  The Company believes that this tariff satisfies the Citation Order in the pending proceeding.  No party disagreed with this assessment, although both AT&T and Staff took the position that it should be considered an interim solution, pending development of an AIN-based solution.



Volume Discounts on Usage:  The only contested issue involved Ameritech Illinois’ treatment of the automatic volume discounts that are applied to its retail and wholesale customers and the extent to which aggregation should be permitted across end-user customers.  Ameritech Illinois and Staff agreed that the Company’s approach was proper.  AT&T disagreed.



“As Is” Conversions:  Ameritech Illinois and Staff agreed that the correct charges were being applied to “as is” conversions.  AT&T disagreed.



Branding of OS/DA Calls:  The Company’s OS/DA tariff described above permits appropriate branding of OS/DA calls and satisfies the Citation Order.



911 Services:  Ameritech Illinois and Staff agreed that 911 services should not be offered at a wholesale discount at this time, because there are significant operational, legal and other issues which would have to be resolved.  No party disagreed.



Access To AIN Triggers:  After the Citation Order in Docket 97-0553 was issued, Staff held workshops where the parties explored AIN technology and unmediated and mediated access to AIN triggers.  Based on those workshops, all parties concluded that no further action was necessary within that docket and that developments in AIN technology and industry forums should be monitored.



What do you understand by the Commission’s request for information regarding the “customized routing of all categories of traffic”?



In my experience, this phrase is used relative to the selective routing of operator and directory service traffic as a resale option.  This issue was addressed in Docket 97-0553.  I am not aware of any pending requests by CLECs reselling services in Illinois for selective routing of any other categories of wholesale traffic.  (The ULS product, and customized routing is discussed in response to issue number 6.)

SAVINGS





Provide a total and complete breakdown detailing the Joint 

Applicants’ estimates of the costs and savings associated with this merger.  Explain the methodology and assumptions used to arrive at the estimates for overall Ameritech savings, Ameritech Illinois savings, and SBC savings.  Explain how these savings are spread between the Ameritech states.  Explain the methodology and assumptions used to arrive at the estimates for overall Ameritech costs, Ameritech Illinois costs, and SBC costs.  Explain methodology used to calculate the total estimated costs of this merger, including a breakdown of the component figures which add up to total estimate of costs.



Q.	What is the scope of your supplemental testimony relative to savings?



A.	I will provide additional information on the derivation of cost savings associated with the merger and summarize how these savings were allocated ultimately to Ameritech Illinois’ intrastate operations.  These calculations form the basis for determining any specific amount which could be allocated to Ameritech Illinois’ ratepayers.  The chart I have attached as Schedule 1 represents a complete description of how the final estimates were developed and where in the record further explanation is available.  It is important to note that once SBC developed its cost saving and cost increase estimates and determined the portion which should be allocated to Ameritech, all subsequent rate development was based upon current, actual Ameritech cost allocation data, which follow the cost allocation rules of the FCC and this Commission.



Q.	How was the Joint Applicants' estimate of costs and savings associated with the merger developed?



A.	During its due diligence review, SBC prepared an estimate of annual recurring cost savings and the implementation costs necessary to achieve those savings that could result from the merger of SBC and Ameritech.  These estimates were based on an understanding of the operations of the two companies and a general understanding of the business.  Estimates were based on available data, including FCC ARMIS reports, and the results of experience gained in the integration of the SBC and Pacific Telesis Group (PTG) operations.  The result of these estimates were furnished in Mr. Kaplan's affidavit to the FCC, a copy of which was provided to the parties in this proceeding in discovery and to the Commission in response to Chairman Mathias’ cost allocation questions.  A summary description of this process was also provided in Mr. Kahan’s testimony in this proceeding.    



Q.	How long would it take to achieve the estimated savings?



A.	SBC has estimated that a three-year implementation period would be required to achieve the estimated annual recurring cost savings in the amount of $1.43 billion across the combined companies, both regulated and unregulated businesses, and including intrastate, interstate, and international operations.  This is the savings value which was reported to the investment community and to the shareholders of both companies. This estimate was not account or income/balance sheet line item specific.  SBC also estimated that implementation costs of $1.45 billion would be necessary during the initial three-year period to achieve the recurring cost savings.  The net effect would be negative savings in the first year and positive savings in the second and third years, achieving the annual “run” rate amount of $1.43 billion each year thereafter.  This $1.43 billion is made up of $1.17 billion in expense savings and $0.26 billion in capital savings.



Q.	How were the cost savings broken down by business functions?



A.	SBC broke the business functions down between Support Functions, Administrative Functions, Telephone Company Operations, Procurement Functions and Other Lines of Business.  By definition, the Other Lines of Business would not be related to any regulated telephone operations.  SBC furnished to me the estimated savings that would be applicable to Ameritech; SBC prepared them only at the SBC and Ameritech holding companies level.  The breakdown, again, was based on SBC’s experience with previous mergers.  



Q.	How was the Illinois intrastate annual cost savings of $90 million developed?



A.	The annual cost savings of $90 million represent the portion of the $1.43 billion in cost savings allocable to the Illinois intrastate operations of Ameritech Illinois.  It is the estimated, annual, ongoing cost savings expected after the third year following consummation of the merger.  The calculations underlying this estimate are shown on Schedule 2.  As I stated above, SBC provided me with the total estimated Ameritech regional expense savings, broken down by business function.  Since all functions except for Telephone Company Operations are holding company or other types of activities which occur at the Ameritech Corporate (i.e., holding company) level, I used the methodology in place today for allocating headquarters expenses between the various Ameritech entities and subsidiaries and among the five Bell regional Operating Companies ("BOCs").  This Commission developed and approved this methodology in the 1984 divestiture proceedings.  Based on Ameritech’s data, 27.2% of its incurred expenses is allocated to other entities and subsidiaries and 72.8% is allocated to the BOCs.  Of the 72.8% allocated to the BOCs, 25.3% is allocated to Ameritech Illinois.



Having determined the total Ameritech Illinois savings (for both regulated and unregulated operations), I then calculated the portion of each category that should be assigned to regulated functions based on 1997 actual data.  Since these were total company results, I then applied intrastate separation factors, developed from the Part 36 rules, to the regulated totals to arrive at the amounts that would be assigned to the Illinois intrastate jurisdiction.  Again, I used 1997 actual separations data for this purpose.



I would like to emphasize that this is the same methodology used by Ameritech Illinois in prior rate cases and in its annual reports furnished to the Commission as required under its Alternative Regulation Plan (Docket 92-0448).



Q.	How were the estimates of implementation costs developed?

A.	The total implementation costs of $67 million, both capital and expense, were provided to me by SBC.  These, again, were based on SBC’s actual experience with the PTG merger.  No investor-related costs were included in these estimates, nor any of the costs incurred to effect the transaction (e.g., investment banker or legal costs associated with the merger itself).  Based on SBC’s prior experience, the primary costs that will be incurred to obtain the savings are associated with systems modifications, real estate, relocation costs, and severance packages, with systems being the largest component.  The $67 million is the Illinois intrastate regulated amount and was determined by first determining the SBC and Ameritech holding company amounts and factoring them in the same way that expense savings were done. 



	In determining the aggregate expenses required to achieve the savings, SBC used its prior merger experience to determine ratios of expenses incurred to savings achieved.  In my experience, this is a reasonable way to determine these expenses and not unlike what Ameritech Illinois has traditionally done in Illinois regulatory proceedings.  For example, in determining uncollectibles to be accounted for in a revenue requirements or cost analysis, the Company relies on its experience to express the uncollectibles as a percentage of revenues.



Q.	How was the net present value (“NPV”) of $31 million referred to by Mr. Kahan determined?



A.	The $31 million represents the net present value of the after tax cash flows associated with the expected expense savings netted against the expected costs incurred to achieve the savings in the first three years following the merger consummation.  In determining the NPV of the cash flows, SBC utilized a 9.5% discount rate which I recommended be used based on the cost of capital last found appropriate for Ameritech Illinois by the Commission.



Q.	If the Commission were to require a flow through of some or all of the expected savings for the first three years to ratepayers, what value should be used?



A.	The appropriate starting point is the $31 million.  This amount would have to be grossed up for taxes, however, to put it on a revenue basis.  This would be a one time credit that would reflect the first three years of expected net savings, not a permanent rate reduction.  Based on Ameritech Illinois’ experience, a gross-up factor of 1.7 would be multiplied against the $31 million.  This amount would then be the revenue basis for a flow-through of benefits to ratepayers.  Having said that, I wish once again to state that the Joint Applicants do not believe that any flow-through is appropriate.



Q.	The Hearing Examiners have recommended that a portion of the actual net cost savings should flow to ratepayers.  Use of actual data was also the basis for the Staff proposal.  If estimates of net cost savings were used in lieu of actual costs, please identify by year the regulated, intrastate net cost savings for Ameritech Illinois.



A.	The results of such an analysis are shown on my proprietary Schedule 3.



11. ENFORCEMENT

	The manner, necessary actions and timetable by which the Joint Applicants would incorporate incident-based, liquidated damages provisions into interconnection agreements in Illinois.



Did you provide any information to SBC to use in developing remedies?



A.	Yes.  I recommended to SBC that the remedies agreed to in Ohio be adjusted to reflect the differences between the sizes of Ameritech Illinois’ and Ameritech Ohio’s operations.  Based on access lines, Ameritech Illinois is 50% larger than Ameritech Ohio and this is the figure I provided to SBC.



Does this conclude your direct testimony?



Yes, it does.
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