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AT&T EXHIBIT 1.2�Introduction



Q.	Please state your name, business address.



A.	My name is Joseph Gillan.  My business address is P.O. Box 541038, Orlando, Florida 32854.  I am an economist with a consulting practice specializing in telecommunications.



Q.	Are you the same Joseph Gillan who appeared earlier on behalf of AT&T Communications of Illinois (AT&T) in these proceedings?



Yes. 



What is the purpose of your testimony?



A.	The purpose of my testimony is to address the response of SBC and Ameritech (the Joint Applicants) to the issues raised by the Commission through Chairman Mathias’ letters of June 4, 1999 and June 15, 1999.�



Before you present your analysis of the Joint Applicants’ filing, do you have a general observation?



Yes.  Before I address specific elements of the Joint Applicants additional testimony, it is useful to first step back and gain a clear perspective on this application and the state of the record that this “re-opener” testimony is intended to augment.  Simple logic says that the combination of two monopolies is a stronger monopoly,� not a more competitive market.  This logic would seem irrefutable on its face and would explain, in part, why the Joint Applicants would desire to merge in the first place.



Against this simple logic, the Joint Applicants attempted to convince the Commission that a merger intended to strengthen the combined company both inside and outside of Illinois would make it a more attractive and more likely entry target here.�  Despite the Joint Applicants’ repeated efforts to lend credence to this remarkable assertion, the Commission found their testimony deficient:



As expressed in the Commission’s Open Meeting of Wednesday, June 2, 1999, I, as well as Commissioners Kretschmer and Harvill, am troubled by the record regarding the reorganization’s effects on competition.�



The Commission was equally clear regarding the goal of this phase of the proceeding:



My intention is to have the parties create a focused, detail-oriented process which exacts definite information and possible conditions which would ameliorate my and the other Commissioners’ concerns regarding the local exchange market in Illinois.  This process must lead to specific conclusions, timetables and enforcement mechanisms that allow the Commissioners to reach a well-reasoned conclusion in this matter.�



Have the Joint Applicants provided additional details, definitive information and meaningful conditions that ameliorate the reorganization’s negative effect on competition?



No.  As I explain below, many of the Joint Applicant’s “commitments” circle back to create the same problem that they were intended to address, with little progress (yet substantial text) in between.  Overall, the Joint Applicants have proposed “rainbow conditions” – they look attractive from a distance, but upon closer examination, they either shift into the distance or evaporate all together.

I have included a chart summarizing the Joint Applicants’ competition “commitments” and the limitations and exceptions that render these commitments illusory.  (Attachment 1.2.1.)  The mere fact that SBC has proposed “concessions/commitments” of this illusory nature suggests a strategic attitude that should concern the Commission in and of itself, wholly aside from the substantive questions that the testimony raises.  The Joint Applicants’ commitments are appealing only on the surface – scratch this surface, and a substance-vacuum is to be found.  This raises a question as to whether SBC did not understand how little lay beneath the surface or whether SBC believed the Commission would not look.  Either answer is troubling.  



What is more, in some areas the Joint Applicants’ testimony serves only to highlight the deficiencies and vagueness of its original evidence -- most specifically, its discussion of its National Local Subsidiary (NatLoCo).  A principal reason for the merger is Joint Applicants’ National Local Strategy.�  The means to implement this strategy is NatLoCo.  By the Joint Applicants’ own logic, the effect of the merger on competition in Illinois is inexorably linked to NatLoCo’s role in Illinois -- and it would be impossible to reach “a well reasoned conclusion in this matter” without understanding NatLoCo’s relationship with Ameritech Illinois.



Despite the clear relevance of NatLoCo – i.e., the very means by which SBC intends to compete in the market that is the reason for the merger -- the Joint Applicants have remained defiantly silent on the issue until now:



	While the Joint Applicants are pleased to have an opportunity to explain the possible impact of National Local Subsidiary would have on retail rates in Illinois [sic], Joint Applicants note that this issue was not the subject of this docket. �



	More importantly, as the testimony below will explain, now that the Joint Applicants have begun to finally explain their intentions with respect to NatLoCo, the competitive issues are even larger than had first appeared. This merger will establish a company serving nearly 40% of the nation’s multi-line business market within its franchise footprint.�  The single most important competitive issue of the merger is understanding just how this company intends to leverage its exchange footprint against rivals.  Creating a massive footprint of incumbent facilities is the reason for the merger – and (not surprisingly) it is also the reason the merger poses a threat to competition.



Q.	Do the Joint Applicants’ propose solutions that address the fundamental problem created by the merger?



A.	No, they do not.  The core competitive problem created by the merger can be traced to the larger incumbent footprint that is the goal of the merger.  The reason to pursue a larger footprint is to give the Joint Applicants greater dominance in the market for multi-location business customers.  Available evidence suggests that the multi-location customer represents the bulk of the business market.  According to Bell Atlantic—the other ILEC attempting to establish a massive footprint through mergers with other incumbents -- 68% of business customers want to standardize their local provider across geographic locations.�



By capturing more of a customer’s locations within the footprint of its affiliated ILECs, SBC can then bundle these services together in a package that only an equally large ILEC could match. The only way to lessen the potential harm to competition from this strategy would be through conditions that: (1) reduce the market power of the combined entity, and (2) prevent the combined entity from leveraging the market power that remains.



Although my testimony will focus on the inadequacy of the Joint Applicants’ proposed commitments and suggest improvements, this does not mean that even the changes that I recommend provide sufficient justification to approve the merger.  All that my testimony is intended to demonstrate is that the proposed conditions offered by the Joint Applicants are effectively meaningless, and offer alternatives that could lessen marginally (but not eliminate) the potential harm of the merger if approved.



In the testimony that follows, I address three specific areas raised by the Commission that all relate, in the final analysis, to the goal of preventing the merged company from exploiting its expanded monopoly footprint against competitors.  First, I address the reason for – and the inadequacy of – the Joint Applicants’ “Interconnection Commitments.”   The purpose of such commitments should be to speed entry and reduce costs by eliminating unnecessary arbitration/litigation that has frustrated and delayed competition.  There is no reason, however, to expect that the commitments as outlined by the Joint Applicants will have this effect.  The gain in market power accomplished by the merger (if approved) would not be lessened, to any appreciable degree, by the Interconnection Commitments suggested by SBC.



Second, the testimony discusses the “new” relationship that Joint Applicants describe between NatLoCo and Ameritech-Illinois.  The fundamental competitive concern is whether Ameritech-Illinois intends to treat NatLoCo as it would treat any other competitor, providing services/facilities at cost-based rates that affect all competitors in the same way.  In response to the Commission’s questions on this topic,� it is now clear that Ameritech Illinois has no intention to treat NatLoCo like any other CLEC.  Rather, these affiliates intend to participate in a “cooperative partnership” to offer national packages to multi-location customers.  With respect to NatLoCo, the Joint Applicants’ testimony basically confirms its intention to leverage Ameritech-Illinois’ incumbent monopoly to advantage NatLoCo, with little discussion as to how the partnership actually would work.



Finally, the testimony concludes with a discussion of the general approach in the testimony to offer “concessions that aren’t concessions” (illustrated best by the commitment to finally offer shared transport), supported by “enforcement that is not enforcement.”   If the Commission was looking for “focused, detail-oriented” concessions that would result in “specific timetables” and effective “enforcement mechanisms,” it will likely be disappointed by the record once again.



The Illusion of the Joint Applicants’

Interconnection Commitments



Q.	What competitive concerns should the Joint Applicants’ Interconnection Commitments be designed to address?



A.	The principal competitive problems created by the proposed merger are that it will (1) increase the Joint Applicants’ market power by creating a much larger incumbent footprint, and (2) that the Joint Applicants intend to leverage that footprint by offering multi-location service packages to national accounts.  The ostensible purpose of the Interconnection Commitments is to offset the first of these concerns – that is, to provide a set of commitments that will accelerate local competition in Illinois, thereby reducing the market power gain that the merger would bring to the Joint Applicants.



To be effective, the Interconnection Commitments should reduce the time and litigation expense now required to bring favorable interconnection terms to agreements in Illinois.  Otherwise, entrants would be required to first request, negotiate, then arbitrate each individual issue in order to otherwise obtain in Illinois a provision that had already been litigated elsewhere.



Q.	Do the Joint Applicants’ proposed Interconnection Commitments address this concern?



A.	No, they do not.  The Joint Applicants’ proposals lay out two commitments intended to address two separate types of interconnection provision.  Neither commitment, however, amounts to more than agreement to do what SBC agrees to do, and neither promises to significantly reduce the time, cost or litigation that would otherwise apply using the arbitration process as it currently exists.



	First, with respect to provisions that exist in agreements where the Joint Applicants provide service as ILECs,� the Joint Applicants commit to extend these same terms (except for price) to Illinois – but only if the Joint Applicants had (1) voluntarily agreed to the provision initially, and (2) the Joint Applicants believe the provision is not otherwise contrary to state law or policy.



	Second, with respect to provisions that the Joint Applicants use to compete in other jurisdictions as a CLEC,� the Joint Applicants agree to extend these terms to Illinois – but only if the provision is the result of Joint Applicants’ unique request and subject to other significant limitations.



With respect to the first commitment (the importation of provisions that SBC has agreed to in other states), should the Commission expect this commitment to improve competitive conditions in Illinois?



No.  There are two significant limitations to this commitment that render its value meaningless.



First, the commitment only involves provisions that SBC has voluntarily agreed to in other states.  Provisions that actually promote competition, however, are typically the result of arbitrations (either in the initial round or, if overlooked, in the second round).  Effective provisions tend to be contentious provisions.  The point is that this “commitment” essentially leaves the CLEC in the same position as it started – relying on SBC’s management (and its decisions as to what to agree to) as the initial arbiter of its opportunity.  To obtain anything else under SBC’s commitment requires an arbitration – but then, the CLEC could have arbitrated to begin with.  In short, CLECs are in the same position with this commitment as they are today without the commitment.



Second, SBC proposes additional interpretative limitations that are as important for their effect on the negotiation/arbitration process as they are for (whatever) their substantive definition is ultimately determined to be.  Specifically, the Joint Applicants will not offer in Illinois any provision “if there are state-specific reasons in Illinois which would make such offerings technically infeasible or unlawful/contrary to State policy.”�



Q.	But, isn’t it reasonable to exclude provisions that are “technically infeasible, unlawful or contrary to State policy”?



A.	On its face, of course it is.  But the goal should be to find a way to simplify the negotiation and arbitration process so that entrants are able to obtain more quickly, and less expensively, those items they need to compete.  The commitment proposed by SBC would, perhaps, change the issues in an arbitration,� but it would not make the arbitration itself (and its associated delay and cost) any less likely.



	It is useful to reduce SBC’s “commitment” to its elemental components.  First, SBC begins with only that universe of interconnection provisions that SBC already agrees with, albeit in another state.  SBC then reserves the right to deny an entrant in Illinois access to even this list, if SBC decides that a provision is inappropriate to Illinois.  While the entrant has the recourse to challenge SBC’s view in an arbitration proceeding, that process negates the very point of a commitment that should be designed to expedite the importation of provisions that are favorable to competition to Illinois.



Is there a way to design a commitment that would accelerate the process while still addressing SBC’s stated concerns?



Yes.  Although, for the reasons I state elsewhere in my testimony, such a provision would by no means eliminate the competitive concerns associated with the merger, an approach could be developed that would be tilted less strongly toward the interests of the incumbents.   For instance, the Joint Applicants could be required to provide CLECs in Illinois the same services, facilities or interconnection agreements/arrangements (except as to price)� that any SBC ILEC affiliate has voluntarily negotiated, or has been ordered to provide under an arbitration conducted in accordance with the federal Telecommunications Act, in another state.



To the extent that SBC believed that a particular provision or agreement is not technically appropriate to Illinois (or would be contrary to Illinois law or policy), the burden should be on SBC to seek to be relieved of the obligation to provide a particular provision with clear and convincing evidence.  For instance, within a set time (e.g., 30 days) of the approval of any future interconnection agreement/arrangement containing a provision that SBC believes is inappropriate for Illinois, SBC could file a request for a waiver, accompanied by any evidence or testimony in support of its contention.�  Absent the grant of an exemption, however, the provision should apply automatically.  Furthermore, the Joint Applicants should provide the service or facility at issue during the pendency of all rehearings and appeals, instead of delaying until their final appeal is resolved.  



Q.	SBC has claimed that an approach such as you outline would mean that the Illinois Commission was abrogating its role to other commissions.�  Do you agree?



A.	No.  The approach described above would not mean that the Illinois Commission has abrogated its authority to establish its own policies, it would simply mean that it has established its primary policy to promote local competition in Illinois.  SBC would remain free to argue that a certain provision or arrangement is inappropriate, but it could not use the process to delay or impose costs on its competitors.



Q.	Is the Joint Applicants’ second proposal (i.e., to offer in Illinois only the same agreements/arrangements that its CLEC requests in other states) a reasonable limitation?



A.	No.  First, the Joint Applicants’ proposal would not even include the agreement/arrangement that the Joint Applicants expect to use in their out-of-region entry.  The Joint Applicants acknowledge that they will most likely adopt a preexisting agreement, yet they specifically exclude extending the terms to Illinois of any agreement that they obtain in this manner.�



	Like the hollowness of the commitment outlined above -- i.e., that SBC will only extend to Illinois provisions that its ILECs have voluntarily agreed with -- the Commission should also expect that the most competitively significant provisions from another state will have already been arbitrated by another entrant.  Does anyone really expect that SBC will seek to arbitrate a new interconnection provision that would weaken an incumbent when the vast majority of SBC’s own revenues will be derived from its ILEC operations?�



Even this self-executing caveat – a caveat that would effectively eliminate the entire universe of potential agreements that any entrant would want extended to Illinois -- is not the final limitation that SBC would place on its “commitment.”  Importantly, SBC is not even agreeing to offer in Illinois a provision that it has uniquely requested (assuming any such provisions would ever exist), it is only agreeing to either offer the provision or:



…undertake the burden of proving why such a form of interconnection arrangement or “capability” should not be implemented in Illinois.�



Aside from technical legal questions over the “burden of proof,” how is this “commitment” really any different than the status quo?  Obviously an entrant would raise this issue in arbitration, and just as obviously SBC would try to explain it away.  There is no improvement in competitive conditions, no simplification of the request/arbitration process, and no real change in SBC’s incentive to balance its out-of-region entry with an obligation to open the market here.



Have the Joint Applicants placed any additional caveats on this “commitment”?



Although it is difficult to be certain, it appears that the answer is yes.  The uncertainty stems from the fact that the Joint Applicants use different language to describe their commitments at different places in their testimony and their exhibits.  Nowhere in the testimony of Mr. Kahan (SBC-Ameritech Exhibit 1.3), or in its attached summary of conditions (Attachment 1), does SBC mention its unique definition of the terms “technical feasibility” and “similarly situated CLEC” and the potentially important role these terms play to further limit its commitment. Yet, Exhibit 6 to the Amended Joint Application adds the following critical limitation as to whether a provision that its obtains as a CLEC would be offered in Illinois:



The determination of whether a UNE or interconnection arrangement is technically feasible, or whether the requesting CLEC is similarly situated, shall include appropriate consideration of regulatory, network, and market circumstances surrounding the request of SBC/Ameritech’s CLEC and the request made of SBC/Ameritech’s incumbent LEC, including but not limited to network architecture, OSS, and universal service reform.�



	SBC never explains how either technical feasibility – or any legitimate consideration of “similarly situated” – would appropriately comprise regulatory factors, market circumstances or universal service reform.�  All that can be reasonably concluded from this “commitment” is that any arrangement that can successfully navigate each of these proposed filters is not likely to present much of a threat to Ameritech’s continued dominance in Illinois.�

If the Commission wanted to design a requirement that would have more value to the competitive process, how would it be structured?



A.	To have any practical value, it would have to require that any UNEs, services, facilities, or interconnection arrangements contained in an interconnection agreement signed by a CLEC affiliate of SBC/Ameritech with an incumbent LEC, must be offered (except as to price) in Illinois.  Further, other CLECs should be able to adopt this agreement using the Most Favored Nations process, as they could with any other agreement.�



	Although such a provision would not offset the gain in market power that would result from the merger, it would provide some balance to SBC’s incentives by applying a “what’s good for the goose, is good for the gander” principle.  Of course, SBC could still avoid the most competitively favorable terms offered in a particular state by excluding any such provisions from its interconnection agreement, but at least it would have to then accept the competitive consequences for its NatLoCo affiliate.�  As with the prior discussion (applicable to interconnection provisions offered by SBC ILEC affiliates in other states), if an SBC CLEC affiliate did obtain a provision that SBC believed would be inappropriate for Illinois, it could request to be exempted from the provision.�



Is it reasonable to exclude price-related terms on a blanket basis? 



No.  SBC legitimately points out that many cost-related factors are state-specific and, as a result, it may not be appropriate to blindly import to Illinois prices established in other jurisdictions.  The validity of SBC’s observation, however, is not without limit.  Although many cost-factors are state-specific (for instance, the particular configuration of the network in a particular state), there are also a number of cost-factors (such as the cost of network equipment) that are not.�



The important point is that while the consequence of lower input costs (i.e., lower prices) may not be portable between states, the lower input values themselves should be.  That is, as other jurisdictions update cost models to reflect more current technology prices, the Commission could require that SBC file with the Commission the lowest input values used by any Commission for comparable equipment.





The Competitive Implications of NatLoCo



Q.	Please describe the principal competitive issue raised by NatLoCo.



A.	Ameritech in Illinois enjoys substantial market power -- in essence, an exchange monopoly.  The fundamental intent of the Telecommunications Act is to require that incumbent local exchange carriers (such as Ameritech-Illinois) provide other competitive carriers the opportunity to use the exchange network on an arms-length, nondiscriminatory basis so that the advantage of Ameritech’s inherited network and market position can be eroded over time.



	Now, compare this goal of nondiscrimination to the intent of the proposed merger.  One of the stated reasons for the merger is to position SBC to compete for the “national local business” customer by offering a package of services across a number of states.  Obviously, some locations will be in areas where NatLoCo will be operating as an entrant unaffiliated with the incumbent LEC, while other locations will be located inside areas (such as Ameritech’s franchise territory in Illinois) where an SBC affiliate is already the incumbent local carrier.



	The fundamental questions are these: What will be the relationship between Ameritech-Illinois (SBC’s ILEC) and NatLoCo (SBC’s “CLEC”)?  Does Ameritech-Illinois intend to treat NatLoCo like any other CLEC?  Or, will Ameritech-Illinois discriminate in favor NatLoCo, thereby enabling SBC to bundle monopoly (i.e., within franchise) services with competitive (i.e., beyond franchise) services into a single package that only another massive ILEC can match?



Did Joint Applicants explain the relationship between NatLoCo and Ameritech-Illinois during earlier hearings?



A.	No.  As I indicated at the beginning of my testimony, even the Joint Applicants admit that they did not explain NatLoCo during the original record of the proceeding.�  Because of this deficiency, the Commission requested additional detail, both on the potential effect of NatLoCo on Ameritech-Illinois’ retail services and on competition.  Among other issues, the Commission requested that the Joint Applicants:



*	Explain if the National Local Subsidiary would provide local service for its customers in Illinois.

And,

*	Explain whether the National Local Subsidiary would be treated as any other CLEC would be treated in its interactions with Ameritech-Illinois.

How do the Joint Applicants now describe the relationship between NatLoCo and Ameritech-Illinois?



A.	The Joint Applicants apparently envision an arrangement whereby Ameritech-Illinois would offer and provide local service in Illinois, while NatLoCo would have some role in “coordinating” the services of SBC’s ILEC affiliates to give the impression of a single provider.  I base this conclusion on the combination of Mr. Kahan’s testimony here:



Those services [offered in Illinois] will continue to be provided by Ameritech-Illinois by authority of Ameritech-Illinois’ existing certification and under Ameritech-Illinois’ tariffs.�



With Mr. Thomas Reiman’s (Ameritech Corp. Senior Vice President, Public Policy) testimony in Indiana that stated:



Multi-location customers will also benefit by having reduced costs and high operating efficiencies as the new company rolls out its National-Local service.  This can be accomplished since all the services will be provided by a single entity that will be capable of providing one-stop shopping, a single bill for all locations and common interoperability between locations.�



In effect, Ameritech-Illinois would evidently become the Illinois arm of SBC’s National Local Strategy.  NatLoCo would have the appearance of competing in Illinois, without any formal legal standing.�



Q.	Have the Joint Applicants committed that Ameritech-Illinois would treat other CLECs in the same manner as they treat NatLoCo?



A.	Absolutely not.  In fact, the Joint Applicants indicate that they have no intention to treat NatLoCo like any other CLEC. As they now explain, NatLoCo will not operate as a CLEC in Illinois at all – and, therefore, will not have to overcome the barriers that Ameritech throws in the way of legitimate entrants trying to buy network elements and/or interconnection as arm’s length competitors.  Instead, NatLoCo will work “cooperatively” with Ameritech-Illinois in some vague and undisclosed manner.  The Joint Applicants’ never suggest (and, when pressed, deny) that services/facilities provided by Ameritech-Illinois to NatLoCo would be available to other CLECs in any manner.



	For instance, Mr. Kahan reiterated prior testimony to offer a “specific” example of how the relationship would work:



	I would expect that the Ameritech national accounts sales force will market to Sears, for example, in Chicago.  And if they are successful, they will be the provider of services to the national local company using the cost – and under affiliate transaction rules the federal government and the state governments dictate.�



	In response to discovery, however, SBC denied that even its own example of the relationship between Ameritech-Illinois and NatLoCo could be relied upon: �



Does Mr. Kahan’s testimony mean that, for national customers headquartered in Illinois, Ameritech Illinois will be the marketing contact for the “national local” package of services, i.e., services to provided both in Illinois and nationally?



See SBC’s response to R1-19(a).  A final determination as to the marketing contacts within Illinois for national customers has not yet been determined.



	Furthermore, the Company has made clear that whatever the relationship between Ameritech-Illinois and NatLoCo, it has no obligation to extend similar – much less, nondiscriminatory – treatment to other competitors:�



If so [that is, if Ameritech-Illinois provides marketing service to NatLoCo], does Ameritech Illinois intend to make the same marketing service available (through “subcontracting” or otherwise) to companies like AT&T and MCI?  If so, please describe.



See SBC’s response to R-19(a) and R-20(a).  SBC does not contemplate that Ameritech Illinois will perform marketing services for its competitors.



It is also important to note that even more general questions concerning the relationship between Ameritech-Illinois and NatLoCo met with similar stonewalling.  Attached is SBC-Ameritech’s response to AT&T 1-19 (Attachment 1.2.2 hereto) which sought clarification concerning each of the ways that Ameritech Illinois would “cooperate” with NatLoCo and asked whether Ameritech would provide similar functions/capabilities/services to other CLECs.  Even though the question was different, the answer was the same – no marketing (and no further details).



SBC-Ameritech’s response to AT&T 1-19 is particularly important because that request essentially sought detailed answers to the same question posed by the Commission – exactly how will Ameritech-Illinois provide service to NatLoCo, and will it treat all CLECs the same?  This question is critical and was clearly stated in the Commission’s specific request to the Joint Applicants.  Yet, even at this late date, the Joint Applicants’ response to AT&T 1-19 demonstrates that they would rather deflect questions than defend their intention.



Are there other issues raised by the Joint Applicants’ intention to have NatLoCo and Ameritech-Illinois offer service “cooperatively”?



Yes.  Wholly aside from Ameritech-Illinois’ intention to provide (some undisclosed mix of) services/facilities/marketing to NatLoCo that it will not make available to other CLECs, there is also the issue as to what NatLoCo will pay Ameritech-Illinois for these services/functions that only it can obtain.  With respect to this concern, the Joint Applicants’ offer a single comment:



… all such dealings between Ameritech Illinois and the National Local Subsidiary will be controlled by federal and state affiliate transaction rules, and will be subject to review by the Commission.�



	In this vague, imprecise form, the comment gives the illusion of having some effect.  But, when pressed for details, the Joint Applicants revealed just how vacuous this “protection” is:�



Please list each and every “affiliate transaction rule” that SBC believes will govern the conduct between NatLoCo and Ameritech Illinois.



		A.	See SBC’s response to 1-19(a).  The cost of functions that Ameritech Illinois performs for the National-Local Subsidiary would presumably be allocated under 47 CFR § 32.27 and § 64.901 and any other applicable affiliate transaction rules.



Q.	What is wrong with this response?



A.	First, let’s begin with the obvious – the inclusion of the modifying term “presumably.”  Unlike the tone of Mr. Kahan’s direct testimony that implied that there was some set of pre-existing regulations that would protect competitors from the problems created by the NatLoCo/Ameritech-Illinois axis, the Joint Applicants cannot now bring themselves to agree that any specific rule would unambiguously apply.



Second, although the Joint Applicants assert that any cost allocation would be subject to review by this Commission, they did not cite a single Illinois rule that would be within the Commission’s jurisdiction.  Both rules they offer – which, as explained in more detail below, don’t even apply to the problem at hand – are federal, and not state, rules.



	Third, even if the Joint Applicants had been able to identify an Illinois affiliated-transactions rule that would give the Commission jurisdiction to review, there would remain the substantial difference between “review” and “corrective action.”  As a threshold matter, cost allocation between affiliates is only meaningful if one (or both) of the affiliates are subject to a form of regulation where the cost-allocation has a price and profit implication.  This is not the case here, where Ameritech-Illinois is subject to price-cap regulation and NatLoCo is (presumably) subject to nothing.  There is simply no reason to expect that any form of cost-allocation can prevent competitors from being disadvantaged by NatLoCo’s special relationship with Ameritech Illinois (i.e., the same stockholder).



Would the cost allocation rules that SBC does cite (47 CFR § 32.27 and § 64.901) make sense, even assuming that Ameritech-Illinois was still subject to rate of return regulation (and these were the rules that actually, and not just presumably, applied)?



No.  Although I have only had time to do a cursory review of the rules that SBC-Ameritech suggest could (under some undisclosed condition) govern the relationship between NatLoCo and Ameritech-Illinois, even this review raised more questions than answers.



First, 47 CFR § 32.27 appears to focus on valuing the transfer of regulated assets between affiliates:



§ 32.27(a):	Unless otherwise approved by the Chief, Common Carrier Bureau, transactions with affiliates involving asset transfers into or out of the regulated accounts shall be recorded by the carrier in its regulated accounts as provided in paragraphs (b) through (f) of this section [i.e., the rest of the rule].



But precisely which regulated assets does SBC intend to transfer from Ameritech-Illinois to NatLoCo?  SBC has never before indicated that NatLoCo would be stocked with Ameritech-Illinois assets, and its testimony on Re-Opening would suggest that NatLoCo (at least for this round of testimony) intends to have no Illinois assets.�  On the other hand, if the Joint Applicants have no intention to transfer assets between Ameritech-Illinois and NatLoCo, why did they cite § 32.27 and imply the Commission should take some comfort from its presence?



The usefulness of the second rule cited by SBC (§ 64.901) to either detect or prevent Ameritech-Illinois from favoring NatLoCo is no better than that of § 32.27.  Rule § 64.901 applies to a company allocating its own costs between regulated and non-regulated activities, and does not appear (on its face) to address transactions between affiliates at all.  The bottom line is that the Joint Applicants have not identified a single rule that would detect (much less prevent) Ameritech Illinois discriminating in favor of NatLoCo.



Q.	Did the Joint Applicants answer the Commission’s question as to “whether the National Local Subsidiary would be treated as any other CLEC would be treated in its interactions with Ameritech-Illinois?”



A.	Not directly, no.  But, through inference and discovery the answer becomes clear -- sadly (but not unexpectedly) Ameritech-Illinois will not treat NatLoCo like other CLECs.�  Although SBC tried to soften the harshness of this answer with vague references to “cost allocation and affiliate transaction rules,” none of the cited rules -- even if they were actually applicable, and not simply presumably applicable – would ensure that Ameritech-Illinois would treat NatLoCo like any other CLEC.



	If there is to be a NatLoCo, then it is critical that other CLECs have an opportunity to compete with it on a level playing field.  This means that NatLoCo should not be allowed to create national local packages in “cooperative partnership” with its ILEC affiliates.  Like any other CLEC, NatLoCo should be required to overcome the same entry barriers (such as primitive OSS and efforts to limit the availability of UNEs) that its ILEC affiliates impose on every other market participant.



How could the Commission assure that Ameritech Illinois treats NatLoCo like any other CLEC?



A.	First, NatLoCo should be prohibited from including, in any national bundle that it offers, any service offered by Ameritech-Illinois.  Any attempt to prevent discrimination while still allowing NatLoCo to leverage the Ameritech-Illinois incumbent market position would be a fool’s errand.  The situation the Commission confronts here – superficial promises backed by evasive answers – can be expected to characterize any arrangement where NatLoCo is bundling Ameritech-Illinois’ services into a national package of services offered by other SBC affiliates. 



	The only way that Ameritech-Illinois can treat NatLoCo like other CLECs is if NatLoCo offers services in Illinois as a separate entity, and subject to rules which recognize the unique problems that arise when a CLEC is a wholly-owned affiliate of an ILEC.  The key problem stems from a single, undisputed fact that must be recognized in every Commission policy that addresses Ameritech-Illinois’ relationship to NatLoCo: Because these companies have the same stockholder, the price that NatLoCo pays to Ameritech-Illinois for services/facilities is irrelevant to its economic behavior.  All that matters is the cost that Ameritech-Illinois incurs.  As I explain below, this means that the most important condition that can govern Ameritech-Illinois’ relationship to NatLoCo is that NatLoCo be permitted to buy from Ameritech-Illinois only those services/facilities that are: (1) available to any other CLEC, and (2) are priced at rates based on economic cost.



Q.	Why is it so important that the price of any service/facility that Ameritech-Illinois provides to NatLoCo be cost-based?



A.	Because NatLoCo and Ameritech-Illinois are owned by the same entity, the price that NatLoCo pays Ameritech-Illinois is nothing more than shifting dollars from one pants pocket to another.  If you own the pants, there is no real effect.  NatLoCo’s “cost” for services/facilities purchased from Ameritech-Illinois becomes Ameritech-Illinois’ revenues.  When costs/revenues are consolidated to determine SBC’s earnings, the transaction “nets out” with no effect on corporate profits.



	Consider the following simple example.  Assume that to serve a particular customer, NatLoCo and another CLEC need to obtain from Ameritech-Illinois a service/facility that costs $10.00, but has a tariffed price of $15.00.  When the CLEC purchases the service/facility, it experiences a real cost of $15.00 – and, to make any profit, it must price its service to the end-user by at least $15.00 (plus an amount to recover its own costs).



	In contrast, when NatLoCo “pays” $15.00, Ameritech-Illinois receives the $15.00 as revenue and incurs the real cost of $10.00.  Because both NatLoCo and Ameritech-Illinois are wholly-owned subsidiaries of SBC, the $15.00 that NatLoCo pays Ameritech-Illinois is irrelevant – the $15.00 “cost” to NatLoCo is exactly offset by $15.00 revenue to Ameritech.  The only cost that is relevant to SBC is the actual cost of $10.00, and NatLoCo can be expected to behave accordingly.



Q.	You indicated that this concern is the consequence of a single, undisputed fact.  Do the Joint Applicants agree that they will compete based on the combined effect on Ameritech-Illinois and NatLoCo? 



A.	Yes.  This is the most critical factor of the above analysis and the Joint Applicants agree that it will be the consolidated return from a customer that will determine their competitive behavior:



	As Joint Applicants have also explained, a primary purpose of the proposed merger is to allow Joint Applicants to compete effectively for these high volume, high revenue customers.  Unlike their competitors, however, Joint Applicants (who will ultimately view the economic return on serving these customers on a consolidated basis) do not have the same incentive to move such customers off the incumbent network …�



Q.	What are the implications of this fact?



A.	The principal implication is that the Commission must always require that whatever service/facility that Ameritech-Illinois provides to NatLoCo, that the facility be priced at its forward-looking economic cost and be available to other CLECs on identical terms and conditions (including ordering and provisioning using the same OSS).  Other approaches will simply fail.



	For instance, if NatLoCo agrees to purchase services/facilities from Ameritech at tariffed rates – but the price of these services are inflated above cost – then the commitment is meaningless as a means to prevent discrimination.�  The Joint Applicants admit that they are concerned only with the consolidated returns, which will be decided by Ameritech-Illinois’ actual cost, and not the “tariffed rate” that it charges NatLoCo.



	Similarly, “allocation” rules that allegedly divide costs between Ameritech-Illinois and NatLoCo provide the illusion of protection without the effect.  Moreover, this approach is even more troubling because it implies both that the transaction is not cost-based and the service/facility will not be available to other CLECs.



	Finally, the Commission must prohibit NatLoCo from simply “reselling” Ameritech-Illinois’ services because service-resale is inherently discriminatory and favors an affiliate of an ILEC such as NatLoCo.



Q.	How would resale uniquely advantage NatLoCo?



A.	Service-resale by an ILEC’s affiliate uniquely advantages the affiliate and is inherently discriminatory.  A wholly-owned affiliate like NatLoCo is able to use resale within the franchise of its affiliated ILEC because none of the financial and market constraints that would affect a legitimate entrant apply.



	For instance, under service resale, Ameritech-Illinois would continue to receive access revenues for each of NatLoCo's customers.  In effect, NatLoCo would be nothing more than an uncompensated marketing agent for Ameritech-Illinois’ access service.  While this relationship would be acceptable to NatLoCo, no independent CLEC could succeed in such a role.  Access revenues would figure prominently in the consolidated return enjoyed by NatLoCo and Ameritech-Illinois, but would figure just as prominently as an actual cost for any CLEC that provided both local and long distance service.



	Furthermore, the defining constraint of resale is that the CLEC-reseller can only offer services that are identical to those of the incumbent.  This limitation, however, could actually work to NatLoCo’s advantage.  Far from being concerned with an inability to establish a unique product, NatLoCo would want customers to perceive it as the incumbent – the goal would be to trade Ameritech-Illinois’ monopoly legacy and reputation.  Because of the inherent limitations of service resale, virtually every major carrier that has tried to compete using service resale -- at least, every unaffiliated carrier -- has terminated its resale activity.



	The point here is that competition will be harmed if SBC is allowed to bundle monopoly and competitive services across its vast post-merger footprint – a footprint that no other carrier comes close to replicating.  Whether the harm is achieved by bundling NatLoCo’s services with those of Ameritech-Illinois  – or by NatLoCo reselling the same Ameritech-Illinois service – the result would be a crowding out of legitimate competitors that have no base of incumbent customers to leverage.

Enforcement



Q.	What do you believe the Commission was trying to achieve with its request for more information concerning enforcement mechanisms?



A.	The Commission questions were clearly focused on developing an enforcement process with self-executing penalties that did not depend on continued regulatory review and intervention to be effective.  This intent is plain in Commission Issue No. 11:



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



Q.	Overall, have the Joint Applicants proposed an enforcement process that can be expected to reduce litigation, speed entry or otherwise streamline the process?



A.	No.  As I explained at the outset of this testimony, the so-called interconnection commitments by the Joint Applicants are virtually worthless as a means to reduce litigation and speed entry.  The problem that these commitments should address is the delay and cost of the arbitration process.  The solution proposed by the Joint Applicants, however, is essentially the same arbitration process, with its attendant cost and delay.  The enforcement mechanism is unchanged.

	With respect to creating an automated enforcement mechanism that relies on liquidated damages tied to specific performance measures and benchmarks, the Joint Applicants have fundamentally agreed only to “talk about it” in future collaborative workshops and hearings.  Although preferable to refusing to “talk about it,” there has been no real change in either the manner, or the incentives, of the discussion that is likely to occur.



	The principal barrier to local competition has been a recalcitrant ILEC.  After the merger, the fundamental circumstances that will change is that the ILEC will be larger, Illinois will be proportionally smaller (to the combined entity), and the true headquarters, more distant.  Against this backdrop, a “commitment” to “talk about a commitment” is of limited value, at best, and it stands in stark contrast to what the Commission has requested.



	It is useful to remember that the Commission is here reviewing this merger because SBC prefers to adopt the role of incumbent rather than compete as an entrant.  SBC could have come to Illinois with the commercial incentive to tear down Ameritech’s entry barriers.  Instead, because SBC would rather become the incumbent, the Commission’s only hope now is to use regulatory tools and meaningful conditions to try and achieve the same result. 



The bottom line is the Commission should view with great skepticism (and attribute little real usefulness to) the enforcement mechanisms that the Joint Applicants have offered.  Either the conditions to be enforced themselves have little substance (how do you enforce a commitment as heavily caveated as the Joint Applicants’ interconnection commitments?), or the Joint Applicants’ commitment is only to create an enforcement mechanism in the future. 



Q.	Can you provide an example?



A.	Yes.  Consider how the Commission would “enforce” the Joint Applicants’ commitments to implement “shared transport” with a goal of meaningful competition.�  The fundamental reason CLECs seek shared transport is to be able to offer broad-scale, mass-market services using the UNE-Platform.�   As explained by AT&T witness Turner, implementing shared transport in the timeframes now agreed to by the Joint Applicants will have very little real impact in the market.  This is because the OSS needed to process and provision commercial volumes of orders will not be in place until much later.



	The central goal of an enforcement mechanism should be to make sure that market conditions change from what they are, to what they can be.  While the Joint Applicants have proposed a specific commitment and timetable for shared transport,� they have made no similar commitment to the underlying OSS that would make the shared transport “concession” significant.  As a result, there is no enforcement mechanism to achieve the intent of shared transport, because there is no real timetable and commitment to make the shared transport commitment competitively significant.



Q.	In the absence of incident-based, liquidated damages, should the Commission expect any less need for regulatory intervention in the future?



A.	No.  As I warned in the introduction to this testimony, the unfortunate fact is that many of the Joint Applicants’ commitments are little more than promises to do what they are legally obligated to do, tied to enforcement mechanisms that are already available: arbitrations, complaints, litigation, etc….  To illustrate this point, I have attached excerpts from the Joint Applicants’ Response to the Commission’s June 15 letter where each reference to a preexisting enforcement mechanism is redlined for emphasis (Attachment 1.2.3). As this exhibit so graphically shows, the favored enforcement mechanism in the Joint Applicants’ proposal remains the status quo.



	There is an old political saying that half a loaf is better than none.  The same, however, cannot be said for scissors – a half a scissor simply will not get the job done.  The Joint Applicants’ approach to enforcement is the “half-a-scissor solution.”  Shared transport is offered under defined timelines -- but the OSS to make it commercially meaningful are not.   Joint Applicants commit to implementing specific performance measures -- but only measures that they choose, and agree only “to talk about” the benchmarks and penalties that will make the measures relevant.  Joint Applicants’ promise they will extend to Illinois interconnection provisions from other states to avoid unnecessary arbitrations – but the commitment is so laden with restrictions/limitations that arbitrations are all but inevitable.  Absent is the full pair of scissors – i.e., a matched commitment and enforcement mechanism that will automatically improve competitive results.



 Q.	Does this conclude your testimony?



A.	Yes.

� I have not yet reviewed SBC/Ameritech’s proposed conditions filed with the FCC on July 1, 1999 and therefore do not address the proposed FCC conditions in this testimony.

� 	For simplicity, I will refer to these companies as monopolies even though the label is not technically precise.  Certainly, competition is emerging in some areas served by the companies -- but, just as certainly, the companies continue to dominate their respective markets and the term “monopoly” is more accurate than any other phrase.   Rather than clutter the testimony with modifying adjectives that add little value (e.g., by referring to SBC and Ameritech as dominant firms exhibiting market power), I will use the simple shorthand of “monopoly” to capture the essence of their market position.



�	This “logic” has been a central component of the Joint Applicants’ case since the beginning and was explained to the Indiana Commission as recently as May 28, 1999 (Direct Testimony of James Kahan, SBC-Ameritech Exhibit JSK, Indiana Utility Regulatory Commission No. 41255,  page 19):



	With these additional resources at its disposal [from the merger], Ameritech Indiana will be a stronger, more effective competitor in the Indiana market for telecommunications services.  This enhancement in Ameritech Indiana’s competitive status will trigger additional competition in Indiana from other telecommunications providers, with the result that Indiana consumers and businesses will be provided new and improved products and services at competitive prices.



� 	Letter from Chairman Mathias to Examiners Goldstein and Moran, June 4, 1999 (Mathias Letter).



� 	Ibid.



� 	See, for instance, SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 20 (emphasis added):



As Joint Applicants have also explained, a primary purpose of the proposed merger is to allow Joint Applicants to compete effectively for these high volume, high revenue customers.



� 	SBC-Ameritech Exhibit 6 to the Amended Joint Application, page 28, emphasis in original.  While I agree that the Joint Applicants ignored the issue of the National Local Subsidiary – not surprisingly, given their description as to how NatLoCo will operate here – it was most certainly a subject of the docket.  See Rebuttal Testimony of Joseph Gillan at 16-21 (AT&T Ex. 1.1).



� 	If the pending Bell Atlantic/GTE merger is approved, these two carriers (i.e., the post-merger Bell Atlantic and the new SBC) would control nearly 75% of the nation’s business market, with the closest competitive local exchange carrier (MCIWorldCom) serving only 2% of the market.



�	Joint Declaration of Jeffrey C. Kissell and Scott M. Zimmerman, filed on behalf of Bell Atlantic and GTE before the FCC in support of the application of these ILEC’s merger, CC Docket 98-184, ¶ 6.



� 	Specifically, the Commission asked “whether the National Local Subsidiary would be treated as any other CLEC would be treated in its interactions with Ameritech Illinois?”  Mathias Letter, June 4, 1999.



� 	Joint Applicants refer to this as Interconnection Commitment A.



� 	Joint Applicants refer to this as Interconnection Commitment D.



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-opening of James Kahan, page 7.



� 	As a practical matter, it is not clear that the commitment would even change in any material way the issues of the arbitration.   Under federal rules, SBC’s obligations to provide entrants access to network elements and interconnection is already defined in part by what it (and every other ILEC) provisions in other states:



CFR § 51.307	(c)  Previous successful interconnection at a particular point in a network, using particular facilities, constitutes substantial evidence that interconnection is technically feasible at that point or at substantially similar points, in networks employing substantially similar facilities.  Adherence to the same interface or protocol standards shall constitute evidence of the substantial similarity of network facilities.



CFR § 51.311	(b)  Previous successful access to an unbundled element at a particular point in a network, using particular facilities, constitutes substantial evidence that interconnection is technically feasible at that point or at substantially similar points, in networks employing substantially similar facilities.  Adherence to the same interface or protocol standards shall constitute evidence of the substantial similarity of network facilities.



� 	The commitment appropriate to importing price-related factors is discussed separately.



� 	Of course, the Commission would also have to establish a procedure by which existing provisions would be identified and that would enable SBC to seek a waiver on this initial list.



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-opening of James Kahan, page 13.



� 	This is particularly true since SBC’s commitment only has a duration of three years, which is also likely to be the term of any initial agreement that it will operate under.



� 	SBC’s proprietary business analysis of its National Local Strategy showed that NatLoCo would represent only a small fraction of SBC’s operations, even in the final year of the analysis’ projections.



� 	Attachment 1 to SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-opening of James Kahan, unnumbered page 3.



� 	Amended Joint Application, Exhibit 6, p. 9 (emphasis added).



� 	It is useful to contrast these limitations on availability to the federal rules regarding MFN rights more generally (CFR § 51.809(a)) which state:



	An incumbent LEC may not limit the availability of any individual interconnection, service, or network element only to those requesting carriers serving a comparable class of subscribers or providing the same service (i.e., local, access, or interexchange) as the original party to the agreement.



� 	The Joint Applicants’ position on the role and definition of “technical feasibility” is further contradicted by the testimony of James Kahan (SBC-Ameritech Exhibit 1.3, page 14) that clearly states:



Joint Applicants’ believe that technical feasibility will have the same meaning here as it does in TA 96 (e.g., 47 U.S.C. § 251(b)(2)(b); see also 47 CFR § 51.5).



Yet, there is no mention in either of these sections of the “market circumstances” or “universal service reform” that SBC adopts here.



� 	The Commission should clearly define the term “interconnection agreements” to include Statements of Generally Available Terms, as well as other contractual mechanisms such as tariffs.



� 	To the extent that NatLoCo remains focused on the large business market, this proviso would substantially lessen the competitive value of the commitment in Illinois.



� 	As noted, SBC should be required to supply all supporting evidence and testimony with its request for waiver to enable the Commission (and other parties) to respond expeditiously.



� 	Indeed, one of the stated justifications for the proposed merger is to achieve lower costs for this equipment by becoming a larger purchaser.



� 	See, for instance, Exhibit 6 to the Amended Joint Application (emphasis in original):



	While the Joint Applicants are pleased to have an opportunity to explain the possible impact of National Local Subsidiary would have … Joint Applicants note that this issue was not the subject of this docket.



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-opening of James Kahan, page 21.



� 	Direct Testimony of Thomas Reiman at 25, Indiana Utility Regulatory Commission Cause No. 41255 (emphasis added).



� 	SBC has stated that it will not file for a local exchange certificate for its NatLoCo subsidiary in Illinois until January 1, 2001.



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 20.



� 	Response of SBC Ameritech to AT&T Request 1-20(a), June 29, 1999.



� 	SBC Ameritech Response to AT&T Request 1-20(b). 



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 21.



� 	SBC Ameritech Response to AT&T 1-20 (c), June 29, 1999, emphasis added.

� 	Recall that the Joint Applicants have indicated that NatLoCo will not require certification in Illinois.  SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 21.



� 	Although SBC-Ameritech’s testimony proved that the answer to the question was no, perhaps because the answer was no, the Joint Applicants never answered this question from the Commission directly.



� 	SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 20, emphasis added.



� 	See, for instance, SBC-Ameritech Exhibit 1.3, Direct Testimony on Re-Opening of James Kahan, page 22, which suggests that because NatLoCo would (in the future) obtain services from Ameritech-Illinois through an interconnection agreement that would be available to other CLECs, discrimination could be prevented.



� 	Mathias’ Letter, June 4, 1999.



� 	AT&T witness Steven Turner will address the Joint Applicants’ positions regarding shared transport in more detail.  My purpose here is to simply use the “shared transport” issue to illustrate the continuing enforcement issue.



� 	I will not repeat here each reason that UNE-P is the arrangement needed for mass-market competition.  The Commission has a long record on this topic, beginning with its Wholesale/Platform Proceeding, ICC Docket No. 95-0458/0531 consol. (June 26, 1996), which established the national model for this arrangement.



� 	The real lesson from Ameritech’s interim proposal is that the shared transport controversy was never necessary.  It is a sad irony that it took a proposal for Ameritech to be bought by a Texas company for Ameritech to promise to implement an arrangement (the UNE Platform) that was created by the Illinois Commission.   From the outset, Ameritech’s positions on shared transport were strategic.
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Gillan Direct Testimony on Reopening (AT&T Ex. 1.2) 		
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