APPENDIX A

AT&T PROPOSED LANGUAGE

(pursuant to Section 200.830)

AT&T EXCEPTION NO. 1 (COMPETITION)

[Delete HEPO pp. 42-44 and insert the following language:]

II.
Disputed Issues

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)).

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 three markets – local exchange, intraMSA toll, and interMSA toll – to the extent these markets affect intrastate communications in Illinois.  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, there is no credible evidence that such competition would be affected adversely by the proposed reorganization, given that one of the overlapping cellular properties in Illinois will be divested.  However, 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 should delay consummation of 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.

Thus, our analysis is limited to the wireline local exchange and intraMSA toll markets (“local markets”).  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 current and future competition.  Specifically, to determine the merger’s effect, we must compare the expected state of competition with the merger to that expected without the merger.  Joint Applicants have the burden of proof, and unless they are able to demonstrate by a preponderance of the evidence that the merger is not likely to have an adverse effect on competition in Illinois the Commission may not approve the Application.  5 ILCS 100/10-15. 

Joint Applicants argue that the Commission must take the state of competition “as it is” and should not examine the future state of competition.  In other words, they contend that the Commission is limited to comparing competition as it is today with the state of competition the “day after” the merger.  Staff and most Intervenors maintain that the Commission must take a broader approach.  They contend that the Commission should determine the merger’s effect on competition by comparing the expected state of competition with and without the merger over a period of time. 

We find Joint Applicants’ approach unpersuasive.  The wording of the statute dictates that the Commission must compare the expected state of competition if the merger were allowed to proceed with the expected state of competition without the merger.  Only by pursuing that comparative analysis can the Commission gauge the likely impact of this merger on competition.  And it must be borne in mind that federal as well as state policies have declared that the incumbents must open their local exchange markets to competition.  It is thus necessary to assess the likely impact of this merger on the market-opening process in reaching an ultimate determination on whether it satisfies the standard of Section 7-204(b)(6).    (See BA/Nynex Order ¶ 7 (evaluating merger’s effect on competition both during implementation of TA96 “and as that implementation alters market structure in the future.”)  In other words, to properly determine the merger’s effect on competition, the Commission must take into account the dynamic nature of competition.

Limiting the Commission to examining competition “as it is” would effectively reward Ameritech for its delay in opening its Illinois local exchange markets to competition.  In addition, comparing competition before the merger to the “day after” the merger renders Section 7-204(b)(6) meaningless.  Competition is a dynamic, not static, process.  The effects of this merger on competition would be felt over a period of years.  Therefore, to determine the scope of those effects, the Commission must adopt a forward-looking analysis.  

We are also guided in our analysis by the policy underlying the Telecommunications chapter of the PUA.  The Illinois General Assembly amended the PUA in 1997 to reflect the new state (and national) policy of moving local exchange markets away from monopolies and toward competition.  Section 13-102(e) now states: “it is in the immediate interest of the People of the State of Illinois . . . to ensure that the economic benefits of competition in all telecommunications service markets are realized as effectively as possible.”  Section 13-102(f) further states: “[T]he competitive offering of telecommunications services may create the potential for increased innovation and efficiency in the provision of telecommunication services and reduced prices for consumers. . . .”   

The Commission’s interest in promoting competition is not new.  Well before the federal Telecommunications Act of 1996 was enacted, this Commission was engaged in a series of dockets and initiatives aimed at opening local markets to competition.  In a series of orders extending back at least to the Customers First (1995) and the Wholesale/Platform proceedings (1996), the Commission has established the policies and tools needed to foster competitive entry in local exchange markets.  See Ameritech Customer First Plan in Illinois, ICC Docket Nos. 94-0096/0117/0146/0301 (consol.), Final Order (Apr. 7, 1995); Wholesale/Platform, ICC Docket Nos. 95-0458/0531 (consol.), Final Order (June 26, 1996).

Moreover, this Commission has pursued the development of those policies and tools in detailed and comprehensive arbitration and TELRIC proceedings growing out of the federal Telecommunications Act of 1996 (“TA96”).  Because the Commission has been at the forefront of fostering local exchange competition and has made significant progress in that area, Illinois consumers stand to be among the first in the nation to finally realize the benefits of true competition in their local exchange markets. In short, interpreting Sections 7-204(b)(6) and 13-102 together, our clear mandate from the General Assembly is to foster and promote competition in Illinois local exchange markets, and our assessment of this merger application is performed against that background.

In applying the competition test, we conclude – as the FCC did in the BA/Nynex merger – that this proposed merger on its face is anticompetitive.  As the FCC noted:  “We must be especially concerned about mergers between incumbent monopoly providers and possible rivals.”  (BA/Nynex Order ¶ 4.)  Both SBC and Ameritech are de facto monopolies in their respective regions.  Ameritech has over 96% of the Illinois local market and SBC has similar market shares in its states.  (Staff Initial Brief at 10.)  Joint Applicants now propose to combine their regional monopolies to form a 13-state monopoly.  The new entity would control almost 60 million access lines – nearly 40% of the access lines in the nation.  (AT&T Ex. 1.0 at 10, Table 2 (Gillan Direct).)  The proposed merger would increase the merged entity’s market power (if not market share); create enhanced incentives and abilities to discriminate; and raise barriers to entry to the local market.  In light of the Commission’s duty and interest in promoting competition, we find these undisputed facts determinative.

Our initial conclusion – based on the Application – is confirmed by our review of the evidence. To justify this acquisition of monopoly assets, Joint Applicants contend that they need to amass this scale and scope in order to undertake out-of-region local entry in the rest of the country.  However, whatever appeal this argument might have elsewhere (and on that question we express no opinion), the ramifications for Illinois ratepayers are troubling.  The same size and scale said to be needed to compete necessarily implies that the “new” SBC would be much more capable of fending off the market-opening efforts of new entrants (as well as regulators) in-region, including in Illinois.  Its ability to do so would be enhanced, in that it would be in a position to exercise all of the inherent advantages of being the incumbent over an expanded geographic area and customer base.  It would be more difficult for a new entrant to compete for a business customer with locations in both Chicago and Houston, for example, if SBC and Ameritech are combined than if they are not.  If they are not combined, they would have to compete with one another (as well as with the new entrant) to serve both locations.  

Further, the Commission notes that not only will a combined SBC/Ameritech have an increased ability to stymie competition in its regions, it will also have an increased incentive to do so.  It will have all the more incentive to “protect” its (expanded) in-region customer base, since it is that customer base that it intends to leverage into out-of-region markets under the guise of its “National-Local” strategy.  Moreover, SBC is paying a 27% premium to acquire Ameritech – including Ameritech’s monopoly base of customers.  It would be naive to think that after paying such a substantial premium for Ameritech’s monopoly markets, that SBC would not take steps to protect its investment, which means taking steps to protect its monopoly by obstructing market-opening initiatives. 

In short, the merger would only tighten SBC’s competitive grip over in-region customers and retard the market-opening process in Illinois. Consolidation of SBC’s control over access lines generally, and business access lines in particular, would only enhance its ability to resist competition for all customers, residential as well as business, in the combined SBC/Ameritech region – and specifically in Illinois.  With the reduction in competition for business customers that accompanies a 2-RBOC world, the opportunities for competition for consumers are also reduced.  Captive consumers then become not an object of competitive efforts but an even more secure revenue base for the incumbent.  In the end, Illinois consumers would fund SBC’s efforts to pursue out-of-region business revenues and would simultaneously suffer from the reduced level of in-region competition flowing from the merger.

A further consideration that reinforces our conclusion that the merger would undermine and impair market-opening efforts in Illinois is evidence of SBC’s track record in other states, notably in Texas and in California after it acquired Pacific Bell.  The evidence shows that SBC has a history in those states of blocking competition.  In Texas, for example, SBC has regularly used overly aggressive litigation tactics, to the point of being cited by a federal judge, and it has engaged in collocation practices and pricing policies designed to thwart efforts to open the Texas local exchange market.  

Similarly objectionable have been SBC’s tactics with respect to CLECs as well as end user customers in California.  It is evident that SBC “called the shots” when it acquired PacBell.  The same can be expected here, in that this merger is in substance an acquisition of Ameritech by SBC, as SBC acknowledges.  SBC’s claims that the merger actually benefited CLECs and the competitive process is belied not only by the evidence presented here but also by the recent findings of the California PUC concerning PacBell’s 271 application.  The California Order concludes that SBC fails to meet ten of the fourteen items on the competitive checklist.  Moreover, the California PUC is currently investigating charges that SBC has engaged in deceptive marketing of Caller ID to California consumers – charges that have been corroborated by the testimony of SBC’s own employees.  SBC and Ameritech make much of the promise to bring “best practices” to Illinois in the wake of the merger.  The Commission is concerned that the practices actually in evidence from these other jurisdictions are precisely the kind of conduct that should not be permitted in Illinois, for they would retard the development of competition.

In the face of the obvious anticompetitive concerns associated with the merger of two monopolies and the overwhelming evidence of anticompetitive effects, Joint Applicants failed to prove that benefits from the merger would outweigh these harms. The Joint Applicants, and particularly SBC, have contended that the proposed merger will benefit competition in Illinois in the form of “retaliation” to their National-Local strategy.  That is, as SBC follows its large business customers into out-of-region markets, it asserts, other entities will be forced to respond by entering markets in SBC’s territory.  The Commission notes that at the evidentiary hearing and in their post-hearing briefs, the Joint Applicants appeared to step back from the National Local/Retaliation theory, characterizing it as merely “the icing on the cake.”  They have offered no other theory, however, and consequently it remains the only basis on which they have claimed that the merger could have a positive effect on competition in Illinois, i.e, it is the only contention they have advanced as having a mitigating or offsetting effect to the direct harm to competition discussed above.


The Commission finds the “retaliation” theory to be speculative, self-contradictory and, in the end, unpersuasive.  We note first of all that Joint Applicants have not presented factual evidence or expert testimony to substantiate the retaliation theory; it is based entirely upon SBC’s conjecture.  The record, in fact, is to the contrary.  For example, when Ameritech entered SBC’s territory in St. Louis, with much fanfare, SBC did not “retaliate.”  Moreover, to accept the theory would require the Commission to take at face value both the future business plans of a newly combined SBC/Ameritech and also SBC’s speculation as to how other entities might respond.  However, there is substantial evidence demonstrating that SBC has frequently changed similar entry plans in the past, for example in the case of both Rochester and Chicago.  SBC’s own internal financial valuation of the components of the National Local strategy has already changed dramatically, which demonstrates the strategy’s inherently uncertain and speculative nature.  If in the future the National-Local strategy, or some component of it, fails to meet SBC’s internal earnings requirements, SBC’s plans would likely change again.  SBC has stated on the record that if the National-Local/Retaliation strategy is not profitable, SBC will drop it as not being consistent with its fiduciary duty to its shareholders.  (Tr. at 503 (Kahan Cross).)  

The National-Local/Retaliation theory further requires us to accept the premise that competitors will respond to Joint Applicants’ strategy by entering Illinois markets.  “Retaliation” will only occur, if at all, to the degree that the National-Local strategy is successful.  The Commission notes, however, that the National-Local strategy is driven by the largest business customers and a desire on the part of SBC to serve those “Fortune 500” customers in out-of-region locations.  SBC’s current plans include a consumer and small business component, but that market entry is premised upon much the same “UNE-P” strategy that thus far has not been successfully used by CLECs on any significant scale.  Indeed, neither SBC nor Ameritech offers UNE-P.

Moreover, under SBC’s own projections it would achieve a market penetration of only 4% of the residential market in its target cities by the end of a ten-year period.  Thus, even under SBC’s best case scenario, to expect any degree of retaliation in residential markets in Illinois is not plausible.  

Even as to business customers, the benefits from the National-Local strategy are tenuous at best.  The key issue is what competition this merger might provoke that does not exist already or might not otherwise materialize.  Joint Applicants certainly cannot claim credit for “triggering” existing competition.  On this point, Joint Applicants provide no answer.  SBC itself acknowledges that the IXCs and other CLECs of all kinds are already aggressively competing and attempting to enter business markets as quickly as possible today.  There is no evidence that CLECs, large or small, are “holding back,” awaiting SBC’s out-of-region entry before they step up their efforts.  That leaves only the other incumbent LECs as potential entrants into local markets in the (would-be former) Ameritech region.  But if the Commission is to believe SBC and Ameritech that neither of them could “go it alone” in pursuing National-Local entry, then neither could US West, or Bell South, or GTE, or even Bell Atlantic.  By their own logic, it would take an entity the size of a combined Bell Atlantic/GTE to pursue local entry in the major markets of today’s Ameritech and SBC regions, and if this merger were permitted that could well be the case.  In other words, the SBC/Ameritech contention that they “must be bigger to compete” becomes a self-fulfilling hypothesis, and it is one that produces a national “two-RBOC” scenario.  In those circumstances there is substantial room for doubt as to whether the RBOC duopolists would compete with one another or whether they would engage in mutual “forbearance,” but in all events any entry that might occur would still be just in the major markets, and for the largest business customers.  The Commission, on the other hand, must consider the merger’s effect on competition in all markets and for all ratepayers.  The remote possibility of a minor increase in competition for the largest business customers in Chicago does not overcome the substantial adverse effect on competition generally flowing from the merger.

Alternatively, when the requirements of TA 96 and this Commission’s procompetitive orders are adhered to by the incumbent LECs, it will not take a super-RBOC to pursue local entry on a national scale.  All entrants, large and small alike, will be able to gain cost-effective and nondiscriminatory access to the incumbents’ networks and on that basis serve not just Fortune 500 customers but smaller businesses and consumers on a broad geographic basis.  That is the outcome envisioned by this Commission and by TA 96, and that is the vision that would be abandoned if the course proposed by the Joint Applicants is instead pursued.  Relative to the Illinois PUA and TA96 path, the merger undeniably results in less competition in Illinois (as well as in telecommunications markets nationally).

The Commission also finds that the proposed merger would impair the ability of the Commission to assess the performance of the incumbent regarding the entire range of competitive issues.  (See BA/Nynex Order ¶¶ 147-50.)  The Commission is constantly being required to judge the credibility of Ameritech claims that something it desires not to do is not feasible or would be unduly costly.  One of the best and most direct ways for this Commission to assess such claims is to “benchmark” or compare the positions taken by other incumbents.  


For example, in the TELRIC proceedings Ameritech argued that it was technically infeasible to provide IXCs with usage billing data so that they could bill for access.  The IXCs advised the Commission that other RBOCs were able to provide the billing data, and the Commission – citing the practice of the other RBOCs -- required Ameritech to provide it.  If there are not a sufficient number of other ILECs to enable those kinds of comparisons (and the number has already been reduced, largely through SBC acquisitions), the Commission will lack the information needed to make a reasoned decision, and anticompetitive claims will more often be accepted as a result.

The Commission rejects Joint Applicants’ argument that we are somehow limited to the mechanical application of antitrust law and antitrust doctrines in determining whether the proposed merger complies with Section 7-204(b)(6).  The Department of Justice Merger Guidelines are a useful tool for analyzing the competitive effects of a merger but they do “not substitute for our more detailed examination of competitive concerns."  (BA/Nynex Order ¶ 143.)  Thus, although we use the Guidelines as an aid, “we are not bound by rigid adherence to their results where our independent expert analysis produces differing outcomes.”  (BA/Nynex Order ¶ 136.)  

We find that application of the Merger Guidelines confirms our independent analysis that the merger application must be rejected.  Under the first prong of the potential competition analysis, it is undisputed that the Illinois local market is highly concentrated.  Under the second prong, SBC is one of only a few major potential competitors of Ameritech Illinois and few other entrants have local market entry skills and assets equivalent to SBC’s.  (See BA/Nynex Order ¶ 10.)  

As to the third potential competition factor, we find that the proposed takeover of Ameritech by SBC further harms competition because it eliminates one of Ameritech’s largest and most able future competitors.  Absent this merger, the Commission is of the view that SBC inevitably would be a significant entrant into local exchange markets in Illinois.  SBC already is a competitor in Chicago, through its Cellular One offerings.  SBC has been certificated to provide facilities-based as well as resold and interexchange services in certain portions of MSA-1 since 1995.  In the spring of 1997, SBC sought and obtained a geographical expansion of its Illinois certificates.  Its interexchange certificates were expanded to include all of Illinois and its local exchange certificates were extended to include the service territories of Ameritech Illinois, Centel, and GTE.  Application of SBMS Illinois Services, Inc., ICC Docket No. 97-0118, Final Order, (May 21, 1997).

In support of its Application for the expansion, SBC submitted testimony, recited by the Commission in its Order (of May 21, 1997), that SBC had been following proceedings before this Commission and the ICC and “doing substantial work internally” on “issues relevant to market entry.”  Consequently, SBC stated that it had decided to seek expanded certification “since it believe[d] that it can begin providing service in other geographic areas of the state outside of . . . Chicago.”  SBC now states that it only intended to explore limited local entry where it had a cellular presence, i.e., taking advantage of its wireless network in Chicago.  That is not what it told the Commission in 1997, however, and it is not consistent with the representations on which the Commission’s order expanding SBC’s certificate was based. 

SBC’s pursuit of authority to provide service in Illinois was and is to be expected.  Its service territory is contiguous with Ameritech’s.  In fact, SBC formerly provided service in a number of local exchanges in the western part of the state along the Mississippi River; it has what its General Counsel, James Ellis, termed a “special relationship” with Illinois.  See Illinois Commerce Commission Telecommunications Policy Open Meeting, Tr. at 11 (July 14, 1998).

SBC now denies that it has any plans to enter Chicago, or anywhere in Illinois, and asserts that it would not do so in the absence of the merger.  It refers to the “sworn testimony of SBC’s senior management witnesses” on this point.  Tr. at 1633-38.  However, those same “senior management witnesses” previously told the California PUC in connection with its PacTel merger that SBC would not enter Los Angeles absent that merger, but rather that it would enter Chicago.  Staff Ex. 4.0 at 27-28.    


Moreover, SBC by its own reasoning would be compelled to enter Illinois (and other out-of-region markets) if the easier path of the merger is unavailable to it.  SBC’s witness Mr. Kahan put it most forcefully:

. . . SBC must develop the capability to compete for the business of large national and global customers both in-region and out-of-region.  We cannot remain idle while our competitors capture the huge traffic volumes generated by a relatively small number of larger customers. 

AT&T Ex. 1.0 at 15-16 (Gillan Direct), quoting James Kahan Affidavit ¶ 13, FCC CC No. 98-141.  So long as the option to merge with Ameritech appears open SBC undoubtedly will claim that it will not enter Ameritech’s territory, but absent the merger SBC can be expected not to “remain idle” but to enter the Ameritech region and compete in the same manner as other CLECs. 


Regarding the fourth prong of the potential competition test, we find that SBC has other feasible means of entry.  Put differently, we do not conclude that the only feasible means of competing in the Illinois local market is to purchase the incumbent.


The fifth and final factor in the potential competition analysis concerns whether SBC’s entry into the local market through alternative means would have a deconcentrating effect.  We concur with the FCC that deconcentrating effect is essentially a given when considering a large firm’s entry into a monopoly market.  (BA/Nynex Order ¶ 139.)  Indeed, the “deconcentration” cases cited by the FCC make it clear that this prong of the potential competition analysis is not a high hurdle:  “The problem of proving that the new entrant would have been a substantial competitive factor can be overstated.  It is highly likely that a new entrant in . . . . a tight oligopoly industry . . . will shake things up a great deal in the process of trying to acquire a substantial market share, even if in the end its inroads are rather modest.”  BOC Int’l, Ltd. v. Federal Trade Comm’n, 557 F.2d 24, 27 (2d Cir. 1977) (citation omitted).  The BOC court also held that "typically in an oligopolistic situation the entry of a large firm as a new competitor necessarily has significant procompetitive effects.”  Id. (citing Ford Motor Co. v. United States, 405 U.S. 562, 587 (1972) (Burger, C. J., concurring and dissenting).  Similarly, in Yamaha Motor Co. v. Federal Trade Comm’n, 657 F.2d 971 (8th Cir. 1981), the court affirmed the FTC’s rejection of a joint venture between Yamaha and Brunswick, finding that the entry of a competitor the size of Yamaha into an oligopolistic market would necessarily have deconcentrating (procompetitive) effects: “We start by re- emphasizing the oligopolistic nature of the outboard-motor market in the United States. The top four firms had 98.6% of the dollar volume, and the top two, OMC and Brunswick, controlled 85.0% of the market by dollar volume. Any new entrant of Yamaha's stature would have had an obvious procompetitive effect leading to some deconcentration.”  Id. at 979.


Accordingly, we find that application of the Merger Guidelines confirms our independent analysis that this merger must be rejected.

AT&T EXCEPTION NO. 2 (LEGAL STANDARD)

[Delete last full paragraph at HEPO p. 7 and insert the following language:]

II.
Disputed Issues

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

Commission Analysis and Conclusion

The Commission specifically requested that the parties address the question of whether Section 7-102 applies.  That section provides that a merger may be approved only if it serves the “public convenience.”  We conclude that Section 7-102 applies.  That conclusion is based upon our reading of Sections 13-101, 13-504(d), and 13-601 of the PUA, which expressly make Section 7-102 applicable to telecommunications carriers providing noncompetitive services.  It is also supported by recent merger and acquisition cases before the Commission in which Section 7-102 was applied, in addition to or in lieu of Section 7-204.  For example, when Ameritech Illinois Metro merged with Ameritech Illinois in 1998, Ameritech filed its petition under both Sections 7-102 and 7-204.  (ICC Docket No. 97-0675 (Aug. 26, 1998).)  The Commission also recently approved Gallatin River Communications L.L.C.’s acquisition of certain Centel exchanges under Section 7-102, not Section 7-204.  (ICC Docket No. 98-0321 (Oct. 21, 1998).)  

Accordingly, we find that Joint Applicants have the burden of demonstrating that the proposed merger is in the public interest as well as demonstrating that the merger will not have a significant adverse impact on competition.

AT&T EXCEPTION NO. 3 (ALLOCATION OF SAVINGS)

[Modify the HEPO, beginning with first new paragraph on p. 67, as follows:]

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

(1) 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.

(2) The remaining cost savings will next be applied to eliminate all noncompetitive service rate elements that have no cost basis, including non-cost based switched access rate elements.

(3) Once the share of the merger-related savings allocable to UNEs, interconnection, transport and termination purchasers have been identified, tThe 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 contribution, (i.e., the relative percentages by which revenues exceed LRSIC for the two categories) 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.
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