98-0555

H.E. Proposed Order

ICC Staff Brief on Exceptions

Attachment B

STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

SBC COMMUNICATIONS INC.,


)

SBC DELAWARE INC.,



)

AMERITECH CORPORATION,


)

ILLINOIS BELL TELEPHONE COMPANY
)

d/b/a AMERITECH ILLINOIS and

)

AMERITECH ILLINOIS METRO, INC.

)








)








)     98-0555

Joint Application for approval of the

)

reorganization of Illinois Bell Telephone
)

Company d/b/a Ameritech Illinois,

)

and the reorganization of Ameritech

)

Illinois Metro, Inc. in accordance

)

with Section 7-204 of The Public Utilities
)

Act and for all other appropriate relief.
)

HEARING EXAMINERS’ PROPOSED ORDER

PROPOSED ORDER OF THE STAFF OF THE ILLINOIS COMMERCE COMMISSION RECCOMENDING CONDITIONAL APPROVAL OF THE PROPOSED MERGER
April 14, 1999

98-0555

Table of Contents
2

I. Introduction and Procedural History

II. Disputed Issues
5


A. The Standard For Approval Under Section 7-204 And The Applicability Of Statutes Other Than Section 7-204.
5


B. Whether the Proposed Reorganization Will Diminish Ameritech Illinois’ Ability to Provide Adequate, Reliable, Efficient, Safe and Least-Cost Service.  (Section 7-204(b)(1)).
8


C. Whether The Proposed Reorganization Will Result In The Unjustified Subsidization Of Non-utility Activities By The Utility Or Its Customers; And, Whether Costs And Facilities Are Fairly And Reasonably Allocated Between Utility And Non-utility Activities In Such A Manner That The Commission May Identify Those Costs And Facilities Which Are Properly Included By The Utility For Ratemaking Purposes.  (Sections 7-204(b)(2) & (3)).
18


D. Whether The Proposed Reorganization Will Significantly Impair The Utility’s Ability To Raise Necessary Capital On Reasonable Terms Or To Maintain A Reasonable Capital Structure.  (Section 7-204(b)(4)).
26


E. Whether Ameritech Illinois will remain subject to all applicable laws, regulations, rules, decisions and policies governing the regulation of Illinois Public Utilities. (Section 7-204(b)(5)).
28


F. Whether the proposed reorganization is not likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction.  (Section 7-204(b)(6)).
33


G. Whether The Proposed Reorganization Is Likely To Result In Any Adverse Rate Impacts On Retail Customers.  (Section 7-204(b)(7)).
75


H. Rulings pursuant to Section 7-204(c)
82


1. Applicability of Section 7-204(c)
83


2. Allocation Methodology and Identification of Allocable Costs and Savings
90


I.  The Scope of the Commission’s Authority Under Section 7-204(f)
100


III. Findings and Ordering Paragraphs
108




STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

SBC COMMUNICATIONS INC.,


)

SBC DELAWARE INC.,



)

AMERITECH CORPORATION,


)

ILLINOIS BELL TELEPHONE COMPANY
)

d/b/a AMERITECH ILLINOIS and

)

AMERITECH ILLINOIS METRO, INC.

)








)








)     98-0555

Joint Application for approval of the

)

reorganization of Illinois Bell Telephone
)

Company d/b/a Ameritech Illinois,

)

and the reorganization of Ameritech

)

Illinois Metro, Inc. in accordance

)

with Section 7-204 of The Public Utilities
)

Act and for all other appropriate relief.
)

HEARING EXAMINERS’ PROPOSED ORDER
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By The Commission:

I.
Introduction and Procedural History


On July 24, 1998, SBC Communications Inc. (“SBC”), SBC Delaware Inc., Ameritech Corporation (“Ameritech”), Illinois Bell Telephone Company d/b/a Ameritech Illinois (“Ameritech Illinois,” “AI,’ or “Company”), and Ameritech Illinois Metro, Inc. (“AIM”) (collectively “Joint Applicants”) filed a verified Joint Application seeking this Commission’s approval, under Section 7-204 of the Illinois Public Utilities Act (“PUA”) of the “reorganization” of Ameritech Illinois and AIM resulting from a proposed business combination of SBC and Ameritech.


SBC is a Delaware corporation with its corporate headquarters located in San Antonio, Texas.  SBC is a holding company whose subsidiaries include Southwestern Bell Telephone Company (“SWBT”), Pacific Bell, Nevada Bell, and Southern New England Telephone Company (“SNET”), each of which is an incumbent local exchange carrier (“ILEC”).  SBC also has subsidiaries and affiliates that provide wireless telecommunications and related services, including in Illinois under the “Cellular One” brand name.  In addition, SBC has investments in telecommunications companies that serve selected markets outside of the United States.  SBC’s consolidated 1997 adjusted revenues were approximately $25 billion with a net income of $1.5 billion.


Ameritech Corporation is a Delaware corporation with its corporate headquarters located in Chicago, Illinois.  Ameritech is a holding company whose subsidiaries include Ameritech Illinois.  Ameritech’s other subsidiaries and affiliates include ILECs in four other states, wireless telecommunications and related services providers in Illinois and several other states, and a provider of security monitoring services in most of the United States’ largest metropolitan areas.  Ameritech also has significant investments in the European telecommunications industry.  Ameritech’s consolidated 1997 adjusted revenues were approximately $16 billion with a net income of $2.3 billion.


Ameritech Illinois is an Illinois corporation with its headquarters located in Chicago, Illinois.  Ameritech Illinois is a certificated local exchange and intraMSA interexchange carrier and currently serves approximately 240 exchanges and approximately 6.6 million access lines throughout Illinois.  Ameritech Illinois is both a Bell operating company (“BOC”) and an ILEC as those terms are defined in the federal Telecommunications Act of 1996 (“96 Act”, “Act”, or “TA96”).


AIM was a wholly-owned subsidiary of AI at the time that the Joint Application was filed. Subsequent to the filing of the Joint Application, AIM merged with and into AI after obtaining this Commission’s approval to do so.  


SBC Delaware Inc. is a Delaware corporation and a wholly-owned subsidiary of SBC.  SBC Delaware was created solely for the purpose of effectuating an exchange of stock between SBC and Ameritech’s shareholders as part of the proposed business combination transaction described below.  Upon completion of that transaction, SBC Delaware would cease to exist.


The reorganization of Ameritech Illinois that is the subject of the Joint Application would result from a proposed business combination of SBC and Ameritech (“reorganization” or “merger”).  The combination would be accomplished through an exchange of stock between Ameritech’s shareholders and SBC, via SBC Delaware.  Upon completion of the exchange of stock, SBC Delaware would be merged with and into Ameritech, and Ameritech would become a wholly-owned, first-tier subsidiary of SBC.  AI would remain a wholly-owned subsidiary of Ameritech.  Because this proposed transaction constitutes a “reorganization” of AI under Section 7-204, Joint Applicants request this Commission’s approval of the transaction in accordance with that Section.


Pursuant to notice, prehearing conferences were held before duly-authorized Hearing Examiners of the Commission at its Chicago offices on August 18, October 29, November 24, and December 7, 1998.  The following parties petitioned for and were granted leave to intervene by the Hearing Examiners: Covad Communications Company (“Covad”), Sprint Communications Company, L.P. d/b/a Sprint Communications (“Sprint”), AT&T Communications of Illinois, Inc. (“AT&T”), MCI Worldcom, Inc. (“MCI”), DSSA and Neighborhood Learning Networks (“DSSA”), the Citizens Utility Board (“CUB”), the People of the State of Illinois (“AG”), the People of Cook County (“Cook County” and together with CUB and AG, “GCI”), the City of Chicago (“Chicago”), the American Association of Retired People (“AARP”), the Cable Television and Communications Association of Illinois (“CTCA”), 21st Century Telecom of Illinois, Inc. (“21st Century”), Nextlink Illinois, Inc. (“Nextlink”), MGC Communications, Inc. (“MGC”), Corecomm, Ltd. (“Corecomm”), the Illinois Public Telecommunications Association (“IPTA”), and the Telecommunications Resellers Association (“TRA”).  The Illinois Commerce Commission Staff (“Staff”) also appeared by counsel and actively participated in the docket.


Evidentiary hearings were held on January 25-29, 1999.  The following witnesses testified at the hearings: on behalf of Joint Applicants, James S. Kahan, SBC’s Senior Vice President for Corporate Development; Karen E. Jennings, SBC’s Senior Vice President for Human Resources; Charles H. Smith, President of Pacific Bell Network Services; Christopher J. Viveros, Pacific Bell’s Director-OSS Planning and Regulatory Support; W. Patrick Campbell, Ameritech’s Executive Vice President of Corporate Strategy and Development; David H. Gebhardt, Ameritech Illinois’ Vice President - Regulatory Affairs; Richard R. Galloway, Ameritech’s Director of Network Process Management and Service Results; and two outside economists, Dr. Robert G. Harris and Dr. Richard J. Gilbert.  

Staff witnesses were Judith R. Marshall, Rasha Toppozada-Yow, Robert Plaza, Deborah Prather, Cindy Jackson, S. Rick Gasparin, Samuel S. McClerren, Christopher L. Graves, and an outside economist, Dr. Carl E. Hunt. GCI witnesses were Dr. Lee L. Selwyn and Charlotte F. TerKeurst. AARP’s witness was an economist, Dr. Mark N. Cooper. AT&T witnesses were Sarah DeYoung, Bruce Bennett, Kathleen S. Whiteaker, and an outside economist, Joseph Gillan. Sprint witnesses were David E. Stahly and Paul A. Wescott, and an outside economist, Dr. John R. Woodbury. MCI’s witness was David N. Porter.  Nextlink’s witness was Daniel Gonzalez. DSSA’s witness was Don S. Samuelson. IPTA’s witness was Martin S. Segal.  At the close of the hearing on January 29, 1999, the record was marked “Heard and Taken.”  

Subsequently, upon AT&T’s motion, the Hearing Examiners admitted into the record as late-filed exhibits the direct testimony (and exhibits) and cross-examination transcript (and exhibits) of one of SBC’s witnesses,  Mr. Kahan, from the merger proceedings, conducted by the Public Utilities Commission of Ohio.


Initial Briefs were filed by  Joint Applicants, Staff, CUB, AG, Cook County, AT&T, Sprint, MCI, Nextlink, 21st Century, CTCA, TRA and DSSA. Reply briefs and/or draft orders were filed by Joint Applicants, Staff, CUB, AG, Cook County, AT&T, Sprint, MCI, Nextlink, 21st Century, CTCA, AARP and DSSA.  Motions for oral argument were filed by Joint Applicants and AT&T.

On _________, 1999, the Hearing Examiners issued their Hearing Examiners’ Proposed Order (“Proposed Order”).

II.
Disputed Issues


Section 7-204 of the PUA provides that the Commission shall not approve the proposed reorganization of a public utility if it finds that the reorganization will adversely affect the utility’s -- in this case, Ameritech Illinois’ -- ability to perform its duties under the PUA.  In approving a proposed reorganization, the Commission must make seven specific findings set out in subsection 7-204(b)(1) through 7-204(b)(7), and also must address the provisions of subsections 7-204(c), relating to allocations of reorganization-related savings and costs, and 7-204(f), relating to imposition of terms, conditions and requirements on the proposed reorganization.  Because Staff and the parties raise disputes regarding each of these statutory subsections, we will discuss each of these subsections in turn.  We however, will first address the issue of whether statutory sections other than Section 7-204 -- in particular Section 7-102 -- also apply to the proposed reorganization. 

A.
The Standard For Approval Under Section 7-204 And The Applicability Of Statutes Other Than Section 7-204.

All parties agree that the proposed reorganization requires Commission approval under Section 7-204.  An issue has been raised, however, as to the possible need for approval under Section 7-102.  In addition, some parties have implied that the reorganization must not only satisfy the seven elements of Section 7-204(b), but also a “public convenience” or “public interest” test such as the Commission is directed to apply under other statutory Sections.  We discuss the Intervenors’ positions first.

Intervenors’ Position

MCI, joined by a few other Intervenors, contends that this merger requires Commission approval under Section 7-102 and the “public convenience” standard in Section 7-102(i).  In support of this claim, MCI notes that Section 7-102 approval was required in Docket 95-0551 (CIPSCO/Union Electric merger, Order entered September 10, 1997), even though that transaction was subject to Section 7-204.  MCI also refers to Sections 13-601 and 13-504(d), which confirm that Section 7-102 can apply to telecommunications carriers such as Ameritech Illinois.  MCI acknowledges that Section 7-204(e) states that “[n]o other Commission approvals shall be required for mergers that are subject to this Section,” but believes that Section 13-504(d) (which exempts certain small telephone companies from Section 7-102 and certain other Sections, and therefore implies that Section 7-102 does apply to larger carriers like Ameritech Illinois) takes precedence over Section 7-204(e) because, if Section 13-504(d) were not read to make Section 7-102 applicable to AI, Section 13-504(d) would be rendered meaningless.  Finally, MCI notes that Section 7-102 has been applied in cases under Section 7-204 even after the amendments adding Section 7-204(e), citing the AI/AIM merger (Docket 97-0675, Order adopted August 26, 1998) and Gallatin River Communications’ purchase of exchanges from Centel (Docket 98-0321, adopted October 21, 1998).


CUB argues that the Commission can review the merger under a “public convenience” or "public interest" test as a result of its general supervisory authority and/or Section 7-204(f).  CUB bases this claim on the language in that Section  allowing the Commission to place conditions on its approval of a merger under Section 7-204 as “necessary to protect the interests of the public utility and its customers,” and on Sections 13-102 and 13-103, which set forth the General Assembly's "Findings" and "Policy" regarding regulation of telecommunications companies under Article XIII.


Joint Applicants’ Position

The Joint Applicants disagree with both MCI and CUB.  Regarding Section 7-102, the Joint Applicants rely on the plain language of Section 7-204(e), which states that “[n]o other Commission approvals shall be required for mergers that are subject to this Section.”  That, they argue, should end the inquiry.  (Joint Applicants’ Reply Br. at 10.)  In addition, they note that the same bill enacting Section 7-204(e) also added language to Section 7-102 making it clear that approval under Section 7-102 is not required for transactions that are “exempted in accordance with . . . any other Section of this Act.”  (Joint Applicants’ Reply Br. at 10.)

Beyond the plain statutory language, the Joint Applicants note that the merger here is between holding companies, not public utilities, and the Illinois courts have held that Section 7-101 (which, like Section 7-102, applies only to transactions involving public utilities) cannot apply to such a transaction.  People’s Energy Corp. v. Commerce Comm’n, 142 Ill. App. 3d 917, 929-30 (1st Dist. 1986).  They contend that the same analysis should apply here with respect to Section 7-102.  (Joint Applicants’ Reply Br. at 10-11.)

Regarding MCI’s claim that Section 13-504(d) would be rendered meaningless if Section 7-102 did not apply here, the Joint Applicants state that MCI has it precisely backwards.  If the Commission were to find, despite the plain language of Section 7-204(e), that other approvals could be required, then it is Section 7-204(e) that would be rendered meaningless.  Section 13-504(d), by contrast, is not rendered meaningless in any sense by Section 7-102's inapplicability here, since it still would fulfill its role of exempting small carriers from certain portions of the PUA.  (Joint Applicants’ Reply Br. at 11-12.)


In response to CUB’s claim that the Commission should apply a “public convenience” or “public interest” test, the Joint Applicants state that Section 7-204(b) clearly provides the only standard for approval under Section 7-204.  There is no reference to any type of “public convenience” test as in Section 7-102, and the General Assembly twice has declined to include such a test (once when Section 7-204 was enacted in 1986 and again when it was amended in 1997).  Moreover, they state that CUB’s reliance on Sections 13-102 and 13-103 is improper, since those are prefatory Sections setting out the basic goals of Article XIII, and it is well-established that prefatory Sections of the PUA have no substantive effect.  Monarch Gas Co. v. Commerce Comm’n, 261 Ill. App. 3d 94, 98 (5th Dist. 1994); Governor’s Office of Consumer Services v. Commerce Comm’n, 220 Ill. App. 3d 68, 75 (3d Dist. 1991).  With respect to Section 7-204(f), the Joint Applicants note that that provision deals only with possible conditions on the approval of a merger, not with the test for approval itself.  Indeed, they explain, reading Section 7-204(f) to require a “public convenience” test would be to override the more specific requirements of Section 7-204(b) and render that provision meaningless.  (Joint Applicants’ Reply Br. at 12.)


Staff’s Position

Staff takes the position agrees with the Joint Applicants that "the proposed merger does not require Commission approval under Section 7-102, or any other Section of the PUA besides Section 7-204.”  This is because “[s]ubsection 7-204(e) states that ‘[n]o other Commission approvals shall be required for mergers that are subject to this Section [7-204].  220 ILCS 5/7-204(e)."  and that "the PUA does not require Commission approval of the proposed merger under any Sections of the PUA other than Section 7-204."   Legal Memorandum of the Staff in Response to Notice of Ruling (January 8, 1999) at 8.  Furthermore, Staff argues that if the Commission [did] apply Section 7-102 in this case, the Commission should generally consider the same factors under each standard.  Staff opines that the Commission, in requiring fulfillment of the conditions enumerated in subsection 7-204(b) could also find that the proposed transaction would convenience the public under Section 7-102.  Id. at 14.  Staff also argues that subsection 7-102 mandates that the Commission employ a flexible, balancing test to determine whether the public would be convenienced by the proposed standard whereas section 7-204 applies a stricter test by requiring that the proposed transaction satisfy each of the conditions enumerated in subsection 7-204(b).  Id.  

Finally, Staff opines that subsection 7-204(f) states the applicable standard for the imposition of terms, conditions or requirements as “necessary to protect the interests of the public utility and its customers.”  Id. At 4.  Staff argues that the standard imposes two requirements for any terms, conditions or requirements which the Commission decides to impose pursuant to subsection 7-204(f). The two requirements are (1) the Commission must determine that the terms, conditions or requirements are reasonably required to protect (2) the interests of the public utility and/or its customers. Id.  

Commission Analysis and Conclusion


The Commission agrees with the Joint Applicants and Staff.  While Section 7-102 could apply to Ameritech Illinois in some circumstances, it cannot apply in any case under Section 7-204, as the explicit language of Sections 7-204(e) and 7-102 makes clear.  The Commission also agrees with Staff that we must consider the public interest in effectuating our responsibilities under the PUA.  We conclude that there is no language or other expression in Section 7-204 from the General Assembly  which limits the Commission from considering the public interest.  Furthermore, as noted by Staff in its legal memorandum, the language in subsection 7-204(f) specifically authorizes the Commission to consider the interest of a public utility’s customers when ruling on merger applications.  And even if these exemptions did not exist, People's Energy makes clear that Section 7-102 could not apply in any case, such as this one, where the subject transaction is between two holding companies. and does not involve any public utility.  We also conclude that Section 7-204(b) sets forth the only standard for approval under Section 7-204.  There is no basis either within Section 7-204 or elsewhere in the PUA, for reading in any type of “public convenience” or “public interest” test.
B.
Whether the Proposed Reorganization Will Diminish Ameritech Illinois’ Ability to Provide Adequate, Reliable, Efficient, Safe and Least-Cost Service.  (Section 7-204(b)(1)).


Joint Applicants’ Position
The Joint Applicants contend that there is no basis to conclude that the reorganization will diminish the Company’s ability to provide adequate, reliable, efficient, safe and least-cost service.  In fact, they contend the evidence establishes that, if anything, the reorganization will enable AI to improve the quality of service that it provides.  (Joint Applicants’ Init. Br. at 22; Joint Applicants’ Reply Br. at 66.)

First, the Joint Applicants point to SBC’s record as a telecommunications provider.  It has over 100 years of experience.  It is recognized by Fortune Magazine as well as J.D. Power and Associates the industry and by disinterested observers as a leader in providing telecommunications service and has very high ratings for the quality of services provided.“  The Joint Applicants point to SBC’s above-average rating on 55 of 56 criteria on which RBOCs are evaluated.  They point to marked improvements in telecommunications service provided in California after SBC merged with PacTel.  They stress the access AI will obtain to SBC’s subsidiary, Technology Resources, Inc. (“TRI”), a research and development organization unlike anything to which AI presently has access.  They explain that TRI will be used to improve access to telecommunications services in Illinois for disabled people through its Universal Design Policy.  Based upon SBC’s experience in California, the merger also should enable Ameritech to employ DSL more rapidly, according to the Joint Applicants.  Finally, they note that other “best practices” developed by each of the Applicants will be available for implementation by the other Applicants, which also should improve the quality of telecommunication services in Illinois.  (Joint Applicants’ Init. Br. at 22-25.)


Staff’s Position


It is Staff’s position that Section 7-204(b)(1) addresses the proposed merger’s impact on Ameritech Illinois’ service quality and cost of providing service.  For the reasons set forth below, Staff concludes that the proposed merger, as filed, fails the requirements set forth in Section 7-204(b)(1).  Further, Staff expresses concerns as to what both the quality and the price of AI’s telecommunications services will be after the reorganization and proposes that several conditions be imposed if the merger is to be approved.


Staff raises several service quality concerns about the proposed reorganization.  First, although Staff concedes recognizes that the Joint Applicants have no post-merger plans to change how 9-1-1 operates in Illinois, Staff expresses a concern that the Company’s ability to maintain its 9-1-1 service quality may be diminished may diminish if a post-merger company imposes organizational changes such as database integration and removal of executive authority from AI’s 9-1-1 Staff. because Ameritech’s and SBC’s networks have operational differences.  To alleviate these concerns, Staff seeks to place restrictions on AI if operational and organizational changes occur in the post-merger company.  Specifically, Staff recommends that AI be required requiring it to obtain Commission approval prior to implementing any operational and organizational changes such as the reduction or removal of any 9-1-1 staff, which are functional in providing 9-1-1 services in Illinois; and that any post-merger operational changes that are made in the delivery of 9-1-1 services, be transparent to the 9-1-1 systems, as well as to the 9-1-1 subscribers.  Staff Ex. 6.0. pp. 6-7. of any non-transparent 9-1-1 program change or reduction in 9-1-1 employee levels.

Second, Staff also expresses a concern that the Joint Applicants’ desire to retain "win" large corporate customers will result in diminished services to residential and small business customers.  Staff Ex. 7.00 at 3.  Staff contends that AI and SBC only provided rhetoric regarding the fact that the merger will permit the new company to take advantage of the best ideas, practices and processes developed through the years of experiences by Southwestern Bell Telephone Company, Pacific Bell and other subsidiaries.  Staff Ex. 7.00, Attachment 1.  The Joint Applicants also allege that the proposed merger, including the National-Local Strategy, should also create scale and scope economies which will lower the cost of maintaining existing services and introduce new products, services and network enhancements and will allow such costs to be spread over a larger customer base and will promote competitive prices and improvements in the quality of service for Illinois customers.  Id.  Staff avers that AI and SBC failed, however, to answer how or when residential customers would benefit and gave no commitment that rates would be reduced, calling areas would be improved or expanded, or that the new company would be able to provide additional services not offered by the other telecommunications providers in Illinois. It claims that SBC’s decision not to use Cellular One to enter Chicago verifies this concern, because SBC purportedly gave as its reason for abandoning its cellular entry strategy an inability to make money serving certain types of residential customers.  To alleviate this concern, the Staff wants recommends that the proposed merger be conditioned on SBC’s to enter into a commitment to focus equally on all classes of customers, and file annual reports detailing how the Merge company has met its commitment to equally serve residential, small and medium business customers.

Third Next, Staff contends that certain Pacific Bell marketing practices in California after the SBC/PacTel merger demonstrate that SBC will engage in deceptive marketing practices here.  It cites several complaint cases pending before the California Public Utility Commission (CPUC”) and requests that the proposed reorganization of AI be conditioned on a prohibition against deceptive marketing practices.


Staff also wants  recommends that the reorganization be conditioned on advancements in and improvements for access to telecommunication services for people with disabilities.


In addition, Staff wants  recommends that the merger be conditioned on advancements in the Company’s quality of service generally.  It cites to AI’s acquisition of the AIM assets of the former Sprint/Centel of Illinois and purported service quality problems after the unification of those two networks as an indication that a problem could arise after this merger.  It also wants to see improvement in Ameritech’s Out of Service more than 24 hours (“OOS>24") criterion.  It proposes modifying the penalty for failure to meet the OOS>24 performance standard, which is contained in the Alternative Regulation Plan (“Plan”).

Staff also expresses concerns about the Company’s continued investment in its network infrastructure post-merger.  Staff notes that although all of AI’s central offices utilize digital technology, SBC still operates over 100 analog central office switches.  It asserts that all of SBC’s commitments on continued network investment post-merger are too vague and applicable to Ameritech’s territory as a whole, not Ameritech Illinois in particular.  ICC Staff Initial Br. at 109-110.  Further, Staff notes that SBC’s commitments on continued network investment post-merger are inconsistent with other  evidence provided by SBC during the proceeding.  ICC Staff Initial Br. at 110.  based upon what Staff perceives to have happened in California after the PacTel Merger, SBC’s commitments here would result in lower network investment by AI.  As a result, the Staff seeks conditions that would impose additional infrastructure investment commitments and reporting requirements on infrastructure investment Ameritech Illinois following the merger.

Staff next asserts that cost-related issues are relevant under Section 7-204(b)(1).  It argues that the merger essentially makes the Commission’s decisions adopted in the price cap formula proceeding, Docket 92-0448/93-0239, obsolete because the Commission did not take the merger into account. It seeks 100 percent flow-through, via mandated rate reductions, of all the merger-related savings and synergies (including revenue enhancements) to AI’s customers to ensure that the merger does not diminish its ability to offer “least-cost” quality service, arguing essentially that the decision on the price cap formula should be reopened.  Staff also raises concerns regarding Ameritech Illinois’ ability to provide “least cost” service following the merger.  Specifically, Staff interprets the term “least cost” to mean offering service at the most efficient cost consistent with the provision of adequate, reliable, efficient and safe service.  ICC Staff Ex. 3.01 at 31.  In applying the term “least cost service” requirement to this transaction, Staff takes the position that the Commission must determine whether the proposed merger will negatively impact the price-to-cost relationship currently present in Ameritech Illinois’ rates.  In other words, the Commission must determine whether, for those services priced above cost, the proposed merger will widen the gap between Ameritech Illinois’ rates and costs.  ICC Staff Ex. 3.00 at 23.

Staff explains that currently, Ameritech Illinois offers non-competitive services via its alternative regulation plan (“Plan”).  Staff points out that when the Commission developed Ameritech Illinois’ Plan, it (1) performed the rate of return analysis and established the just and reasonable rates going into the Plan, and (2) developed the price cap index applicable to Ameritech Illinois’ noncompetitive services in the Plan.  However, the Commission did not take this merger into account.  Id. at 25.  The Joint Applicants agree.  SBC-Ameritech Ex. 3.1 at 63.  Staff further points to evidence in this proceeding indicating that the proposed merger will reduce Ameritech Illinois’ (incremental, shared and common) cost of providing service.  (ICC Staff Initi. Br. at 113-114.  Staff concludes that to the extent merger-related savings (which include both expense savings and revenue enhancements) are experienced by Ameritech Illinois and not flowed through to its customers, the price cap formula will no longer be reflective of Ameritech Illinois’ overall costs and the price-to-cost relationship in Ameritech Illinois’ current non-competitive rates will expand.  As a result, absent the allocation of these merger related savings to Ameritech Illinois’ customers, the Commission will not be able to make a finding that the proposed merger will not diminish Ameritech Illinois’ ability to offer least cost public utility service.  

Staff disagrees with the Joint Applicants’ position that a price-to-cost relationship is inconsistent with Ameritech Illinois’ Plan, and provides the following arguments.  

First, Staff points out that there are a number of aspects of the Plan which confirms that it did not eliminate the relevance of price-to-cost relationships in Ameritech Illinois’ rates.  For example, in developing the price cap formula, in Docket 92-0448/93-0239, the Commission attempted to provide a proxy for changes to the Company’s overall costs based on its understanding of the regulatory, technological and market changes occurring at the time.  Specifically, the price cap formula or index, which governs the extent to which Ameritech Illinois must adjust its rates under the Alternative Regulation Plan, includes a 4.3% total offset to the economy wide inflation.  This offset reflects Ameritech Illinois’ historical productivity and input price levels, with a 1% Consumer Dividend to ensure that ratepayers benefited from any improvements beyond Ameritech Illinois’ historical performance due to technological and regulatory change.  ICC Order in Docket 92-0448/93-0239 at 34-39 and 165.  Staff notes that productivity and input prices relate directly to changes in Ameritech Illinois’ costs.  ICC Staff Ex. 9.00 at 52.  Staff further notes that the price cap formula also includes an exogenous change factor that reflects changes in Ameritech Illinois’ costs which are outside its control and are not reflected in economy wide inflation figures.   ICC Order in Docket 92-0448/93-0239, Appendix A).  

Further, in its Order approving the Plan, the Commission clearly stated that by adopting an alternative regulation form of regulation for Ameritech Illinois, it was in no way abandoning its long-standing commitment to marginal cost-based pricing or abdicating its responsibility to scrutinize the pricing practices of the Company.  The Commission also noted that it would suspend proposed price changes where warranted, even if the proposed price changes are in technical compliance with the price regulation formula.  ICC Staff Ex. 3.01 at 34 (citing ICC Order in Docket 92-0448/93-0239 at 71).

Moreover, the Plan prohibits Ameritech Illinois from reducing the prices for its non-competitive services below their long run service incremental cost (“LRSIC”).  (ICC Staff Reply Br. at 120-121 (citing ICC Order in Docket 92-0448/93-0239, Appendix A)).  Ameritech Illinois is also prohibited from reducing the rates of non-competitive services that are currently below LRSIC further below those LRSICs.  (Id. (citing Order in 96-0172 at 12-13 and Order in 98-0259 at 7)).  In addition, the Alternative Regulation Plan includes provisions that allow Ameritech Illinois to raise the rates for individual services that exceed the limits set forth in the Plan subject to the notice and filing requirements of Article IX of the Act and not as part of the Plan's rate adjustment mechanisms. (Id. (citing Order in Docket 92-0448/93-0239, Appendix A)).  As a result where changes in cost justify rate increases, these rate increases can take place. (Id. at 121 and ICC Staff Initi. Br. at 112).
Second, Staff argued that the Joint Applicants’ view of the alternative regulation plan is also inconsistent with a number of Commission Orders in which Ameritech Illinois’ cost of service was considered and Ameritech Illinois was not afforded special treatment because of its price cap company status.  For example, in its Order in Docket 94-0048, the Commission authorized Ameritech Illinois, along with all other incumbent LECs in Illinois, to recover its cost of implementing intraMSA presubscription through the introduction of a new rate element in its access charge structure.  (Id. at 122 (citing ICC Order in Docket 94-0048 at 39-40; see also 83 Ill. Admin. Code Part 773, Section 773.160)).

Further, in its Order developing wholesale rates for Ameritech Illinois’ retail services, the Commission specifically addressed Ameritech Illinois’ cost of providing wholesale service and concluded that Ameritech Illinois should be compensated for these costs.  For example, the Commission concluded that wholesale resellers would be responsible for compensating Ameritech Illinois for all fixed start up costs it incurs in setting up the wholesale/resale market.  Further, the Commission specified the manner in which Ameritech Illinois would recover those costs.  Ameritech Illinois was directed to recover its start up costs from wholesale resellers based on their wholesale market share.  (Id. at 122 (citing ICC Order in Dockets 95-0458/0531 Consolidated at 29).  The Commission also allowed Ameritech Illinois to recover other wholesale related costs from wholesale resellers.  These include wholesale advertising, maintenance, administrative and shared costs as well as uncollectible expenses.  (Id. (citing Order in Dockets 95-0458/0531 Consolidated at 31-34)).  The Commission also took Ameritech Illinois’ cost of providing service into account in its Orders establishing rates for the Company’s various unbundled network element, interconnection, transport and termination services.  (Id. (citing ICC Order in Docket 96-0486)).


Intervenors’ Positions


Several of the Intervenors take the position that a favorable Section 7-204(b)(1) finding cannot be made.  First, Cook County argues that Ameritech Illinois’ ability to continue to provide quality service will be threatened by a resource drain from the National-Local Strategy (“Strategy” or “NLS”), which is SBC’s post-merger plan to engage in facilities-based, out-of-region entry into 30 of the 50 largest local exchange telecommunications markets throughout the country, and which contemplates roughly $2.5 billion of investment in such markets over a ten year period.  It reiterates the 00S>24 service quality criterion problems as an issue to be addressed and points to other concerns also raised by Staff.  It argues that there is little similarity between this merger and the PacTel merger in California, so that SBC and Ameritech cannot use the California service quality results to argue that service quality will improve here.


Second, Cook County claims that in California, the number of competitive service jobs, rather than regulated local exchange service jobs, rose.  According to Cook County, the latter declined, which it contends also will happen here in Illinois.  This leads Cook County to conclude that Ameritech Illinois’ service quality will diminish post-merger.  Like Staff, it argues that SBC’s purported deceptive sales practices, as evidenced by complaints filed in California, will be imported into Illinois and interfere with AI’s  ability to provide quality service.


The AG argues that the Commission should have questions about Ameritech Illinois’ ability to maintain its service quality after the merger. The AG bases its doubts on what it perceives to be the risky nature of the Strategy and on a concern regarding the effect of that Strategy on Ameritech Illinois’ continued network infrastructure investment. It argues that, based on an alleged reduction in PacTel’s network operations workforce, albeit while PacTel’s overall work force increased, its concern regarding diminished service quality in Illinois is valid.


CUB, too, claims that the merger will result in a degradation of the Company’s service quality. It claims that certain post-merger marketing practices from California will be imported  to Illinois as “best practices.” It cites seven complaint proceedings brought before the CPUC -- involving optional feature packages, inside wiring plans, blocking for caller ID, lack of change authorization, use of sales quotes, and residential customer service deterioration -- as examples of problems from California that it forecasts will occur in Illinois post-merger.  CUB also claims that the NLS will deplete Illinois personnel and resources and that the need to demonstrate post-merger earnings improvement for SBC’s shareholders will lead to a decreased level of AI’s intraLATA infrastructure investment.


DSSA argues that there is a “digital divide” in the United States between those who are able to take advantage of rapid technological changes and those who are not.  According to DSSA, this translates into poor and economically disadvantaged telecommunications customers not getting the best telecommunications service at the least cost.  DSSA contends that the merger should not be approved until SBC/Ameritech commit to correct this problem.


Finally, CTCA argues against the merger for failure to meet the requirements of Section 704(b)(1), briefly re-making some of the same points argued by Staff and summarized above.


Commission Analysis and Conclusion


Section 7-204(b)(1) requires the Commission to determine whether the proposed reorganization will “diminish [Ameritech Illinois’] ability to provide adequate, reliable, efficient, safe and least-cost” service in Illinois.  At the outset, it must be noted that the burden of proving that the proposed transaction will not diminish service quality or Ameritech Illinois’ ability to offer least cost service is on the Joint Applicants.  the statute calls for a consideration of whether the impact of the reorganization will be to diminish service quality, not whether the merger will enhance service quality.  Furthermore, the statute contemplates that the Commission will evaluate the impact on a factual basis.  Therefore the Joint Applicants must provide be concrete evidence that the reorganization would not diminish service quality, and not mere speculation or concerns as to what may possibly come to pass, for the Commission to find that a diminishment would not occur.


Based on the record evidence, Tthe Commission cannot conclude finds that the proposed reorganization will not diminish the Company’s ability to provide adequate, reliable, efficient, safe and least-cost telecommunication services in Illinois.  However, the Commission also finds and that the Joint Applicants’ commitment to meet certain conditions as a part of this proceeding, as well as the conditions which we will impose will ensure that the merger does not diminish AI’s ability to provide adequate, reliable and efficient, safe and least cost service. 

First, AI and SBC did not meet their burden of proof when it came to the provisioning of 9-1-1 services.  There is no credible evidence that the merger would result in a reduction in service quality for Ameritech Illinois 9-1-1 service.  Staff identified the incompatibility of the Joint Applicants’ two 9-1-1 databases, and asked the Joint Applicants if they were going to convert one database over to another database or keep AI's database intact.  The Joint Applicants would not respond to the question.  Accordingly, the Commission cannot conclude that the proposed merger will not adversely impact the integrity of Illinois 9-1-1 system.  As a result, the Commission adopts Staff's recommendations that if the post-merged company combines the two 9-1-1 operations and organizations, AI must seek Commission approval of the plan and establish that the 9-1-1 changes will be transparent and not impact the integrity of Illinois 9-1-1 system.  Additionally, AI must seek Commission approval for the removal of any AI 9-1-1 Staff and establish that any remaining 9-1-1 Staff will have executive management authority.  No network incompatibility problems for 9-1-1 service have been identified.  The service will continue to operate on its network as it exists.

While Ameritech Illinois’ acquisition of the Sprint/Centel Metro assets is different from this proposed reorganization, we again state that we will assess penalties in the event the merger does lead to a diminution of service quality. Staff’s concerns regarding the negative effects on service quality from a recent merger involving AI’s acquisition of Sprint Metro is valid.  AI’s historical OOS>24 problems coupled with SBC’s inability to satisfy OOS>24 in other jurisdictions raises serious doubts about the merged entity’s ability to meet the Illinois OOS>24 standard.  In a subsequent portion of this Order, we prescribe the service quality standards we expect AI to meet along with the penalties AI will incur for not doing so.

The Commission concludes that Staff's concerns regarding Joint Applicant's focus on winning large corporate customers have merit.  AI did not establish how it would prevent its residential, small and medium customers from diminished telecommunication service at the expense of Joint Applicant's priority to winning large corporate customers.  Accordingly, the Commission adopts Staff's conditions and requires AI to actively pursue and equally focus on residential, small, and medium business customers, as it would pursue large business customers.  Further, AI is required to file annual reports with Staff detailing the manner in which they have met this condition.  The annual reports will fulfill the Joint Applicant's commitment to address Staff's concerns regarding this issue.  There is no evidence that AI will offer lesser quality service to small business and residential customers than to large business customers. Basically, it could not do so without violating its statutory duty to offer nondiscriminatory service to all customers.  The goal is to provide superior service to all classes of customers.  We believe that Staff’s assertions about SBC’s reasons for abandoning out-of-region local exchange entry via Cellular One are taken out of context and are not relevant to SBC’s and AI’s demonstrated commitment to serving all of their customers as an ILEC.  In addition, the Commission’s regulatory authority is more than adequate to address any shortfalls that might surface in this area in the future.  Nevertheless, Joint Applicant’s have agreed to work with Staff in order to fashion a commitment which addresses Staffs [sic] concerns in this matter and we urge that this cooperative effort be undertaken.

Staff’s and others’ concerns about potential deceptive marketing practices are also relevant to our inquiry in this proceeding.  misplaced.  Here, too, there is no reason to assume believe that SBC may import these practices into Illinois.  The Commission believes that if such an approach is adopted, Illinois law and Commission regulations would be violated and the violation would diminish service quality in Illinois.  The Commission puts the Joint Applicants on notice that importation of the deceptive practices identified by Staff and GCI above will not be considered a “best practice” and that it will be penalized. AI will violate Illinois law or Commission regulations and engage in such practices.  If SBC or AI engage in any deceptive practices, we will penalize them. 
Further, we require the Joint Applicants to provide, for a period of three years after consummation of the merger, an annual report in which it identifies any proposed” best practices” whose adoption by SBC or its affiliates would affect the provisioning of intrastate telecommunications in Illinois.
Joint Applicants have committed to use TRI to assess the needs of disabled customers and provide them with comparable service to those customers who do not experience the same difficulties using the phone.  The Commission recognizes the importance of this objective and will monitor the Joint Applicant's progress in obtaining comparable service for disabled customers. The desire of several parties to require improved services for Ameritech Illinois’ disabled and poor customers does not relate to any potential diminishment of service quality, rather it relates to requested enhancements, so that desire does not relate to the statutory requirement under Section 7-204(b)(1).  It is noteworthy, however, that SBC has committed to use TRI to help develop better service for AI’s disabled customers.  This commitment offers substantial benefits to Illinois customers that will result directly from this merger.

We agree with Staff and the Intervenors that Tthere is no  a factual foundation for several Intervenors’ concerns regarding a possible reduction in the Company’s infrastructure investment or depletion of its resources and personnel as a result of the Strategy.  SBC historically has made and continues to make strong commitments relating to its in-region network investment.  The economies of scale presented by the proposed merger, along with new hires, should enable the post-merger SBC to staff its National-Local endeavors. Concerns and speculation are not enough for the Commission to find that a diminishment in Ameritech Illinois’ service quality would occur.  However, To address this concern, we do require AI to, or the merged company to, at a minimum, go renew and extend the forward with its proposed five-year infrastructure network modernization program of $3.0 billion previously required of AI in our Alternative Regulation Order.  Further, AI will identify, for each reported investment which of its services and products benefit from the investment and will also identify the area in which the investment is made.


Finally, we agree with Staff that absent the allocation of merger-related savings, the proposed merger would diminish Ameritech Illinois’ ability to provide least cost service as required by Section 7-204(b)(1).  However, as indicated in our discussions of Section 7-204(c), we are requiring that Ameritech Illinois allocate merger-related savings to its customers.  As a result, the proposed merger satisfies this portion of Section 7-204(b)(1).  we will not revisit the price cap formula or the alternative regulation rules for AI. The least-cost language of Section 7-204 (b)(1) was not intended to address or require any particular “price/cost relationship” for a telecommunications carrier, like AI, operating under a price cap plan, and was not intended as a mechanism to reopen any price cap plan dockets as part of the review of a proposed reorganization.  There is no evidence that the proposed reorganization would result in its provision of telecommunication services at anything other than “least-cost,” when that term is applied in the context of a price-cap regulated telecommunications carrier.
C.
Whether The Proposed Reorganization Will Result In The Unjustified Subsidization Of Non-utility Activities By The Utility Or Its Customers; And, Whether Costs And Facilities Are Fairly And Reasonably Allocated Between Utility And Non-utility Activities In Such A Manner That The Commission May Identify Those Costs And Facilities Which Are Properly Included By The Utility For Ratemaking Purposes.  (Sections 7-204(b)(2) & (3)).
Joint Applicants’ Position


Joint Applicants argue that the record evidence establishes that the proposed reorganization will not result in any subsidization of non-utility activities by AI or its customers.  In support of their position, they assert that regulatory and cost allocation procedures currently in place ensure that the merger will not result in such unjustified subsidization.  For instance, the Commission has cost allocation procedures that will prevent such subsidization of non-utility activities by the regulated operations of AI post-merger.  Additionally, it has adopted implementation processes that ensure “non-utility activities” are not allocated to its regulated operations.  Its long-standing accounting procedures remove unregulated investments and expenses from its regulated operations.  Joint Applicants assert that AI’s implementation processes are an adequate defense against subsidization because they have been reviewed in numerous past rate cases, attested to annually by outside auditors, and examined regularly by the FCC.  They argue that, because AI will continue to follow the same procedures and continue to be subject to these same regulatory constraints after the merger, there will be no subsidization resulting from the merger.  (Gebhardt Direct, SBC/Am. Ex. 3.0 at 8-10; Kahan Direct, SBC/Am. Ex. 1.0 at 31-32) (SBC/Am. Init. Br. at 71-74.)


Mr. Gebhardt points out that, because Ameritech Illinois will continue to exist as a legal entity, the principal change resulting from the merger is that certain SBC holding company costs incurred in managing Ameritech will be allocated to AI, largely in substitution for comparable Ameritech holding company costs that are incurred today.  Joint Applicants argue that the same allocation methodologies established by the Commission that are used to separate Ameritech utility from non-utility costs today will be applied to the new SBC holding company costs.  These costs then will be further allocated using existing procedures to determine AI’s  regulated intrastate costs. They argue that these procedures provide assurance that the merger will not result in cross-subsidization.  (Gebhardt Direct, SBC/Am. Ex. 3.0 at 8-10; Kahan Direct, SBC/Am. Ex. 1.0 at 31-32).

Staff’s Position

Staff believes that Ameritech has been following and will continue to follow the Commission’s rules regarding common cost allocation and affiliate transactions.  (Staff Init. Br. at 199).  Staff, however, questions whether current safeguards may be insufficient to guard against cross-subsidization in the future.  Staff makes several recommendations that it believes are necessary to verify charges and allocations, and to protect against cross-subsidization in the future.  Staff asserts that the Commission cannot make the requisite finding under Sections 7-204(b)(2) and (3) without imposing its recommended conditions.   (Marshall Direct, Staff. Ex. 1.00 at 12-15; Marshall Rebuttal, Staff Ex. 1.01 at 10-16) (Staff Init. Br. at 117-118.)


First, Staff requests that it have access to all books, accounts, records, and personnel of all corporate entities affiliated with both Ameritech and SBC.  (Marshall Direct, Staff Ex. 1.00 at 13).  Both companies have agreed to provide the access requested, on the terms set forth in Dockets 97-0300 and 97-0321.  (Kahan Surrebuttal, SBC/Am. 1.3 at 6.)  Staff agrees this is acceptable.  (Tr. 1582-83 (Marshall).)  Second, Staff recommends that AI revise its cost allocation manuals (“CAMs”) (Staff Ex. 1.00 at 15).  SBC and Ameritech have committed to provide revised CAMs within 60 days of final regulatory approval of the proposed merger, (Kahan Surrebuttal, SBC/Am. Ex. 1.3 at 6; Gebhardt Surrebuttal, SBC/Am. Ex. 3.3 at 47.), an arrangement Staff states is acceptable.  (Tr. 1581 (Marshall).)   Third, Staff requests a copy of each affiliate service agreement and any relevant updates to the CAMS before AI provides service under any new or revised affiliate agreement.  Joint Applicants have committed to do so. (Gebhardt Surrebuttal, SBC/Am. Ex. 3.2 at 48.)  In its initial brief, Staff acknowledges that Sections 7-204(b)(2) and (b)(3) have been met because the Joint Applicants have agreed to Staff’s proposed conditions.  (Staff Init. Br. at 117-19.)


Intervenors’ Positions

CUB contends that the size of the newly merged company and SBC’s plans to pursue its Strategy provide evidence that the merger does not meet the requirements of Sections 7-204(b)(2) and (3).  In particular, CUB argues that the size of the newly merged company will make the Commission’s duty to protect AI ratepayers against subsidization of non-utility activities impossible.  CUB states that, even if Staff has access to all the documents Ms. Marshall asserts are needed for the Commission to perform this duty, the volume of such materials would make it impossible to detect cross-subsidies and would require a large number of Staff employees to examine them.  (CUB Init. Br. at 63-64.)


CUB also contends that use of the ILEC’s core revenues to buttress the Strategy financially, as well as SBC’s potential plans to draw on current Ameritech employees for NLS duties, is evidence of a substantial cross-subsidy.  In particular, CUB asserts that SBC will flow revenues from its core services to make up the ten-year cumulative loss it expects to sustain with the NLS.  CUB also asserts that SBC will raid assets and other resources of its ILECs that have been acquired and funded through revenues from its noncompetitive services.  These services, CUB concludes, necessarily would include services included in the definition of universal service, which it alleges is prohibited under Section 254(k) of TA 96.  Additionally, CUB argues that using the earnings of the merged company’s ILEC operations to finance the Strategy would increase the overall portfolio risk of the new SBC, thereby placing upward pressure on its overall cost of capital.  This, CUB concludes, eventually would translate into higher rates for AI services.  (CUB Init. Br. at 64-65.)


Cook County contends that the removal of capital and managerial talent, paid for by Illinois ratepayers, would result in the unjustified illegal subsidization of non-utility activities in violation of the Sections 7-204(b)(2) and (b)(3). It argues that, following the merger, Illinois will represent only 12% of the new SBC’s ILEC operations and, therefore, will be required to compete for capital with twelve other SBC ILECs, the NLS operations, SBC’s wireless business, and various international ventures.  Cook County further argues that SBC will raid Ameritech managerial talent to support its Strategy. It asserts that, because recruitment and training of ILEC management personnel is a costly and time-consuming effort funded by revenues from core monopoly services, permitting SBC to raid these resources for the Strategy constitutes a substantial cross-subsidy.  (Selwyn Direct, GCI Ex. 1.0 at 62-63; Selwyn Rebuttal, GCI Ex. 1.1 at 38-41; Cook County Init. Br. at 22-23.)


Similar to CUB, Cook County contends that reliance on ILEC core revenues to buttress the NLS not only violates sections 7-204(b)(2) and (3), but also violates Section 254(k) of TA96, which prohibits telecommunications carriers from using services that are not competitive to subsidize services that are subject to competition.  Cook County asserts that SBC plans to flow revenues from its core services to make up for the ten-year cumulative loss it expects to sustain from the Strategy.  (Cook County Init. Br. at 23-24.)


Cook County argues that the large commitment of capital and other resources to the NLS would  increase the overall portfolio risk of a merged SBC/Ameritech.  (Cook County Init. Br. at 22-25.)  GCI witnesses acknowledge that this may not be an issue under AI’s  price cap plan because an increase in its cost of capital would not necessarily increase rates.  However, they fear that AI may report poorer financial performance in some kind of attempt to revise the price cap plan.   (Selwyn Direct, GCI Ex. 1.0 at 7, 61-67; Selwyn Rebuttal, GCI Ex. 1.1 at 38-41.)  In adopting price cap regulation, the Commission expressly linked its review of the Plan to the Company’s performance and earnings over the initial five-year period.  Therefore, Cook County suggests, the inclusion of the Strategy in the Company’s cost of capital could eventually, if not immediately, translate into higher rates for its services.  (Cook County Init. Br. at 22-25.) 


Cook County adds that, unless conditions are imposed, improper cost allocations would lead to subsidization of non-utility activities and the improper allocations would remain undetected by Staff.  (Cook County Init. Br. at 25.)


Sprint contends that the profits associated with the Company’s regulated operations, specifically access services, would be used to subsidize the merged entity’s non-regulated long distance operations. It argues that SBC/Ameritech would have an enormous advantage in competing for long distance traffic because of the large subsidies currently embedded in access rates.  (Sprint Init. Br. at 38-41.)   Sprint notes that SBC specifically studied its ability to subsidize its interexchange operations prior to the proposed merger.


CTCA contends that the Commission cannot find that the proposed merger meets the requirements of Sections 7-204(b)(2) and (3) unless it imposes the conditions proposed by Staff.  In support of this position, CTCA raises the same concerns about Section 7-204(b)(2) as initially raised by Staff, including:  (1) Staff’s ability to verify charges and allocation costs among a larger group of affiliates following the merger, and (2) the difficulties in identifying costs and facilities without more description and details for each Ameritech transaction.  With respect to Section 7-204(b)(3), CTCA argues that existing safeguards are not sufficient to satisfy that requirement of the PUA.  (CTCA Init. Br. at 21-22.)


Commission Analysis and Conclusion

The Commission finds that the proposed merger presents no concerns about improper subsidization or cost allocations under Sections 204(b)(2) and (3).  The merger will not result in the unjustified subsidization of non-utility activities by the utility or its customers and, after the merger, costs will be fairly and reasonably allocated in such a manner that the Commission may identify those costs and facilities which are properly included by the utility for ratemaking purposes.


A broad array of state and federal rules and procedures address the allocation of costs between utility and non-utility activities, and protect against cross-subsidy.  Procedures currently in place, including this Commission’s cost allocation procedures and AI’s implementation processes, ensure that the proposed merger will not result in unjustified subsidization. The Company’s procedures have been reviewed in past rate cases, attested to annually by outside auditors, and examined regularly by our Staff and the FCC.  As pointed out by Joint Applicants, after the merger, the merged company will follow these same procedures and be subject to the same regulatory constraints.  We find that these procedures will remain effective in preventing any improper cross-subsidy by the merged company.


Our confidence in existing procedures is bolstered by the fact that Joint Applicants have voluntarily committed to satisfy Staff’s conditions. Staff indicates that their commitment to comply with its proposed conditions eliminates any of its previous concerns about improper cross-subsidization or cost allocations.  Since CTCA did not realize that Joint Applicants have agreed to satisfy all of the Staff’s conditions that relate to Sections 7-204(b)(2) and (b)(3), there is no need to comment further.


As indicated previously, the GCI parties argue that SBC will cross-subsidize the NLS with “monopoly revenues” derived in Illinois. They argue that such cross-subsidization could occur in two ways.  First, they argue SBC will staff the Strategy by reassigning experienced AI managers, trained with its regulated operations revenues, to positions in other states.  Second, they argue the NLS will require funding from revenues generated by Ameritech’s and SBC’s regulated operating companies.  As explained below, these arguments are without merit.


The Commission rejects GCI’s argument that SBC will cross-subsidize by staffing the Strategy with AI managers, trained with the Company’s regulated operations revenues.  Cross-subsidization occurs when a company assigns costs from one function or service to another function or service.  The Commission finds that the transfer of employees from one job to another is not cross-subsidization.

Even if the Commission were concerned about such transfers, there is no record evidence to indicate that SBC will “raid” AI managers.  To the contrary, the evidence shows that the anticipated management and expertise needed to spearhead the NLS will not diminish the quality of the Company’s management or service.  As stated by Joint Applicants, if SBC and Ameritech are combined, job duplications will exist which will free up highly-experienced non-AI managers to help staff the Strategy.  This does not, however, mean that AI will be left without adequate managerial personnel.  The merger will eliminate personnel duplications primarily at the holding company level, and in connection with shared services.  Furthermore, the NLS will require only 8% of the combined entities’ entire managerial workforce, assuming that no one is hired from outside.  The combined company still will have a large number of experienced managers to ensure that high-quality service continues in Illinois.  In light of the revenues generated in Illinois, the Commission does not find it credible that SBC will leave AI vacant of qualified management.  In fact, SBC has made a commitment to Ameritech that there would not be a decrease in the number of employees in the Ameritech region.

With respect to Cook County’s concern that, following the merger, Illinois will represent only 12% of the new SBC’s ILEC operations and, therefore, will be required to compete for capital with twelve other SBC ILECs, the NLS operations, SBC’s wireless business, and various international ventures, we find this concern to be speculative and fail to see how it credibly relates to subsections (b)(2) and (b)(3).  Nevertheless, once again we find that it would be against SBC’s best interest to neglect the Company’s capital needs. (SBC/Am. Init. Br. at 74.)  Furthermore, SBC has assured us that it will continue to infuse capital into AI as required. (Kahan Direct, SBC/Am. Ex. 1.0 at 34.)  In addition, as previously noted, we will require SBC, as a condition to merger approval, to spend at least $3.0 billion over the next five years for infrastructure enhancements.

The Commission also rejects GCI’s contention that using AI revenues to fund the Strategy will lead to cross-subsidization.  This contention has no support in the record.  First, we have explicit cost allocation procedures that protect against such cross-subsidization, and these procedures will remain in force after the merger.  As previously stated, we are confident that these procedures will eliminate any cross-subsidy concerns. Second, we are convinced, as are other commissions, that price caps alleviate concerns about cross-subsidization.  In re Pacific Telesis Group, Joint applicant: SBC Communications, Inc., California Pub. Utils. Comm., 177 P.U.R.4th 462 (March 31, 1997).  Price caps prevent AI from increasing prices for non-competitive services.  Therefore, any losses that may occur as a result of the Strategy could not be offset by Illinois revenues.  Third, as competition increases, the number of services in the non-competitive category will decline, further diminishing any risk of cross-subsidization. Finally,  as stated by Joint Applicants, the anticipated capital investment is not substantial for the combined companies.  For these same reasons, the Commission rejects GCI’s concern that the overall portfolio risk of the merged company will increase as a result of its NLS capital commitment.

The Commission also agrees with Joint Applicants that use of AI’s “return on capital core revenue” to support the Strategy is not cross-subsidization.  Any AI funds used to finance the Strategy will come from the Company’s return on capital.  AI is entitled to earn a return on capital every year, and spend that return in any way it sees fit.  Accordingly, using its return to finance the NLS is perfectly legal and does not constitute cross-subsidization.  As pointed out by Joint Applicants, cross-subsidization occurs only when a company assigns costs from one function or service to another function or service.  There is no proof that this will occur and, in fact, CUB and Cook County do not contend that this will occur.  Instead, they contend that the Company’s use of its return to finance specific ventures is illegal cross-subsidization.  This argument, however, goes against basic regulatory and legal principles, which give shareholders the right to earn a return on capital and use it to finance any venture they wish.  For these same reasons, we reject Cook County’s assertion that failing to allocate merger savings to ratepayers (as well as an offset that corresponds with the reduction in AI’s regulated costs that support competitive activities) would allows it to earn excessive profits which can be used to finance the Strategy.


The Commission also rejects CUB’s argument that the size of the newly merged company will make our duty to protect AI ratepayers against subsidization of non-utility activities impossible to fulfill.  There is absolutely no basis in the record to support CUB’s contention that Staff will be unable to detect cross-subsidies.  To the contrary, Staff has indicated that, so long as it is given access to requested documents, it is  quite competent to detect cross-subsidies.  (Staff Init. Br. at 117-19.)  As pointed out by Joint Applicants, Staff is in the best position to determine whether its own resources and abilities are sufficient to detect cross-subsidies.  We agree.  This conclusion is further supported by the Joint Applicants’ commitment to provide Staff with access to all of the information Staff has requested.


The Commission rejects Sprint’s arguments for the same reasons we rejected the GCI’s arguments.  The combination of current cost allocation procedures, price cap regulation, emerging competition and SBC/Ameritech’s commitment to Staff’s conditions eliminates any concerns about cross-subsidization.  As pointed out by Joint Applicants, the FCC repeatedly has repeatedly concluded, and we agree, that price discrimination is relatively easy to detect and, therefore, unlikely to occur. (SBC/Am. Init. Br. at 61.) (See SBC/PacTel Order at ¶ 53; SBC/Am. Ex. 4.1 at 18.)   Additionally, any attempt by the merged company to price squeeze is not likely to be successful because competitors would be able to defeat that scheme by purchasing the interLATA service on a wholesale basis or by purchasing UNEs.  (SBC/Am. Init. Br. at 62.)  (SBC/PacTel Order at ¶ 54; see also BA/NYNEX Order at ¶¶ 115-17; SBC/Am. Ex. 4.1 at 20-22.)

In short, the evidence shows that the reorganization will not lead to the unjustified cross-subsidization of non-utility activities and that costs and facilities will be fairly and reasonably allocated. Accordingly, the Commission finds that the proposed merger meets the requirements of Section 7-204(b)(2) and (3).

D.
Whether The Proposed Reorganization Will Significantly Impair The Utility’s Ability To Raise Necessary Capital On Reasonable Terms Or To Maintain A Reasonable Capital Structure.  (Section 7-204(b)(4)).


Joint Applicants’ Position

Joint Applicants contend that the proposed reorganization will not impair the Company’s ability to raise necessary capital on reasonable terms or to maintain a reasonable capital structure.  (SBC/Am. Init. Br. at 75.)  They assert that AI will continue to exist in exactly the same form after the merger. Consequently, because it issues its own debt, AI will have the same access to the debt market that it does today.  Traditionally. equity has been issued by Ameritech at the holding company level.  Joint Applicants state that this overall structure will continue to exist after the merger except that SBC, instead of Ameritech, will issue stock and infuse equity capital into the regulated companies.  Joint Applicants assert that, because of the increased size of the company after the merger, AI actually will have better access to capital markets.  The merged company’s financial strength will provide the combined organization with significant financial flexibility, including the flexibility to issue both debt and equity where needed on reasonable terms.  Additionally, they argue, the combined organization’s cash flow and funding capabilities will enable it to raise funds for network investments and new products and service on a more cost efficient basis. (Gebhardt Direct, SBC/Am. Ex. 3.0 at 10-12).


Joint Applicants also contend that there will not be any material change in the Company’s capital structure after the merger. They point out that this Commission has reviewed its capital structure on numerous occasions and has concluded that it is reasonable.  (Gebhardt Direct, SBC/Am. Ex. 3.0 at 10-12).  They assure the Commission that AI will continue to operate in accordance with sound financial, accounting and capital management guidelines, and that SBC will continue to infuse capital into it as required. They claim that SBC’s current practice with SWBT and PacTel is a strong indication of its commitment to infuse capital into its operating subsidiaries.  (Kahan Direct, SBC/Am. Ex. 1.0 at 34).


In further support of SBC’s position, Joint Applicants cite comments made by several investment analysts that have praised the combination of SBC and Ameritech.  Joint Applicants argue that the analysts’ remarks confirm the judgment of the management of SBC and Ameritech that the combination of these two companies is an outstanding fit and will benefit customers, shareholders and employees.  (Kahan Direct, SBC/Am. Ex. 1.0 at 35-37).

Staff and Intervenors’ Positions

Staff agrees with Joint Applicants that the proposed reorganization will not impair AI’s ability to raise capital or maintain a reasonable capital structure as required under Section 7-204(b)(4).  (Plaza Direct, Staff Ex. 2.00 at 3-6; Marshall Direct, Staff Ex. 1.00 at 16-17.)  Staff points out that AI has access to the long-term debt markets on reasonable terms because of its Standard & Poor’s (“S&P”) issuer credit rating of AAA, and has access to the short term debt and equity capital markets on reasonable terms as a result of Ameritech’s AA+ S&P issuer credit rating.  Additionally, because the merger is taking place at the holding company level and not the utility operating level, Staff asserts that the Company’s capital structure is expected to remain unchanged immediately after the merger.  Because AI will still access the long-term debt capital market independently of its parent company, Staff finds it will continue to have access on reasonable terms.  However, because AI accesses the short-term debt and equity markets through its parent company, Staff evaluated the financial condition of the new parent company, SBC. It found that SBC’s financial ratios, as well as the merged company’s forecasted financial ratios, demonstrate a strong financial condition.  Therefore, Staff concludes that the proposed reorganization complies with Section 7-204(b)(4).  (Staff Init. Br. at 120-21.)

Although the GCI parties did not specifically raise arguments concerning Section 7-204(b)(4) in their initial briefs, they argued in the course of this proceeding that the purchase premium will have a negative effect on AI’s cost of capital.  The merger agreement provides that SBC will acquire Ameritech as a wholly-owned subsidiary through a tax-free stock-for-stock transaction. Shares of Ameritech common stock will be converted into shares of SBC common stock on the basis of a 1.316 exchange ratio.  According to the GCI witnesses, this represents a premium of about $13.2 billion over the market value of Ameritech as of the day preceding the merger announcement and, in terms of Ameritech’s $15 billion book value, SBC will be paying a premium of $47 billion.  GCI argues that the premium paid for the stock will impact Ameritech Illinois’ cost of capital adversely in violation of Section 7-204(b)(4).  (Selwyn Direct, GCI Ex. 1.0 at 8-9.)


As previously stated, CUB and Cook County have also argued that the NLS will increase the overall portfolio risk of the merged company.  These arguments were previously described in our discussion of Sections 7-204(b)(2) and (b)(3).


CTCA agrees with Staff witness Plaza that the proposed merger will not significantly impair Ameritech Illinois’ ability to access the capital markets on reasonable terms, or to maintain a reasonable capital structure.

Commission Analysis and Conclusion

The Commission finds that the proposed merger will not significantly impair the Company’s ability to raise necessary capital on reasonable terms or to maintain a reasonable capital structure for the foregoing reasons stated by Joint Applicants and Staff. We find that the proposed merger meets the requirements of Section 7-204(b)(4).

E.
Whether Ameritech Illinois will remain subject to all applicable laws, regulations, rules, decisions and policies governing the regulation of Illinois Public Utilities. (Section 7-204(b)(5)).


Joint Applicants’ Position

The Joint Applicants take the position that, following the merger, Ameritech Illinois will continue to be subject to the jurisdiction of the Commission and to all of the applicable laws, rules, regulations, decisions, and policies relating to its regulation. They also state that there is nothing about this merger that alters the authority of the Commission to regulate AI just as it has been regulated in the past  (Kahan Direct, SBC/Ameritech Ex. 1.0 at 40-42; Gebhardt Direct, SBC/Ameritech Ex. 3.0 at 12) and that no party has disputed that fact.  (Joint Applicants’ Reply Br. at 80.)


Because the Commission's jurisdiction and authority over AI will not change, and it will remain subject to all applicable Illinois laws, the Joint Applicants conclude that Section 7-204(b)(5) has been satisfied and the Commission's inquiry need go no further. They state that  the Commission has followed this very same analytical approach in all prior mergers under Section 7-204(b)(5).  (See, e.g., Consolidated Communications/McLeod USA Merger, Docket 97-0300, Order dated September 24, 1997 at 13:  "[T]he Commission's jurisdiction will not be impacted by the proposed merger.  After the merger, ICTC will continue to be regulated by the Commission in the same manner and to the same extent as it is regulated today." CIPSCO/Union Electric Merger, Docket 95-0551, Order dated September 10, 1997, at 68:  "[B]oth CIPS and UE will continue to be regulated as Illinois public utilities after the merger and reorganization"); Iowa-Illinois Gas & Elec./MidAmerican Energy Merger), Docket 94-0439,Order dated May 3, 1995 at 36; GTE/Contel Merger, Docket 90-0337, Order dated December 12, 1990 at 7, 10:  "[T]he regulatory status of Contel will remain unchanged after the reorganization.")


Further, although they view the issue as irrelevant to Section 7-204(b)(5), the Joint Applicant's note that the voluntary commitments made by SBC and Ameritech actually will improve the Commission's and its Staff's ability to oversee AI and ensure compliance with all laws, regulations, and orders.  For example, they have agreed to: (1) file monthly OOS reports with the Commission; (2) submit revised TELRIC and LRSIC studies within six months of the last regulatory approval of the merger; (3) advise Staff of any changes to 9-1-1 service or staffing; (4) grant Staff access to all books, accounts, records, and personnel of Ameritech Corporation, SBC, and their utility and non-utility parent, sister, and subsidiary companies, as well as the workpapers of independent auditors; (5) file a revised Cost Allocation Manual within six months of the last regulatory approval of the merger; (6) work with Staff to ensure equal treatment of all customer classes; and (7) file an annual report on "best practices" for up to three years after the merger.  (Kahan Surrebuttal, SBC/Am. Ex. 1.2 at 4-8;  Joint Applicants’ Reply Br. at 81.)


Staff's Position

Staff disagrees with the Joint Applicants' assertions and contends that Section 7-204(b)(5) can be satisfied only if the Commission imposes certain conditions, discussed below.  It believes that such conditions are necessary to avoid any adverse impact on the Commission's ability to regulate AI after the merger.  Staff believes that this ability to regulate could be threatened by what it sees as AI’s recent history of non-compliance with Commission orders, SBC’s alleged documented anti-competitive behavior and non-compliance with legal requirements in other jurisdictions, a reduced ability to use “benchmarks,” and SBC’s possible desire to standardize regulations in its 13-state region.


In arguing that AI has a recent history of non-compliance with Commission Orders, Staff refers to (1) the Bands B and C case (Docket 95-0584), where the Commission reprimanded AI for missing a deadline to file a new tariff; (2) the Commission’s Order on reciprocal compensation payments to Internet Service Providers (Docket 97-0404, 97-0519, and 97-0525 (cons.)), where AI delayed paying reciprocal compensation after the stay of the Commission’s Order expired; (3) the Commission’s “common transport” requirement in Docket 96-0486 by not offering common transport to competing carriers, where AI filed a tariff that Staff appears to believe was inadequate; (4) the Commission’s Order on Infrastructure Maintenance Fees (Docket 97-0632), where AI is technically in non-compliance because the Commission has not yet ruled on its request for an extension of time; and (5) Staff’s letter to AI on December 1, 1998 regarding problems Staff has had in verifying costs supporting the Company’s tariff filings.  (Marshall Direct, Staff Ex. 1.00 at 17; Marshall Rebuttal, Staff Ex. 1.01 at 16-19.)  Staff has also noticed views these cases as showing a “general decline in Ameritech Illinois’ compliance with Commission decisions and policies.,”  Concurrently, Staff has noticed reductions in the number of Ameritech Illinois’ regulatory staff which should be a consideration in approving the merger considering that one area SBC/Ameritech expects to receive the benefits of cost reductions is in regulatory expenses (See Synergy Summary, SBC Document Number 004-04993).”  Staff believes that the merger “is likely to lead to a further decline in Ameritech Illinois' compliance with applicable laws, regulations, rules, decisions and policies governing the regulation of Illinois public utilities.”  (Staff Initial Br. at 125-26.)


Staff also questions points to SBC’s non-compliance with both state and federal legal requirements.  For example, Staff states that the utility commissions in Texas and California have directed SBC to demonstrate that it is following a number of their Orders and intends to follow future PUC directives as part of SBC subsidiaries’ Section 271 proceedings.  (Yow Direct, Staff Ex. 3.00, Atts. 1 and 2.)  Further, based on the Joint Applicants’ position Staff also contends that SBC’s corporate headquarters in San Antonio, Texas will dictate general corporate goals, commitments, and policies to AI personnel, Staff is concerned that this will make it more challenging for the Commission to regulate AI.  and that this could make the Commission’s regulation of AI more challenging.  As examples, Staff cites to decisions by the Texas PUC, the district court for the Western District of Texas, and the American Arbitration Association that criticize certain anti-competitive SBC practices and find it in violation of various requirements of the federal Act of 1996, to support their position.  (Staff Br. at 126-29.)


Staff next points out contends that the merger will reduce the number of independent RBOCs that state and federal regulators can use for comparison purposes, or "benchmarking." It claims that with the reduction in the number of independent RBOCs from seven to five and now potentially four, it will become more difficult for this Commission to evaluate the Company’s quality of service, cost characteristics, rate levels, innovation efforts, competitive efforts as well as technical and economic feasibility issues.  (Yow Direct, Staff Ex. 3.00 at 17.) As a result, Staff states, the proposed merger will make it more difficult to regulate AI.  While the Joint Applicants argue that a reduction in the number of RBOCs will not adversely impact the Commission's ability to regulate AI because a variety of federal reports, including ARMIS and Common Carrier Bureau reports that compare local exchange carriers in the nation will continue to be in existence following the merger (Kahan Rebuttal, SBC/Ameritech Ex. 1.1 at 40-42), Staff contends that the value of such reports will diminish as the RBOCs which they compare become less independent from one another.  It also states that, although the Commission previously has not relied on benchmarking, conditions in the local exchange marketplace have increased the need to utilize that tool to evaluate a number of issues, including market opening initiatives, service quality, and technical feasibility claims. (Yow Rebuttal, Staff Ex. 3.01 at 18-19.)   Staff further notes that its own witnesses and Joint Applicants’ witnesses in this case have made use of benchmarks from other carriers.  (See Gasparin Rebuttal, Staff Ex. 5.01 at 4-5; McClerren Direct, Staff Ex. 8.00; McClerren Rebuttal, Staff Ex. 8.01.)


Staff claims that the information which may be provided to the Commission through CLECs will not be a sufficient substitute for the information which otherwise would have been available to the Commission through the existence of SBC as a separate RBOC.  Staff contends that such information, derived from interconnection agreements, is limited and fails to encompass the variety of service information that the Commission currently can use to benchmark between RBOCs.  (Yow Rebuttal, Staff Ex. 3.01 at 20.)

Staff also expressed concern that as AI becomes one of 13 ILECs affiliated with SBC, SBC will attempt to standardize the regulations applicable to AI with those applicable to its other incumbent LEC affiliates.  Staff believes that may result in additional litigation and an incentive for SBC not to comply with Commission Orders.  (Yow Direct, Staff Ex. 3.00 at 20.)

To the extent the Commission concludes that the proposed merger should be approved, Staff recommends that approval be conditioned on the following:  (1) Ameritech Illinois’ demonstration of compliance will all current Commission Orders; (2) Ameritech Illinois’ and SBC’s demonstration of compliance with Sections 251 and 271 of TA96; (3) Ameritech Illinois’ maintenance of its existing level of regulatory staffing within Illinois; (4) A requirement that Ameritech Illinois seek Commission approval prior to reducing or moving subject matter expert positions outside the state of Illinois; (5) Obtaining Commission approval prior to the reduction or removal of any 9-1-1 staff functional in providing 9-1-1 services in Illinois; and (6) Ensuring that any post-merger changes that are made in the delivery of 9-1-1 services be transparent to the 9-1-1 systems and to the 9-1-1 subscribers.  ICC Staff Initial Brief at 94 and 134.

In conclusion, Staff recommended that the Commission condition its approval on the following: (1) AI’s  demonstration of compliance with all current Commission Orders; (2) AI’s and SBC's demonstration of compliance with Sections 251 and 271 of TA96; (3) the Company’s maintenance of its existing level of regulatory staffing within Illinois; and (4) a requirement that it seek Commission approval prior to reducing or moving subject matter expert positions outside the state of Illinois.  Staff claims that movement of subject matter experts outside Illinois would make it difficult for it to have access to those subject matter experts on a timely basis and hamper its ability to obtain information pertinent to the evaluation and analysis of utility tariff filings, petitions and testimony.


Intervenors’ Position

The GCI parties were the only Intervenors to address Section 7-204(b)(5) in any meaningful way.  They essentially support Staff's position, while adding a few claims about the implications of the Joint Applicants' past conduct for the Commission's ability to regulate AI after the merger.  Cook County, for example, alleged that SBC’s challenge to the California statute regarding sharing of merger benefits in its merger with PacTel and its challenge to the applicability of Section 7-204(c) here show a resistance to regulatory authority.  (Cook County Init. Br. at 26-27.)  Cook County makes the same claim regarding SBC’s and Ameritech’s arguments in various cases regarding the proper interpretation of Section 271 of TA96.  (Id. at 27.)


Commission Analysis and Conclusion

Section 7-204(b)(5) asks only whether “the utility” (in this case, Ameritech Illinois) will “remain subject to” all "applicable law, regulations, rules, decisions, and policies governing the regulation of Illinois public utilities."  The apparent intent of this provision is to ensure that the reorganization does not have the effect of somehow sheltering a utility’s regulated activity from scrutiny (e.g., by somehow shifting regulated functions to an unregulated affiliate).  Thus, in prior cases we have applied this provision very literally, asking simply whether “the Commission’s jurisdiction will . . . be impacted by the proposed merger” and whether the utility “will continue to be regulated by the Commission in the same manner and to the same extent it is regulated today.”  (Previous Joint Applicant citations deleted).


We conclude see no reason to deviate from that approach here.  The Joint Applicants have stated -- and Staff has agreed and no Intervenor has argued otherwise -- that AI will remain fully subject to the jurisdiction of the Commission and to all laws to the same extent after the merger as before the merger; that is, its regulatory status will remain unchanged.  That is all Section 7-204(b)(5) requires.  However, we are concerned with the record evidence documenting AI’s and SBC’s non-compliance with regulatory requirements as well as the Joint Applicants’ plans to reduce regulatory expenses.  We believe that approving the proposed merger without conditions in this area would have an adverse effect on the interest Ameritech Illinois’ customers (as required by Section 7-204(f)) as well as Ameritech Illinois’ ability to perform its duties under the PUA.

The arguments of Staff and Intervenors do not convince us to change our past practice or to read Section 7-204(b)(5) as authorizing some speculative inquiry into the Commission’s post-merger ability to regulate the merged entity.  We will have all the same enforcement tools and authority with respect to Ameritech Illinois after the merger as before the merger.  Thus, concerns about the Commission’s and Staff’s “ability” to regulate are merely conjectural, except that As a result, we will require the merged company to demonstrate compliance will all current Commission Orders; demonstrate compliance with Sections 251 and 271 of TA96; maintain Ameritech Illinois’ existing level of regulatory staffing within Illinois; obtain Commission approval prior to reducing or moving subject matter expert positions outside the state of Illinois; obtain Commission approval prior to the reduction or removal of any 9-1-1 staff functional in providing 9-1-1 services in Illinois; and ensure that any post-merger changes that are made in the delivery of 9-1-1 services be transparent to the 9-1-1 systems and to the 9-1-1 subscribers.  comply with all of our current Orders as outlined by the Staff herein.  Based on the foregoing, we find that Section 7-204(b)(5) has been satisfied.

F.
Whether the proposed reorganization is not likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction.  (Section 7-204(b)(6)).

Joint Applicants’ Position

According to Joint Applicants, the record establishes that the merger is not likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction, namely the Illinois intrastate markets for local exchange, intraMSA toll, and interMSA toll.  (Joint Applicants' Init. Br. at 31-34).

Joint Applicants first contend that Section 7-204(b)(6) requires the Commission to take the relevant markets as it finds them.  The purpose of that Section is not to compel general changes in the overall state of competition, but to ensure that existing competition is not harmed.  Id. at 35.  Its plain language requires us to address the impact of the merger on “actual” competition, not potential competition.  Id.  As Mr. Gebhardt made clear in his testimony, any assessment of future competition would be highly speculative, dependent on information not normally available to the Commission, and duplicative of the Department of Justice's (“DOJ”) role in reviewing this merger.  Id. at 36-37.


Joint Applicants claim that the merger would have no adverse impact on actual competition.  Id. at 38.  To start with, they stress that the merger would take place at the holding company level and thus would have no direct effect on AI.  Its legal and contractual obligations after the merger would be exactly the same as they are now.  Moreover, as Dr. Harris testified, the merger would not eliminate any competitors or increase concentration in Illinois because it is “primarily a geographic extension merger.”  Id. at 38-39.

Joint Applicants and Staff agree that the merger would not impact the Illinois interMSA market.  In addition, because SBC does not offer local toll service in any Illinois market, the merger would not impact the Illinois intraMSA toll market.  Id. at 39.  The same is true with respect to the Illinois local exchange market.  Id. at 39-40.  According to Mr. Gebhardt, the merger also would not change the market structure in Illinois.  Id. at 40.  The Commission, and not Ameritech or SBC, sets competitive policy in Illinois.  This would not change if the merger were approved.  Id.

Staff and Intervenors urge the Commission to consider the effects the merger would have on “potential” competition.  Even if we were so inclined, Joint Applicants posit that the merger would not adversely affect potential competition in Illinois. They urge the use of the DOJ Merger Guidelines (“Guidelines”) to evaluate mergers in the telecommunications industry, including recent mergers of LECs such as Bell Atlantic/NYNEX and SBC/PacTel.  Id. at 42-45. They point out that this Commission has employed the Guidelines in prior merger reviews.  Id. at 45.

Joint Applicants contend that, based on the Guidelines, the merger would have no impact on potential competition.  Id. at 47.  As Dr. Gilbert explained, under the Guidelines, a showing of an adverse effect from a merger or acquisition on potential competition requires all of the following elements:  (1) the merger eliminates a firm that had a high probability of entering the market as a new competitor; (2) the merger eliminates a firm that is one of only a few firms that are uniquely situated to enter the industry in the future; and (3) the merger eliminates a firm whose entry would have a substantial deconcentrating effect.  Id. at 47-48.  Under this test, potential competition claims relating to out-of-region RBOCs have been uniformly rejected.  Id. at 50.  The FCC, for example, rejected such claims in the SBC/PacTel and Bell Atlantic/NYNEX mergers.  Id. at 50-52.


Joint Applicants argue for the same result in this case.  First, SBC is not a likely potential entrant in Illinois.  Potential entrance, according to Joint Applicants, has been defined to mean entry in the near future.  Id. 49-50; 52.  There is no evidence that SBC intends to enter the relevant local markets in Illinois in the near future (id. at 520), and Staff’s claim that SBC would enter Illinois “at some point” in the future is irrelevant.  Id. at 55.  To the contrary, there is sworn and unrebutted evidence that SBC has no such plans.  Id. at 52-53.  It is important to note that the test is “would” a potential competitor enter Illinois in the “near future,” not “could” one do so.  Id. at 53.  This distinction has been recognized by state commissions and federal courts in analyzing mergers.  Id.  Thus, claims that SBC has the capacity to compete with Ameritech are irrelevant.  Unlike the Guidelines, Staff proposes an approach which is speculative and untested.  Id. at 55-56.  Moreover, Intervenors’ reliance on SBC's wireless service in Illinois to prove that SBC is a potential competitor is inconsistent with sworn testimony.  Id. at 56.


Second, SBC is not one of only a few potential competitors of Ameritech Illinois.  Id. at 57.  The Guidelines require that three or more potential competitors exist after the merger.  Id.  Even if SBC were viewed as a potential competitor, at least six other firms would also be viewed as competitors, far exceeding the “three or more” standard in the Guidelines.  Id. at 57-58.  Staff agreed that Bell Atlantic, BellSouth and U S West are potential competitors of Ameritech.  In addition, Staff agreed that AT&T, MCI and Sprint are, to one degree or another, potential competitors.  Id. at 58.


Third, potential entry by SBC would not have a greater competitive effect than entry by others.  Id. at 59.  Opponents of the merger have failed to explain how SBC, acting alone, plausibly could have more impact than firms like AT&T, MCI, and Sprint, which have already begun competing with Ameritech Illinois and which have far greater brand name recognition.  Id.


Joint Applicants challenge Sprint’s position that the merger would harm competition by leading to price discrimination.  Id. at 61.  This argument was rejected in the SBC/PacTel and Bell Atlantic/NYNEX mergers, because, as the FCC pronounced, “[p]rice discrimination  . . . is relatively easy for [the Commission] and others to detect, and is therefore unlikely to occur.”  SBC/PacTel Order at ¶ 53.  They, therefore, urge the Commission to reject this argument here.


Joint Applicants also challenge Sprint's argument that the merger would increase the incentive to discriminate because of the so-called “spillover” effect.  This alleged increase in incentive is said to arise because the merger enables the post-merger firm to internalize the spillover benefits that are created outside Illinois from noncompetitive practices undertaken in Illinois.  Id. at 62.  This argument has been rejected in prior ILEC mergers because any such discrimination is illegal and easy to detect.  Id. at 63.  Moreover, “spillover” is nothing but an untested and uncertain theory.  Id. at 63-67.


Finally, having satisfied Section 7-204(b)(6), Joint Applicants oppose Staff's “conditions” on approval.  Id. at 67.  They aver that that Section is not a “wish list” for issues that are both irrelevant and more properly addressed elsewhere.  For example, Staff is attempting to use these proceedings to resolve the common transport dispute.  The Commission should reject such efforts because common transport  is not in any way linked to the merger, and there is no support for the allegation that the merger would delay the provision of common transport.  Id. at 67-68.  There is also no basis for conditioning approval on Section 271 compliance.  Id. at 69.  The FCC has recognized that approval of a merger is independent of Section 271 approval (Bell Atlantic/NYNEX Order at ¶ 203), and Joint Applicants urge this Commission to do likewise.

Staff’s Position

Staff argues that, according to Section 7-204(b)(6), the Commission has jurisdiction over four markets: (1) local exchange telecommunications service; (2) intraLATA interexchange telecommunications service; (3) interLATA inter-exchange telecommunications service; and to a lesser extent (4) cellular telecommunications service.  (Staff Init. Br. at 6).

To evaluate the proposed merger’s likely effects on competition, Staff relies on economics which is a developed science that allows one to determine the likely behavior of firms, or changes in market structures and characteristics, with a high degree of accuracy.  Staff Reply Brief at 10 (citing ICC Staff Ex. 9.0 at 4-5).  Staff initially discusses basic economic principles to guide the Commission in its economic analysis.  Staff’s opposition to the merger is premised on a “perfectly competitive” theory of economics, which posits that competition exists on a continuum from pure monopoly to perfect competition.  Id. at 7-9.  The basic economic principles discussed by Staff do not constitute an argument upon which Staff relies to oppose the proposed merger.  Instead, Staff discusses basic economic principles to lay the necessary economic groundwork which the Commission can utilize to evaluate the economic arguments advanced by Staff in this proceeding.  

As discussed by Staff, basic economic principles recognize that markets fall along a continuum from pure monopoly to perfect competition.  Id. at 7.  Staff explained that in pure monopolies, the markets’ dominant firms have complete market power.  Id.  Staff stated that market power is a firm’s ability to profitably restrict supply or raise price above cost.  Id.  Staff explained that monopolies are socially undesirably because they result in money being transferred from the public to firms which earn supra-normal profits, i.e., an inefficient allocation of resources.  Id.  On the other hand, Staff stated that firms within competitive markets do not have market power because supply restrictions or price increases result in buyers obtaining a good elsewhere if any one firm attempts to exercise market power by restricting supply or raising the price of any one good.  Id.  Staff explained that competitive markets are socially desirable because they maintain an efficient allocation of resources at the least cost to society.  Id.  

Any given market’s place on the continuum is determined by the degree of competition which exists within the market.  Id.  Staff noted that Under that theory, four characteristics establish the degree of competition in any market: (1) the number of buyers and sellers; (2) the standardization of the product; (3) the degree of ease to enter and exit; and (4) the amount of knowledge about the nature and prices of the products.  Id.  Economists utilize these characteristics to predict the likely behavior of firms within markets with a high degree of accuracy.  Id. at 7-8.  Staff’s discussion of these economic principles is useful in understanding the effects that the proposed merger is likely to have on competition applies this economic theory to in each of the four markets over which the Commission has jurisdiction.

LOCAL EXCHANGE MARKET

First, Staff argues that the merger would have an adverse effect on the local exchange telecommunications market in Illinois. Staff disagrees with Joint Applicants’ interpretation of Section 7-204(b)(6).  It argues that the Commission must consider all adverse effects that the proposed merger is likely to have on competition, including all “future adverse effects.”  Id. at 37.  Also, Staff advances three bases upon which Staff opines the proposed merger is likely to have an adverse effect on competition.  Staff states that the proposed merger is likely to (1) inhibit the market’s transition to competition, (2) increase the market’s barriers to entry, and (3) eliminate an actual potential competitor form the market.  Each of Staff’s three positions is premised on the fact that the market currently is not competitive.

Although Staff agrees that it would be reasonable for the Commission to use the Guidelines in the merger analysis, it explains that the Guidelines cannot constitute the entirety of the Commission’s analysis.  First, Staff states that the DOJ’s Merger Guidelines have standards for merger analysis under the Actual Potential Competition doctrine, which is the third basis upon which Staff relies to find that the proposed merger is likely to have an adverse effect on competition.  However, Staff points out that the Guidelines do not contain standards for analysis under the other two bases advanced by Staff on this issue.  Since the Commission must consider all adverse effects that the proposed merger is likely to have on competition, Staff states that the Commission must necessarily expand its analysis beyond the Guidelines.  

Second, when analyzing the proposed merger pursuant to the Actual Potential Competition doctrine, Staff urges the Commission not to apply the Guidelines mechanically to the instant merger because the standards contained in the Guidelines for the number of alternative, similarly situated carriers is too strict to be applied to the instant merger for two reasons.  First, Staff explains that those Guidelines are allegedly designed for mergers in markets that are substantially less concentrated than the Illinois local exchange market.  Id.  Staff states that in normal merger analysis, the entry into the market of the number of other firms contained in the guidelines, i.e., three to six, will have the desired effect of deconcentrating the market.  However, in the case of the Illinois local exchange market, the market is so substantially concentrated that even if all three remaining RBOCs entered the market and won 15% of the market each, which is a liberal estimate, the market would only be deconcentrated to the point where normal merger analysis begins.  

Also, Staff notes that state and federal lawmakers are attempting to transition the market from monopoly to competitive status.  Accordingly, Staff emphasizes that the Commission must require the existence of more alternative entrants than required under the Guidelines to find that the loss of SBC as an actual potential competitor will not harm competition in Illinois.  To support its argument, Staff notes that the DOJ is not even strictly bound by its own guidelines; rather, the DOJ has discretion to deviate therefrom.  

Current Competitive Conditions
Staff’s concern is premised on the local exchange market’s current high level of concentration, and anticompetitive characteristics and behavior.  Staff It contends that this the local exchange market in Illinois is a de facto monopoly.  Staff explains that de facto monopolies are characterized by one firm which controls a large majority of the market and a number of small or niche providers.  In de facto monopolies, the dominant firm is able to establish price much as a perfect monopolist despite the presence of other suppliers because “[t]he dominant firm is so large … and the barriers to entry or expansion by niche providers is sufficiently great that the dominant firm can maximize its profits without regard to the response of niche providers.”  ICC Staff Ex. 9.0 at 9-10.  Staff explains that the facts establish that the local exchange market is a de facto monopoly.  Staff notes that twenty-two carriers besides Ameritech Illinois exist in the market; but, despite the presence of these other carriers, in which the Company Ameritech Illinois controls 96.84% of the market.  Id. Staff Initial Brief at 10.

Moreover, of the remaining 3.16% controlled by CLECs, only 0.22% is served by facilities-based carriers.  Staff argues that facilities-based carriers add more competition to the market than resellers, because resellers are limited to providing service in the manner that the underlying ILEC provides services and have very little ability, particularly in the long-term, to affect the level of supply or prices.  Id. at 11.  Nonetheless, Staff recognizes that resale competition is preferable to no competition because resellers win customers away from ILECs, thereby producing a limited amount of competition.  Id.  

Staff noted that a market’s concentration level can be measured by the Herfindahl-Hirschman Index (“HHI”).  The HHI is the sum of the square of the individual market shares of each firm in an industry.  Id. at 10 n. 3.  Staff explained that an HHI of 10,000 represents a pure monopoly.  Staff’s calculation of the HHI of the Illinois local exchange market was above 9,000.  Id. at 10.
Although the local exchange market’s concentration level evidences a de facto monopoly and a lack of competition, Staff acknowledged that concentration levels, standing alone, can inaccurately indicate a market’s competitive characteristics or the behavior of firms within the market.  Id. at 57.  Accordingly, one must closely examine the relevant market to ascertain that the firms’ market shares and the market’s concentration ratios accurately reflect the market’s competitive characteristics.  Id.  Although the merger proponents bear the burden of proving that a market’s concentration ratio is an inaccurate indicator of competitive behavior, for the Commission’s benefit Staff analyzed the local exchange market in detail.  Id. at 57-61.

Staff stated that the Commission’s certification and the entry of some CLECs since deregulatory efforts began have failed to have more than a very minor effect on the market’s competitive environment.  Id. at 57.  However, Staff explained that merely looking at the number of competitors in a market is not sufficient.  Id. at 58.  Instead, one must evaluate the effectiveness of competitors.  Id.  For competition to be effective, firms must make significant inroads into the market.  Otherwise, the dominant firm will simply remain dominant.  Id.  Accordingly, Staff explained that the Commission needs to determine whether the market is sufficiently deconcentrating.  Id. at 59.  In order to assist the Commission in evaluating this issue, Staff cited three examples for comparison purposes.  

First, Staff cited the case of United States v. Black & Decker Mfg., 430 F.Supp. 729 (1976).  Staff noted that in Black & Decker, the relevant market has fluctuating two firm concentration ratios between 54.6% and 48.4%, four firm concentration ratios between 69.5% and 82%, and eight firm concentration ratios between 91.6% and 96.0%.  Id. at 56.  In the years surrounding the merger, demand increased nearly threefold which prompted a substantial number of firms to enter the market.  Id. at 59.  While several of the new firms significantly increased sales and two became top ten firms, some of the market’s largest firms lost growth and market share.  Id.  Nonetheless, the court held that the market was not on a trend toward deconcentration and stated:

While the market shares of the top two manufacturers did decline appreciably between 1970 and 1974 in both the market and submarket, and the share of the top eight manufacturers declined slightly in the same period, no clear trend to deconcentration stemming from the new entrants has emerged.  Rather the new entrants have expanded their small market shares but these shares remain slight compared to those of the larger firms.  The two new entrants in the top ten manufacturers … had market shares in 1974 of 2% and 1.8% respectively.  In fact [one firm] which had entered the market by acquisition in the late 1960’s had less than a 5% market share in 1974.  Realistically, these new entrants, despite rising demand, had not at the time of this suit significantly deconcentrated the market or established a trend toward deconcentration.    

Id.

Second, Staff cited to Mercantile Tx. Corp. v. Board of Governors, 638 F.2d 1255 (5th Cir. 1981).  In Mercantile Tx., the two relevant markets had four firm concentration ratios of 86.1% and 73.8%.  Id. at 56.  Staff noted that the court found that the market was not sufficiently deconcentrated when only a small amount of evidence of deconcentration existed.  Id. at 60.  Staff pointed out that the court stated as follows:

[The merger’s proponent] countered only with evidence that the markets were deconcentrating but not with evidence that the markets were now deconcentrated to a significant degree.  Mercantile failed to establish a “clear trend to deconcentration;” a small decline does not constitute a clear trend.  Even with a stronger trend towards deconcentration, years may pass before the influence of a dominant firm is substantially reduced.  The addition of more competition could still have the requisite beneficial effect.

Id.

Third, Staff cited to the example of the slow pace of deconcentration in the long distance market.  Id. at 61.  Staff stated that in 1984, AT&T had a 90.1% market share, that three years later AT&T’s market share had dropped to 78.6%, and that thirteen years later AT&T continues to be the dominant provider with 44.5% of the market share.  Id.  Staff explained that even with these significant losses in market share, neither Congress nor the FCC has found that the interexchange market is sufficiently competitive for deregulation.  Id.  

In comparison, Staff notes that the loss of Ameritech Illinois’ market share in the local exchange market since deregulatory efforts began has been significantly less than the three examples cited by Staff.  Id. at 59-61.  In Staff’s opinion, Ameritech Illinois has lost only 3.16% of the market.  Id. at 60.  Further, the majority of CLEC inroads have been made in the large corporate customer segment, thereby resulting in significantly smaller losses in Ameritech Illinois’ market share in other market segments.  Id.  Accordingly, the lack of a trend towards deconcentration evidences that the market’s description as a de facto monopoly is an accurate characterization of the market’s competitive structure.

Nonetheless, Staff explained that the most reliable indicator of a market’s competitive structure is the existence, or lack thereof, of price competition.  Id. at 58.  Staff stated that competition moves price closer to cost.  Id.  However, Staff points out that Ameritech Illinois has recently been able to move prices away from cost.  Staff concludes that competitive forces are not at work restraining Ameritech Illinois’ ability to increase price.  Therefore, Staff determines also contends that Ameritech Illinois has used its monopoly market power. to increase prices (Id. at 12.), 

Further, Staff stated that Ameritech Illinois’ market and this power is protected by significant barriers to entry.  Id. at 58.  Staff noted that CLECs have to incur a variety of sunk costs to enter the market which include advertising costs, equipment and facilities costs, and costs to obtain interconnection, unbundled network elements and collocation.  Id. at 12.  Also, Staff pointed out that potential entrants usually do not have information about price, cost, traffic patterns and customers’ needs and desires.  Id.  Staff explained that sunk costs and uncertainty increase potential entrants’ risk and cost of capital.  Id. at 12-13.  In addition, Staff stated that consumers often do not have knowledge about services and carriers within the market.  Id. at 13.  

Staff stated that barriers to entry likely exist because of the likely failure of Ameritech Illinois to have complied with the requirements of Section 251 and 271 of the Federal Act.  Id.  Staff explained that Section 251 and 271 of the Federal Act are designed to open Ameritech Illinois’ control of essential, bottleneck facilities to competitive utilization.  Id.  At this time, no Ameritech local exchange company has been found to be in compliance with Section 271’s requirements.  Staff stated that noncompliance causes significant barriers to entry to remain in effect.  Id.  

Finally, Staff explained that the existence of significant barriers to entry is , as evidenced by the lack of CLEC penetration during the past three years.  Id. at 12.  Also, in terms of competitive analysis, Staff stated that resale is appropriately viewed as an indication of the level of interest for facilities-based entry.  Id. at 11.  Staff pointed out that the resale level in the market is very low.  Id.  Staff concluded that the low level of resale evidences the fact that barriers to entry are too high for CLECs to be interested in competitive entry.  Id. at 12.  Accordingly, after having analyzed the market in its entirety, Staff concluded that the market is appropriately characterized as a de facto monopoly.  Staff believes that the market’s anticompetitive characteristics establish a significant need to evaluate concerns that the proposed merger will have adverse effects on competition within the market, and underlie the necessity of applying Staff’s three arguments.  

Staff’s First Argument - Local Exchange Market:

The Proposed Merger Is Likely To Inhibit The Local Exchange Market’s Transition To Competition
According to Staff, the merger would increase the Company’s market power and the barriers to entry.  Id. at 13.  In particular, it argues that there would be only two companies, AT&T and Bell Atlantic/GTE, which would have the power to compete with SBC/Ameritech after the merger. In addition, Staff claims that barriers to entry would increase because: (1) SBC has engaged in anti-competitive activities in other jurisdictions; (2) the loss of SBC as a potential competitor would result in the loss of a CLEC with information about local markets; (3) the merged companies would have a greater ability to discriminate through “reciprocity”; and (4) the merged companies would have more incentive and capability to engage in anti-competitive activities, such as forbearance, tied contracts, and exclusive dealing.  Id. at 15-18.

Staff claims that the merger would eliminate SBC as a potential competitor for local exchange service in Illinois and, as a result, would reduce the likelihood of ultimately deconcentrating that market.  Id. at 19-24.  According to Staff, SBC is well-positioned to enter the Illinois market and, indeed, has obtained authorization to do so. It claims that SBC could have used its cellular affiliate to make such entry, despite SBC’s claim that it had abandoned such an approach based on its experience in Rochester, New York.  Id. at 19-20.  The Rochester experience, according to Staff,  was far too different from SBC’s Chicago plan to be used as a comparable.  Id. at 21.

Staff disagrees with Joint Applicants’ interpretation of Section 7-204(b)(6).  It argues that the Commission must consider “future adverse effects” of the merger.  Id. at 37.  Although Staff agrees that it would be reasonable for the Commission to use the Guidelines in the merger analysis, it urges the Commission not to apply the Guidelines mechanically to the instant merger because those Guidelines are allegedly designed for mergers in markets that are less concentrated than the Illinois local exchange market.  Id.  In any event, it disagrees with the results of Joint Applicants’ application of the Guidelines in this case.  For example, it suggests that the merged companies would have only  one true competitor, Bell Atlantic.  BellSouth and U S West would be, according to Staff, too small to compete with SBC/Ameritech, and AT&T, MCI and Sprint are only niche players in the local exchange market.  Id. at 39-41.  In addition, Staff disagrees with Joint Applicants’ definition of the relevant market.  Staff argues that resellers and wireless operators should be excluded from the market analysis.  Id. at 41-42.

According to Staff,  the U. S. Congress, Illinois General Assembly, and this Commission have made clear their intention to open up local exchange markets to competition.  Id. at 45-49.  The merger, Staff argues, runs counter to this intention to transition the market from regulation to competition. The Company has lost little of its market share in the past few years, and because the proposed merger would is likely to either allow Ameritech Illinois to maintain its market share or cause Ameritech Illinois’ market  share it to decrease at an even slower rate.  Id. at 49.  As the basis for its argument, Staff points out that the proposed merger only serves to provide Ameritech Illinois with significant competitive advantages.  Id. at 13.  First, Staff notes that the combined firm will be the incumbent provider in thirteen states.  Id.  Staff explains that the company’s shear size will cerate general efficiencies and economies of scale that are not likely to be available to any other competitor besides, perhaps, a combined Bell Atlantic/GTE.  Id.  Accordingly, Staff concluded that would result because, according to Staff, no company (except possibly Bell Atlantic) would be large enough to compete with SBC/Ameritech.  Id. at 49-50. Indeed, it argues that SBC’s Strategy would discourage other companies from entering Illinois because SBC would control the most lucrative customer base in Illinois -- large businesses.  Id. at 50.
Second, Staff points out that the proposed merger will enable Ameritech Illinois to undertake the National-Local Strategy as planned by SBC.  Id.  Staff explains that the National-Local strategy will make CLECs less effective in competing for large corporate customers.  Id.  In fact, Staff demonstrates that it is undisputed that the National-Local Strategy is premised on retaining large corporate customers.  Id.  Staff cites to the admission by Joint Applicants’ economic witness, Dr. Harris, that the proposed merger will “reduce [Ameritech Illinois’] loss of market share” in the large corporate segment.”  Id. at 13-14 (citing SBC-Ameritech Ex. 4.1 at 11).  

Moreover, Staff recognized that Ameritech Illinois’ increased ability to retain large corporate customers is likely to reduce competitors’ incentive to enter Illinois.  Id. at 50.  Staff explained that the quest for profits provides competitors with the incentive to enter new markets, and that large corporate customers provide carriers with the largest profit potential.  Id.  The proposed merger will result in competitors having more difficulty attempting to win large corporate customers and, in acknowledgment of this increased difficulty, new carriers will have less of an incentive to enter the local exchange market.  Id. 
Ultimately, Moreover, Staff claims concluded that the proposed merger’s inhibition on the transition of the market from monopoly to competition is a significant adverse effect on competition.  Moreover, in addition to the result violating subsection 7-204(b)(6), Staff explained that this result is in direct conflict with the goal and stated intent of state and federal lawmakers which govern the Commission’s actions.  Accordingly, Staff concluded that the Commission must reject the proposed merger on the basis of this argument.  

Further, as approval of the merger would be a choice in favor of regulation over competition (again in direct conflict with the intent of state and federal lawmakers), Staff believed it imperative to point out to the Commission the level of difficulty which would be involved in regulating Ameritech Illinois post merger.  Id. at 50-51.  First, Staff explained that companies act in response to incentives to increase profits by protecting their market shares.  Id. at 50.  Therefore, even though a company that has market power may not make a conscious choice to behave anticompetitively, the company’s actions will be controlled by its profit potential.  Id.  Staff noted that United States Supreme Court Justice Marshall recognized this fact when he stated as follows:

Ordinarily, [one] should presume that objectively measurable market forces will govern a firm’s future conduct.  Only when there is a compelling demonstration that a firm will not follow its economic self-interest may the district court consider subjective evidence in predicting that conduct.  

Id. (citing, United States v. Falstaff Brewing Corp., 410 U.S. 526, 548 (J. Marshall, concurring).

Moreover, Staff explained that the Commission’s ability to effectively regulate AI would be inhibited by SBC/Ameritech’s size and scope.  Id. at 50-51.  The Commission’s ability to regulate Ameritech Illinois will be further complicated by the combined company’s increased network of affiliates, both regulated and unregulated.  Id. at 50.  As a specific example, Staff explained that any break in the price cost relationship in Ameritech Illinois’ alternative regulation plan will provide Ameritech Illinois with a means of escaping effective regulation.  Id. at 51.  Accordingly, Staff urged the Commission to take the correct action and reject the proposed merger on the basis that it will inhibit the market’s transition from monopoly to competition.

Staff’s Second Argument - Local Exchange Market:

The Proposed Merger Will Increase The Market’s Barriers To Entry

Staff claims that the barriers to entry into the local exchange market would increase after the merger because CLECs would be required to expend greater resources to compete with a stronger Ameritech Illinois, and these CLECs would be disadvantaged by their lack of information about local exchange service in Illinois.  Id. at 51-53.  In addition, Staff argues that the merger should be rejected because the relevant market is too concentrated.  Id. at 55-61.  Staff argues that the Company’s market share is just short of pure monopoly status, and is declining at a slow pace.  Id.
According to Staff, the merger is likely to have a significant adverse effect on competition by increasing the market’s barriers to entry or, at the least, creating a situation in which the market’s barriers to entry are not likely to decline.  Id. at 14-19, 51-53.  Staff points out that the proposed merger is likely to increase several barriers to entry.  First, Staff explains that lack of knowledge increases potential competitors’ risk of entry and cost of capital.  Id. at 14.  Staff explained that the proposed merger is likely to increase uncertainties about the adoption of an eventual Operations Service System (“OSS”) platform, resale prices, and UNE terms and conditions.  Id. at 14, 52.  This increased uncertainty increases competitors’ risk and cost of capital to enter Illinois’ local exchange market.  Id.

The level of information in the market will also decline if SBC would have otherwise entered the market as a direct competitor to Ameritech Illinois.  Id. at 15, 51.  Staff stated that SBC has extensive experience in providing local exchange services and possesses knowledge about the market that other CLECs and potential CLECs do not possess.  Id. at 15.    Staff concluded that the loss of SBC as a direct competitor decreases the level of information that would otherwise be possessed by CLECs competing against Ameritech Illinois.  Id.  For example, while ILECs know the information needed to provide local exchange services, such as the prices of inputs and the costs of ordering systems, most CLECs do not have the same information.  Id. at 51.  By eliminating SBC as a CLEC, Staff explained that the level of disparity in information between Ameritech Illinois and CLECs will increase.  Id.  Also, Staff recognized that some Illinois consumers have information about SBC because it operates as the incumbent provider in St. Louis and is affiliated with Cellular One.  Id. at 15.  Accordingly, Staff determined that the loss of SBC as a CLEC in Illinois means that consumers have less information about competitive carriers.  Id.  

Second, Staff cited evidence which demonstrates that SBC’s past conduct has made it difficult for other state commissions to implement pro-competitive policies.  Id. at 14-15.  Specifically, Staff noted that other jurisdictions have found that SBC has engaged in anti-competitive marketing activities and non-compliance with collocation requirements.  Id. at 14, 52.  Also, Staff acknowledged that SBC may have satisfied a small number of Section 271 checklist requirements than Ameritech Illinois.  Id. at 14-15, 52.  Staff conveyed that the implementation of SBC’s anti-competitive practices in Illinois will most definitely increase the market’s barriers to entry.  Id. at 15.

Third, Staff explained that the proposed merger will increase CLECs’ sunk costs.  Id. at 51.  Staff stated that marketing and advertising costs are such costs.  Id.  As explained in Staff’s first argument, the proposed merger will result in a stronger Ameritech Illinois, i.e., an Ameritech Illinois with an increased ability to retain customers and its market share.  Accordingly, Staff explained that CLECs will have to engage in even more advertising and marketing activities to attempt to win customers away from a post-merger Ameritech Illinois.  Id. at 51.  Moreover, Staff recognized that the increased need for CLECs to engage in advertising and marketing activities increases their risks and costs of capital.  Id.  

Fourth, Staff opined that the proposed merger will increase barriers to entry because the proposed merger will expand Ameritech Illinois’ scope and reach, thereby increasing its ability and incentive to engage in non-price discrimination.  Id. at 15.  Staff explained that non-price discrimination could take many forms.  Id.  For instance, Staff stated that Ameritech Illinois could prevent its competitors from providing service by delaying or denying the availability of bottleneck facilities.  Id. at 16.  Also, the combined entity’s increased size and superior resource base will allow it to engage in a variety of activities which may or may not include anticompetitive conduct such as cross-subsidization, selective price-cutting, intensive advertising and marketing campaigns, and strategic pricing.  Id. at 18-19.

Also, Staff stated that the proposed merger will increase Ameritech Illinois’ ability to engage in reciprocity.  Id. at 16.  Staff explained that reciprocity occurs when one firm favors the buyers of its product in selecting suppliers of inputs for other phases of its operation.  Id.  Staff stated that in regulated industries, concerns arise that companies provide advantages to other regulated or unregulated affiliates.  Id.  Basically, reciprocity is harder to detect when the activity is divided between jurisdictions, separate subsidiaries, and regulated versus unregulated services.  Id.  The proposed merger will increase Ameritech Illinois’ ability to engage in this activity because it will increase the jurisdictions over which the combined entity operates, the company’s number of subsidiaries, and the number of regulated and unregulated services provided by the company.  Id.  Moreover, Staff explained that auditing abilities may provide insufficient to control reciprocity because regulators do not have control outside of their jurisdictions.  Also, extended investigation times give the regulated entities the ability to prevent entry and establish market share.  Id.

Next, Staff noted that the proposed merger will likely result in both small and large scale forbearance.  Id. at 16-17.  Staff explained that forbearance means to refrain from active competition in certain markets.  Id. at 16.  Firms forbear from engaging in competition in certain market segments so that the markets’ participants will reciprocate by giving the firms freer reign in other markets.  Id.  Staff explained that the smaller the scale of forbearance, the harder it is to detect.  Id.  Staff opined that the proposed merger will likely to increase the means and opportunity for small scale forbearance any of which the Commission would likely fail to detect.  Id. at 17.  

Further, Staff noted that large scale forbearance likely currently exists as evidenced by the RBOCs’ current reluctance to enter each other’s markets other than through merger.  Id.  Staff opined that the proposed merger is likely to change the form of existing large scale forbearance.  Specifically, Staff opined that instead of all RBOCs forbearing, SBC will likely attempt to control the western geographic United States by entering US West’s markets and that Bell Atlantic will likely attempt to control the eastern geographic United States by entering Bell South’s markets.  However, SBC and Bell Atlantic are likely to forbear from any large scale entry into each other’s incumbent territories.  Id. Despite SBC’s argument that it plans on entering out-of-region markets in pursuit of its National-Local Strategy, Staff notes that SBC only anticipates what Staff would consider a minor entry into out-of-region markets. Id.  This supports Staff’s opinion that SBC and Bell Atlantic will continue to engage in large scale forbearance with each other.  Id.  

Next, Staff opined that the proposed merger increases Ameritech Illinois’ ability and incentive to engage in tied contracts.  Id.  Staff explained that tied contracts are arrangements where the sale of one product requires, as a condition of that sale, the purchase of a second product.  Id.  In regulated industries, Staff noted that one particular area of concern is a firm using a regulated service to entice a customer to purchase a non-regulated service.  Id.  Staff explained that the ability to spread tied contracts over other affiliates, subsidiaries and jurisdictions decreases the risks of detection.  Id.  at 18.  Accordingly, the combined firm’s ability to spread such activity will increase its ability to engage in the activity.  Id.  

Finally, Staff stated that the proposed merger will increase Ameritech Illinois’ ability and incentive to exclusively deal.  Id.  Exclusive dealing is an agreement or, in the case of a regulated subsidiary, a requirement, by a buyer to purchase all, or a certain portion of some commodity from a particular seller; or a particular firm agrees to sell only the products of a particular manufacturer.  Id.  In an example specific to Ameritech Illinois, Staff explained as follows:  

SBC and Ameritech witnesses claim that [Ameritech Illinois] [sic] will receive sufficient capital but will not be the capital raising entity.  The claim that Ameritech will be the beneficiary of sufficient capital may or may not be true.  Regardless, Ameritech will have to pay for the services rendered.  It will have no choice.  SBC at any time could unilaterally decide to make capital infusion a profit center.  SBC could decide to make any service rendered to Ameritech a profit center. Id. (citing ICC Staff Ex. 9.0 at 65).

Staff’s Third Argument - Local Exchange Market:

The Proposed Merger Will Eliminate An Actual Potential Competitor
As Staff’s third argument, Staff applies the well-developed Actual Potential Competition doctrine to the facts of this proceeding.  Staff noted that Justice Marshall explained the rationale which underlies the doctrine as follows:

When a firm enters the market by acquiring a strong company within the market, it merely assumes the position of that company without necessarily increasing competitive pressures.  Had such a firm not entered by acquisition, it might at some point have entered de novo.  An entry de novo would increase competitive pressures within the market, and an entry by acquisition eliminates the possibility that such an increase will take place in the future.  Thus, even if a firm at the fringe of the market exerts no present procompetitive effect, its entry by acquisition may end for all time the promise of more effective competition at some future date.

…

[W]here a powerful firm is engaging in a related line of commerce at the fringe of the relevant market, where it has a strong incentive to enter the market de novo, and where it has the financial capabilities to do so, we have not hesitated to ascribe to it the role of an actual potential entrant.  In such cases, we have held that … entry by acquisition [is prohibited] since such an entry eliminates the possibility of future actual competition which would occur if there were an entry de novo.

Id. (citing United States v. Falstaff Brewing Corp., 410 U.S. 526, 561 (1973)(J. Marshall, concurring)(emphasis in original)).

Staff explained that the federal courts have developed precedent for this doctrine under Section 7 of the Clayton Act which requires an analysis of whether “the effect of [an] acquisition may be substantially to lessen competition or tend to create a monopoly.”  Staff Initial Brief at 55.  The elements which the courts have found necessary to satisfy the doctrine under the Clayton Act are as follows:

the market is concentrated;

the acquiring firm plans on entering the market through the acquisition of a dominant firm;

the acquiring firm would have likely entered the market either through de novo expansion or a toe-hold acquisition absent the merger; and

either de novo entry or entry through a toe-hold acquisition by the acquiring firm would have been likely to deconcentrate the market or result in other procompetitive effects.

Id. at 54. 
Staff noted that the Joint Applicants had argued that the Commission should apply the DOJ merger guidelines to evaluate the applicability of this doctrine to the proposed merger.  Id. at 26.  The DOJ guidelines establish three elements for consideration under the Actual Potential Competition doctrine which are:

the merger eliminates a firm that would have entered the market as a new competitor; 

the merger eliminates a firm that is one of only a few firms that are uniquely situated to enter the market in the future; and

the merger eliminates a firm whose entry would have a substantial deconcentrating effect on a concentrated market.  

Id. at 26-27.  Staff did not object in general to the reasonableness of utilizing the DOJ’s merger guidelines to analyze the applicability of this doctrine to the proposed merger because the elements which the guidelines establish generally follow the test established by the federal courts.  Id. at 37.  The one significant difference is that the DOJ merger guidelines treat the existence of similarly situated firms as an express element while the federal courts tend to consider the existence of such firms as a factor which mitigates the significance of the effect which the acquiring firm would otherwise likely have on the market.  See, Id. at 71 (evaluating the existence of similarly situated carriers as a mitigating factor).  


However, in regards to the DOJ guidelines’ second element, Staff noted that the guidelines indicate that a proposed merger is not likely to have a significant adverse effect on competition when three other similarly situated firms exist, and is presumed not to have such an effect when six other similarly situated firms exist.  Id. at 37.  Staff emphasized that the Commission should not strictly apply this portion of the DOJ’s standards.  First, Staff stated that the DOJ guidelines are discretionary.  Id. at 26 n. 14.  Second, Staff noted that the DOJ guidelines are usually applied to markets with significantly less concentration than the concentration level in Illinois’ local exchange market.  Id. at 37.  Staff explained that when markets are significantly less concentrated, the interjection of three to six competitors may be sufficient to transition the markets to competition.  Id. at 37-38.  However, Illinois’ local exchange markets would need the interjection of significantly more competitors to transition the market to competition.  Staff provided the highly optimistic example of all three remaining RBOCs successfully entering the market and winning 15% of the market each.  In that scenario, Staff explained that the market’s concentration level would only be reduced to the point where normal merger analysis begins.  Id. at 38.  Staff opined that this fact combined with the clear legislative intent to transition the market to competition established that the Commission should evaluate this element more conservatively.  Id. 
Turning to the actual application of the test, Staff’s analysis revealed that the first prong is satisfied because the market is concentrated.  Id. at 55-61.  The same evidence and method of analysis which Staff utilized to find that the proposed merger raised competitive concerns because of the market’s current anticompetitive structure satisfies this element of the Actual Potential Competition doctrine’s test.  The application of the same evidence and method of analysis is imperative because the same rationale which underlies Staff’s first two arguments also underlies this argument.  As stated by the United States Supreme Court, this prong of the test is necessary because “there would be no need for concern about the prospects of a long-term deconcentration of a market which is in fact genuinely competitive.”  Marine Bancorp., 418 U.S. at 631.  

However, as several federal courts have analyzed this prong of the test in Clayton Act analyses, Staff was able to cite to several courts’ determinations of the level of concentration which satisfies this prong of the test.  Staff Initial Brief at 56.  Staff pointed out the following cases and the markets which those courts found satisfied the test:

Marine Bancorp, 418 U.S. at 631:
three firm ratio of 92%

Falstaff, 410 U.S. at 478, 484: 
four firm ratio of 61.3%







eight firm ratio of 81.2%;

United States v. Phillips Petroleum Co., 367 F.Supp. 1226, 1253 (C.D. Cali. 1973), aff’d per curiam, 418 U.S. 906 (1974):









two firm ratio of 39%







four firm ratio of 58%







seven firm ratio of 81.2%;

Mercantile, 638 F.2d at 1267: 

four firm ratios of 86.1% & 73.8%;

United States v. Black & Decker Mfg., 430 F.Supp. 729, 748-50 (1976)  Fluctuating ratios between: 

two firm -  54.6% &
48.4%







four firm - 69.5% & 82%







eight firm - 91.6% & 96%.

Staff Initial Brief at 56.  In comparison, Staff noted that Ameritech Illinois’ sole control of 96.84% of the local exchange market clearly meets this prong of the test.  Id.  Further, Staff noted that complete analysis of the market demonstrates that the market’s concentration ratio is consistent with its competitive structure.  Id. at 57-61.


Next, Staff stated that the test’s second prong is satisfied because the proposed plan of merger seeks to acquire Ameritech Illinois which is the market’s dominant firm.  Id. at 62.  


Applying the third prong, Staff held that SBC would likely enter the market either through de novo expansion or a toe-hold acquisition in the absence of the proposed merger.  Id. at 62-68.  Staff noted that three elements must be met to satisfy this prong of the test.  First, one must determine that the acquiring firm has available feasible means for entering the market other than through acquisition of the market’s dominant firm.  Second, a reasonable probability must exist that the acquiring firm would enter the market in the absence of the acquisition.  Third, the acquiring firm must be likely to enter the market within a reasonable period of time.  Id. at 62, 64-65.  


In terms of the first element, Staff stated that no legal barriers prevent SBC from independently entering the market.  Further, Staff pointed out that SBC has admitted that it has the financial resources to enter the market independently.  Also, Staff opined that the market’s barriers to entry are less significant for SBC for five reasons.  First, SBC has experience as an ILEC which provides it with knowledge about how to provide local service that other CLECs do not possess.  Second, SBC has experience as a CLEC.  Staff notes that in SBC’s Rochester trial, one of SBC’s primary objectives was to gain CLEC experience - a goal SBC met.  Third, SBC provides ILEC services on Illinois’ border in St. Louis and has a recognized brand name in Illinois, thereby reducing the necessary advertising costs.  Fourth, SBC has extremely effective marketing capabilities as evidenced by SBC’s vertical service sales and SBC’s acquisition of a significant number of customers in a short time period in its Rochester trial.  Fifth, SBC is a large, diversified corporation which will have superior resources upon which to draw to enable successful entry.  Id. at 62-64.  


In terms of the second element, Staff found that a sufficient likelihood exists that SBC would enter the market in the absence of the merger.  Id. at 64-67.  Staff noted that anticipated profitability from entry is substantial.  Indeed, Staff pointed out that anticipated profitability from independent entry is more substantial than anticipated profitability from other ventures.  Staff stated that revenues from large corporate customers constitute approximately 18% of total revenues even though the segment constitutes a small percentage of total customers, and that large corporate customers want one stop shopping.  Staff noted that SBC’s management, as evidenced by its National-Local Strategy, believes that serving large corporate customers as a CLEC will be extremely profitable.  Chicago is one of the most profitable locations to accomplish this goal because of Chicago’s size and large business community.  Finally, Staff noted that SBC has made a commitment to expand its service beyond regional provision of local exchange services.  Accordingly, Staff concluded that the objective evidence establishes a reasonable probability that SBC would enter the market in the absence of the merger.  Id. at 65-66.


Further, Staff pointed out that a number of options exist for SBC to enter the market.  SBC could acquire a small, niche provider, enter de novo, or expand through an affiliate.  In fact, even though SBC claimed that its Rochester trial for expansion through its cellular affiliate failed, Staff noted that the objective evidence proved otherwise, and that the Illinois market is sufficiently different that a greater likelihood of success exists for entry into Illinois through cellular.  Id. at 19-22, 67.  Nonetheless, Staff stated that regardless of the method which SBC utilizes, the objective evidence shows that SBC will pursue entry into Illinois.  Id.  In fact, Staff pointed out that SBC had planned entry into Illinois in the past, even obtaining certification from the Commission.  Therefore, SBC’s current plans to enter through the acquisition of Ameritech actually represent SBC’s second method to enter Illinois.   Id. at 67.       

On the other hand, Staff noted that the only defense that SBC advanced was the statements of its managers that SBC would not enter Chicago in the absence of the merger.  However, Staff opined that while managers’ subjective statements are relevant, they are inherently unreliable because market forces will govern a firm’s future conduct.  Accordingly, one should only consider subject, self-serving statements when there is compelling evidence that a firm will not follow its economic self-interest in the future and the objective evidence is weak and contradictory.  In this case, Staff noted that the objective evidence is strong, consistent and compelling.  Accordingly, Staff opined that the Commission must rely on the objective evidence to find that SBC would likely have entered in the absence of the proposed merger.  Id. at 66 (citing Falstaff, 410 U.S. at 548 (J. Marshall, concurring)).  

In terms of the third element, Staff found that SBC would enter the market in a reasonable period of time.  Staff explained that the necessary time frame for potential entry, i.e., a reasonable period of time, is dependent on the market’s structure.  Id. at 67-68.  More specifically, Staff stated that entry must be likely within the period of time that the market will not have sufficiently changed such that the pro-competitive effects that are likely to result from entry are no longer needed.  Id.  Staff opined that SBC would likely enter the market in the next three to five years.  Tr. at 1621, 1716.  Given the market’s extremely slow rate of deconcentration, Staff found that the market is likely to be characterized as significantly concentrated for many years into the future, sufficiently covering the three to five years anticipated for SBC’s independent entry.  Id.  

Returning to the last prong of the Actual Potential Competition doctrine’s test, Staff found that independent entry by SBC offers a substantial likelihood of ultimately producing deconcentration or other procompetitive effects.  Id. at 68-71.  Staff noted that at issue in this prong of the test is the degree of effect on the market the new entrant needs to have in order for the effect to be considered significant.  In addressing this issue, Staff cited to several federal court cases which have held that the new entrant’s inroads into the market do not have to single-handedly deconcentrate the market.  Id. at 68 (citing Mercantile, 638 F.2d at 1270).  Instead, the courts have held that even modest inroads into the market can be significant.  Id. at 69 (citing BOC Intern. Ltd. v. FTC, 557 F.2d 24, 27 (2nd Cir. 1977)).  In fact, the courts have held that significant procompetitive effect exists merely from a new entrant “shaking things up” or engendering competitive motion.  Id. 

In this case, Staff explained that even modest inroads by SBC into the market would be significant, especially when the extremely high level of market concentration is considered.  For example, Staff noted that CLECs provide service through the use of unbundled loops to only .22% of Ameritech Illinois’ customers.  Staff provided evidence that if SBC could win merely 1% of its cellular customers, or if it could utilize its switches in the Chicago area, the number of customers served by CLECs and the number of CLEC switches would significantly increase. Id. at 70. 

Further, Staff opined that SBC could have a significant impact on competition by reselling vertical services, an area in which SBC has successfully utilized its marketing abilities in its incumbent states and California.  Id. at 23.  Finally, of the thirteen facilities-based CLECs in Illinois, Staff pointed out that only three provide service outside of Chicago.  If SBC entered Illinois outside of Chicago, its entry would increase the number of providers in down-state Illinois by 25%.  At the least, SBC’s entry would shake things up and engender competitive motion.  As all of Staff’s examples are conservative, Staff concluded that SBC’s entry would clearly be very significant.  Id. at 22-24, 68-70.

Staff notes that the DOJ merger guidelines, which are designed to evaluate mergers under the federal Antitrust laws, provide that “[t]he Department is unlikely to challenge a potential competition merger if the entry advantage ascribed to the acquiring firm (or another advantage of comparable importance) is also possessed by three or more firms.  Staff Reply Brief at 59 n. 10. 

Finally, Staff concluded that an insufficient number of similarly situated competitors exist to eliminate the need to require SBC to enter independently.  Id. at 71.  Staff opined that the large inter-exchange firms such as AT&T, MCI/WorldCom and Sprint have already entered the market but have not shown an ability to deconcentrate the market to a sufficient degree.  The market remains a de facto monopoly despite these competitors efforts over the last number of years to expand their shares of the market.  Id. at 39, 71.  Accordingly, Staff explained that it would be erroneous to rely on those firms to deconcentrate the market to a sufficient degree.  Id. at 39.  But most importantly, Staff stated that it is inappropriate to consider those firms as actual potential competitors because those firms are currently competing in the market.  ICC Staff Ex. 9.0 at 11.

Moreover, Staff noted that those firms’ financial information does not indicate that they are able to successfully expand their market share.  Id. at 39-40.  Staff stated that even though AT&T has a market capitalization of $139 billion which is the closest in comparison to SBC/Ameritech’s of $159 billion, market capitalization is based on stock value and fluctuates depending on the vagaries of stock market valuations.  Id. at 39.  Also, Staff pointed out that AT&T’s revenues are earned across the fifty states and the international markets whereas SBC/Ameritech’s revenues are concentrated geographically.  Accordingly, Staff concluded that AT&T would have difficulty bringing the same financial force to SBC/Ameritech’s concentrated markets.  Id. at 40.  

Staff explained that AT&T’s recent mergers have not moved AT&T to a different financial plateau or increased its competitive position.  Id.  Even though TCI is the largest cable company, Staff noted that entry through cable may not work and TCI is relatively small compared to large telephone companies.  Id.  And, even though TCG is the largest competitive access provider, it too is small in comparison.  Id.  

In terms of MCI, Staff stated that MCI’s market capitalization is around $100 billion, its revenues are $10.7 billion and its profits are a negative $2.8 billion.  Id.  Staff explained that MCI’s financial numbers are small in comparison to SBC/Ameritech’s capitalization of $159 billion, revenues of $43.3 billion and profits of $7.1 billions; and to AT&T’s capitalization of $139 billion, revenues of $58.6 billion and profits of $4.6 billion.  Accordingly, Staff concluded that MCI has a financial weakness that prevents it from being considered a similar competitor to SBC.  Id. 

In regard to the RBOCs, Staff opined that a combined Bell Atlantic/GTE will be the only first tier competitor to a combined SBC/Ameritech.  Id. at 38.  A combined Bell Atlantic/GTE will be the only firm with sufficient size and presence to gain significant entry into SBC/Ameritech territory.  Id.  Further, Staff explained that Bell South are US West are likely to be forced into mergers with SBC/Ameritech and Bell Atlantic.  Id.  Finally, even though a combined Bell Atlantic/GTE may have the ability to compete against SBC/Ameritech, the most likely outcome will be forbearance by the two companies from competing in any large scale competition in each other’s markets.  Id. at 17.  Accordingly, Staff concluded that an insufficient number of similarly situated carriers exist such that the Commission can forego the procompetitive effects which SBC’s independent entry into Illinois would bring.  

Staff contends that SBC likely would enter the Illinois local exchange market even if the merger were rejected because: (1) SBC has the resources, knowledge, and experience to do so; (2)  SBC allegedly has a recognized brand name in Illinois; and (3) SBC’s efficiencies tend to indicate that such entry would be profitable.  Id. at 62-66.  Staff urges the Commission to assess SBC’s likelihood of entering the Illinois local exchange market based on objective factors, and not the subjective testimony of SBC executives.  Id. at 66-67.  Moreover, Staff believes SBC would enter the market in the “sufficiently near future,” i.e., three to five years, based on statements SBC made to the CPUC in the SBC/PacTel merger docket.  Id. at 67-68.  Further, Staff argues that SBC’s solo entry into the Illinois local exchange market would produce deconcentrating and other pro-competitive effects.  Id. at 68-71.
Staff’s Proposed Conditions - Local Exchange Market:

Staff believes that sufficient conditions do not exist that would mitigate the harms to competition that would be likely to result from the consummation of the proposed merger.  Staff Reply Brief at 74.  As explained in Staff’s arguments, the proposed merger will make it harder for competitive carriers to enter Illinois and successfully compete.  Accordingly, if the Commission decides to approve the proposed merger, then Staff opines that the Commission should ascertain that the local exchange market is open to competition to the greatest extent possible.  Id.  In other words, the Commission should undertake measures to ensure that all barriers to entry which can be eliminated are eliminated.  Id.

 When Congress enacted TA96, Congress found that significant barriers to entry existed in the local exchange market because of the ILECs’ control of the local exchange network.  Congress designed Section 251 and 271 to eliminate some of those barriers to entry.  Id.  At this time, neither SBC nor Ameritech have been found to be fully compliant with those sections.  To the extent that Ameritech Illinois is not in compliance with those sections, barriers to entry exist within the Illinois market.  Further, to the extent that other Ameritech and SBC states are not in compliance, the Commission risks having the management of the combined firm incorporate areas of non-compliance into Illinois.  Id.  

Accordingly, Iin the event the Commission is inclined to approve the merger, Staff argues opines that the Commission should require such approval should be conditioned upon AI and SBC to demonstrateing compliance with  Sections 251 and 271 of TA96 to the Commission.  Id. at 72-73.  Staff states that such action would not exceed the Commission’s jurisdiction because the Commission would not be acting to determine whether the Joint Applicants should receive Section 271 authority to provide in -region interLATA service or to enforce the Joint Applicants to comply with the sections’ mandates in other states.  Id. at 78.  Instead, the Commission will merely be reviewing compliance as a prerequisite to merger consummation in Illinois.  Id.  

Staff states that the Commission has two methods for reviewing compliance.  First, the Commission could begin a collaborative process immediately for a period of two to three months.  Staff Initial Brief at 72-73.  At the end of the period, the Commission could reopen the record in this proceeding to provide the Commission with information about the process and its results.  Id. at 73.  Second, Staff explains that the Commission can deny the merger because of its failure to satisfy subsection 7-204(b)(6).  Id.  At the same time, the Commission could institute a collaborative process.  Id.  At the conclusion of that process, Staff states that the Joint Applicants could seek to have their proposed merger approved based on the results of the process by refilling their petition with the Commission.  Id.  

In addition to requiring a demonstration of compliance with Sections 251 and 271 of TA96, Staff explains that it is necessary to require Ameritech Illinois to offer common transport in accordance with the Commission’s order in ICC Docket No. 96-0486/96-0569, consol.  Staff points out that AI has failed to offer common transport as required by the Commission and that this failure has had an adverse effect on competition.  Staff voiced its concern that a merger would likely produce reorganizations of functions and staff, and ultimately delay the provisioning of the service.  Staff also pointed out that SBC provides a version of common transport to competitive carriers and that Ameritech should be directed, as previously ordered in Docket 96-0486/96-0569 Consol, to provide the service.  (Staff Init. Br. At 74-77).
INTERMSA TOLL MARKET

Staff concedes concludes that the merger is not likely to have a significant adverse effect on competition for interMSA toll markets in Illinois.  Id. at 77-82.  

INTRAMSA TOLL MARKET
However, it Staff believes that the merger may have an adverse effect on competition for intraMSA toll service because: (1) despite the large number of buyers and sellers of intraMSA in Illinois, AI continues to exert some market power over that market; and (2) SBC’s elimination as was a potential competitor in theat local exchange market will have an adverse impact on that market which may spill over into the intraMSA toll market and make it ; and (3) it may become more difficult for new companies to enter that market after the merger.  Id. at 82-90.

CELLULAR MARKET

Finally, although recognizing the limits on the Commission’s jurisdiction over cellular markets, Staff claims takes the position that the proposed merger may have an adverse impact on competition in the cellular markets in Illinois for two reasons.  because First, now that SBC and Ameritech have proposed to merger and are in the process of divesting one of their cellular properties, they have the economic incentive to cease acting as competitors during this transition period.  Second, the long term contracts prevalent in the cellular market create a significant amount of uncertainty regarding the impact of the proposed merger on competition in that market.  are currently competing in these markets.  Id. at 90-92.  Recognizing the limits on the Commission’s jurisdiction over cellular markets, Staff makes no recommendations to address the first issue.  However, Staff makes recommendations to address its second concern.  Specifically, Staff urges the Commission to condition approval of the merger on the following notice requirements.  SBC’s divestiture of one of the Joint Applicants’ cellular operations in Illinois and on Joint Applicants providing notice to their Illinois cellular customers of the divestiture.

1.  SBC and Ameritech should send a notice to their respective cellular customers at least 30 days prior to the divested affiliate.

2.  The notice should inform cellular customers of the merger between the SBC and Ameritech, as well as the pending sale and identify of the affiliate to be divested.

SBC and Ameritech should provide a copy of their respective notices to Staff for review and comment at least 15 days prior to the date on which notices will need to be finalized for mailing to cellular customers.  SBC and Ameritech should provide their customers with the notice incorporating Staff’s comments.


Intervenors’ Positions

AT&T’s opposition to the proposed merger focuses almost exclusively on Section 7-204(b)(6). It argues that the Commission must assess the likely impact of the merger “on the market-opening process” in reaching an ultimate determination on whether it satisfies the standard of Section 7-204(b)(6).  (AT&T Init. Br. at 10).  In addition, AT&T claims that the “public convenience” test of Section 7-102 should be used by the Commission.  Id. at 10-11.


AT&T first challenges Joint Applicants' position that this merger would have no effect on Ameritech Illinois because the merger would take place at the holding company level.  AT&T contends that this argument ignores the effect the merger would have on the market-opening process.  Id. at 11.  A combined Ameritech/SBC, according to AT&T, would have both an enhanced ability to forestall competitive entry and an increased incentive to do so.  Id.


AT&T also claims the merger is inherently anti-competitive.  According to AT&T, rather than competing for local exchange service with other ILECs, SBC has decided to acquire them and further strengthen its hold on local access service. 


AT&T suggests that approval of the merger would only increase SBC's incentive to resist competition in Illinois.  SBC is paying a premium to acquire Ameritech and, according to AT&T, SBC would not pay a premium if it planned to open the Illinois markets up to competition.  Id. at 14.  Indeed, AT&T argues that the merger would permit SBC to capture more of the benefits of its anti-competitive activities.  


If the merger were approved, AT&T contends that there would be a “2-RBOC” world, dominated by SBC in the west and Bell Atlantic in the east.  Id. at 16.  Together, these RBOCs would control almost 75% of the nation's business access lines.  AT&T claims that CLECs have made few inroads into the local access market, with little progress there having occurred with business customers.  SBC's motivation behind the merger -- to acquire business customers in 30 large cities out-of- region -- is designed, according to AT&T, to preclude the only inroads CLECs have made into local markets.  Id. at 17.


AT&T also posits that the merger would harm competition because it would eliminate one of Ameritech's largest and most able future competitors.  Id. at 18.  AT&T points out, in fact, that SBC is more than a potential competitor of Ameritech -- it is a current competitor.  SBC competes with Ameritech for wireless service in Illinois, and is authorized to provide local access service.  Based on SBC's geographic proximity and history in Illinois, AT&T believes SBC is a natural competitor of Ameritech.  It argues that SBC would enter Illinois even if the merger were rejected.  Id. at 20.  AT&T believes that acquiring Ameritech is simply an “easier path” into Illinois for SBC than competing with Ameritech.  Id.


AT&T also contends that the merger would reduce substantially the benchmarks available to the Commission to judge the incumbent's performance on issues such as TELRIC, Section 271 proceedings, and TA96 arbitrations.  Id. at 20-21.  Currently, the Commission has several ILECs to use as comparables; if this merger and the Bell Atlantic/GTE merger were approved, there would be only three.


In addition, AT&T challenges Joint Applicants' claim that their NLS would result in increased competition in Illinois because their entry into other ILECs’ regions would cause retaliatory entry into Joint Applicants' regions (including Illinois).  Initially, it insists that retaliatory entry is a theory held by only SBC, and has no economic or empirical support.  Id. at 23.  Moreover, AT&T claims that this theory is flawed.  For the theory to work, SBC would have to enter and win business in out-of-region markets.  AT&T points to SBC's Project North Star projections as evidence of the inherent uncertainty and speculative nature of winning business customers out-of-region.  Id. at 24.


AT&T asserts that SBC’s NLS is no different than the marketing strategy of many CLECs.  It is premised on SBC serving out-of-region customers via UNEs.  AT&T believes that SBC would face the same anti-competitive roadblocks from other ILECs that CLECs face.


AT&T also argues that the NLS would not increase competition for large business customers because there are several ILECs and CLECs (including AT&T) currently vying for that lucrative business.  And if it is other ILECs that  SBC is hoping to attract as competitors, AT&T claims that this refutes SBC's claims that both it and Ameritech are each too small to compete for national businesses.  Id. at 27.  The remaining ILECs are not appreciably larger than SBC (except a combined Bell Atlantic/GTE).


AT&T also challenges SBC's claim that it cannot pursue National-Local entry without the merger.  First, it points out that SBC has the necessary capital to pursue such entry.  Second, it claims that there is no evidence that a company needs to control a large base of Fortune 500 customers -- as SBC contends -- in order to compete on a national scale.  Small CLECs, such as TCG and Brooks Fiber, have entered such markets without a large Fortune 500 base.  AT&T also believes that SBC has more than enough employees to pursue National-Local entry.  Lastly, AT&T contends that there is no credible evidence that the NLS would dilute the value of SBC's shares.


AT&T posits that Ameritech's St. Louis entry demonstrates the fallacy of retaliatory entry.  Prior to the merger, Ameritech allegedly entered the St. Louis local access market.  But rather than retaliate by entering an Ameritech market, SBC did nothing.  AT&T also claims that Ameritech planned a full-scale entry into the St. Louis market prior to the merger.  AT&T claims that this proves Ameritech and SBC are each currently capable of out-of-region entry.


Further, AT&T argues that SBC's track record does not support its claim that the merger would improve competition in Illinois.  Id. at 37.  According to AT&T, SBC has used aggressive litigation tactics and exorbitant collocation prices to thwart competition in the Texas and California local exchange markets.  AT&T points to the denial of SBC's Section 271 applications as evidence of SBC's anti-competitive behavior.


Finally, AT&T contends that it is not possible to craft “conditions” to protect against the anti-competitive impact of the merger.  Id. at 44. It believes that such conditions are ill-suited for competitive issues because they address the symptoms rather than the causes of the underlying problem. The cause, according to AT&T, is the inherent conflict of interest ILECs have in allowing competitors entry into their markets.  As an alternative to the conditional approach, AT&T proposes that ownership of the Company’s network facilities be completely separated from its retail and other activities as a prerequisite to a merger with SBC.  Id. at 44-45.  AT&T suggests that the Commission use the 1984 divestiture of AT&T as a guide for this separation.
Id. at 50.


Sprint opposes the merger on many of the same grounds as AT&T.  It first urges the Commission not to restrict its competition analysis solely to the application of antitrust law.  Rather, it urges the Commission to apply the broad range of public interest factors it claims are set forth in Sections 7-204(b)(6) and (7).  (Sprint Init. Br. at 11).  The DOJ and FCC, according to Sprint, have recognized that antitrust guidelines should not be applied mechanically to mergers in the telecommunications industry.  Id. at 13.


Moreover, Sprint alleges that one of the factors in the Guidelines -- the presence of actual competitors -- is unproven here because AT&T, Sprint and MCI are not true competitors of Ameritech in Illinois.  Id. at 14-15.


Sprint claims that the merger would have an adverse impact on competition for local exchange service in Illinois because Ameritech would be losing a significant potential competitor (SBC).  Id. at 16.  SBC views itself as a leader in national and international telephone service.  Its national ambitions predate the merger.  Thus, SBC is a natural competitor of Ameritech.  Sprint also claims that SBC possesses the necessary assets to compete with Ameritech in Illinois.  Id. 23-24.

Sprint argues that, based on SBC's geographic proximity to Illinois and well-recognized brand name, SBC is one of a small number of significant potential entrants into the Illinois local exchange market.  Id. at 19.  It maintains that, prior to the merger, SBC had made clear its plan to enter the Chicago local exchange market.  Sprint disputes SBC's claim that it abandoned its plan to enter that market based on its experience in Rochester.  Sprint contends that Rochester experiment is not comparable to SBC's Chicago plans.  Id. at 22-23.


Sprint argues that AI currently has the ability and incentive to engage in exclusionary behavior in Illinois.  AI accounts for 97 percent of all network minutes of use in Illinois.  Id. at 27.  Sprint points to the denial of Ameritech's Section 271 applications, and disputes over shared transport, ISP reciprocal compensation, and OSS as evidence of the Company’s exclusionary behavior.  SBC's track record, argues Sprint, is no better.  Id. at 28-29. It contends that the merger would serve only to increase AI’s  incentives to engage in exclusionary behavior because of the “spillover” effect of such conduct.  Whenever a CLEC is discriminated against by a particular ILEC, such discrimination weakens its position on a national scale, making it more difficult to compete with all ILECs.  Id. at 29-30.  Before the merger, Ameritech would not have profited from such spillover, but the same would not be true after the merger.  Id. at 31-32.  Joint Applicants, according to Sprint, have failed to rebut this spillover argument.


Sprint also contends that the merger would reduce substantially the benchmarks available to the Commission to judge the incumbent's performance on issues such as TELRIC, Section 271 proceedings, and TA96 arbitrations.  Id. at 33-34.  Currently, the Commission has five ILECs to use as comparables; if this merger and the Bell Atlantic-GTE merger were approved, there would be only three.


In addition, Sprint contends that the merger would have an adverse effect on competition in the interexchange market.  Id. at 35.  According to Sprint, if the merger were approved and if Ameritech Illinois were awarded Section 271 authorization, it would have an incentive to favor SBC interexchange traffic over that of all other carriers.  Id. at 36.


Like AT&T, Sprint challenges the NLS.  It claims that SBC has been internally inconsistent and confusing in its attempts to explain this strategy.  Id. at 41-42.  It contends that SBC's actual strategy is to increase the size of its local monopoly by controlling as many access lines as possible in the United States.  The larger SBC becomes, the greater its ability to discriminate against rivals.  Id. at 43-44.  According to Sprint, “SBC simply wants to acquire Ameritech because it is the least risky way to grow.”  Id. at 44.


The merger also reduces the number of large markets in which SBC would have to compete.  By acquiring Ameritech, SBC gains seven of the top 50 markets without competing.  Id. at 45.  This would give SBC a tremendous advantage in the interexchange market once it obtains Section 271 authorization.  Id. at 46.


Sprint claims that the merger is not necessary for SBC to compete on a national scale.  SBC currently has the financial and human resources to compete out-of-region.  Id. at 47-51. Sprint claims that SBC declared its intentions to compete nationally before the merger was announced.  Id. at 48.  Moreover, It argues that there is no credible evidence that SBC's stock price would be negatively affected if it initiated the Strategy without Ameritech.  Id. at 50.  Sprint contends that Ameritech also had the ability to compete out-of-region before the merger.  Id. at 51.  Sprint points to AI’s Managed Local Access (“MLA”) plan and its entry into the St. Louis market as evidence of this ability.  Id. at 51-55.


Sprint also challenges SBC's retaliatory entry theory.  Sprint argues that “[f]ar from encouraging entry by other large ILECs, the merger will magnify the effect of the market power that Ameritech Illinois currently has in the provision of local exchange services.”  Id. at 55.  Sprint claims that the fallacy of retaliatory entry is shown by SBC's failure to retaliate against Ameritech for its MLA plan or its entry into the St. Louis market.  Id. at 55-56.  Moreover, even if the retaliatory entry theory were sound, Sprint claims that its effect on competition in Illinois would be a wash.  Id. at 57.

Sprint asserts that SBC is currently authorized to provide one-stop shopping to its large business customers out-of-region.  Id. at 58.  Indeed, Sprint argues that SBC would be certain to do so if the merger were denied.  Id. 57-58.  Sprint also challenges SBC's claims that other efficiencies (e.g., stronger incentive to innovate, transfer of best practices, and scale efficiencies) would result from the merger.  Sprint claims there is no evidence to support these allegations.  Id. at 61-64.

Without making express reference to Section 7-204(b)(6), MCI argues that the merger would affect adversely competition for local exchange service in Illinois.  First, MCI claims that the merger should be rejected because Ameritech and SBC have thwarted local exchange competition in their respective regions.  To evidence this, MCI points to the rejection and non-renewal of Ameritech’s and SBC’s Section 271 applications, as well as disputes which have arisen between Ameritech and various CLECs over shared transport and reciprocal compensation for ISP traffic.  (MCI Init. Br. at 9-14).


MCI also questions Joint Applicants’ National-Local Strategy.  MCI believes this strategy is not designed to enhance national competition, but rather to “raise even higher barriers to local entry and lock up a critical group of local customers -- large business customers.”  Id. at 14.  According to MCI, Joint Applicants intend to use their combined monopolies to exclude competition for lucrative large business customers in the combined region.  In so arguing, MCI agrees with AT&T that they are attempting to combine “the advantages of geographic reach with the advantages of incumbency.”  Id. at 17-18.  If the merger were approved, MCI contends that it would be harder for CLECs to compete with them to provide facilities-based local services to customers, particularly national and regional businesses.


In addition, MCI claims that the merger would eliminate a potential local competitor (SBC) from Illinois.  It also challenges Joint Applicants’ claim that they are each too small to compete on a national scale. They believe that $2 billion of capital expenditures would be necessary to compete out-of-region.  MCI argues that Ameritech and SBC each has the resources to make such capital expenditures.  MCI points to the billions of dollars SBC and Ameritech have invested  in overseas markets as evidence of each company’s ability to raise $2 billion.  In any event, MCI argues that companies much smaller than a combined Ameritech/SBC compete on a national scale.


Finally, MCI claims that competition by an existing ILEC in another’s territory -- via UNEs -- would help eliminate obstructionism by monopolistic ILECs, because an ILEC, as opposed to a CLEC, would be in a better position to challenge the obstructionist behavior of another ILEC.


Nextlink opposes the merger, claiming it would affect competition in Illinois adversely by creating an “enormous incumbent monopoly with control over monopoly bottleneck facilities in several key markets” (Nextlink Init. Br. at 4), and by removing potential competitors (SBMS Illinois, Inc. and SBC) from the local exchange and the long distance markets in Illinois. It also claims that SBC has a poor history of competitive behavior, pointing to the denial of SBC’s Section 271 applications and its record in California since its acquisition of Pacific Bell.  Nextlink contends “that SBC has acted to frustrate and limit competition in California” (id. at 9), and it provides several examples of alleged discrimination it claims to have experienced in California at the hands of SBC.


In addition, Nextlink challenges SBC’s retaliatory entry theory.  Nextlink contends that the retaliatory entry theory is inapplicable where one incumbent monopoly acquires another.  Moreover, it argues that the facts in this proceeding undercut the retaliatory entry theory.  Prior to the merger, Ameritech had taken steps to compete in SBC’s markets.  According to the retaliatory entry theory, this should have caused SBC to take steps to compete in Ameritech’s markets.  Nextlink argues, however, that instead of competing with Ameritech, SBC chose to acquire  it.  This action, says Nextlink, undercuts the notion of retaliatory entry.


Finally, Nextlink argues that SBC’s NLS is an insufficient basis for approving the merger because:  (1) that strategy is infeasible unless and until Joint Applicants obtain in-region long distance authority; (2) SBC’s claim that it is not large enough to compete outside its own region is belied by the fact that many small telephone companies are competing on a national scale; and (3) SBC’s NLS would do nothing to promote competition in Illinois because, by its very definition, it would be carried out in states other than Illinois.


CTCA concurs with Staff on the following points: (1) the markets over which the Commission has jurisdiction; (2) the definition of a competitive market; and (3) use of the “perfectly competitive” model to determine Joint Applicants’ compliance with Section 7-204(b)(6).  As a result, CTCA agrees with Staff’s recommendation to deny the merger or, alternatively, to condition the merger on Joint Applicants’ full compliance with Sections 251 and 271 of the TA96.


21st Century opposes the merger. It argues that the Commission cannot approve the merger unless it finds that the merger satisfies the “public interest” tests of Sections 214(a) and 310(d) of TA96. It claims that these tests, as interpreted by the FCC in its SBC/SNET Order, require Joint Applicants to show that Ameritech and SBC are not competitors or potential competitors, and that SBC is unlikely to have substantial future competitive significance in Illinois.  21st Century claims that they have failed to make these showings.


21st Century believes the merger would eliminate a significant potential competitor in the local exchange market in Illinois.  It maintains that, prior to the merger, SBC was in a position to, and declared its intentions to, compete in Illinois markets with both facilities-based and wireless initiatives, which it asserts is proven by SBC’s decision to maintain significant assets in Illinois and by its brand name recognition in Illinois.  21st Century also claims that SBC’s intentions were made clear in submissions it made to state commissions in California and Illinois.  In short, it  claims that, absent the merger, SBC would have become a significant competitor of Ameritech for local exchange service in Illinois.  (21st Century Init. Br. at 10-14).


21st Century also argues that, prior to the merger, Ameritech intended to, and to some extent did, compete with SBC for local exchange service in SBC’s region. In addition, it challenges SBC’s NLS, claiming that SBC is large enough to pursue such a strategy without the merger.


Cook County opposes the merger, claiming it “would lead both to diminished actual and potential competition in Illinois and in the Ameritech region generally by removing SBC as a potential entrant and by fortifying the merged company’s ability to protect its entrenched position of market dominance against competitive inroads.”  (Cook County Init. Br. at 28).  First, Cook County claims that, contrary to SBC’s position in this proceeding, SBC intended to compete with Ameritech in Illinois prior to the merger.  Indeed, considering its geographic proximity and national market entry strategy, SBC was the RBOC most likely to compete with Ameritech.


Second, Cook County agrees with Joint Applicants that the Guidelines provide a useful basis for analyzing competition in this proceeding.  But it believes that the final determination must be based on the Commission’s own rules and regulations.


Third, Cook County questions the relevance of SBC’s experience with wireless service in Rochester. It believes that the Rochester market is too small to serve as a comparable to Chicago. It also claims that Ameritech’s wireless experience in St. Louis is inapposite.


Fourth, Cook County urges the Commission to reject the merger because, unlike the Bell Atlantic/NYNEX merger, this proceeding involves the acquisition of an ILEC by a larger, competitive ILEC.  Moreover, it argues that, if the merger takes place, there would be one less ILEC which state commissions could use to make cross-carrier comparisons for such things as technical feasibility and reasonableness.


Fifth, Cook County questions SBC's claim that, without the merger, it would be unable to compete with the likes of AT&T, MCI, etc.  Cook County contends that SBC is the third largest RBOC in the United States.


Sixth, Cook County argues that both Ameritech and SBC have successfully staved off local exchange competition in their respective regions and, if the merger were approved, they would combine their monopoly powers further to entrench their hold on local exchange service.


Seventh, Cook County points out that, according to its NLS, SBC anticipates only a 4 percent overall penetration rate in the 30 targeted markets.  Therefore, even if the retaliatory entry theory were sound, Cook County claims that AI could expect to lose only 4 percent of its customers, still leaving it with a 96 percent share.


Finally, Cook County urges the Commission to take account of SBC's failure to comply with the Section 271 competitive checklist, demonstrated by the denial of its Section 271 applications in Texas and California.


The AG argues that Section 7-204(b)(6) is concerned with the “likelihood” of adverse competitive effects, and not the actual occurrence of such effects.  (AG Init. Br. at 9).  The term “likelihood,” it argues, requires “an evaluation of what is expected or what is probable -- in short, an assessment of the future.”  Id.


The AG also claims that, prior to the merger, SBC was the RBOC most likely to compete with Ameritech for local exchange service in Illinois.  Indeed, SBC's CLEC affiliate, SBMS Illinois, had obtained authority to operate as a local exchange provider in Illinois prior to the merger.  SBC's claim that it had canceled its plans to compete in Illinois because of its experience in Rochester, is, according to the AG, “unconvincing[].”  The AG argues that SBC did not make a good faith effort to succeed in Rochester and thus that experience is irrelevant.


The AG claims that Ameritech and SBC each currently have the power to compete out-of-region, pointing to the Ameritech's Gateway Project in St. Louis -- prior to its pre-merger cancellation -- as support.


The AG also claims that SBC’s retaliatory entry theory is a “dubious promise.”  Id. at 13.  There is no evidence in the record, it claims, that SBC’s projected retaliatory entry would be of a price-constraining nature.  Absent price-constraining competition, there is no true competition. It asserts that the mere existence of competitors in Illinois does not mean there is competition in Illinois.


According to the AG, SBC’s Strategy ignores an important segment of the market -- residential and small business customers.  The AG also argues that SBC’s Strategy is speculative, and that SBC’s own witnesses could not accurately project the amount of competition that would result from this strategy, particularly with respect to residential and small business service.


In addition, the AG argues that if Joint Applicants are correct in their belief that only a company the size of a combined Ameritech/SBC is capable of competing on a national scale, that means that a combined Ameritech/SBC would face little or no competition in Illinois because no other company (except possibly a combined Bell Atlantic/NYNEX/GTE) would have the resources to enter the local exchange market in Illinois.  As a result, the AG argues that the merger would reduce -- and not increase -- the number of competitors in the local exchange market.  Id. at 18.


Finally, the AG questions the practicality of SBC’s Strategy.  SBC claims the Strategy is designed to offer “one-stop shopping” of local and long distance service to customers in the Joint Applicants' regions.  Id.  SBC claims it will commence such strategy immediately following the Commission's approval of the merger.  But according to the AG, SBC fails to explain how it will do this, considering that it has not yet obtained authorization to offer in-region long distance service.  Id.


CUB asserts that the merger does not satisfy Section 7-204(b)(6) on numerous grounds.  First, CUB claims that the merger would remove a potential competitor (SBC) from the Illinois local exchange market.  CUB contends that the Joint Applicants' claim that the  merger would not result in diminished competition presumes that:  (1) prior to the merger announcement, neither company had plans to offer wireline exchange service in the other's region; and (2) SBC would pursue its Strategy only if the merger were approved.


CUB claims that these presumptions are rebutted by SBC testimony that its national ambitions began long before its proposed acquisition of Ameritech.  It also believes that SBC's claim that it would not pursue the NLS absent the merger strains credibility because SBC has resources to pursue such a strategy and could not “remain idle while [its] competitors capture the huge traffic volumes generated by a relatively small number of large customers.”  Tr. at 294-95.


CUB argues that SBC had every intention of entering the Illinois local exchange market prior to the merger.  SBMS had obtained authority to offer local exchange service in Illinois,  had invested hundreds of millions of dollars in Illinois for the purpose of providing local exchange service, and SBC's wireless affiliate had a substantial customer base in Illinois.  Indeed, according to CUB, SBC was, prior to the merger, one of the most likely competitors for local exchange service in Illinois.


CUB does not agree with SBC's claim that it abandoned its plan to enter the Chicago market based on its experience in Rochester.  CUB contends that the Rochester experience was not a serious effort at local exchange competition, particularly when it is compared to SBMS's plan to offer local exchange service in the Chicago MSA.  In short, CUB does not believe SBC abandoned its plans to compete in Illinois based on an allegedly bad experience in Rochester.


CUB disagrees with Joint Applicants' arguments that AT&T, Sprint and MCI are local exchange competitors in Illinois.  Despite these companies’ advertising and marketing efforts in Illinois, the true test, according to CUB, is their market share of local exchange service.  These companies control less than two  percent of the local exchange market.


CUB argues that SBC’s Strategy is belied by its prediction of retaliatory entry.  According to CUB, SBC argues that unless the merger is approved, SBC would be too small to pursue it.  At the same time, SBC claims that, if the merger were approved and SBC implements the NLS, other RBOCs and CLECs would retaliate against SBC in its own region.  These positions, according to CUB, are inconsistent.


CUB also claims that Joint Applicants' plan to offer “one-stop shopping” is dependent upon in-region Section 271 authorization from the FCC, something no BOC has ever received.  Moreover, CUB states that, if the merger were approved and if a combined Ameritech/SBC obtained Section 271 authorization, it would be in a position to extend its monopoly control of local exchange service to long distance service.


In addition, CUB argues that SBC’s retaliatory entry theory fails to account for competition in the residential and small business sectors.


CUB disagrees with Joint Applicants interpretation of Section 7-204(b)(6).  Joint Applicants' argue that Section 7-204(b)(6) is concerned only with the merger's impact on existing competitors and SBC is not an existing competitor of Ameritech (assuming divestiture of SBC's wireless service in Illinois).  CUB, on the other hand, argues that rules of statutory construction require the Commission to consider the merger's impact on future and potential competitors.


CUB also urges the Commission not to defer to the Guidelines, as Joint Applicant's suggest, for determining adverse impact on competition.  If the Illinois legislature had intended for the Commission to do so, it would have so provided in Section 7-204(b)(6).  Moreover, CUB argues that such deference is unwarranted because, unlike the Commission, the DOJ has little or no experience dealing with local telephone companies.


Further, CUB claims that SBC has a history of anti-competitive behavior.  To evidence this, CUB points to the denial of SBC's Section 271 applications in California and Texas.


Finally, CUB contends that the merger is anti-competitive under the test proposed by SBC.  According to CUB, the merger would:  (1) eliminate a firm (SBC) that would have entered the market as a new competitor; (2) eliminate a firm that is one of only a few firms that are uniquely situated to enter the market in the near future; and (3) eliminate a firm whose entry would have had a substantial deconcentrating effect on a concentrated market.


Commission Analysis and Conclusion

Section 7-204(b)(6) requires the Commission to ascertain that the merger “is not likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction.”  We have jurisdiction over four three markets  -- local exchange, intraMSA toll, and interMSA toll, and to a lesser extent, cellular -- to the extent these markets affect intrastate communications in Illinois.  Also, we agree with Staff that wireless service is not a clear substitute for wireline service.  Therefore, we conclude that the wireline market is the appropriate product market for the Commission’s consideration.  This is not the appropriate forum for determining the extent, if any, of our jurisdiction over cellular service competition in Illinois, and even if it were, tThere is no credible evidence to indicate that cellular competition may that such competition would be affected adversely by the proposed reorganization, for the transition period prior to which given that one of the overlapping cellular properties in Illinois is will be divested.  However, we believe that the conditions adopted by the Department of Justice in its Proposed Modified Judgment address this issue.  Further, we find that Staff’s proposal that Joint Applicants be required to send notice to customers of the divested cellular affiliate at least 30 days before sale of the affiliate to be reasonable.  We see no reason why it would delay consummation of the merger.

Before examining the three relevant markets, we again note that the merger is to take place at the holding company level, and there is no evidence that it would affect Ameritech Illinois.  AI still would be subject to this Commission’s jurisdiction; it still would be bound by agreements it entered into and tariffs it filed before the merger; and it would still be subject to the market-opening initiatives that this Commission and the FCC have pronounced during the past few years.  We also agree with Joint Applicants that geographic extension mergers -- like that at issue here -- do not ordinarily impact local competition.  After the merger, AI would control the same share of the Illinois local market that it does now.  Without increased market control, it is difficult to discern how actual competitors in Illinois would be harmed by the merger.

As for the different markets over which the Commission has jurisdiction, we agree with Staff and Joint Applicants that the merger would not affect the Illinois interMSA market adversely.  We agree with Staff that the proposed merger would not impact adversely the number of buyers and sellers of interMSA toll services; the standardization of those services; the ability to enter the interMSA toll market; or the amount of information available to buyers and sellers.


We also agree with Staff that the proposed merger may have an adverse impact on competition in the intraMSA toll market.  However, we believe that with the adoption of conditions to mitigate the adverse impacts of the proposed merger on competition in the local exchange market, we have concurrently addressed the potential adverse impact of the proposed merger on competition in the intraMSA toll market.


As stated, Section 7-204(b)(6) requires this Commission to address the effect the merger would have on competition.  In order to gauge competition, we believe that we must look at all likely effects that the proposed merger will have on current and future competition. Joint Applicants propose that we use the Guidelines to determine the adverse effect, if any, the merger would have on potential competition.  Staff [and Cook County]
 agrees that it would be reasonable for us to use these Guidelines in our determination as long as we only utilize the DOJ’s Merger Guidelines as an information tool to guide us in our analysis of the proposed merger pursuant to the Actual Potential Competition doctrine, i.e., we do not strictly apply the standards contained in the Guidelines on this issue, and we do not limit our analysis to the Actual Potential Competition doctrine.  We concur with Staff and will use these Guidelines as a starting point to determine the effect, if any, the merger would have on potential competition pursuant to the Actual Potential Competition doctrine, but we will not give them conclusive effect or limit our analysis of the proposed merger’s likely effects on competition to the Actual Potential Competition doctrine.


We have several reasons for using the Guidelines as the starting point for our analysis.  First, they have been used by the FCC and other state commissions to analyze ILEC mergers. See, e.g., Bell Atlantic/NYNEX Order at ¶37; California SBC/PacTel Order at 41-42.  Second, there is no reason they should not be applied to this merger; indeed, they have been applied to nearly identical mergers.  Id.  However, we recognize that the FCC and other state commissions have not applied the Guidelines mechanistically.  First, the California Commission referenced the guidelines but recognized that it was operating under state law.  Also, in its recent review of the BA/NYNEX merger, the FCC undertook an analysis quite similar to the analysis recommended by Staff in this proceeding.  We will follow the FCC’s lead to fulfill our mandatory duties under subsection 7-204(b)(6) to consider all effects that the proposed merger is likely to have on competition.  

Accordingly, we will also consider the other two bases which Staff advanced as reasons why the proposed merger is likely to have an adverse effect on competition, i.e., that the proposed merger is likely to inhibit the market’s transition to competition and to increase the market’s barriers to entry.  Not only do we find that we are required by subsection 7-204(b)(6) to consider these positions; but, these positions were undeniably found to be bases by which mergers of local exchange carriers can have adverse effects on competition by the FCC.  Accordingly, they are suitable areas for inquiry.  Third, neither Staff nor Intervenors have proposed a suitable alternative. The “perfectly competitive” model proposed by Staff is not a tool for analyzing the effect mergers have on competition, much less competition for local telecommunications service.

We agree with Staff that we must consider all effects that the proposed merger is likely to have on competition.  Therefore, we necessary expand our analysis beyond the Actual Potential Competition doctrine and the DOJ’s Merger Guidelines as proposed by the Joint Applicants.  We analyze Staff’s positions that the proposed merger will adversely effect competition by (1) inhibiting the market’s transition to competition, and (2) increasing the market’s barriers to entry.


First, we find that the proposed merger will have an adverse effect on competition by inhibiting the market’s transition to competition.  We recognize that state and federal lawmakers and regulators, including ourselves, have undertaken substantial steps to attempt to transition the market to competition.  Underlying these efforts is the understanding that competition is a more preferable state because it maintains an efficient allocation of resources and prevents firms from reaping supra-normal profits at the expense of consumers.  We also recognize that despite past efforts to transition the market to competition, the transition has not occurred at this time, nor has a trend toward competition been established.  Therefore, we find that it is necessary to continue our efforts to promote competition within the market.


We also recognize that competition only develops when competitive firms are able to enter a market and expand the supply of good that is provided by the competitive firms.  Accordingly, Ameritech Illinois’ dominant market share must be eroded by the entry of competitive carriers and an expansion of their supply of the good if the market’s transition to competition is going to occur.  However, the evidence conclusively establishes that the proposed merger will inhibit the ability of competitive carriers to enter the market and to increase their supply of the good.  Accordingly, the proposed merger will protect Ameritech Illinois’ market share and inhibit the market’s transition to competition.  


We find that this negative effect will be increased in accordance with Staff’s second argument because the proposed merger will increase the market’s barriers to entry.  An increase in the market’s barriers to entry will also prevent competitive carriers from entering or expanding the supply of the good that is provided by competitive carriers.  The barriers to entry will increase in a number of ways, including increasing the level of disparity between the information held by Ameritech Illinois and CLECs, decreasing the amount of information available to consumers about alternative providers to Ameritech Illinois, increasing uncertainty about the eventual adopting of an OSS platform, and resale and UNE prices, increasing resistance to the implementation of our pro-competitive policies, creating an opening for the adoption of anticompetitive practices within Illinois under the guise of best practices, and increasing the company’s incentive and ability to discriminate.  

Our duty in this proceeding is to make findings of fact that are supported by the preponderance of the evidence.  As the evidence on this issue is conclusive, we have no choice but to deny the proposed merger on this basis.  Moreover, we acknowledge that we are acting pursuant to the General Assembly’s mandate to reject all proposed reorganizations that are likely to have a substantial adverse effect on competition.  We must reject the proposed merger to fulfill the duty imposed upon us by the General Assembly.  


Under the Guidelines, a showing of an adverse effect from a merger or acquisition on potential competition requires all of the following elements:  (1) the merger eliminates a firm that had a high probability of entering the market as a new competitor; (2) the merger eliminates a firm that is one of only a few firms that are uniquely situated to enter the industry in the future; and (3) the merger eliminates a firm whose entry would have a substantial deconcentrating effect.  (Gilbert Surrebuttal at 12-13).  In conducting this analysis, probable entry means entry in the “near future,” and not simply at any foreseeable point in time.  See, e.g., 79 Op. Cal. Atty. Gen. 301, 1996 Cal. AG LEXIS, at *44-45 (1996).  For the purposes of our analysis, we will use a three-to-five year future time period as the so-called near future.

Applying the Guidelines to the facts in this case, we conclude that the merger would not affect potential competition in Illinois adversely.  Looking at the first guideline, we are of the opinion that SBC is a likely potential entrant in Illinois.  While SBC does not currently have any business plan to offer local wireline communication service in Illinois, and despite its executives testifying that it had no plans to enter Illinois local markets in the near future, as a major telecommunications carrier desiring to implement its NLS to provide “one-stop shopping,” or end-to-end service, SBC would still have to offer local service in Illinois.  It is important to note that the relevant inquiry is whether SBC “would likely” compete with Ameritech Illinois in the near future, not -- as Intervenors
 and Staff Joint Applicants’ argue -- whether SBC “cwould” compete for Illinois local service.  See, e.g., FCC BA/NYNEX Order at para. 138 n. 260.Tenneco v. F.T.C., 689 F.2d 346 (2d Cir. 1982); New England Tel. & Tel. Co. d/b/a NYNEX, Joint Petitioners: NYNEX Corp.; Bell Atlantic Corp., 175 P.U.R.4th 504 (1997).  SBC would have to compete in the near future.  In addition, such  factors such as SBC’s geographic proximity, physical assets, and cellular experience in Illinois are relevant.

Under the second guideline, an insufficient number of alternative likely entrants exists such that the independent entry of SBC is not required.  is one of only a few major potential competitors of Ameritech Illinois.  We find that Bell Atlantic is the only carrier that will have the capability to enter the market with any degree of success post merger.  The large interexchange carriers, i.e., AI would have at least six other major competitors (AT&T, MCI, and Sprint are current competitors and, therefore, should not be considered as actual potential competitors.  Further, those carriers have not been able to sufficiently deconcentrate the market despite their efforts to expand their market shares since deregulatory efforts began.  In fact, they have been unable to acquire more than minor, niche shares of the market.  Their past lack of success eliminates them as carriers upon which we can rely to deconcentrate the market to a sufficient degree.  They clearly do not have the capability to do so.

Also, Bell Atlantic, U S West and BellSouth will not have the size or scope to be successful competitors in the market post merger.  Finally, even though a small number of carriers have entered the market at sellers and ) after the merger.  Currently, the telecommunication carrier Intervenors in this docket are certificated to provide local service.  In addition, there are numerous other certificated local carriers, both facilities and non-facilities based, no evidence exists upon which we can rely to find that they will have any greater success in entering the market than the market’s current facilities-based CLEC providers. 

As to the third guideline, we find that the impact from SBC’s likely independent entry into Illinois’ local exchange market would be significant.  At a minimum, SBC would very likely obtain a market share equal to the shares which there is no evidence that SBC would have more impact on Illinois local service than firms like AT&T, MCI or Sprint, which are already providing local service, have been able to acquire.  However, based on the evidence of record, we find that it is likely that SBC’s acquired market share would be even more significant.  

Further, the market is characterized by a high level of concentration.over the past three years,  Also, even though we have certificated many carriers providing switched and resold local services over the past three years, yet this record indicates that there have been few inroads made to the Company’s monopoly of the local market.  Based on these facts, we conclude that requiring SBC to enter the market in a manner other than through acquisition is essential to initiate competition within the market.  Even though it is unlikely that SBC will be able to single-handedly deconcentrate the market, SBC’s entry will engender competition by combining forces with other entrants to erode Ameritech Illinois’ market share.  We hold that it is important to preserve SBC as a significant possibility of eroding Ameritech Illinois’ monopoly. Based on the evidence, we conclude that even SBC’s entry into the local service market would not have a substantial deconcentrating effect.  Thus, the merger would have no significant adverse effect -- as that term is used in Section 7-204(b)(6) -- on potential competition in the Illinois telecommunications markets.


We further find that there is no credible evidence that the merger would increase Ameritech’s incentive or ability to discriminate against CLECs.  Such arguments are speculative and, if such conduct occurs, it can be dealt with in separate proceedings.  See, e.g., SBC/PacTel Order at ¶ 53.

In sum, Although we find that the merger is not likely to have a significant adverse effect on competition in Illinois, we find that the imposition of certain conditions will mitigate our concerns to a sufficient extent..  As a result of this finding, there is no need for us to address we will adopt the proposed “conditions” raised by Staff and Intervenors
, as those conditions are unnecessary and should not be adopted.  In any event, even assuming that we had the authority to do so in this docket, this is not the appropriate forum to address common transport,  the Section 271 checklist, or structural separation. We will require the Joint Applicants to demonstrate their companies’ compliance with Sections 251 and 271 as a condition to our approval.  Only through their compliance will we be assured that the market’s barriers to entry are lowered to the extent of our control.  We also find that it is necessary to require SBC to demonstrate its compliance because SBC will be the corporation that controls the merged entity’s operations and will implement its policies within Illinois.  Only through SBC’s individual compliance will we be assured that SBC will not implement any policies within Illinois that are contrary to the duties imposed by Sections 251 and 271.  We have the authority to require these demonstrations pursuant to our authority to review the application for the proposed merger, and our authority to decide whether the applicant should be approved or rejected for failing to comply with Section 7-204 of the PUA.

In addition, Ameritech is again ordered to provide common transport as directed in  Docket 96-0486/96-0569 Consol.   AI’s argument that the this docket is not the appropriate forum to address common transport is irrelevant.  To excuse the Companies defiance to a prior Commission order on any grounds is poor policy and prolongs the provisioning of the service.

G.
Whether The Proposed Reorganization Is Likely To Result In Any Adverse Rate Impacts On Retail Customers.  (Section 7-204(b)(7)).

Joint Applicants’ Position

Joint Applicants contend that the proposed merger will not result in any adverse rate impacts on retail customers. They state that, because AI will continue to be the regulated carrier in its service territory, it will remain subject to the Plan approved by the Commission in Docket 92-0448.  The Plan does not permit AI to raise noncompetitive services rates.  To the contrary, the index requires year-by-year decrease in inflation-adjusted prices, assuming continuation of current economic conditions.  Accordingly, they  argue, the retail rates are no more at risk the day after the merger than they are the day before.  (Kahan Rebuttal, SBC/Am. Ex. 1.1 at 96-97; SBC/Am. Init. Br. at 29.)


Joint Applicants further argue that, rather than threaten any increase in retail rates, the merger is intended to protect rates. They opine that the merger will create the economies of scope and scale that will enable AI to continue region-wide network upgrades. They maintain that, through the merger, Ameritech and SBC will be able to unify procurement for both of their operations, thereby expanding the scale of purchases and gaining increases in volume discounts from their suppliers. They argue that AI must be permitted to reduce and spread costs in this manner, especially in light of its universal service obligations and the growing number of CLECs that focus their competitive energies on larger business customers.  (SBC/Am. Init. Br. at 30-31.)


Staff’s Position

Staff contends that, absent the allocation of merger-related synergies to ratepayers, the proposed merger would have an adverse impact on the Company’s rates.  (Yow Direct, Staff Ex. 3.00 at 40).  Staff interprets the term “adverse rate impacts” in Section 7-204(b)(7) to encompass two standards.  First, that the proposed merger is not likely to necessitate rate increases to the Company’s retail services.  Second, that the proposed merger is not likely to have an adverse impact on the price-to-cost relationship of its services.  (Staff Init. Br. at 135.)


Regarding the first standard, Staff takes issue with Joint Applicants’ position that the merger will reduce any upward pressure on the Company’s rates.  Staff’s concern arises from AI’s current involvement in a number of proceedings before this Commission that require an analysis of costs in order to establish rates.  In particular, AI has filed a petition seeking leave to rebalance its residential network access rates, and there are two TELRIC investigations before the Commission.  Staff argues that, in order for the Commission to make informed decisions in these cases, we need to examine updated cost studies.  Consequently, Staff recommends that, if the Commission approves the merger, it should condition its approval on the submission of updated LRSIC, TELRIC, shared and common cost studies within six months after final regulatory approval.  Additionally, Staff recommends that the Commission utilize those updated studies in its analysis of the Company’s request for rate rebalancing and in the two TELRIC investigations.  (Staff Init. Br. at 135-36). It notes that Joint Applicants have agreed to work out priorities for cost studies to be filed following approval, and that this approach is acceptable to Staff.  However, Staff remains concerned because they  the Joint Applicants do not agree that the updated studies should be utilized in the rate rebalancing proceeding.  (Staff Init. Br. at 136.)

Staff also disagrees with the Joint Applicants’ contention that AI’s Alternative Regulation Plan insulates customers from rate increases.  Staff notes that there are a large number of Ameritech Illinois services that do not enjoy any of the Alternative Regulation Plan’s perceived rate protections.  These include all new services which are excluded from the Plan for a period of one year.   Additionally, all of Ameritech Illinois’ interconnection, transport, termination and UNE services have been excluded from the Company’s Alternative Regulation Plan.  Staff also notes that pursuant to the terms of Ameritech Illinois’ Plan, the Company is allowed to file for rate increases that exceed the Plan’s limits on 45 days notice.  This provides yet another vehicle to reflect Ameritech Illinois’ cost increases in its customer rates.  (ICC Staff Reply BR. at 107-108).  In addition, Staff notes that all of Ameritech Illinois’ competitive services are automatically removed from the Plan by virtue of their (re)classification.  As a result, they also do not enjoy any of the Plan’s perceived rate protections. (Id.)  Moreover, Staff notes that the Plan prohibits Ameritech Illinois from reducing the prices for its non-competitive services below their long run service incremental cost (“LRSIC”).  Ameritech Illinois is also prohibited from reducing the rates of non-competitive services that are currently below LRSIC further below those LRSICs.  (Id. at 108-109) (citing Order in Docket 92-0338/93-0239, Appendix A and Order in 96-0172 at 12-13 and Order in 98-0259 at 7)). Staff contends that all of these provisions of the Plan provide Ameritech Illinois with avenues to raise rates if needed.  (Id.).


Regarding the second standard, Staff concludes that, absent the allocation of merger-related savings to the Company’s customers, the merger will impact negatively the price-to-cost relationship of its service.  Therefore, Staff recommends that, if the Commission approves the merger, it should condition its approval the merger be conditioned on the allocation of merger-related savings to AI’s customers. (Staff Init. Br. at 136-37).  Staff disagrees with the Joint Applicants’ position that a price-to-cost relationship is inconsistent with Ameritech Illinois’ Plan, and provides a number of arguments to support its position.  Staff’s arguments are set forth in detail in Staff’s Position under Section 7-204(b)(1).  Staff’s argument and specific proposal for the allocation of savings is set forth in more detail in the Commission’s analysis under Sections 7-204(b)(1) and (c).



Intervenors’ Positions

CUB contends that, under Section 7-204(b)(7), the Commission must reject the merger if it finds that any kind of adverse rate impact is likely as a result of the merger.  CUB makes numerous arguments to support its conclusion that the merger would result in adverse rate impacts.


CUB argues that Joint Applicants’ reliance on their Plan as the basis for asserting that the Company’s noncompetitive service rates will not be increased post-merger is tenuous. It asserts that this reliance on the existing formula as a means of constraining noncompetitive prices assumes that the productivity factor will remain static and that current economic conditions will persist.  In further support of its position, CUB argues that the rate freeze, and possibly the price cap plan, will expire in October of 1999, thereby providing no price protection. (CUB Init. Br. at 9-14.)


CUB maintains that the proposed reorganization will result in adverse rate impacts because Joint Applicants will not commit to extending the residential rate basket freeze post-merger.  It asserts that SBC’s projections allegedly show an increase in the basic residential access line rate from $16.35 in 1998 to $17.35 in 2008.  CUB asserts this is evidence of the merged company’s intention to increase prices.  (CUB Init. Br. 14-16.)


CUB argues that the premium paid for the acquisition of Ameritech will likely trigger the need for increased retail rates post-merger.  CUB asserts that, because SBC is paying $13.2 billion over the pre-announcement market value of Ameritech stock and $47 billion over the net book value of its assets, the merger will place significant upward pressure on prices for non-competitive services.  (CUB Init. Br. 16-17.)


CUB also argues that SBC’s alleged reliance on Ameritech’s noncompetitive service core revenue base to finance the NLS will have an adverse impact on rates.  In support of this position, CUB asserts that the Strategy will not generate positive cash flow for ten years, and SBC will use revenues from in-region noncompetitive service markets to support the NLS.  (CUB Init. Br. at 17-18.)


Next, CUB claims that Joint Applicants have a propensity to increase the rates of recently reclassified competitive services.  It claims that AI has been awarded significant rate increases upon reclassification of numerous, traditionally noncompetitive service.  CUB points out that both SBC and Ameritech declined to ensure that reclassified services will not undergo rate increases.  (CUB Init. Br. at 19-26.)


In connection with the above argument, CUB asserts that SBC’s reclassification of certain services as competitive in the PacBell service territory, with proposed accompanying price increases, is evidence that proposed rate increases are likely in Illinois post-merger.  CUB claims that several rate increase proposals have been made by the reconfigured PacBell.  (CUB Init. Br. at 26-28.)


Last, CUB argues, even if rates remain the same as a result of the merger, rates allegedly would no longer be least-cost, in violation of Section 7-204(b)(1).  In support of this contention, CUB refers to testimony by Joint Applicants indicating that the costs associated with providing telecommunications services will be reduced as a result of the merger.  CUB states that an examination of how the proposed merger will impact cost-to-price relationships is relevant to the analysis of 7-204(b)(7) because “adverse rate impacts” encompasses more that rate increases.  CUB asserts that adverse rate impacts can occur when costs fall significantly but there is no concomitant decrease in price.  (CUB Init. Br. at 28-31.)


The AG contends that Section 7-204(b)(7) requires the Commission to find that there is no “likelihood” of “any” adverse rate impact on retail customers. It argues that the qualifier “any” creates an absolute standard which requires the Commission to find that there are no adverse impacts whatsoever before approving a merger.  In support of this position, the AG cites Illinois Bell Telephone Co. v. Illinois Commerce Comm., 283 Ill. App.3d 188, 669 N.E.2d 919 (2nd Dist. 1996) in which the Court construed the phrase “any incremental risk or increased cost of capital” under Section 9-230.


The AG contends that the proposed merger will result in adverse rate impacts for several reasons.  First, it argues that retail services currently subject to the price cap can be reclassified as “competitive” and be increased by a tariff filing.  In support of this position, it asserts that Ameritech has used reclassification in the past to increase rates.  Second, it argues that competition is not currently a “limiting factor” on rates as suggested by Joint Applicants. It asserts that giving the local exchange monopolist an opportunity to price competitively has only caused the company to increase rates.  Third, it contends that the overwhelming driver behind the merger is to protect shareholders from earnings dilution.  The AG claims that SBC wants a guaranteed revenue stream from noncompetitive local service markets to finance the NLS without subjecting its shareholders to the risks inherent in the NLS.  The AG asserts that, as the NLS loses money and while ratepayers wait for the benefits of the merger to materialize, SBC will satisfy its shareholders’ expectations of dividend growth through rate increases.  Fourth, the AG contends that the purchase premium will result in adverse impacts on rates.  Fifth, it refers to SBC’s requests for rate increases in California as evidence of its future rate policies in Illinois if the merger is approved.  Last, the AG is concerned that, although SBC claims that increased competition is a resulting benefit of the merger, it is unwilling to cite reduced prices (the most obvious benefit of competition) as a likely outcome of the proposed merger.  (AG Init. Br. at 19-27.)


Cook County also asserts that the proposed reorganization is likely to result in adverse rate impacts.  First, it alleges that the purchase premium will require AI to recover $1.7 billion in additional annual intrastate earnings for a period of ten years.  This, Cook County asserts, implies a significant overall increase in intrastate revenues.  Second, it  argues that the need to support the Strategy with core revenue financially from the Company’s noncompetitive services will have an adverse impact on retail rates.  Third, it contends that, although the current price cap system has resulted in decreased rates, SBC is likely to seek a significant decrease or elimination of the offset factor.  Cook County argues that this could lead to substantial rate increases.  Fourth, it contends that SBC could obtain rate increases through tariff filings in noncompetitive services as well as through higher rates for services that are reclassified as “competitive.”  In support of this argument, Cook County states that, since the PacBell merger, SBC has submitted applications and tariff filings to the CPUC seeking increases in certain rates.  It suggests that similar requests can be expected in Illinois if the merger is approved.  Last, it briefly argues that the Company’s impaired ability to raise necessary capital on reasonable terms and to maintain a reasonable capital structure, as well as the reduced level of potential competition AI will confront within the local service market, adversely affects rates.  (Cook County Init. Br. at 43-47).


Sprint contends that, because the merger allegedly will increase the incentives and ability of the merged entity to discriminate against competitors in both the local and interexchange markets, it follows that the merger will have an adverse rate impact on retail customers in violation of Section 7-204(b)(7).  Sprint asserts that SBC’s own financial projections reflect an increase in retail rates over the ten years following the merger.  Sprint further asserts that SBC and Ameritech have not provided safeguards to offset the adverse rate impacts associated with the proposed merger.  (Sprint Init. Br. at 37-38.)


Nextlink contends that the premium paid to acquire Ameritech, SBC’s plan to use Ameritech revenues for out of region competitive ventures, its conduct since the PacBell merger, and the loss of a potential competitor make it impossible for the Commission to find that the proposed reorganization is not likely to result in any adverse rate impacts on retail customers.  (Nextlink Init. Br. at 13-16.)


In particular, Nextlink argues that the acquisition is likely to pressure SBC to generate additional revenues from Illinois consumers in all markets in which it does not face price-constraining competition.  This pressure, Nextlink asserts, comes from the  premium SBC will be paying to acquire Ameritech.  Additional pressure to raise rates allegedly stems from SBC’s plan to use revenues from non-competitive services to support out of region competitive ventures.  Nextlink also suggests that SBC’s conduct in California since the PacBell merger indicates its desire to raise rates.  Nextlink points out that SBC has submitted tariff filings seeking rate increases in California and, in its pending price filing, PacBell proposes significant changes to the current regulatory framework which would allow PacBell upward pricing flexibility for services not currently subject to competitive pressure.  Lastly, Nextlink argues the elimination of SBC as a potential competitor that could put competitive pressure on Ameritech and CLECs prevents the Commission from concluding that the acquisition is not likely to have any adverse rates impact. (Nextlink Init. Br. at 13-16).


Similar to several other parties, 21st Century contends that the purchase premium, as well as SBC’s plan to use Ameritech Illinois revenues and other non-competitive service markets to support out-of-region competitive ventures, will have an adverse effect on rates.  21st Century also has concerns about the rate increases SBC has sought in California since the merger with PacBell.  21st Century agrees with Staff’s argument that the acquisition, as proposed by SBC, will result in telecommunications services that are currently priced above cost being priced even more above cost.  (21st Cent. Init. Br. at 21-22.)


CTCA contends that, if the  Plan deprives customers of the benefits of reorganization synergies, adverse rate impacts will result.  CTCA agrees with Staff’s contention that, if merger synergies are not accounted for in some manner, Ameritech Illinois’ alternative regulation plan can no longer be presumed to produce just and reasonable rates.  CTCA alleges that a similar position was adopted by the Connecticut Commission in its order approving the SBC-Southern New England Telephone merger.  (CTCA Init. Br. at 31-32.)

Commission Analysis and Conclusion


The Commission finds that the proposed merger is not likely to result in any adverse retail rate impacts.  Several parties are concerned that the merged company will raise retail prices in order to cover the purchase premium or to finance the Strategy and other competitive ventures.  Staff and The Intervenors present no credible evidence to substantiate their claim that the premium, or NLS, will place upward pressure on retail rates in Illinois.  The premium is not a cash expenditure and, therefore, it will not impact the merged entity’s revenues, expenses, or earnings post-merger.  As such, the premium is unlikely to have any effect on prices.  With respect to the NLS, as pointed out by Joint Applicants, any money used to fund this Strategy will come from shareholder equity -- not increased non competitive rates.  Furthermore, after the merger, AI will remain subject to its Plan, which was approved by this Commission in Docket 92-0448.   The Plan does not permit AI to raise residential noncompetitive services rates.  Any change in the Plan would be subject to this Commission’s full review, and interested parties would be given an opportunity to participate in the proceeding.  Thus, the Intervenors’ arguments about upward pressure on prices are without merit.


Several parties raise concerns about SBC’s alleged “propensity” to increase rates.  They argue that SBC’s conduct in California is evidence of the merged company’s intention to raise prices in Illinois.  They also assert that previous Illinois rate increases for reclassified services indicate a “propensity” to increase rates.  The Commission finds this propensity to raise rates these allegations to be speculative and largely irrelevant to the issue before us.  We remind the Joint Applicants that we have authority to investigate any proposed rate increases, and will do so if the need arises.  We also find that the reclassification proceedings in Illinois are irrelevant to the merger.  The Plan provides a mechanism to reclassify services.  This Commission will not reject this merger merely because of the possibility the merged company might petition to raise prices.  However, the Commission will carefully monitor Ameritech Illinois’ pricing activities following consummation of the merger.  As previously stated, the Company’s noncompetitive rates are subject to price caps, and any attempt to raise prices is subject to our review.  Although several parties have suggested that we cannot rely upon the price cap plan or existing competition to prevent rates from increasing post-merger, we disagree.

Lastly, we agree with reject the argument that, even if rates remained the same as a result of the merger, rates would no longer be just and reasonable, in violation of Section 7-204(b)(7).  As Joint Applicants point out, this argument is based on inapplicable rate-of-return principles.  The purpose of price regulation is that AI no longer is regulated on a “price-to-cost” basis.  Rather, rates are determined by a price index.  As we stated in Docket 96-01726, “[a] fundamental objective of alternative regulation . . . is to break the traditional link between costs and prices and to substitute market forces as the primary determinant of Illinois Bell’s financial success or failure.”  (Plan Filing, adopted June 26, 1996 at 5.)  That should not be interpreted to mean that the relationship between Ameritech Illinois’ costs and prices becomes irrelevant.  To the contrary, the price-to-cost relationship in Ameritech Illinois’ services (i.e., earnings) continues to provide useful information regarding the price index’s ability to produce just and reasonable rates.  Specifically, as stated in our Alternative Regulation Order, “unusually high reported rates of return, particularly in the face of accelerated depreciation charges, may constitute a possible early warning that the total offset in the price regulation formula has been set too low or that the pricing constraints have been otherwise ineffective.”  (Order in Docket 92-0448/93-0239 Consolidated at 92).  Since the proposed merger was not taken into account at the time the price cap index was formulated, we agree with Staff that absent the allocation of merger-related savings, the price cap index would no longer produce rates that are just and reasonable.  We also agree with Staff that absent the allocation of merger-related savings, the proposed merger would have an adverse rate impact on Ameritech Illinois’ retail rates.  To address this issue, and as indicated in our discussions of Section 7-204(c), we are requiring that Ameritech Illinois allocate merger-related savings to its customers.  Under the  Plan, customers are protected by a price cap.  In return, Ameritech Illinois is entitled to earn whatever its management skills can achieve.  The down-side for AI is that it also must assume any risks as it is no longer guaranteed recovery of its costs.  Under price cap regulation, the internal costs of the company are irrelevant to prices.  The “price-to-cost” relationship is totally inapplicable.  While we reject the  arguments to the contrary, wWe also believe that the remaining proposed Staff conditions on this issue are appropriate.  We are of the opinion that within six months from the date of merger approval, the merged company should submit updated LRSIC, TELRIC, and shared and common cost studies.  We will use these updated studies in the merged company’s request for rate rebalancing and in the TELRIC investigations.
H.
Rulings pursuant to Section 7-204(c)

Section 7-204(c) of the Act states as follows:

The Commission shall not approve a reorganization without ruling on: (i) the allocation of any savings resulting from the proposed reorganization; and (ii) whether the companies should be allowed to recover any costs incurred in accomplishing the proposed reorganization and, if so, the amount of cost eligible for recovery and how the costs will be allocated.  220 ILCS 5/7-204(c).

This particular subsection was added to Section 7-204 on December 16, 1997 by P.A. 90-561; the Electric Service Customer Choice and Rate Relief Law.  Although we have approved a few reorganizations since the enactment of Section 7-204(c), the meaning of this statute was not an issue in those cases.  Here for the first time we are being called upon to construe subsection (c ) and determine: (1) if it is applicable in this proceeding and, if so; (2) how it should be applied.

1.
Applicability of Section 7-204(c)
Joint Applicants’ Position
The Joint Applicants argue that, as a matter of law and policy, Section 7-204(c) does not apply to companies operating under price regulation as opposed to those operating under rate-of-return regulation.  Thus, because Ameritech Illinois operates under the Plan, they contend that Section 7-204(c) does not apply here and we should not allocate any costs or savings in any manner.  (Joint Applicants’ Reply Br. at 88; Joint Applicants’ Init. Br. at 76-80.)


The Joint Applicants’ legal argument is based on the history leading to Section 7-204(c) and on Section 7-204(c)(ii)'s reference to recovery of merger “costs.” At the outset, they assert that the Commission must consider the historical context for the enactment of Section 7-204(c) and the shortcomings sought to be remedied by that provision.  Marriage of Logston, 103 Ill.2d 266, 279 (1984); Arview v. Industrial Comm’n, 415 Ill. 522, 526 (1953).  Specifically, they contend that Section 7-204(c) was a reaction to our decisions in the CIPSCO/Union Electric and Iowa-Illinois/MidAmerican Energy merger cases and must be interpreted in light of those decisions.  (Joint Applicants’ Reply Br. at 88-90.)


In the CIPSCO/Union Electric merger, the merging companies proposed a plan to allocate 65% of net merger savings to ratepayers and 35% to shareholders. (CIPSCO/Union Electric Merger Docket 95-0551, Order dated September 10, 1997 at 20).  They sought approval of their plan as part of the merger docket in hopes of “provid[ing] shareholders with assurance of fair treatment of merger costs and savings prior to consummation of the merger.”  Id.  CUB also sought approval of an allocation plan in that proceeding to give 80% of actual net savings to ratepayers and argued that the allocation of net merger savings had to be addressed in that docket because “in order to decide whether the merger is likely to benefit ratepayers, the manner in which savings are to be shared must first be determined.”  Id. at 16, 21.  (Joint Applicants’ Init. Br. at 77-78.)

The Commission, however, accepted Staff’s and IIEC’s argument that the ratemaking treatment of merger-related costs and savings “should not be determined outside the context of a general rate proceeding in which all elements of the utility’s cost of service are examined.”  Id. at 31.  In effect, say the Joint Applicants, the Commission concluded that making such a determination outside a rate-of-return ratemaking proceeding would run afoul of the well-established prohibition against “single-issue ratemaking” under Illinois law.  (Joint Applicants’ Init. Br. at 78.)

The merger of Iowa-Illinois Gas and Electric and MidAmerican Energy, Docket 94-0439, Order entered May 3, 1995 at 10, involved a similar analysis.  While CUB argued that the Commission should condition its approval of that merger by requiring the utilities to guarantee future savings to ratepayers the Commission found it “premature” to decide that issue in that docket stating that “[t]he issues raised by CUB are more appropriately addressed in future rate proceedings.”  Id.  (Joint Applicants’ Init. Br. at 78.)

The Joint Applicants argue that Section 7-204(c) is a response to these decisions and is intended to carve out a specific exception to the rule against single-issue ratemaking by authorizing the Commission to address the allocation of merger-related costs and savings in the merger proceedings themselves.  They further state that the rule against single-issue ratemaking applies only in the rate-of-return context.  That rule prohibits the Commission from revising a rate-of-return utility’s rates outside a general rate proceeding, because only in a general rate proceeding can the Commission consider all of the utility’s costs and expenses and determine its revenue requirement and return on equity.  See Archer-Daniels-Midland Co. v. Commerce Comm’n, 184 Ill. 2d (1998); Citizens Utility Board v. Commerce Comm’n, 166 Ill.2d 111,  136, 651 N.E.2d 1089, 1102 (1995).  They aver that concepts such as rate base, revenue requirements, and aggregate cost of service simply do not apply to utilities operating under price regulation.  Rather, their prices are set according to an established price-cap index, which functions independently of the utility’s cost of service, rate base, revenue requirement, or allowed return on equity.  (Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 61; Gebhardt Surrebuttal, SBC/Am. Ex. 3.2 at 34; Kahan Direct, SBC/Am. Ex. 1.0 at 54; Kahan Rebuttal, SBC/Am. Ex. 1.1 at 101-02.)   Consequently, because the intent of Section 7-204(c) was to carve an exception to a doctrine that applies only to rate-of-return utilities, the Joint Applicants conclude that this provision does not and cannot apply to price-cap companies like AI.  (Joint Applicants’ Init. Br. at 79.)


The Joint Applicants also contend that subsection (ii)’s focus on “recovery” of merger “costs” proves that Section 7-204(c) is intended to apply only to rate-of-return utilities.  A rate-of-return utility determines rates based on its costs and expenses of providing service.  Under standard rate-of-return principles, the costs of a merger would be recovered in the utility’s rates (absent a Commission ruling to the contrary).  By contrast, the cost of service is irrelevant to a utility operating under alternative regulation.  After initial approval of a price-regulation plan, the utility’s prices are capped and adjusted annually according to a price index formula and are wholly independent of the utility’s actual costs and expenses.  Illinois Bell Tel. Co. v. Commerce Comm’n, 283 Ill. App. 3d 188, 195-97 (2d Dist. 1990); Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 58-59.   As the Commission has stated, “[a] fundamental objective of alternative regulation * * * is to break the traditional link between costs and prices and to substitute market forces as the primary determinant of Illinois Bell’s financial success or failure.”  Order in Docket 96-0172 (AI 1996 Alt. Reg. Plan Filing), adopted June 26, 1996 at 5.


Thus, the Joint Applicants contend that to speak of a price-regulated utility recovering its merger-related “costs” is meaningless, as there is no opportunity for it to do so, and that Section 7-204(c) therefore cannot be read to apply to such utilities.  Texaco-Cities Service Pipeline Co. v. McGaw, 182 Ill.2d 262, 270 (1998) (statutes should not be interpreted so as to render any portion meaningless or superfluous); Gebhardt Direct, SBC/Am. Ex. 3.0 at 22.


The Joint Applicants next assert that even if Section 7-204(c) could apply in this case, the Commission could, and should, fulfill its duty under that provision by deciding to review appropriate merger savings at a later date, such as in a review of the Plan after savings actually have been achieved. They contend that all merger-related savings and costs are at this point purely speculative, and that the effect of the merger on rates will and should be determined by the marketplace and other economic forces driving consolidations and expansion in the telecommunications industry.  Thus, they conclude that sound regulatory policy requires that there be no arbitrary allocation of estimated merger costs or savings as part of this docket.  (Joint Applicants’ Init. Br. at 81.)

Under the Plan Ameritech Illinois' rates are strictly limited by a price index.  Ameritech Illinois assumes the risk that it cannot recover its costs (including investment in plant).  In return, AI can take full advantage of increased efficiencies and new revenues resulting from marketing and other initiatives in the form of higher earnings, and these earnings may well exceed what would otherwise be permitted under rate-of-return regulation.  (Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 59‑61;  Joint Applicants’ Init. Br. at 81-82.)


The Joint Applicants maintain that the Plan makes no distinction based on the source of efficiencies, and that the efficiencies which they hope to achieve from this merger are precisely the sort of behavior which the Plan was designed to encourage.  They contend that nothing in the Commission's Order in Docket 92‑0448 can be read to limit this incentive structure to only certain circumstances or certain ownership situations.  Therefore, they conclude that application of a rate-of-return-based ratemaking provision such as Section 7‑204(c) to this merger would defeat the goals the Commission established for AI and itself when embarking on this new method of regulation. (Harris Rebuttal, SBC/Am. Ex. 4.1 at 43‑44; Joint Applicants’ Init. Br. at 82.)


The Joint Applicants add that the merger will expose AI and SBC to considerable risks, because the savings, while anticipated, are not guaranteed.  They state that the financial markets will exact their own retribution if the companies fail.  (Harris Direct, SBC/Am. Ex. 4.0 at 14‑16, 19; Gebhardt Direct, SBC/Am. Ex. 3.0 at 23.)  Thus, they argue, since the Company’s consumers will not be bearing any of these risks -- because noncompetitive rates will not be increased if the merger results in more costs than savings -- there is no policy basis for consumers to receive the benefits.  (Gebhardt Direct, SBC/Am. Ex. 3.0 at 24; Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 65‑66; Kahan Direct, SBC/Am. Ex. 1.0 at 54‑55; Harris Direct, SBC/Am. Ex. 4.0 at 18‑19; Harris Rebuttal, SBC/Am. Ex. 4.1 at 43‑44; Illinois Public Telecommunications Ass'n v. FCC, 117 F.3d 555, 570 (D.C. Cir. 1997) (under price-cap regulation, shareholders bear "the risk of loss on . . . assets" and therefore "should recoup the benefit of increases in the value of such assets.")  (Joint Applicants’ Init. Br. at 82-83.)


The Joint Applicants also believe that benefits will accrue directly to AI’s consumers without any regulatory intervention.  Some benefits will be experienced directly and immediately (e.g., efficiency and service improvements in areas such as repair, maintenance and installation and access to SBC's research and development arm).  Over the longer term, the need to respond to competitive pressure and other changes in the industry will result in greater innovation, increased speed to market, and more competitive offerings.  Ultimately, they argue, the marketplace can and should determine whether savings are returned to customers in the form of lower rates or in the form of new service offerings, investment in advanced network facilities or otherwise.  (Harris Rebuttal, SBC/Am. Ex. 4.1 at 48‑49; Joint Applicants’ Init. Br. at 83-84.)


“In addition, the Joint Applicants state that applying Section 7-204(c) in this case could undermine the economics of the transaction.  (Gebhardt Direct. SBC/Am. Ex. 3.0 at 23-24; Harris Direct, SBC/Am. Ex. 4.0 at 14-17.)  They also contend that any sharing requirement, if adopted by other state commissions, could end up depriving the companies of 50% all (or more than all) of the savings generated by the merger.  Such a result, they argue, would discourage beneficial mergers such as this, and cannot constitute sound regulatory or competitive policy.  (Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 72-73.)”


Finally, the Joint Applicants point out that their approach is entirely consistent with the regulatory treatment of Ameritech Illinois' competitors engaging in similar acquisitions, such as AT&T and MCI.  None of these competitors has been required to flow-through any anticipated savings or revenue enhancements to consumers, even though all of the merging companies expected savings.  They argue that AI and SBC should be permitted to achieve the same synergies in the same way, without regulatory involvement.  Asymmetrical treatment of competitors could skew the competitive battle significantly in favor of less efficient firms.  (Harris Direct, SBC/Am. Ex. 4.0 at 20.)  Such a result, they contend, would not be consistent with this Commission's pro-competitive regulatory policies.  (Joint Applicants’ Init. Br. at 84.)


Staff’s Position

Staff asserts that Section 7-204(c) applies to AI.  Its present version was enacted subsequent to both Section 13‑506.1, which governs alternative regulatory plans for telecommunications carriers, and the Commission's Order in Docket 92‑0448, which established AI's Alt. Reg. Plan.  Given these facts, Staff concludes, if the legislature had intended to exempt it or any other utility under alternative regulation from Section 7‑204(c), it would have done so explicitly.


Staff further contends that, as a policy matter, Section 7‑204(c) requires savings to be flowed-through to ratepayers because the Commission did not take this proposed merger — and the ensuing potential productivity gains, cost savings and revenue enhancements — into account when it approved the Plan.  Staff states that the Commission formulated the components of the Plan to address the regulatory, technological and market conditions at that time.  As a result, the Commission took into account activities it would carry out to make the Company more efficient or profitable under those conditions.  Staff claims that in 1995, when the Alt. Reg. Order was entered, a merger was not a foreseeable change in the structure of the telecommunications industry, nor could it be categorized as a technological or regulatory change.  As a result, merger-related benefits are not accounted for in the current Plan.  But, Staff states, if these merger-related benefits are not accounted for in the Plan in some manner, it can no longer be presumed to produce just and reasonable rates or satisfy the requirements of Section 13‑506.1, and would therefore have to be rescinded.  (Marshall Rebuttal, Staff Ex. 1.01 at 5‑6.)


Staff contends that several state commissions have concluded that merger benefits should be allocated to the ILECs’ customers regardless of the existence of Alt. Reg. Plans.  For example, in its Order approving the SBC/PacTel merger, the CPUC required Pacific Bell to refund to ratepayers 50% of the short-term and long-term economic benefits of the merger in the amount of $248 million over five years, despite the fact that Pacific Bell is regulated pursuant to an Alt. Reg. Plan.  (Yow Direct, Staff Ex. 3.00, Attachment 5.)  Staff also claims that in its Order approving the SBC/SNET merger, the Department of Public Utility Control in Connecticut ("Connecticut PUC") concluded that the merger between SNET and SBC was not foreseen at the time SNET's Alt. Reg. Plan was adopted,  and that it significantly altered the basis for that Plan.  As a result, the Connecticut PUC decided to reopen SNET's Alt. Reg. Plan to reflect the impact of the merger on its non‑competitive rates within the context of a formal review of that Plan in the future.  Connecticut PUC Interim Order in Docket  98‑02‑20, at 48‑52 (September 2, 1998).  As a result, Staff contends, it is appropriate for the Commission to allocate merger-related synergies to AI's ratepayers even though it is regulated under a price cap plan.  (Yow Rebuttal, Staff Ex. 3.01 at 29.)


Staff next argues that competition in Illinois could be adversely affected if merger-related savings are not allocated to AI's customers.  This is because the "price-to-cost" spread in its rates could increase, thereby increasing its potential net income.  Price regulation, Staff argues, can be effective at preventing cross-subsidy, cost-shifting, price discrimination, and not raising barriers to entry only if it prevents the utility from earning more than a reasonable return, and this merger endangers that premise.


Staff also claims that allowing changes to the Company's price-to-cost ratio would violate the "least-cost" service requirement set forth in Section 7‑204(b)(1).  Similarly, Staff contends that changes in the price-to-cost ratio would have an adverse impact on AI's retail rates, in violation of Section 7-204(b)(7).  Staff says that the only way to avoid these problems is to allocate merger savings to ratepayers.


Finally, Staff contends that equity requires merger savings to be allocated.  It claims that if Section 7‑204(c) is not applied, AI’s end users would be disadvantaged relative to the end users of telecommunications carriers under rate-of-return regulation because, unlike those customers, its customers would not share the benefits of its increased revenues and reduced costs.  (Marshall Direct, Staff Ex. 1.00 at 18‑19.)  Staff also contends that merger savings must be allocated to ratepayers because they bear the risk of the merger leading to reduced service quality. It similarly avers that AI is an important source of the resources that SBC intends to rely upon to launch its NLS.  If that Strategy is successful Since AI will provide a significant amount of resources to support the NLS, Staff argues, it is only equitable that Illinois customers benefit from any merger-related revenue increases.  (Yow Direct, Staff Ex. 3.00 at 33.)


In response to the Joint Applicants' argument that the reference to "costs" in Section 7‑204(c)(ii) means that Section 7-204(c) can apply only to rate-of-return utilities, Staff claims that costs of service are in fact an integral part of the price cap formula because, in developing that formula, the Commission attempted to provide a proxy for changes to the Company's overall costs based on its understanding of its cost conditions at the time.  Further, in its Order in the Alt. Reg. proceeding, the Commission reiterated its commitment to cost-based pricing.  Moreover, Staff notes that pursuant to AI’s Alt. Reg. Plan, the company is not allowed to reduce the rates for services below, or further below, their incremental cost.  Staff argues that, to be consistent with the continued importance of costs in an Alt. Reg. environment, that commitment, AI must flow-through merger-related synergies to its ratepayers.  (Yow Direct, Staff Ex. 3.00 at 32-33.  ICC Staff Initi. Br. at 119-122 and ICC Staff Reply Br. at 107-109)

Responding to the argument that applying Section 7‑204(c) here would undermine the risk/reward regulatory trade-off of the Plan, Staff claims that because the proposed merger was not contemplated by either the Commission or AI at the time the Plan was adopted, it assumed no increased risk associated with this merger and there was no "regulatory bargain" with regard to this issue.  (Marshall Rebuttal, Staff Ex. 1.01 at 8‑9.)  Further, in response to the Joint Applicants’ reference to the Illinois Public Telecommunications Association v. FCC court case, Staff notes that this court case is irrelevant to this proceeding for a number of reasons.  First, the Joint Applicants’ fail to address the many differences between the Illinois and federal price cap mechanisms.  For example, while the court case referenced by the Joint Applicants was being argued (May 13, 1997), the FCC had in place three different price cap formulae.  Each contained a different X (or productivity offset) factor and two of the formulae included earnings sharing obligations.  (ICC Staff Reply Brief at 123 (citing FCC Order No. 97-157 at ¶ 10)).  None of these formulae resembles Ameritech Illinois’ price cap formula in Illinois.  Staff notes that the FCC ultimately replaced the three formulae with a single formula containing a 6.5% productivity offset (compared to the 4.5% productivity offset in Illinois) and no earnings sharing requirement.  (Id. at 123-124 (citing FCC Order No. 97-157 at ¶¶ 8 and 149)).  However, there is no record evidence to support a finding that the latter formula contains similar provisions to Ameritech Illinois’ price cap formula in Illinois.  For example, there is no evidence to indicate that the federal price cap mechanism, similarly to the Illinois price cap mechanism, allows an incumbent LEC to offer, tariff and price services outside the price cap mechanism.  For these reasons, Staff concluded that the Joint Applicants’ position should be rejected.  (Id. at 124).

With respect to the argument that applying Section 7‑204(c) may make the proposed merger less attractive to investors and shareholders, Staff argues that the Company's share of merger-related expense savings will be small and that giving it to Illinois ratepayers cannot affect the overall economics of the merger.  Staff noted that it was unable to quantify Ameritech Illinois’ share of merger-related revenue enhancements because neither the magnitude of these revenue enhancements, nor Ameritech Illinois’ share of these revenue enhancements was provided by the Joint Applicants.  (ICC Staff Ex. 3.00 at 35).  Staff contends that there has been no evidence that the sharing of merger-related benefits with California ratepayers has had a negative impact on the merger.  (Yow Rebuttal, Staff Ex. 3.01 at 36.)  


As for the Joint Applicants' argument that application of Section 7‑204(c) likely would place pressure on other state commissions to allocate a portion of merger-related synergies to ratepayers in their states, Staff believes that such considerations are irrelevant to what the Illinois Commission should do.


Finally, in response to the Joint Applicants' argument that merger-related savings are highly speculative and may not be realized, Staff agrees that it would be inappropriate to attempt to flow-through estimated merger-related savings to AI's customers.  This is because the figures resulting from such estimates undoubtedly will either overestimate or underestimate actual savings.  However, Staff states that this is no reason not to allocate merger-related savings.  Instead, the Commission should, if it approves the proposed merger, condition its approval on the allocation of actual merger-related costs and savings in the manner proposed by Staff (discussed below).


Intervenors’ Position

The primary Intervenors addressing Section 7-204(c) were the GCI parties (the AG, CUB, and Cook County).  Cook County and CUB mirror Staff’s argument that Section 7-204(c) does not contain an express exemption for companies under alternative regulation, and if the legislature had intended to include such an exemption it would have done so.  The AG adopts this argument and adds a few of its own.  Relying on the principle that statutes should be interpreted as a whole, the AG refers to Section 13-611(a), which, like Section 7-204(c), was part of Public Act 90-561.  Section 16-111(a) provides that during the mandatory transition period to competition in electrical service, the Commission, in its orders regarding any merger of an electric utility in a case pending as of May 16, 1997, cannot “impose any condition requiring any filing for an increase, decrease, or change in, or other review of, an electric utility’s rates or enforce any provision of any such order,” but allows the Commission to approve an electric utility’s application to implement an alternative form of regulation at any time.  220 ILCS 5/16-111(a).  The AG argues that this provision indicates Section 7-204(c) is intended to apply to all merger applications and that the legislature considered utilities operating under alternative regulation.


The AG also contends that ratepayers have an equitable right to share in the benefits of the merger because they protected AI from business risks when it was a rate-of-return utility.  The AG claims that it is an accepted principle of utility ratemaking law that capital gains inure to the party who bears the risk of capital loss, citing Democratic Central Committee of D.C. v. Washington Metropolitan Area Transit Comm’n, 485 F.2d 786, 806-07 (D.C. Cir. 1973).

2.
Allocation Methodology and Identification of Allocable Costs and Savings


 Assuming that Section 7-204(c) does apply to this proceeding, questions are raised as to (a) the meaning of the terms “savings” and “costs” under that provision; and ( b) in what manner should they be allocated?


Joint Applicants’ Position

(i)
Meaning of “Savings” and “Costs”

There is disagreement as to the meaning of the term “savings” in Section 7-204(c)(i). Staff and the Intervenors take the position that the "savings" should be read to mean "synergies" and, thus, should include not just cost reductions but also all "revenue enhancements" resulting from the merger.  The Joint Applicants argue that this is unsound and unjustified as a matter of law and policy.  Section 7-204(c)’s plain language very specifically limits the allocation of merger benefits to "savings."  Words in statutes must be given their "ordinary and popularly understood meaning."  Texaco-Cities Service Pipeline Co., 182 Ill. 2d at 270; People v. Skirl, 141 Ill. 2d 180, 193 (1990).  The Joint Applicants state that "savings" is a word generally understood to mean a reduction in costs or expenses.  For example, in Funk &Wagnall's New International Dictionary of the English Language: Comprehensive Edition (1987), the word "save" means "to keep from being spent, expended or lost; avoid the loss or waste of" and "[t]o avoid waste, become economical" (at 1120).  See also Black's Law Dictionary at 1343 (6th ed. 1990) (defining "savings" as "economy in outlay; prevention of waste; something laid up or kept from being expended or lost").  (Joint Applicants’ Init. Br. at 93-94.)


The Joint Applicants contend that this common meaning of "savings" is consistent with its use in regulatory proceedings before this Commission.  Mr. Gebhardt testified that he has been involved personally in numerous AI rate cases and was not aware of a single instance in which the term "savings" had been applied to a revenue change.  In fact, in most cases, the term "savings" had been applied even more narrowly to expense decreases, not changes in the cost of facilities that are capitalized on the Company's books.  (Gebhardt Rebuttal, SBC/Am. Ex. 3.1 at 64-65; Kahan Rebuttal, SBC/Am. Ex. 1.2 at 69;  Joint Applicants’ Init. Br. at 94.)


As for Staff's assertion that consumers should reap all synergies (including revenue enhancements) as a matter of equity, the Joint Applicants argue that (1) Staff's opinion does not excuse the Commission from its duty to follow the plain language of the statute, and (2) ratepayers have no equitable claim to revenue enhancements.  Under price regulation, consumers do not have to "share" in the form of rate increases if AI experiences decreased revenues or increased costs.  Therefore, they conclude, there is no equitable claim that they should "share" in the form of rate decreases if AI experiences increased revenues or decreased costs. Staff's view simply does not comport with price regulation.  Further, they state, the that ratepayers pay for the service provided by the Company gives them no "ownership rights" in those management efforts.  (Harris Rebuttal, SBC/Am. Ex. 4.1 at 41.)  The assets which AI owns were built using shareholder funds.  (Cook County Init. Br. at 34.)  Finally, it does not appear that any past merger applicants before this Commission — all of which were rate-of-return companies — have been required to flow-through 100% of savings in rate proceedings following a merger, much less 100% of revenue enhancements.  (Joint Applicants’ Init. Br. at 94.)


As for the meaning of “costs” in Section 7-204(c)(ii) the Joint Applicants agree with Staff that this includes all costs except one-time, investment-related shareholder costs.  (Gebhardt Surrebuttal, SBC/Am. Ex. 3.2 at 39.)  Of course, they state, if no allocation of “savings” is made, then there would be no allocation of costs (Gebhardt Direct, SBC/Am. Ex. 3.0 at 22.), and if costs are to be allocated, they cannot be determined until the merger actually has been implemented.



(ii)
Allocation Methodology

Although the Joint Applicants do not agree that any savings should be allocated to consumers, they do agree with Staff that, if an allocation is ordered, any flow-through should be based on actual results, not projected estimates.  (Yow Direct, Staff Ex. 3.00 at 37-38.)  Savings are expected to be achieved in the future.  However, until the merger actually is consummated, post-merger planning is completed, and the operational changes are made, the amount and timing of the actual savings are speculative.  (Kahan Direct, SBC/Am. Ex. 1.0 at 54-56.)  Staff recommended that rate changes be made on a yearly basis, reflecting the prior year's actual results, in the annual Alt. Reg. Plan filings.  This process would continue until they are made a permanent part of the Plan through the review process contemplated in Docket 98-0252.  (Yow Direct, Staff Ex. 3.00 at 26-30.)  The Joint Applicants do not object to this approach.  (Joint Applicants’ Init. Br. at 95.)


Staff also proposed a specific plan for allocating all savings among customer groups, which was significantly modified in Staff's rebuttal testimony in response to certain issues raised by Mr. Gebhardt.  (Yow Direct, Staff Ex. 3.00 at 27-30; Yow Rebuttal, Staff Ex. 3.01 at 38-43.)  The Joint Applicants believe that Staff's implementation proposal, as modified, is reasonable and could be implemented.  (Gebhardt Surrebuttal, SBC/Am. Ex. 3.2 at 40;  Joint Applicants’ Init. Br. at 95-96.)

Finally, the Joint Applicants state that if the Commission were to apply Section 7-204(c) here and if it rejected Staff’s proposal to defer any allocation until actual costs and savings can be determined, the net present value of the estimated merger-related net savings that could be allocated to AI is $31 million.  (Kahan Direct, SBC/Am. Ex. 1.0 at 57-66; Gebhardt Direct, SBC/Am. Ex. 3.0 at 29-34).  They reached this figure by determining the projected savings allocable to the regulated, non-competitive, intrastate operations of AI (the only public utility in this case).  (Kahan Direct, SBC/Am. Ex. 1.0 at 57.)  They used this figure because the Commission’s jurisdiction does not reach beyond Illinois or intrastate services.  The Joint Applicants also used a three-year time frame for their estimates, since by three years after the merger is consummated they would expect all of its remaining non-competitive services to be reclassified as competitive.  (Id. at 58.) Ameritech Illinois’ intrastate share of these merger-related savings was calculated to be $90 million.  The Joint Applicants then removed the estimated costs (both expense and capital) associated with the merger, about $67 million, from the estimated merger-related savings.  Finally, the Joint Applicants utilized a discount rate of 9.5% and, based on that discount rate, they calculated the net present value of the Ameritech Illinois regulated, intrastate net savings.  SBC/Ameritech Ex. 1.00 at 57-66.

Staff’s Position


(i)
Meaning of “Savings” and “Costs”
Staff argues that "savings" in Section 7-204(c)(i) should be interpreted to include both merger-related expense savings and merger-related "revenue enhancements."  (Marshall Direct, Staff Ex. 1.00 at 19-20.)   First, Staff contends that any other interpretation of "savings" would discriminate unreasonably in favor of AI at the expense of all other ILECs in the state.  This is because under rate-of-return regulation, which is the form of regulation used for all other Illinois ILECs, both merger-related cost savings and enhanced revenues automatically would be reflected in rates following a merger.  (Marshall Direct, Staff Ex. 1.00 at 19-20.)  Second, it contends that merger-related revenue enhancements are akin to cost savings because, through the enhancement of revenues, they effectively would be spreading AI’s shared and common costs over a larger pool of customers.  (Tr. 1750.)  Third, Staff believes that their Joint Applicants’ interpretation of savings would deprive its customers of a significant portion of merger-related benefits.  Had the merger occurred at the time the Plan was developed, Staff opines, the Commission would have taken revenue enhancements into account both in the rate-of-return analysis as well as in some of the components in the price cap formula, such as the productivity offset and the consumer dividend.  Staff contends that excluding merger-related revenue enhancements from the definition of savings in this case would violate the "just and reasonable" requirements of Section 13-506.1 and also would violate Sections 7-204(b)(1) and (7).

Staff argues that “costs” in Section 7-204(c) excludes one-time merger-related costs, such as banker or brokerage fees, legal fees, accounting fees, and proxy costs.  These costs relate to the change in ownership of Ameritech and are thus, Staff argues, not related to the AI provision of service.  Therefore, Staff believes that no portion of these costs should be borne by Illinois ratepayers.  (Marshall Direct, Staff Ex. 1.00 at 21-22.) 


Staff does agree, however, that other costs associated with the operations of the merged entity should be recovered from ratepayers.  An example of this is the additional cost associated with increased staffing levels anticipated after the merger.  (Marshall Direct, Staff Ex. 1.00 at 22.)  Staff states that the Commission should allow recovery of the reasonable costs that are directly associated with utility operations.  (Marshall Rebuttal, Staff Ex. 1.01 at 10.)  Staff closes by noting that the Commission must determine the reasonableness and allowable recovery mechanism of costs when actual data are available.


Regarding the Joint Applicants’ reference to the standard dictionary definition of the term “savings,” Staff notes that it does not disagree with that standard definition.  However, Staff disagrees with the Joint Applicants’ further limitation of the general term “savings” to mean “expense” savings.  Specifically, the term “savings” is a noun that can be further specified by adding an adjective.  In the case of Section 7-204(c), the General Assembly did not modify the noun “savings” with an adjective.  In fact, Section 7-204(c) discusses not only the allocation of “savings” but “any savings” resulting from the proposed reorganization.  Accordingly, the Joint Applicants are attempting to have the Commission read a limitation into subsection 7-204(c) which does not exist and as stated previously herein, “the court may not depart from the plain language and meaning of the statute by reading into it exceptions, limitations, or conditions that the legislature did not express.” City of Chicago v. Illinois Commerce Commission, 233 Ill.App.3d 992, 999, 599 N.E.2d 991, 995 (Ill.App. 1 Dist. 1992).  (ICC Staff Reply Brief at 116).


Staff further adds that the Joint Applicants have consistently touted the fact that the proposed merger will allow the merged entity to achieve operational efficiencies because it will spread their fixed cost of offering service over a larger customer base.  In fact, the Joint Applicants reiterate those specific claims in their Initial Brief in this proceeding.  Joint Applicants’ Initial Brief at 31.  In stimulating demand for Ameritech Illinois’ services following the merger, the merged entity would also be spreading Ameritech Illinois’ shared and common costs over a larger pool of customers.  Tr. 1750.  There is no reason to conclude that spreading costs over new customers is any less a form of “savings” than savings achieved by spreading costs over an existing customer base.  (Id. at 117).

Regarding the Joint Applicants’ argument that requiring Ameritech Illinois to allocate merger related expense savings and revenue enhancements to its ratepayers would subject it to disparate treatment from prior merger applicants, Staff provides the following response.  Staff notes that in prior merger proceedings, the Commission has required the allocation of merger-related expense savings and revenue enhancements to the utility’s customers.  Staff cited the CIPS/UE merger and the GTE/Contel merger to support its position.  (Id. at 127-129).


(ii)
Allocation Methodology

As an initial matter, Staff contends that Section 7-204(c) does not require that merger-related savings be netted against any recoverable costs.  Rather, Staff believes the Commission must make independent rulings on both savings and costs.  (Marshall Direct, Staff Ex. 1.00 at 19-20.)


Staff also contends that the Commission must focus on actual rather than estimated savings and costs, and that such actual figures will not be available for some time.  Accordingly, it states that the Commission should order actual savings to be reflected in AI’s annual price cap filing as they are achieved.  In the Commission’s five-year review of the Plan, it then can adopt or adjust the necessary mechanisms to incorporate merger savings.  Until that time, Staff states, the Commission should adopt an interim method to ensure that prices under the Plan remain just and reasonable.


Regarding this interim method, Staff recommends that the Joint Applicants be required to track all actual merger-related savings, which should then be allocated to AI based on the Illinois jurisdictional factor for each Uniform System of Accounts ("USOA") category of costs where savings are being achieved.  (Marshall Direct, Staff Ex. 1.00 at 20.)  Although the Joint Applicants have contended that no breakdown of cost savings by USOA account currently is available, Staff believes that actual cost savings will be identifiable by account as these savings are realized.  (Id.)  This information would be provided in the Company's annual price cap filings until an updated price cap formula has been developed in Docket 98-0252.  It is Staff's expectation that the updated formula would reflect merger-related savings in some manner, and as a result, this interim method no longer would be needed.  In those annual price cap filings, Ameritech Illinois then would be required to flow-through merger-related savings in the manner described below.  Staff notes that this allocation would occur in addition to the rate changes typically required by a price cap formula.


Staff proposes that merger-related savings be allocated to Ameritech Illinois' customers in the following manner:

1.
Carriers purchasing Ameritech Illinois' UNEs, interconnection, and transport and termination services would benefit from merger-related savings through updated rates resulting from Ameritech Illinois' modification of its TELRIC, shared and common costs.  (Yow Rebuttal, Staff Ex. 3.01 at 42-43.)

2.
Once the share of the merger-related savings allocable to UNE, interconnection, transport and termination purchasers have been identified, the remaining amount of savings would be allocated to Ameritech Illinois'  interexchange, wholesale and retail customers. This would be done by dividing the remaining merger-related savings between interexchange carriers on the one hand and Ameritech Illinois' end users (whether served via retail or wholesale) on the other hand, based on the relative gross revenues of each of these two groups.  (Id.)


IXCs' share of merger-related savings would be allocated to those customers through reductions in access charges, including the intrastate PICC.  End users' share of merger-related savings would be allocated as a credit on a per network access line basis rather than on a gross revenues basis, to ensure that business customers do not receive a larger portion of the merger-related savings than residential customers.


Intervenors’ Positions


(i)
Meaning of “Savings” and “Costs”

The Intervenors (primarily the GCI parties) which address this issue adopt Staff’s view that the term “savings” includes not just cost reductions but also all "revenue enhancements" (which they refer to collectively as "synergies") resulting from the merger, including all benefits that SBC could not have achieved without the merger, regardless of where in SBC’s territory those benefits are achieved.  The Intervenors do not address the meaning of “costs” in any detail (except to limit recovery to costs allocable to Illinois), although GCI appears to agree with the Joint Applicants that costs must be netted against savings.  (Selwyn Direct, GCI Ex. 1.0 at 76-77.)



(ii)
Allocation Methodology

The GCI parties support Staff's methodology for allocating savings and costs to ratepayers.  (Cook County Init. Bt. at 48-49, 55.)  They disagree with Staff, however, regarding when and how to determine the amount of savings to be allocated.  Specifically, GCI relied on estimated figures rather than actual figures and determined synergies based on the "premium" SBC is paying for Ameritech.


Under GCI’s approach, the starting point for determining merger synergies is the premium plus the anticipated increase in SBC share value from the transaction.  According to GCI, the sum of these figures is $15.4 billion ($13.2 billion purchase premium plus $2.3 billion increased value of SBC shares).  GCI viewed this premium-based approach as being appropriate because it reflects SBC’s best estimate of the benefits it expects to achieve from the merger and was the result of arm’s-length negotiation between sophisticated companies.  


GCI then multiplied $15.4 billion by the following ratio:

[11] Merger gains specifically associated with [12] Illinois Bell intrastate noncompetitive services [13] divided by Total merger gains inuring to Ameritech.

GCI believes that this ratio represents the share of aggregate merger synergies allocable to Ameritech Illinois’ intrastate noncompetitive services, and thus allocable to ratepayers.  This ratio, which was determined to be 8.77%, multiplied by $15.4 billion, resulted in GCI finding $1.4 billion in synergies allocable to Illinois customers.


GCI proposed that the entire $1.4 billion be flowed-through over a ten-year period.  Applying a 9.5% discount rate, GCI found annual, after-tax synergies of $216 million.  Adjusting this to a pre-tax basis, Dr. Selwyn derived a figure of $343 million, which he said should be the annual rate reduction throughout the ten-year period.


In the event the Commission rejects GCI’s methodology, Cook County recommended a “modified version of Staff’s proposal.”  (Cook County Init. Br. at 54-55.)  Under this approach, the Commission would flow-through the estimated savings under GCI’s methodology immediately , but then track the actual savings data as Staff suggests.  Ratepayers then would receive the higher of estimated or actual savings.


Commission Analysis and Conclusion

The interpretation of Section 7-204(c) is, in these premises, a matter of first impression for this Commission.  We begin our task with the threshold question raised by the Joint Applicants as to whether this subsection even applies to the instant transaction.

The gist of the Joint Applicants’ contentions is that Section 7-204( c) was meant to carve out an exception to a doctrine that pertains exclusively to rate-of-return utilities such that its provisions cannot and should not be applied to a company like AI which is presently operating under an Alt. Reg. Plan.  To support their position, they refer us primarily to a historical context for the enactment of this subsection in an attempt to show it to be a legislative response to a pair of Orders the Commission entered, each involving rate-of-return utilities. Staff and several of the Intervenors maintain that there are simply no exemptions or limitations contained within the statute to disqualify AI from its clear and unambiguous provisions such that we need not look further. 

It is well settled that the most reliable indicator of legislative intent is the language of a statute and when the language is clear, it will be given effect without resorting to other aids for construction. Bogseth v. Emanuel, 166 Ill.2d 507, 655 N.E.2d 888 (1995).  Here, the plain language of Section 7-204(c), which does not contain any type of exemptions to its application. inevitably leads us to the conclusion that its provisions apply in this cause.  Moreover, under Illinois law, it must be presumed that  the General Assembly acts rationally and with full knowledge of all existing law. Gaither v. Lager, 2 Ill.2d 293, 118 N.E.2d 4 (1954).  On this point  we observe that at the time of the enactment of Section 7-204(c), both Section 13-506.1 (which established alternative forms of regulation for noncompetive services), as well as our Order in Docket 92-0448 (which approved Ameritech’s Plan), were in existence. The statute in question, however, does not specifically exclude  price-regulated companies from its provisions nor does it expressly limit its application to rate-of -return companies.  On this basis, we can only assume that the subsection at issue was intended by the legislature to apply regardless of whether the company is subject to standard rate-of return regulation or a price-cap plan.

We simply cannot accept the Joint Applicants’ position on this matter, for to do so, would require a rewrite of the statute adding in language which does not exist.  This, however, is within the exclusive province of the General Assembly, and not the Commission.  In order to comport with our assigned responsibilities, we “shall” apply Section 7-204(c) as written, and make the rulings that the law requires.

Looking to the particulars of Section 7-204(c), we agree with Staff that the term “savings” should be interpreted to mean both merger-related expense savings and revenue enhancements.  Such an approach is consistent with the manner in which merger-related savings were evaluated by this Commission in the CIPS/UE merger following the enactment of Section 7-204(c).  Further, it is consistent the manner in which merger-related savings were allocated to customers (in rate proceedings) prior to the enactment of Section 7-204(c). the plain language doctrine again leads us to construe “savings” as that term is ordinarily understood, namely, a reduction in costs or expenses.  Hence, the urgings of Staff and certain Intervenors that we widen the pool to include “revenue enhancements” are rejected.  Courts are not free either to restrict or to enlarge the plain meaning of a statute and we also follow this pronouncement.  Ehredt v. Forest Hospital Inc. 142 Ill. App. 3d 1009, 492 N.E.2d 532 (1st Dist. 1986).
As for the meaning of “costs”, the Commission agrees with Staff that none of the one-time merger costs which relate to the change in ownership of Ameritech, such as, banker or brokerage fees, legal fees, or accounting fees, constitute legitimate costs for present purposes.  It is only those costs directly associated with AI’s provision of service which qualify under Section 7-204 (c ). Hence, we agree with Staff’s position to allow recovery of only those costs directly associated with the utility’s operations.

Given the Commission’s strong preference for dealing in matters of certainty, we believe that both the savings and the costs of this transaction as well as their reasonableness, must be determined when actual data, as opposed to estimates, are available. In coming to this conclusion we have taken full account of the estimates generated by both the Joint Applicants and Dr. Selwyn.  With respect to the latter, we believe that the underlying methodology based largely on the purchase premium paid by SBC for Ameritech is not appropriate for the task.  Such an analysis necessarily discounts or excludes the fact that in nearly every transaction of this type there is a multitude of factors and motives underlying both the merger decision and the size of the premium.  Because the cost savings of the merger is, at best, only one of the factors taken into account, it simply cannot be equated with the total premium. We further note the disparity between the result generated by the GCI methodology and the estimate presented by the Joint Applicants, as convincing proof of the need to await actual figures.

We fully agree with Staff that the Commission needs to make separate rulings on both savings and costs pursuant to Section 7-204(c) requirements.  This we intend to do.  However, we are not persuaded by Staff’s position opposing the netting of savings and costs.  To the extent that  costs are incurred to produce savings and are shown to be both reasonable and directly related, we agree with the Joint Applicants that netting is appropriate.  As a matter of logic, the only savings that can be experienced are net savings.  Moreover, our reading of Section 7-204(c) indicates that just such a result is contemplated.  We further conclude on the arguments presented, that 100% of the net merger savings allocable to AI should be allocated to consumers and in the manner which Staff has proposed.  See, however, Part J of this Order.

In keeping with our responsibilities under Section 7-204(c) and based on the evidence of record, we direct the Joint Applicants to follow Staff’s Interim Method until the appropriate mechanisms are made in the five-year review of the Plan.

To be specific, Ameritech Illinois is required to track its share of all actual merger-related savings and all merger-related costs, as herein defined, separately for the period beginning on the date that the merger is consummated and ending on March 15, 2000.  AI shall submit that information as part of its annual Alt. Reg. filing on April 1, 2000.  Furthermore,  this information will continue to be provided in Ameritech’s annual price cap filings until such time as an updated price cap formula has been developed in Docket 98-0252.  In the annual price cap filings, AI is required to flow-through merger savings net of reasonable costs in the manner here described and consistent with Staff’s recommendations.

It is the ruling of this Commission that the net merger-related savings should be allocated to Ameritech Illinois’ customers as follows:

Carriers purchasing AI’s UNEs, interconnection, and transport and termination services will benefit from merger-related savings through updated rates resulting from modification of its TELRIC, shared and common costs.

Once the share of the merger-related savings allocable to UNEs, interconnection, transport and termination purchasers have been identified, the remaining balance of savings will be allocated to interexchange, wholesale and retail customers.  This will be done by dividing the remaining merger-related savings between IXCs on the one hand and end users (whether served via retail or wholesale) on the other, based on the relative gross revenues of each of these two groups.

As per Staff’s recommendations which we find to be reasonable, interexchange carrier’s share of the merger-related savings should be allocated to those customers through reductions in access charges, including the intrastate PICC. End users’ share of the merger-related savings should be allocated as a credit on a per network access line basis to ensure that business customers do not receive a larger portion of the merger-related savings than residential customers.

I.  The Scope of the Commission’s Authority Under Section 7-204(f)


Section 7-204(f) deals with our authority to place conditions on approval of a reorganization, and states as follows:

In approving any proposed reorganization pursuant to this Section the Commission may impose such terms, conditions or requirements as, in its judgment, are necessary to protect the interests of the public utility and its customers.220 ILCS 5/7-204 (f),

The primary dispute is whether the conditions, that the Commission is authorized to impose, must be related to the findings it is required to make pursuant to  Section 7-204(b),


Joint Applicants’ Position

The Joint Applicants argue that no conditions of the Commission’s approval of the merger are necessary.  They, however, do not dispute its authority to impose conditions on its approval in appropriate circumstances.  They believe that the appropriate conditions exist only if the Commission finds that a condition is necessary to allow it make one or more of the findings required by Section 7-204(b)(1)-(7).  Their argument rests on two main propositions.  (Joint Applicants’ Init. Br. at 99-100.)


First, the only test for approval of a reorganization is that found in Section 7-204(b), and Section 7-204(f) must be interpreted in that light.  According to the Joint Applicants, Section 7-204(f) is intended to relieve the Commission from having to make an absolute “thumbs up or thumbs down” decision under Section 7-204(b), by allowing it to qualify its approval as necessary to meet the standards of that Section.


Second, the Joint Applicants argue that reading Section 7-204(f) in a broader fashion effectively could render Section 7-204(b) a nullity by allowing the Commission to impose any type of condition, regardless of its relevance to the approval standard.  They argue that this would violate the rules of statutory construction.


The Hearing Examiners also asked the parties to address whether the Commission could impose any fines or penalties along with any conditions under Section 7-204(f).  (Tr. 1799-1800.)  The Joint Applicants responded that, while the Commission likely has the authority to impose such penalties if a condition is violated, there was no testimony or other record evidence to support the establishment of any such penalty as part of this docket.  Rather, they argued, the Commission should rely on its existing enforcement powers to address any alleged violations if and when they occur.  (Joint Applicants’ Init. Br. at 100-101.)


Staff’s Position

Staff asserted that conditions imposed under Section 7-204(f) do not have to relate to the findings required by Sections 7-204(b) or (c).  Indeed, Staff asserted that the only requirements under Section 7-204(f) are that any condition be reasonably required to protect the interests of the public utility and/or its customers.  In taking this position, Staff deviates somewhat from the precise text of Section 7-204(f), which refers to conditions being “necessary” to protect the interests of the public utility “and” its customers.  Staff contends that the term “necessary” can be read to mean “reasonably required,” citing Opyt’s Amoco v. Village of St. Holland, 149 Ill.2d 265, 278 (1992).  Similarly, Staff argued that the term “and,” while usually read as conjunctive, is frequently used inaccurately in statutes and must be read as a disjunctive (and/or) if necessary to give effect to statutory intent.  Watson v. House of Vision, 16 Ill. App. 3d 487, 501 (1973); Miller v. Consolidated Rail Corp., 173 Ill.2d 252, 266 (1996).  Staff concludes that such a disjunctive reading of “and” is appropriate here because reorganizations often may affect public utilities and their customers in different ways.


“Regarding the Commission’s enforcement authority, Staff stated that the Commission’s authority is generally found in Article V of the PUA.  Further, Staff recommended that the Commission adopt self executing penalties to enforce any conditional approval of the proposed merger.  While Staff did not recommend any specific penalties be imposed for the majority of the conditions proposed in this matter, it did make one exception.  With respect to the evidence showing the persistence of the OSS>24 problem despite an assessment of penalties, Staff proposed that the existing penalty scale be increased.”

Intervenors’ Positions

The GCI parties argue that conditions under Section 7-204(f) need not be tied to the findings in Section 7-204(b), but rather need only relate to the public convenience or the public interest.  They contend that the Commission has discretion to accomplish any of the objectives that the General Assembly has authorized.  In addition, they state that the discretionary authority granted under Section 7-204(f) is separate from, and in addition to, the mandatory findings required by Section 7-204(b).  The GCI parties view Section 7-204(b) as merely setting the minimum requirements for any reorganization, and the Commission can exercise its authority to place any further conditions on the merger as it deems necessary to protect the public interest.


Commission Analysis and Conclusion
The AG, Cook County, CUB, Staff and certain other Intervenors urge us to impose conditions on the approval of the merger, and each of them has set out a number of different proposals. The Joint Applicants, on the other hand, argue that no conditions are warranted in this situation.

Section 7-204(f) of the Act specifically provides that in approving a proposed reorganization, the Commission may “impose such terms, conditions or requirements as, in its judgment, are necessary to protect the interests of the public utility and its customers.”  Our authority to impose conditions is simply beyond question. There is, however, some disagreement among the parties as to the type of conditions that we are empowered to impose.

For their part, the Joint Applicants claim that our authority to set conditions in this matter must be defined and circumscribed by the other provisions of Section 7-204.  Specifically, they contend that the conditions must be limited to those necessary to make the required findings under Section 7-204 (b). Staff and Intervenors, such as the AG and CUB, argue that our authority is much broader, allowing us to impose any conditions that reasonably relate to the “public Interest”.  We find each of these positions to be somewhat lacking.

In our examination of Section 7-204(b), we find that the first sentence flatly states that “no reorganization shall take place without prior Commission approval.”  This provision grants jurisdiction to the Commission over the proposed reorganization. The paragraph continues with the requirement that a “hearing” be conducted pursuant to proper notice. Id.  This Part envisions the creation of a tested evidentiary record.  In the remaining portions of subsection (b) we are both restrained from approving a reorganization that “will adversely affect the utility’s ability to perform its duties under this Act,” and informed of seven specific findings that we “must” make in the course of its review. Id.

In all of Section 7-204(b) there is no language or other expression from the General Assembly, however, which limits the Commission from making additional findings if they are supported by the record.  On this basis, we view the findings  that we are specifically required to make under Section 7-204(b) to be the minimum findings.  We believe as a matter of both law and common sense that additional findings certainly can and will be made in Section 7-204  proceedings.  It is these additional findings which, being based on evidence, constitute a reasonable and rational source for the establishment of conditions.  We further note that these findings may or may not relate directly to the specific findings that we are statutorily required to make.

The case law tells us that there is little difference between the interests of the public utility and its customers. People v. Phelps, 67 Ill,3d 976, 385 N.E. 2d 738 (5th Dist. 1978). To this end, a A common sense reading of the entirety of Section 7-204 indicates to us that while the legislature outlined the most obvious interests needing protection in subsection (b), it could not anticipate all of what the evidence would show in any particular proceeding.  We view the conditioning authority granted us under Section 7-204(f) as a means to address and protect the utility and its customers in ways not envisioned in subsection (b) but made apparent in the course of the proceeding.
Turning again to the statutory language of Section 7-204(f) as the best indicator of legislative intent, the Commission finds that the only limitation put upon our discretion is that the conditions we attach be, in our good and informed judgment, of a type necessary to protect the interests of the company and of its customers.  We believe, that it is the evidence of record in the proceeding, conducted pursuant to Section 7-204(b), which particularly informs our judgment and sets out the scope of our discretionary authority.

Having set out our construction of Section 7-204(f) we now proceed to detail the conditions we find necessary to impose in the instant proceeding.  Consistent with our analysis above, each of these conditions has a basis in the record of this proceeding and is determined to be necessary to protect the interest of the public utility and its customers.

Conditions To the Approval of the Proposed Reorganization.

Agreed Conditions

The record in this cause reveals that conditions need to be imposed in order to protect the interests of the Company and its customers.

The record contains assurances that not only will the reorganization not diminish the Company’s ability to provide service but that it will enable AI to improve the quality of service it provides.  We will hold the Joint Applicants to these assurances.  In addition, we require the Joint Applicants to comply with all of the conditions set forth herein.
In their Reply Brief, the Joint Applicants have made certain commitments based largely on the proposals of Staff and certain other Intervenors.  We find that these commitments are reasonable and necessary such that each of them in their entirety and, as here modified, will be a part of the conditions to our approval.

Headquarters - SBC will maintain Ameritech’s headquarters in Chicago and headquarters in each of Ameritech’s traditional states;

Name - SBC will continue to use the Ameritech name in each state;

Charitable Contributions - SBC will continue Ameritech Illinois’ historic levels of charitable contributions and community activities and will continue to support economic development and education consistent with AI’s established commitments;

Development - SBC will continue to support economic development and education in Ameritech’s region consistent with Ameritech Illinois’ well established commitments in these areas;

Employment - SBC will ensure that, as a result of the proposed reorganization, employment levels in Ameritech Illinois’ region will not be reduced due to this transaction;
Investment - SBC will continue to invest capital necessary to support AI’s network consistent with Ameritech’s past practices.  To be specific, we give notice to the merged company that we require, at a minimum, that Ameritech Illinois go forward with its  renew and extend the forward with its proposed 5-year infrastructure network modernization program of $3.0 billion previously required of AI in our Alternative Regulation Order.  Further, AI will identify, for each reported investment which of its services and products benefit from the investment and will also identify the area in which the investment is made;

OSS Reports - AI will submit monthly OSS performance results to Staff for UNEs, resale and OSS; (See, also Condition No. 18 below);

LRSIC & TELRIC - AI will file revised LRSIC, TELRIC and shared and common cost studies within six months after the last regulatory approval of the proposed reorganization. It is noted that Staff is willing to work with AI to establish a priorities list for such updates; The Commission will utilize the updated studies in its analysis of the Company’s request for rate rebalancing and in the two TELRIC investigations;

Cellular Divestiture - The Joint Applicants will notify the Commission as to which cellular property is being divested and the identity of the buyer;

Cellular Notification - The Joint Applicants will provide the requisite 30 days notice to affected cellular customers regarding the pending merger and sale of the cellular property in compliance with Staff’s reconstitution.  They also should afford the purchaser the opportunity to participate in the specifics of such notice;

911 Service -  The Commission requires that, if the post-merged company combines the two 9-1-1 operations and organizations, AI must seek Commission approval of the plan and establish that the 9-1-1 changes will be transparent and not impact the integrity of Illinois 9-1-1 system.  Additionally, AI must seek Commission approval for the removal of any AI 9-1-1 Staff and establish that any remaining 9-1-1 Staff will have executive management authority;  No network incompatibility problems for 9-1-1 service have been identified.  The service will continue to operate on its neJoint Applicants agree that Ameritech Illinois will advise Staff of any changes to it 911 service, including staffing, as they occur;

Access  - The Joint Applicants agree that Staff will have access to all books and records of SBC and Ameritech Corporation and their utility and non-utility parent, sister and subsidiary companies, as well as independent auditors’ workpapers on the same terms as those set forth in the Commission’s Orders approving the reorganization of Consolidated Communications Order in Docket 97-0300 (Dated September 24, 1997) and the Gallatin River exchanges of Sprint Communications.  Order in Docket 97-0321 (Dated October 21, 1998);

     CAM
(a)
Revisions:  The Joint Applicants agree that Ameritech

Illinois will file revisions to Cost Allocation Manuals (“CAM”) within sixty (60) days of the date of receipt of the last regulatory approval required for the proposed merger;

AIA - The Joint Applicants will provide Staff with a copy of each affiliate service agreement and the relevant updated CAM pages to resolve any cost allocation issues in a complete and timely manner;

Updates:  The Joint Applicants will continue to provide Staff with any and all relevant updates to the CAM before providing service under any new or revised affiliate agreements.

Personnel Training: Applicants agree to inform all relevant company personnel that the CAM has been revised, provide easy access to the revised manual and train personnel as to its proper application;

TRI - The Joint Applicants agree to use Technology Resources, Inc. (“TRI”) to work on accessibility issues for people with disabilities in Illinois;  

Universal Design - The Joint Applicants agree to implement SBC’s Universal Design Policy in Illinois for people with various disabilities to provide input on telecommunications accessibility, service, features and design; We require Annual Reports on the details of enforcement;

“Best Practices” Report -  The Joint Applicants agree that AI will provide, for a period of up to three years after consummation of the merger, an annual report in which it identifies any proposed” best practices” whose adoption by SBC or its affiliates would affect the provisioning of intrastate telecommunications in Illinois.

Additional Conditions

The record in this cause reveals that still other conditions need to be imposed in order to protect the interests of the Company and its customers.

The record contains assurances that not only will the reorganization not diminish the Company’s ability to provide service but that it will enable AI to improve the quality of service it provides.  We will hold the Joint Applicants to these assurances.

We require Joint Applicants to correct the OSS>24 hours performance as hereinafter set forth.

While a noncompliance penalty structure was outlined in the Plan, and has been enforced continuously, this punitive measure obviously has not provided sufficient incentive for AI to cure the problem.

We are in agreement with Staff that re-litigating the issue of proper penalties as they relate to OOS>24, would constitute an unnecessary drain on the Commission’s time and resources.  As a result, Staff’s proposed penalty (as outlined in its Initial Brief at  105-108) will be adopted in toto.

It is an express condition to our approval that within no more than 21 days from the date of this Order, AI provide the Commission and Staff with a written commitment and  plan detailing the steps it will undertake to remedy the problem together with a timeline that includes a date certain for completion.

Concurrent with this Order we are issuing a Rule to Show Cause Order in Docket 98-0252 requiring AI to respond and show cause why the penalty formula found in its Alt. Reg. Plan should not be increased consistent with the recommendations set out in Staff Ex. 8.01 at 16.We require Joint Applicants to correct the OOS>24 hours performance as hereinafter set forth.
Ameritech Illinois is required to demonstrate compliance will all current Commission Orders prior to approval of the proposed.

Ameritech Illinois’ maintenance of its existing level of regulatory staffing within Illinois;
Ameritech Illinois shall be required to seek Commission approval prior to reducing or moving subject matter expert positions outside the state of Illinois;
Joint Applicants will be held responsible for recording all savings and all costs relating to the merger in the manner described herein with the ultimate result that 100% of the net merger savings be allocated to consumers as previously set forth in this Order.  If however, the Company demonstrates that it is in full compliance with each of the foregoing conditions in these interim proceedings then 50% of the net savings will be allocated to customers.  This incentive stems from our belief that savings alone, without fulfillment of the conditions we have set out here, is not the best way to protect the interest of the utility and its customers.  It is the quality of service and the enhancement of services which will prove most meaningful in the end.  Moreover, wWe note that his measure puts the burden on the Joint Applicants to affirmatively evidence compliance in all particulars thus conserving Staff’s time and resources.
No later than July 12, 1999, the Joint Applicants shall notify the Commission pursuant to the provisions of Section 10-112 that the terms, conditions and requirements set out above are accepted and will be obeyed.
III.
Findings and Ordering Paragraphs


The Commission, having considered the entire record herein and being fully advised in the premises, is of the opinion and finds that:

Illinois Bell Telephone Company d/b/a Ameritech Illinois is a telecommunications carrier certified to provide local exchange and intraMSA interexchange services in Illinois; Ameritech Illinois does provide such services and provides both competitive and noncompetitive telecommunications services;

Joint Applicants request approval of a “reorganization” of Ameritech Illinois that would result from a business combination of SBC Communications Inc. and Ameritech Corporation, two Delaware corporations and holding companies; if that business combination is completed, Ameritech Corporation would become a wholly-owned first-tier subsidiary of SBC Communications Inc. and Ameritech Illinois would remain a wholly-owned subsidiary of Ameritech Corporation;

the Commission has jurisdiction over the parties hereto and the subject matter hereof;

the findings of fact and conclusions of law set forth in the prefatory portion of this Order are supported by the record herein and are hereby adopted as findings of fact and conclusions of law;

with the adoption of the conditions set forth herein, the proposed reorganization will not adversely affect the ability of Ameritech Illinois to perform its duties under the Illinois Public Utilities Act;

with the adoption of and compliance with the conditions set forth herein, the Joint Applicants will satisfy have complied with the provisions in Section 7-204(b) (I) - (7), as follows;

the proposed reorganization will not diminish Ameritech Illinois’ ability to provide adequate, reliable, efficient, safe and least cost service;

the proposed reorganization will not result in the unjustified subsidization of non-utility activities by Ameritech Illinois or its customers;

costs and facilities are and will be fairly and reasonably allocated between utility and non-utility activities in such a manner that the Commission can identify those costs and facilities which are properly included by Ameritech Illinois for ratemaking purposes;

the proposed reorganization will not significantly impair Ameritech Illinois’ ability to raise necessary capital on reasonable terms or to maintain a reasonable capital structure;

Ameritech Illinois will remain subject to all applicable laws, regulations, rules, decisions and policies governing the regulation of Illinois public utilities;

the proposed reorganization is not likely to have a significant adverse effect on competition in those markets over which the Commission has jurisdiction; and

the proposed reorganization is not likely to result in any adverse rate impacts on retail customers;

each of the conditions set forth herein is necessary to satisfy the requirements of Section 7-204; in order to provide the Commission with further assurances that the proposed reorganization satisfies the requirements of Section 7-204, the Joint Applicants have made 16 voluntary commitments previously set forth; each of the commitments made, is reasonable and necessary such that each will be a condition to our approval;
the provisions of Section 7-204(c) are being applied to the reorganization, so that 100% of the net merger-related savings (which include both expense savings and revenue enhancements) allocable to Illinois will be allocated to the merged company’s customers; If however, full compliance with the conditions of our Order is demonstrated in the interim proceeding, the allocations of net savings to customers will be reduced to 50%;
if the Joint Applicants do not comply with the conditions set forth herein, the Commission will impose a penalty of _$__ per day of violating our Order; four additional conditions as previously set forth are necessary to protect the public utility and its customers;
the materials submitted by the parties in this proceeding on a proprietary basis or for which proprietary treatment was requested are hereby considered proprietary and should continue to be accorded such treatment;

any petitions, objections or motions in this proceeding that have not been specifically disposed of should be disposed of in a manner consistent with the Commission’s conclusions herein.


IT IS THEREFORE ORDERED, that the proposed reorganization of Ameritech Illinois, as set forth in the verified Joint Petition filed in this proceeding, should be, and hereby is, approved, subject to the conditions set forth in Findings (7) (8) and (9).


IT IS FURTHER ORDERED that any materials submitted in this proceeding for which proprietary treatment was requested shall be accorded such treatment.


IT IS FURTHER ORDERED that any petitions, objections or motions made in this proceeding and not otherwise specifically disposed of herein are hereby disposed of in a manner consistent with the conclusions contained herein.


IT IS FURTHER ORDERED that subject to the provisions of Section 10-113 of the Public Utilities Act and 83 Ill. Adm. Code 200.880, this Order is final; it is not subject to the Administrative Review Law.

DATED:






March 29, 1999

BRIEFS ON EXCEPTIONS DUE:



April 14, 1999

REPLIES ON EXCEPTIONS DUE:


April 22, 1999








Mark L. Goldstein,









Eve Moran,









Hearing Examiners
� An small explanation regarding the holdings of this case is required.  While the court held that the markets were not significantly deconcentrated by entrants gaining the identified market shares, the court did not hold that the market shares gained by those entrants were not significant..  These two issues must be considered independently of each other.  A market will not be sufficiently deconcentrated until it is close to a workably competitive market.  Also, a market will not be on a trend toward deconcentration until a clear trend is established that it will become a workably competitive market.  On the other hand, new entrants have significant impacts on highly concentrated markets when they obtain even minor amounts of market share.  When markets are uncompetitive, every effort towards competition helps to initiate competitive motion and is significant.  


� As Staff is unable to represent the opinion of Cook County, Staff does not make any recommendation on the appropriateness of this language as it applies to Cook County.


� Again, Staff does not take a position on whether this is a correct recitation of the Intervenors’ position.


� Again, Staff takes no position on whether the conditions proposed by the intervenors in this proceeding should be adopted if the Commission decides that conditions can sufficiently address the competitive concerns raised by the proposed merger.  
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