REBUTTAL TESTIMONY ON REOPENING 


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





What is the purpose of your rebuttal testimony on reopening?





The purpose of my testimony is to respond to Staff witness Marshall, GCI witness Selwyn and DSSA witness Samuelson on issues related to the Joint Applicants’ calculation of the savings which are expected to result from this merger.


�
STAFF





Q.	Please summarize Staff’s position on savings allocation.





As discussed by Ms. Marshall, Staff continues to believe that 100% of the “merger synergies”, i.e., expense savings and revenue enhancements, should be flowed through to ratepayers.  Staff also believes that savings should be allocated based on actual data, not estimates.  (Staff Ex. 1.02, pp. 25-27).  





Ms. Marshall further commented that no additional data had been supplied in response to the Commissioners’ Question 8 or in response to Staff Data Requests.  She noted Joint Applicants’ responses to Staff Data Requests JRM 1.02 and 1.03 which state that the estimates had been performed at a macroeconomic level and that no state-specific or USOA-account specific analyses had been performed.  (Staff Ex. 1.02 at 27-28).





Finally, Ms. Marshall stated that the $31 million net present value I recommended should not be used as a basis for allocating savings to ratepayers.  She contended that use of actual data is preferable.  In the event estimates are used, she testified that a three-year time horizon was too short, because not all of Ameritech Illinois’ services would be fully competitive in that period.  She recommended that one-time costs should be amortized over 10 years, the period over which she assumes the synergies will be realized.





What is the Joint Applicants’ overall response to Staff’s position?





The Joint Applicants continue to believe that no allocation of savings should be made to Ameritech Illinois’ ratepayers, because the Company operates under a price regulation plan.  However, if the Commission decides that some allocation should be made, then the percentage allocated to ratepayers should be small (much smaller than would be made in the context of a rate-of-return regulated company) and it should be based on actual data.





However, in the event the Commission concludes otherwise, the $31 million net present value calculation I provided in my direct testimony is the right starting point in any savings allocation and I disagree with Ms. Marshall’s criticisms.





Why is a three-year limit on consideration of merger costs and savings appropriate?





There are three reasons.  First, any regulatory requirement to return savings to customers is, by definition, premised on the assumption that the marketplace cannot be relied upon to perform this function.  The telecommunications marketplace is clearly becoming more competitive.  Therefore, any savings flow-through calculation must be reasonably limited.  I believe that there will be substantial competition for Ameritech Illinois’ services within three years after the merger is consummated (i.e., third quarter of 2002) and that this represents a reasonable time horizon.  For example, the economics underlying AT&T’s current cable strategy appears to depend on relative rapid deployment of a broad range of services, including Internet access and telephony.  Also, MCI contends that the availability of shared transport and the UNE-P will permit broad and rapid deployment of competitive local services to residence and business customers.  (MCI Ex. 3.0, pp. 11-14).  Given the Joint Applicants’ commitments in this regard, a three-year time horizon for the consideration of savings represents a long, not a short, period of time.





Second, Ms. Marshall has applied the wrong test.  Contrary to Ms. Marshall’s contention, whether or not Ameritech Illinois may still be offering some “noncompetitive” services at the end of this three year period is not dispositive of the amortization issue.  It is my expectation that any services which remain noncompetitive will be the services most underpriced relative to cost, e.g., residence network access lines in high cost areas or services provided to customers who make little use of the network.  In these instances, competitors have no economic incentive to provide alternative services.  Logically, market pressure to reduce rates will occur on higher margin services and in connection with communications-intensive customers.  These pressures could result in rate reductions on “competitive” services alone that fully flow through the expected savings.  Staff has provided no analysis of these market forces, so as to justify a 10-year view.





Third, any rate reduction ordered at this time is fundamentally interim in nature.  Staff’s plan is to address savings comprehensively in the Alternative Regulation Plan review proceeding (Docket 98-0252), making whatever adjustment to the productivity or “X” factor that may be appropriate.  Three years is more than enough time to complete Docket 98-0252.





Are other policy issues raised by Staff’s ten-year proposal?





Yes.  Fundamentally, amortizing the one-time costs over a 10-year period is a throwback to rate-of-return regulation and to markets controlled by regulation, rather than competition.  Staff’s proposal defers recovery of the one-time costs required to achieve the cost savings over the entire 10-year period.  Until the 10-year period expires, Ameritech Illinois would be returning to ratepayers more in rate reductions than the savings it will actually incur on its books.  This produces a net savings deficit from a financial perspective.  The deficit is particularly acute over the first 5 years of the 10-year period.  My Schedule 1 demonstrates the deficit effect of Staff’s proposal.





Amortizations of this type are only fair to the utility if the regulator can “guarantee” that the utility will earn the revenues required to be made whole over the entire amortization period.  If the utility’s revenues decline at any point during this period (and if rate relief is not granted or possible in the marketplace), then ratepayers will have received more in rate reductions than the utility actually experienced in net cost savings.





I do not believe that this Commission, in good conscience, can provide any assurances to Ameritech Illinois about its revenue levels over the next 10 years, extending to the year 2009.  The local exchange marketplace will look entirely different 10 years from now than it does today.  In fact, this Commission may no longer even be actively regulating intrastate telecommunications services.  Whatever one’s view about whether local competition will be “here” in 3 years, no one could seriously argue that the local marketplace will remain unchanged for 10 years.  A similar uncertainty about the Commission’s ability to fulfill its side of the capital recovery regulatory bargain resulted in deregulation of Ameritech Illinois’ depreciation rates and adoption of the Alternative Regulation Plan in Docket 92-0448.





In short, the Commission should not adopt any amortization period for these one-time costs that is longer than the time horizon over which it can predict changes in the marketplace and “guarantee” Ameritech Illinois recovery of those costs.  Given the unexpected events of this last year alone, I believe that even a three-year period is overly long.





Does Staff’s amortization proposal also have implications for the Alternative Regulation Plan review process?





Yes.  I do not understand Staff to be changing its position that savings should be addressed when the price index is reviewed in Docket 98-0252.  Staff’s original proposal based on actual data was financially coherent.  That is, actual savings would be flowed through to ratepayers each year in the annual filing process until a forward-looking adjustment could be made in the index itself, capturing whatever share of the savings is deemed appropriate on an ongoing basis.  There was no overlap between the two processes.





Staff’s amortization proposal, however, creates just such an overlap and could result in double-counting the savings unless special adjustments are made.  That is because the unamortized portion of the costs would have to be offset against the “X” factor to avoid overstating the savings.  While this could be done mathematically, such an adjustment would complicate the price index development process and would undoubtedly lead to another round of disputes between the parties over how to accomplish it.





Is Staff’s approach to the amortization period logically consistent with its original flow-through proposal?





No.  As I understood Staff’s original proposal, and Ms. Marshall’s current testimony states that it has not changed, the annual adjustments based on actual data would reflect all one-time costs in the year they are incurred.  Thus, there would be no amortization at all, much less a 10-year amortization.


If there was to be no amortization under the original Staff plan, there should be no amortization under a one-time credit plan.  Nothing in the shift from use of actual to estimated data logically supports a shift from reflection of costs in the years they are incurred to a 10-year amortization period.  The principal difference between the two approaches is that estimated data are less certain than actual data.  Data uncertainty does not change timing issues, i.e., when costs ought to be recognized for ratemaking purposes.





The only other difference between the two approaches is that a net present value calculation must be made.  I do not understand Ms. Marshall to be disagreeing with my NPV calculation, if such a calculation must be made.  Again, however, this NPV process bears no relationship to the issue of when costs incurred to achieve the savings should be recognized for ratemaking purposes.





Would you address why more specific estimates of costs and savings were not produced in response to the Commissioners’ Question 8 and Staff’s Data Requests?





Yes.  More specific estimates simply do not exist.  The savings calculations which SBC prepared were designed for its own internal use in establishing a purchase price and to address the questions which the financial markets would have about this merger.  SBC and investors were both concerned about economics of the overall transaction and the future performance of the combined entity.  Neither SBC nor investors needed this information on a state-specific, jurisdictional, USOA-account basis.





Given the significance of this data to SBC itself and the financial markets, I am confident that SBC would have developed as accurate an estimate as possible.  Contrary to Ms. Marshall’s suggestion, in my experience companies do not intentionally understate (or overstate) their financial expectations.  Errors on either side can produce disgruntled investors (or potential investors) who have numerous legal recourses available to them.  Moreover, SBC had substantial experience with the Pacific Bell merger before it embarked on this merger, which would have improved the accuracy of its estimating process.





I seriously doubt, moreover, that any attempt to reduce the aggregate data to the state-specific, jurisdictional, USOA-account level which Staff prefers would produce more meaningful information.  Ameritech Illinois would simply have had to apply more factors and more judgment to numbers that are already based on factors and estimates.  Only actual operations on a post-merger basis will produce the kind of precise, auditable information which Staff seeks.





In discussing Attachment B to her testimony, Ms. Marshall states that the synergies through the year 2010 continue to increase in each year.  Is that an accurate portrayal of the situation?





No.  All synergies are fully achieved as of year four (i.e., 2003 on Attachment B).  The growth shown in the succeeding years represents the impact of inflation during the period.





Ms. Marshall also states that merger savings will be flowed through to ratepayers in Ameritech Illinois’ federal price cap plan (Marshall, pp. 26-27).  Is this accurate?





No.  Merger savings would not qualify as an Exogenous Change under the federal plan.





GCI





Please summarize Dr. Selwyn’s testimony relative to savings calculations.





Dr. Selwyn has essentially resubmitted the same analysis he provided in the initial phase of this proceeding, with certain modifications.  Dr. Selwyn relies again on the premium which SBC will pay Ameritech’s shareholders to acquire the Company as his starting point.  The only change he has made was to correct an error in his original use of factors to reduce the total premium to an Ameritech Illinois, regulated level.





Is Dr. Selwyn’s premium-based approach any more valid now than it was earlier in the proceeding?





No.  It still suffers from precisely the same flaws.  That is, it allocates virtually all of the synergies to be achieved over the 13-state, combined region to Ameritech alone.  This wildly overstates the savings which Ameritech (or Ameritech Illinois) would achieve on an operational basis.  There simply is no connection between Dr. Selwyn’s calculations and the savings that will actually appear on Ameritech Illinois’ books and records.  Therefore, it comports with no accepted regulatory or financial accounting principles.  This is one of the major reasons why Dr. Selwyn’s methodology has never been accepted by any other state commission.





Dr. Selwyn claims that his approach relies on more “credible” projections than your calculations, because the two companies relied on the information he used in structuring the deal (Selwyn, pp. 6-7).  Would you comment?





Yes.  Dr. Selwyn’s argument makes no sense whatsoever.  The savings projections which SBC and Ameritech developed to support the $15 billion premium are the same projections which SBC and Ameritech Illinois used as the starting point in their savings calculations.  If those aggregate projections can be relied on for Dr. Selwyn’s purposes (and he claims that they can be, because the Applicants relied on them to structure the transaction), then they can be equally relied on in my analysis.  The only “modification” which the Joint Applicants made to this data was to apply factors to split the aggregate savings number between SBC and Ameritech, between regulated and unregulated operations, between the operating companies and between the intrastate and interstate jurisdictions.  Use of factors in regulatory accounting practices is common for multi-state, multi-jurisdictional entities, and Dr. Selwyn does not contend otherwise.  





Whether the factors themselves are reasonable or not is a fact question.  Dr. Selwyn had ample opportunity to examine these factors during the earlier phase of this proceeding.  At no time did Dr. Selwyn -- or any other party -- lodge any objection against the factors themselves.  In fact, Dr. Selwyn used most of them himself.  The only factor he did not use was the initial allocation between SBC and Ameritech.  It is incumbent on Dr. Selwyn to identify concrete errors.  It is wholly improper for him to suggest that I have somehow manufactured or manipulated the data to achieve a predetermined result without any support whatsoever.  





Dr. Selwyn criticizes your use of a three-year time frame.  (Selwyn, pp. 7-8).  Please respond.





I have already addressed this issue in connection with Ms. Marshall’s testimony.  Dr. Selwyn’s approach is invalid for the same reasons.





Dr. Selwyn claims that you failed to recognize the “net decrease in the unit cost of providing regulated Ameritech Illinois services that will result from the projected expansion of output of competitive and nonregulated services”.  (Selwyn, p. 8, emphasis in original).  Is this an appropriate criticism?





No.  Dr. Selwyn appears to be mixing revenue requirements and service cost analysis.  I have identified all of the expense savings that are expected to appear on the Company’s books.  There are no additional savings that relate to “expanded output”.  





The “expanded output” savings that would be reflected in per-unit cost decreases have no connection to the Company’s savings from an accounting perspective.  The only meaning I can attach to Dr. Selwyn’s statement would refer to service costs used for pricing individual services.  However, in Illinois, there would not be any unit cost “savings” for service cost purposes either.  The Illinois cost-of-service rule requires the assumption that all facilities are fully utilized today (excluding a small amount of spare capacity for maintenance).  Thus, an increase in actual utilization would have no impact on cost study inputs.  





Dr. Selwyn’s suggestion that merger synergies could result in larger allocations of costs to Ameritech Illinois’ competitive and noncompetitive services is entirely hypothetical.  (Selwyn, pp. 8-9).  Since I have included regulated competitive services in my analysis, increased competitive service output would have no impact on the savings calculation.  I do not believe that significant increases in Ameritech Illinois’ nonregulated services output (e.g., inside wire) are expected.  Even if they were, recognition of this output change would decrease, not increase, the allocation of savings to Ameritech Illinois’ regulated operations, because the noncompetitive “factor” would be larger.





Please address Dr. Selwyn’s “error”.





As I understand Dr. Selwyn’s testimony, in determining Ameritech Illinois’ share of the premium, he applied both the 72.8% “Telco” factor which I used to identify the operating company portion of Ameritech’s operations (as opposed to other unregulated functions and other subsidiaries), as well as a 73.8% Salomon Smith Barney factor which also apparently represents regulated telephone company operations.  Based on the information he has supplied, Dr. Selwyn’s assessment that he made an error appears to be accurate.  Correction of this error, however, does not make his ultimate rate reduction recommendation more reasonable, in terms of the total dollar amount.  A permanent rate reduction of $472 million would be even more devastating financially to Ameritech Illinois than his original recommendation of $383 million.





Please address Dr. Selwyn’s contention that your “Illinois” factor might be incorrect.  (Selwyn, p. 12, note 20).





First, Dr. Selwyn’s concern is based on his review of certain data presented in Indiana.  I did not prepare the Indiana data and I am not in a position to comment substantively on them.  However, I did thoroughly review my own data in light of his contentions.  All of the factors and calculations in Schedule 1 to my Direct Testimony are correct and can be reconciled with one another.





Second, there is no inconsistency in my use of the 25.3% Ameritech Illinois factor.  Properly interpreted, the workpaper uses a factor of 18.38% to represent the total Ameritech savings allocable to Ameritech Illinois; this equates to 25.3% of total Ameritech regulated operations.  This is consistent with my statement on page 11 of my Direct Testimony on Reopening that, of the 72.8% allocated to the Ameritech BOCs, 25.3% is allocated to Ameritech Illinois.





You stated earlier that a $472 million rate reduction would be financially devastating to Ameritech Illinois.  Would you elaborate?





Yes.  As shown on my Schedule 2 Ameritech Illinois’ return on intrastate rate base would be 4.66% if Dr. Selwyn’s recommendation were adopted.  This is a financially unacceptable result.  4.66% is well below any conceivably justifiable return level and would jeopardize the financial viability of the Company.  My calculations are based on Ameritech Illinois’ 1998 Annual Filing data, submitted to the Commission in March of 1999 as part of its Alternative Regulation Plan.  I did not offset the revenue reduction in this calculation with any net savings, because there will be none until the second year following the merger.





Dr. Selwyn discussed alternative scenarios, including a 20-year amortization period.  Would you comment?





Yes.  While I appreciate Dr. Selwyn’s directional result, he fails to correct the flawed methodology that is his starting point.  Whether a 10-year or 20-year period is used, Dr. Selwyn still has not identified the appropriate savings amounts that are attributable to Ameritech Illinois.





Dr. Selwyn suggests that his proposal results in a sharing of savings, 65% to ratepayers/35% to shareowners.  Do you have any comment?





Yes.  Aside from his flawed methodology which I discussed earlier, Dr. Selwyn’s suggestion that this split is somehow a sharing of merger benefits is incorrect.  All Dr. Selwyn has done is reflect the percentage split between regulated intrastate operations and the operations of the Company over which the Commission has no jurisdiction.  Ratepayers would not be entitled to the 35% under any conceivable theory.  This is not sharing in the context of the statute under which this proceeding is being considered.





DSSA





Please summarize Mr. Samuelson’s testimony as it pertains to savings.





Mr. Samuelson recommends that Ameritech Illinois be required to reduce rates by $80 million and to allocate $20 million to the three funds proposed by the Joint Applicants annually for five years.





What comments do you have regarding Mr. Samuelson’s approach?





In contrast to Dr. Selwyn, Mr. Samuelson at least begins with the right savings amounts.  He uses as the starting point for his calculations the same $1.4 billion that I used in Schedule 1 of my Direct Testimony on Reopening.  His five-year period is based on the California Commission’s approach in the Pacific Bell merger.  He then proposes 100% flow through of these savings to ratepayers.  He justifies this approach on two bases:  (1) he contends that a large portion of the marketplace value of the premium to be paid by SBC to Ameritech Illinois was created at the time when Ameritech Illinois was a monopoly; and (2) he argues that there is a lag between the time savings are realized by the combined company and the time the marketplace drives the prices for all of the Company’s services.  Mr. Samuelson also suggests that the $100 million flow through ($80M + $20M) is about right, given the California experience.





I disagree with Mr. Samuelson on several points.  First (and foremost), as I have said previously, no flow through is appropriate for a price regulated company.  Second, the five-year period used in California ends in the year 2002, the same year as my three-year savings identification period.  Since the five-year period in California was premised on anticipated competition, both my rationale and my three-year period are absolutely consistent with that state’s treatment.  Third, the average annual rate reduction in California is approximately $57 million.  With California being two and one-half times larger than Illinois, flow-through values in the range of $20 million, not the $100 million postulated by Mr. Samuelson, would be more consistent with the California precedent.  Fourth, I do not believe there is any documented support for the proposition that the Ameritech Illinois premium was in large part derived from the Company’s monopoly business.  In fact, I believe the market value of Ameritech Illinois has been driven more by its foreign and unregulated businesses, than its core telephony businesses.  





CONCLUSION





Does this conclude your rebuttal testimony?





Yes, it does.





ICC Docket No.98-0555


SBC-Ameritech Ex. 3.4, p. � PAGE �1�























