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I. INTRODUCTION

1. MCI Worldcom has asked us to prepare this economic analysis of issues raised by the

proposed merger between SBC Communications Inc. ("SBC") and Ameritech Corporation.

2. Kenneth Baseman is a Principal with MiCRA, an economic consulting firm in Washington,

D.C. He received his graduate training in economics at Stanford University. He served as a

senior economist in the Economic Policy Office of the Antitrust Division of the Department of

Justice where, for over two years, he was a member of the Division's trial staff in lLS.. v. AT&T.

He has been an economic consultant for thirteen years. His consulting assignments have focused

primarily on competitive issues, both in antitrust and regulatory proceedings. His earlier

professional papers dealt with entry and competition in a regulated industry with natural

monopoly characteristics and were published in the American Economic Review, and by the
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National Bureau ofEconomic Research and the MIT Press. His more recent publications have

focused on the use ofnon-linear pricing and technical incompatibility by dominant firms to

preserve market power in the face ofdeveloping competition. He has consulted on

telecommunications issues with the Department ofJustice, MCI, AT&T, the National Cable

Television Association, and WebCel Communications, and he has testified on competitive issues

relating to telephony before state commissions in Ohio, Wisconsin, Texas, Georgia and Kansas.

A copy ofhis vita is attached to this Declaration.

3. Daniel Kelley is Senior Vice President ofHAl Consulting, Inc., ofBoulder Colorado. He

received a Bachelor ofArts degree in Economics from the University ofColorado in 1969, a

Master ofArts degree in Economics from the University ofOregon in 1971 and a Ph.D. in

Economics from the University of Oregon in 1976. His professional experience began in 1972 at

the Antitrust Division of the U.S. Department of Justice where he analyzed mergers, acquisitions

and business practices in a number ofindustries, including telecommunications. While at the

Department of Justice, he was a member of the lL..S... v. AT&T economics staff. In 1979, he

moved to the Federal Communications Commission ("FCC") where he held positions as Senior

Economist in the Common Carrier Bureau and the Office ofPlans and Policy, and also served as

Special Assistant to the Chairman. After leaving the FCC, he was a Project Manager and Senior

Economist at ICF, Incorporated, a public policy consulting firm. From September 1984 through

July of 1990, he was employed by MCI Communications Corporation as its Director of

Regulatory Policy. He conducts economic and policy studies on a wide variety of

telecommunications issues, including local exchange competition, dominant firm regulation, and
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the cost of local service. He has advised foreign government officials on telecommunications

policy matters and has taught seminars in regulatory economics in a number ofcountries.

He has testified on telecommunications issues before this Commission, the California, Colorado,

Connecticut, Florida, Georgia, Hawaii, Maryland, Massachusetts, Michigan, New York, Oregon,

Pennsylvania and Utah Commissions, as well as the Federal-State Joint Board investigating

universal service reform. His resume is attached

4. This paper concludes that the consolidation of SBC and Ameritech raises substantial

competitive risks without countervailing public interest benefits. In approving the acquisition of

NYNEX by Bell Atlantic, the Commission found that there were substantial anticompetitive

effects flowing from the merger.1/ This merger is also anticompetitive.

5. The Commission concluded that the public interest benefits of the BA-NYNEX merger

exceeded the potential costs because Bell Atlantic committed to take a number of steps to open

its local markets to competition.Y SBC and Ameritech attempt to justify this merger with a

promise to enter local markets outside their regions through their "national-local plan," a plan to

11 In re the Application ofNYNEX Corporation and Bell Atlantic Corporation for Consent
to Transfer Control ofNYNEX Corporation and its Subsidiaries, File No. NSD-L-96-10, released
August 14, 1997. ("BA-NYNEX Order")

2/ The merger conditions agreed to by Bell Atlantic include preparation of service
monitoring reports, uniform interfaces to Operations Support Systems ("OSS"), operational
testing of interfaces, options for payment of non-recurring charges, a shared transport unbundled
network element, as well as performance standards and enforcement mechanisms. See BA­
NYNEX Order, Appendix C.
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provide facilities-based local service to all or most of the locations of large, multi-location

business customers headquartered in SBC's or Ameritech's region. There is no reason to believe

that the the national-local plan will be any more effective in improving consumer welfare than the

BA-NYNEX undertakings.

6. By claiming that they cannot enter profitably unless they merge SBC and Ameritech

concede that entry into local markets is extremely difficult.~ Moreover, they assert that post-

merger out ofregion entry will have to be based on a critical mass of the company's own facilities

-- even in the BA/NYNEX region.!! This latter point implies that they believe that even in the

purportedly more favorable entry environment in the BA territory, the existing actual and

potential entrants cannot build a viable business based on UNEs. The NationallLocai plan seems

to recognize that SBC and Ameritech cannot enter profitably out-of-region local service without a

substantial investment in facilities. In other words, they do not believe they can enter profitably

by relying primarily on UNEs.~

J.I See Kahan Aff at para. 11 (on a stand-alone basis neither company has the critical mass
necessary to support a viable out ofregion entry strategy), and paragraph 19 ("SBC analyzed
various ways ofachieving the needed critical mass and rejected both de novo entry and joint
venture as both insufficient and unworkable") .

~/ Kahan at paragraph 30 argues that SBC's ".. .large customers seek services... that can only
be provided by a company that has facilities-based capabilities across the United States...". Kahan
describes the extensive investment the merged SBC/Ameritech says it will undertake in switching
and fiber facilities at paragraphs 37-39, as well as SBC's plans to buy local transport where there
are competitive alternatives. The purchase ofUNEs will be limited to local loops, and apparently
will not be generally contemplated for the major business customers. SBC/Ameritech will place
fiber rings so as to reach these customers directly as often as it can.

5./ SBC and Ameritech say they have examined out-of-region local entry and concluded that
the potential rewards do not justify the investment. Either this examination included consideration
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7. This market environment leads to the following major conclusions. First, as the

Commission found in the BA-NYNEX Order, there are only a limited number of firms capable of

challenging incumbent local exchange carriers ("ILECs") for mass market customers. Experience

in the past year shows that the prospects for widespread entry in the short term by competitive

local exchange carriers ("CLECs") are actually lower now than they were perceived to be a year

ago. Both AT&T and MCI have virtually abandoned resale as an entry vehicle because the

discount levels set in state arbitrations are too small, ILEC Operations Support Systems for

provisioning resold lines do not work, and resale limits the ability of firms to differentiate their

sefVlces.

8. CLECs continue to be fiustrated by the high price of, and difficulty in procuring,

unbundled network elements ("UNEs"). AT&T appears to have embarked in a new direction

with the proposed acquisition ofTCI. Whether cable assets can be used as a basis for entry into

mass market telephony remains to be seen, but the result will not be known until at least several

years and many billions ofdollars are spent. Wireless alternatives are unlikely to fare much better.

As a result, de novo out of territory entry by an existing ILEC willing to break from the cartel

remains a key competitive entry mechanism.

ofUNE-based entry strategies or it did not. We assume that SBC's application compares the
prospects for largely facilities-based out-of-region entry with and without the merger because
those are the relevant alternatives; i.e., that the economics of facilities-based entry are more
favorable than UNE-based entry.
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9. ILECs have provided local telephone service for over a century, they own and know how

to operate necessary support systems, they are extremely profitable, and judging by their

international investments, they have the capital and the ability to invest outside their traditional

geographic markets. Moreover, ILECs are uniquely situated to challenge the discriminatory

interconnection and pricing policies that are slowing entry by other carriers. State Commissions

ruling in arbitration proceedings face a significant information asymmetry problem. An out of

region ILEC would be an extremely credible participant in an arbitration proceeding. Thus far, no

ILEC has attempted to enter local markets out-of-region on any significant scale. However, the

more ILECs there are, the more likely it is that one of them will break from the cartel.

10. The merger will cause direct competitive harm in several significant ways. First,

benchmarking ILECs is an important regulatory tool, and one that RBOCs relied upon to justify

their requests for eliminating MFJ line ofbusiness restrictions. Second, ifRBOCs receive 271

authority prematurely, their ability to harm competition is enhanced to the extent their territories

are larger. This is because more calls will originate and terminate in their territory, thus increasing

the return to discrimination. Third, the combined firm's share of total lines in the U.S. is too large

- leading to nationwide network dominance at least for the class of predominantly in-region

business customers who, according to SBC-Ameritech, prefer either a one-stop shop for their

telecommunications requirements, or that local service be procured as much as possible from the

same vendor nationwide. Fourth, the merger will have a negative impact on the development of

both narrowband and broadband local competition. Finally, the merger places at risk the

continued evolution ofthe Internet on a competitive basis.
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11. The potential negative impact on Internet competition is particularly significant. The Internet

has developed under a competitive environment, with no single firm dominating its evolution. If

this merger, and others like it that the Commission may soon consider, are approved, then the last

mile between Internet providers and their customers will come to be dominated by a small handful

offirms. If this control over the last mile is leveraged into control over access to and from

Internet service providers ("ISPs"), the most technologically vibrant and fastest growing segment

of the economy could be damaged.

12. The out-of-region entry proposed by SBC-Ameritech does not compensate for these

anticompetitive effects. First, there is no real assurance that this "commitment" is any more

credible than the BA-NYNEX "commitment" to open their markets.§!

13. Second, although SBC-Ameritech give lip service to the notion ofcompeting in the mass

market, their primary strategy is to provide facilities based competition in competition with the

existing CLECS.lI Competition for the business ofmajor corporate customers in central business

Q/ We would note that BA is still doling out commitments in hoped for exchange of
regulatory favors. See In the matter ofPetition ofNew York Telephone Companyfor Approval
ofits Statement ofGenerally Available Terms and Conditions Pursuant to Section 252 ofthe
Telecommunications Act of1996 and Draft Filing ofPetition for InterLA TA Entry Pursuant to
Section 271 ofthe Telecommunications Act of1996, Pre-filing Statement ofBell Atlantic New
York, Case 97-C-021 (New York Public Service Commission, April 6, 1998) (A copy ofBell
Atlantic's filing is available at http://www.dps.state.ny.us). Instead of actually opening local
markets to competition, the '96 Act merely opened up an extending bargaining session between
CLECs and ILECs, with ILECs still holding most of the chips and the CLECs relying on
regulatory intervention to enforce the Act.

1/ Given the price and terms ofwholesale services and unbundled network elements, there
is no reason to believe that entry by an ILEC in the mass market will be any more profitable than
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districts is further advanced than mass market competition, at least as measured by installed

capacity, but is still very limited.!! There is no reason to believe that SBC-Ameritech will be any

more able to leverage their CLEC business to mass markets, if they actually enter, than existing

CLECS, including AT&T and MCI Worldcom.2/

14. Section II below discusses the evolving structure of the local exchange business in the

U.S. Section III discusses the loss ofbenchmark and likely competitive harms in the long distance

market that will be caused by the merger. Section IV addresses the supposed major public

interest benefit ofthe merger -- out of region entry by the combined SBC-Ameritech. With this

background, the effect of the merger on local markets is also discussed in Section IV.

II. POST MERGER INDUSTRY STRUCTURE

15. This Section discusses developments in local competition and the nationwide structure of

the local service business. Section A shows that competition for the business of large customers

is progressing, but mass market competition has yet to get off the ground. Section B describes

entry by AT&T or MCI Worldcom.

~/ See, e.g., Jonathan Kraushauer, Fiber Deployment Update, End ofYear 1997, Common
Carrier Bureau, FCC. pp. 34-35 for a description ofCLEC fiber investments.

2J All carriers without market power would have financial incentives to expand from
business to mass markets ifwarranted by market conditions. See SBC, "Description ofthe
Transaction, Public Interest Showing and Related Demonstration," July 24, 1998 at p. 75 ("... in a
market with a large incumbent, all ofthe other market participants have a powerful incentive to
compete and expand output.")

8



the evolving structure of the local exchange business, demonstrating that if all planned mergers

are allowed, the nationwide structure of the local exchange industry will be heavily concentrated.

A. Local Markets Are Not Competitive

16. Although the ILECs have been predicting that local competition is ')ust around the

comer" for more than a decade, the reality is quite different. The high expectations for the

development ofcompetition at the time of the passage of the 1996 Act have not been realized.

Demonstrating that the local exchange is still a monopoly, and is likely to remain so for the

foreseeable future, does not require an extensive de novo antitrust market analysis. The

Commission concluded such an analysis just over a year ago when it approved the Bell

Atlantic-NYNEX merger with conditions. In the Bell AtlanticINYNEX Order, the Commission

concluded that in New York City LATA 132, arguably the market where local competition is the

most developed:

neither the firms remaining in the market nor other telecommunications firms not
currently in the market appear able to quickly and effectively increase their
presence in response to any exercise of market power in the relevant market.!QI

Unfortunately, the commitments made by Bell Atlantic in exchange for approval of the merger

have not changed this conclusion. As the extensive documentation in the ALTS 706 Petition and

MCl's May 1998 Access Charge Report show, CLECs are still having difficulty procuring

essential network elements at reasonable prices. As a result, the ILECs retain substantial market

share and monopoly control over the local exchange.

10/ BA-NYNEX Order, para. 143
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17. The conclusion that ILECs retain monopoly control over the local exchange is also

consistent with empirical analysis by HAl In The Enduring Local Bottleneck II, HAl analyzed

the business case for competition for residential and small business customers from cable and

wireless operators.J1I ELB II concluded that widespread deployment of the competitive

technologies is not likely in the near term. 121 ELB II analyzed the business case for providing

cable telephony over hybrid fiber coax ("HFC") networks. There have been no changes in

technology or costs sufficiently dramatic to change the results of that analysis. Cable companies

have been attempting since the beginning ofthe 1990s to provide telephony over the HFC with

virtually no penetration of the residential and small business marketplace.

18. ELB II noted the potential development ofcable modem service as an entry point for

cable provision ofcable telephony services. Developments with Internet voice technology and the

recent announcement of the acquisition of TCI by AT&T provide some hope that this technology

will help break the bottleneck. However, even assuming that Internet voice will be a reasonably

priced and high quality substitute for the current circuit switched service, billions ofdollars in

investment and a substantial amount oftime are required to implement this strategy.ill Internet

telephony ("I-tel") quality problems are likely to be solved in time, but cable companies must

upgrade their networks, install the necessary electronics, and market the service (together with a

lil Hatfield Associates, Inc., April 30, 1997. ("ELB If')

121 ELB II, p. 73. The Sigman Affidavit describes SHC's failed attempt to enter the local
business in Rochester by leveraging its wireless assets.

ill See Mike Mills, "AT&T: No changes in TCI Deal," Washington Post, July 8, 1998, p.
Cll.
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substantial investment in premises hardware) to consumers. As a result, it will likely be some time

before that service is widely available.

19. Wireless competition presents similar problems. Fixed wireless solutions may well provide

competition for local exchange service in rural areas. However, ELB II concluded that the traffic

loads imposed by fixed service make wireless technology impractical as a substitute for local

exchange service in more densely populated areas. Broadband wireless also faces significant

hurdles before it can become a serious contender for fixed wireline service in the foreseeable

future. Although the technology exists, it suffers from coverage problems due to signal

attenuation and the need to provide a line of sight connection to customers. It is certainly far

from clear now that broadband wireless will overcome these problems.

20. It is also useful to assess local exchange competitiveness with the traditional Industrial

Organization tool of structure, conduct and performance analysis.ill The CLECs are growing

rapidly through substantial investments in broadband technology. However, today, CLECs

primarily provide services for large businesses and IXCs in mostly business sections oflarge cities.

As a result, they often report their progress in terms ofmarkets or cities served. CLEC market

penetration gains are also usefully measured on a building-by-building basis. In 1997, CLECs

had only 15,667 buildings located on their networks, representing less than 0.31 percent of

HI F.M. Scherer and David Ross, Industrial Market Structure and Economic Performance
(1990). The U.S. Department of Justice Merger Guidelines are based on this paradigm.

11



commercial buildings, and less than 0.012 percent of households and commercial buildings. llI In

terms of total national market penetration, the CLECs are today approximately where the

competitive long distance providers were twenty years ago when they received authority to

provide switched services. They are providing some dedicated services, and are only in the early

stages of providing switched services. The percentage of residential and small business

customers served by competitors is, of course, even smaller. That number likely rounds to zero

percent.

21. Viewing the market from the perspective ofconduct and performance confirms that the

monopoly structure leads to monopoly results. Unlike customers and suppliers in competitive

markets, access providers and their long distance customers frequently find themselves in

adversarial relationships. For example, ILECs seldom cooperate with their CLEC or IXC

customers when requests are made for new or more efficient forms of interconnection.!§I If the

ILECs were facing imminent widespread facilities-based competition, they would be more than

willing to make unbundled network elements available to firms that would otherwise construct

competing facilities.

1lI See, ex parte Letter from Mary L. Brown, MCI, to Richard Metzger, FCC, CC Docket
No. 96-262, RM 9210, May 7, 1998, p. 27, th. 59. ("MCI Access Report")

lQl The failure of ILECs to cooperate on interconnection issues is detailed in Petition of the
Association for Local Telecommunications Services (ALTS) for a Declaratory Ruling Establishing
Conditions Necessary to Promote Deployment ofAdvanced Telecommunications Capability
Under Section 706 ofthe Telecommunications Act of 1996, CC Docket No. 98-78 (filed May 27,
1998) ("ALTS Petition"). Also see Affidavits submitted with MCI Access Report.
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22. The ILECs do not voluntarily reduce prices when their costs fall. Regulators must order

reductions. This is demonstrated by the fact that access charges are typically set at the maximums

allowed by price cap plans. Productivity adjustments under price cap regimes are insufficient to

prevent the inexorable climb of profits towards full unconstrained monopoly levels.

23. ILEC profits dramatically exceed any reasonable estimate ofa competitive cost of capital.

The most recently prescribed interstate rate of return was 11.25 percent.l1.1 A study completed in

1996 shows that the appropriate return then was less than 10 percent.W Interest rates have

declined dramatically since that time. The most recent reports filed with the Commission show

that the price cap carriers are earning 15.52 percent.

24. The ILECs might argue that this profit performance is due to the fact that price caps

provide incentives for cost reductions. It is true that price caps are a contributing factor to the

enormous returns. But other factors that may be just as significant as, or more significant than,

price caps contribute to the excessive ILEC returns. For instance, access demand is growing due

to the per minute access charge reductions the Commission has imposed in the past, and due to

J:1.I See FCC Seeks Comment on Changes to Local Telephone Companies' Rate ofReturn
to Reflect Marketplace Conditions (CC Docket No. 98-166), Report No. CC 98-33, October 5,
1998.

18/ See "Statement ofMatthew I. Kabal Concerning Cost of Capital," In the Matter ofRate
ofReturn Prescription for Local Exchange Carriers, File No. AAD95-172, March 11, 1996.
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competition in the long distance market..!2! Costs are falling due to advances in switching and

transmission technology that are affecting all high-technology companies.1QI

25. In a competitive market, there would be pressure to reduce access charges when profits

are as high as those being experienced by ILECs. If competitive firms experienced such decreases

in costs and increases in demand, they too might see dramatic increases in profitability, but such

levels ofprofit would be transitory. They would quickly be competed away.

B. From a National Perspective, the Local Exchange Business Is Becoming Heavily
Concentrated.

26. Two major ILEC mergers have already been approved by the Commission: SBC-Pacific

Telesis and Bell Atlantic-NYNEX, with the result that the industry is much more concentrated

than it was at the time the Act was passed. If the remaining announced mergers between SBC

and SNET, SBC and Ameritech, and Bell Atlantic and GTE, are consummated, concentration will

take another dramatic tum upward. Tables I and II compare the concentration among ILECs at

the time the Act was passed and under the hypothetical assumption that all announced mergers

W Recent per minute access charge reductions ordered by the Commission have been
largely offset by increases in per line charges and explicit universal fund assessments.

2JJ/ In the BA-NYNEX Order, the Commission noted that "price cap regulation, for
example, may not constrain market power . . .." Among the reasons cited by the Commission is
the fact that "ifcarriers offer bundles that contain both price-capped services and some services
not subject to price caps but potentially subject to the exercise of market power, the price of the
overall bundle is not price capped and market power may be exercised by increasing the overall
price of the bundle." (fit 201)
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are consummated. The change is dramatic. The largest firm will control almost 40 percent ofthe

total revenues and the two largest will control almost 70 percent of the revenues.

Table I

1/1/96 1/1/98

Companies Revenues % of Total Revenues Companies Revenues % of Total Revenues

(000) (000)

Bell South 13,900 14.53% BAGroup 38,303 37.14%

Bell Atlantic 12163 12.72% SW Bell Group 32,207 31.23%

GTE 12,115 12.67% Bell South 14,666 14.22%

NYNEX 12,099 12.65% US West 10,021 9.72%

Ameritech 10,795 11.29% All Others 7,935 7.69%

US West 9,214 9.63% Total 103,134 100.00%

Southwestern Bell 8,860 9.26%

Pacific Bell 7,825 8.18%

SNET 1,472 1.54%

All Others 7,198 7.53%

Total 95,646 100.00%

Source: FCC, Statistics mCommon Carriers, Table 2-9
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Table n
1/1/96 111198

Companies Unes % of Total Unes Companies Lines % ofTotal Lines

(000) (000)

Bell South 22,595 13.61% BAGroup 63,519 32.81%

Ameritech 21,889 13.19% SW Bell Group 66,878 34.54%

Bell Atlantic 20,705 12.47% Bell South 25,732 13.29%

Pacific Bell 18,782 11.31% US West 25,294 13.06%

NYNEX 18,032 10.86% All Others 12,191 6.30%

US West 17,671 10.64% Total 193,614 100.00%

GTE 17,354 10.45%

Southwestern Bell 16,343 9.84%

SNET 2,057 1.24%

All Others 10,580 6.37%

Total 166,013 100.00%

Source: FCC, Statistics QfCommon Carriers, Table 2.10

27. According to SBC and Ameritech, only very large ILECs are capable of a national

expansion program; standing alone, they say they are too small. Tables III and IV provide

concentration figures using the RBOCs and GTE as the universe. At the time the Act passed,

the largest RBOC, BellSouth, controlled only 14.54 percent of the lines and 15.72 percent of the

revenue for this collection of firms. Ifthe mergers are consummated, the "Bell Atlantic group" of

telephone companies will control about 40 percent of the lines and revenues while the "SBC

group" will control 36.86 percent of the lines and 33.8 percent of the revenue. Only four major

ILEC players will be left.

Tablem

1/1/96 111/98

Companies Revenues % of Total Companies Revenues % of Total

(000) (000)
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Bell South 13,900 15.72% IBAGroup 38,303 40.24%

Bell Atlantic 12,163 13.75% SW Bell Group 32,207 33.83%

GTE 12,115 13.70010 Bell South 14,666 15.41%

NYNEX 12,099 13.68% US West 10,021 10.52%

~eriteeh 10,795 12.21% lTotal 95,197 100.00%

US West 9,214 10.42%

Southwestern Bell 8,860 10.02%

Pacific Bell 7,825 8.85%

SNET 1,472 1.65%

rrotal 88443 100.00%

Source: FCC, Statistics ofCommon Carriers

Table IV

Companies Lines (000) % of Total Companies Lines % of Total

Unes Lines

!Bell South 22,595 14.54% BAGroup 63,519 35.01%

k\meritech 21,889 14.08% SW Bell Group 66,878 36.86%

Bell Atlantic 20,705 13.32% ~ell South 25,732 14.18%

Pacific Bell 18,783 12.08% US West 25,294 13.94%

NYNEX 18,032 11.60% Total 159,311 100.00%

~SWest 17,671 11.37%

GTE 17,354 11.17%

Southwestern Bell 16,343 10.51%

SNET 2,057 1.33%

iI'otal 155,429 100.00010

Source: FCC, Statistics of Common Carriers

28. This concentration in nation-wide control is significant for several reasons. First, there

would be competitive effects in both the local and long distance markets resulting from increases

in nation-wide concentration. Second competitive benchmarks are an important regulatory tool,

the value ofwhich is reduced as large ILECs merge. Third, the universe of potential entrants is

being reduced significantly by the mergers. Finally, the merger has potential negative implications

for the "local-national" customers discussed in the SBC-Ameritech Application. Thus, the

17



SBC/Ameritech merger raises a fundamental question for the FCC: How much consolidation will

the Commission allow among the RBOCS and/or major ILECs -- including GTE? These

problems are discussed in Sections III and IV below.

III. THE SBC/Ameritech MERGER IS INCONSISTENT WITH THE PUBLIC INTEREST.

30. This section discusses three major reasons why this merger will harm the public interest.

First, a potentially valuable potential entrant -- one ofa dwindling set of firms -- will be lost.

Second, a valuable regulatory benchmark will be lost. Finally, competition for long distance and

bundled local and long distance service will be put at risk.

A. The Merger WIll Remove a Valuable Potential Entrant

31. Neither SBC nor Ameritech has entered local markets out of their territory to date in any

significant way. SBC's claim that they will do so only ifthe merger is approved is discussed in

Section IV below. Even if neither SBC or Ameritech have current plans to enter independently,

these firms are among a small group of firms with the requisite skills and capital to enter the mass

market segments of the local exchange business. And current market conditions and plans can

change. SBC and Ameritech argue that their out-of-region entry will provoke other RBOCs to

enter the SBC/Ameritech region in response. Similarly, SBC's and Ameritech's plans for out-of­

region local entry could change if they felt the need to respond to successful local entry on a
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significant scale in their regions by MCI Worldcom, AT&T, or any of the CLECs.ll! Therefore,

they are valuable potential entrants.

32. One of the reasons that large ILECs such as SBC and Ameritech are important potential

entrants to the mass market is that penetration of the mass market will likely require substantial

reliance on resale and unbundled network elements. The prices, terms and conditions for these

entry modes are established in contentious arbitration hearings in the states. As noted in the

introduction, State Commissions ruling in arbitration proceedings face a significant information

asymmetry problem. They are faced with competing claims by ILECs and by competitors of the

cost and difficulty of provisioning unbundled network elements. An out-of-region ILEC would

be an extremely credible participant in these arbitration proceedings.

33. SBC did contemplate mass market entry earlier this decade through the purchase by SBC

ofthe Hauser Communications assets in the Maryland suburbs of Washington D.C. However

local competition did not result, likely at least in part for the reasons discussed in detail in ELB II.

Nevertheless, this move showed a willingness on the part of SBC to break ranks with its fellow

RBOCs. In regulatory proceedings in Maryland, SBC filed testimony contrary to the positions

being taken by Bell Atlantic.llI We would also note that Ameritech is entering cable markets in its

W The issues surrounding defensive entry ofthis sort are discussed below at paragraphs 70­
73 and 115.

22/ See Reply Testimony ofJerry A. Hausman on behalf of SBC Media Ventures in Public
Service Commission ofMaryland, in the Matter ofthe Investigation by the Commission on its
Own Motion into Legal and Policy Matters Relevant to the Regulation ofFirms, Including
Current Telecommunications Providers and Cable Television Firms, Which May Provide Local
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own region. With this learning, it may be a credible cable entrant out of region It would then be

in a position to use the newly developing broadband access technology to reach the mass market

for local telephony.

34. The national-local market for the business ofFortune 500 firms addressed by SBC-

Ameritech is discussed in detail in the next section. We would note here that, if SBC and

Arneritech are incorrect about the size and scale required to be viable in that market, the number

of significant potential entrants will have been reduced by one.

35. We would also note that potential entry merger analysis must be calibrated differently for

telecommunications than for other markets. Standard potential entry theory focuses on "most

likely" potential entrants. However, standard potential entry analysis typically focuses on

unregulated markets where there have been no legal entry barriers, and where the market is not

almost completely monopolized. Entry has only been allowed in local telephone markets for a

relatively few years. As a result, the dynamic entry process is not well developed. Therefore, the

second, third and fourth most likely potential entrants are more important in this market than in

other industrial markets.l1! This is especially true if, as SBC and Ameritech argueM/, unlikely

potential entrants !fl!l!D!. might be transformed into actual entrants in the future as market

Exchange and Exchange Access Services in Maryland in the Future, Case No. 8587, filed July 22,
1994.

23/ The Commission reached this conclusion in the BA/NYNEX Order.

24/ See the "defensive entry" discussion below at paragraphs 70-73 and 115.

20



conditions change. It would be a mistake not to value the potential pro-competitive prospects of

significant potential entrants very highly, even if the potential entrants are not planning current

entry. The loss ofmajor potential entrants into SBC's and Ameritech's territories (i.e., Ameritech

and SBC, respectively) with an admitted strong interest in out of region local entry would be

substantial.

B. An Important Regulatory Benchmark Will Be Lost

36. Regulators and economists have long understood the importance of benchmarks. This

fact has also been recognized by the ILECs, as the Commission noted in the BA/NYNEX

Order.llI While benchmarking has not eliminate discrimination, it has been a useful regulatory

tool. As the number of potential benchmarks is reduced, the value of the tool is correspondingly

devalued.

37. Neither SBC nor Ameritech have opened their markets sufficiently to justify approval of

Section 271 applications. However, there are significant differences between the two firms.

These differences are potential sources of information for regulators that will be lost if the merger

is approved. For example, Ameritech generally supported lower UNE rates than SBC, while

SBC has had less restrictive policies concerning certain aspects of shared access to UNEs. When

SBC controls Arneritech, it will be able to stop Ameritech from making improvements in the

terms and conditions of its resale and UNE offerings. Advances in local competition that may

otherwise have occurred in the Arneritech region are thus placed at risk if Ameritech is acquired

25/ BA-NYNEX Order, para. 149.
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by SBC. SBC's acquisition of Ameritech will cut off the progress, and any likely future

benchmark that would apply to SBC. Similarly, the acquisition will eliminate policy differences

between the companies that would place benchmarking pressure on Ameritech from those areas

where SBC's policies are more conducive to local entry than Ameritech's. SBC's acquisition of

Ameritech will thus reduce the possibility ofmeaningful benchmark competition.

38. Benchmarks are also useful to customers. Large ILEC customers such as AT&T are able

to benchmark the performance ofILECs. The Rivers Affidavit filed by SBC provides an example

of such benchmarking. Rivers reports (at page 9)

... that AT&T, our largest wholesale customer, which is familiar with the methods
used by all major carriers in providing HiCap lines, preferred Southwestern Bell's
HiCap procedures to those used by other companies.... Consequently, because of
AT&T's request, many ofthose procedures that were superior to those we were
previously using have become standard with us. Business customers,
interexchange customers, CLECs, wireless carriers, and others who use HiCap
service have benefitted from our experience.

SBC-Ameritech use this as an example ofhow they can rely on one another for ways to improve

their service to IXCs. This improvement took place without the merger because AT&T had a

competitive benchmark to use. A more likely post-merger outcome is that, with loss of the

benchmark, service quality will be lower on average. SBC-Ameritech have no large economic

incentive to voluntarily improve its service to IXCs, with whom it hopes to compete in the near

term.

39. The nationwide structure of the industry also plays an important role in the development

of industry standards. A dominant ILEC may impose standards on the industry, bypassing
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standards processes. The development of industry standards has always been problematic, with

the local telephone companies able to control the process and adopt standards that disadvantage

other players, such as IXCs. With fewer voices in the standards process, the ability of a single

large firm to drive the results will increase. This is particularly important given the current

evolution ofbroadband technologies. A more consolidated local telephone industry will have a

greater ability to force anticompetitive standards on the industry.

C. Competition for Long Distance and Bundled Local and Long Distance Service Will Be
Harmed by the Merger

40. It is appropriate to analyze the competitive effects of the merger under the assumption that

RBOCs obtain near term 271 authority to provide interLATA long distance service within their

regions. Based on the analysis in Section II, significant local competition is not likely in the near

term. An inevitable result of the merger will be that more calls will originate and terminate in the

combined territory of SBC. This is significant because the artificial access charge advantage

enjoyed by ILECs will increase as a result of the merger.

41. The artificial access advantage stems from the fact that access charges are currently priced

well above costs. Excessive access charges result in subsidies from the long distance carriers to

ILECs. These subsidies give the ILECs an artificial and anticompetitive advantage in the long

distance market. These advantages are not the result of efficiency or innovation by ILECs. They

are the result of its position as the incumbent local exchange carrier, with the consequent ability

to charge its competitors high prices for access. One significant problem is that ILECs can place

their long distance competitors in a price squeeze.
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42. Under a price squeeze, a firm supplying a monopoly input incurs less cost for the

monopoly input than it charges its competitors. As a result, the competitors are unable to earn a

profit even though they may be as efficient or more efficient than the monopolist. Modern

economic theory recognizes the anticompetitive nature of such price squeezes. Raising the price

ofan essential monopoly input is a "raising rivals' cost" strategy. 'l#

43. Imputation rules do not solve this problem. Under imputation, the monopolist charges

itselfor its affiliate toll provider the same rate for the monopoly input, i.e., access, as it charges it

competitors. Experience in administering the imputation rules shows that these rules are hard to

enforce in the face ofincentives for the local monopoly telephone companies to abuse them -- and

the incumbent telephone companies do indeed have these incentives.

44. At the request ofAT&T and MCI Worldcom, HAl reviewed imputation of access charges

by New York Telephone ('~') for its toll and Regional Calling Plan ("RCP") services. The

conclusion reached was that despite the Commission's imputation rules and policies, many NYT

intraLATA toll services were priced too low to allow competing, equally efficient interexchange

carriers to make a profit. The NYT imputation analysis contained unrealistically low costs of

administration and marketing. As a result of this and other problems identified, NYT placed its

26/ See, for example, Salop, S. and D. Scheffinan, "Raising Rivals' Costs," American
Economic Review, 73, May, 1983.
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competitors in a price squeeze. Thus, imputation as a competitive safeguard is flawed in both

theory and practice.

45. These competitive problems would not be resolved if the imputation rules were changed.

Excessive access charges provide incentives for abuse. It is very difficult for regulation to

overcome these incentives. With the introduction of local competition, the resources of

regulators are stretched even further. The evidence in the interLATA market is that there will be

a variety of pricing plans and frequent service innovations. At best, regulators will be able to

perform cursory imputation reviews of ILEe offerings. By the time reviews are completed, plans

that fail an imputation test may have already damaged competition. As the experience in New

York demonstrates, this problem is exacerbated by the fact that the issues surrounding a proper

imputation can be quite complex. The New York Commission recently found that" ... the

incumbent local exchange carrier is advantaged by the difficulties and delays inherent in policing

imputation ... "111 A New York administrative law judge described the problems in more detail.

" ...as a practical matter the [imputation] rule appears difficult to apply, and with
the proliferation ofcompetitive services, New York Telephone's rates may be
increasingly difficult to police for imputation failure... staiIreported in July 1996
that New York Telephone's personalized rate plan failed the imputation standard.
Despite filing of tariff revisions, New York Telephone conceded and the
Commission found that the service still failed imputation in July 1997."~1

27/ See Opinion and Order Establishing Access Charges for the New York Telephone
Company and Instituting a Targeted Accessibility Fund, Opinion 98-10, June 2, 1998, p. 12, fn. 2.

28/ Recommended Decision ofJudge Stein in Case no. 94-C-0095, 1/23/98.

25



The bottom line is that pricing access at economic cost is an essential competitive safeguard. If

ILECs are not earning excessive profits on access, they are less able to earn low or negative

margins on the non-access portion of toll rates.

46. Incumbent local exchange carriers have argued that they have no incentive to discriminate

against long distance competitors because they would lose the profits they are making on access

as a result. This "opportunity cost" argument is not correct; under some, empirically relevant,

circumstances neither imputation nor the firm's own calculus provides the correct opportunity

cost to the ILEC. First, the monopolist will have incentives to offer volume discounts or other

types of discount plans that long distance competitors cannot match. On minutes of use

stimulated by such plans, the long distance carrier will still pay the ILEC full access charges, but

the ILEC will recognize that its marginal cost ofaccess is less than a long distance carrier's

marginal cost ofaccess. It will therefore be able to profitably offer consumers deeper discounts.

These discounts are not due to efficiency or innovation, but are due simply to the fact that access

charges are priced above cost for competitors.

47. Second, if the monopoly telephone company is subject to an explicit or implicit profit cap

from regulators, it will not perceive the same cost of discriminating against competitors as when

this is not the case. In other words, pricing its own long distance services without regard to

access charges may be profitable. Its access profits will fall, but it may avoid a general rate

reduction. In addition, it will gain a competitive advantage against its long distance rivals.
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48. Third, above cost access charges distort competition because the ILEC can profitably

engage in non-linear pricing strategies (e.g., volume discounts or multi-part declining tariffs) that

IXCs cannot profitably match. Under these pricing strategies, usage charges can be reduced all

the way to marginal cost. The marginal cost floor for an IXC is the per minute access charge paid

to the ILEC while the marginal cost floor of the ILEC is the true marginal cost of access.

Because the ILEC's private marginal cost ofaccess is far less than an IXC's private marginal cost

of access, it can profitably offer non-linear pricing packages for its long distance service (or

bundles that include long-distance and local services) that include deeper discounts for marginal

long-distance users than can the !XCs, which cannot internalize (and thus eliminate) the distortion

created by above-cost prices for access.~

49. Mergers among ILECs exacerbate the problems discussed above because mergers will

result in a larger number ofILEC calls both originating and terminating within territory. This

increases the total access charge advantage accruing to the ILEe. Access charges have fallen in

recent years, reducing the magnitude of the advantage. Nevertheless, access charges remain well

above costs.~

W See Declaration ofKenneth C. Baseman and Frederick R. Warren-Boulton on Behalf of
MCI, CC Docket Nol. 97-208 (r.e. BellSouth's application for interLATA authority in South
Carolina), paragraphs 27 and 28 for a more detailed explanation.

301 Usage-based access charges have fallen even faster than total access charges because
access charge revenue requirement has been transferred to fixed rate elements such as the PICC
or explicit universal service requirements.
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50. The Commission reviewed this argument in the context of the Bell Atlantic-NYNEX

merger, concluding that the problem was not sufficient to justify disapproving the merger in light

ofother regulatory rules concerning price squeezes and its expectation that Bell Atlantic would

comply with market-opening conditions imposed by the Commission in connection with the

merger.HI However, since the Commission review ofthat merger, it has become even more

apparent that competition is unlikely to rapidly move access charges towards cost. As discussed

above, local exchange competition is not developing rapidly.

51. The merger may also reduce the prospects for local competition within the territories of

the merged firm. Local and long distance services will likely be offered as a bundle. Customers

choosing SBC-Ameritech local and long distance service bundles will not be available to CLECs.

The access charge advantages the ILECs enjoy (because they are uniquely able to integrate

around the problem that overpriced access charges create for IXCs) will result in a smaller

potential market for their local competitors. This, in tum, will make it more difficult for

independent entrants to reach a viable size. The effects on local markets are discussed further in

the next section.

52. Non-price discrimination will also become more likely with a merger. A merged firm

degrading quality will have a greater impact on its long distance rivals than non-merged firms

because a higher proportion ofthe independent rivals' calls will both originate and terminate

within region. That is, discrimination will carry a higher pay-off after a merger. This incentive is

ill BAlNYNEX Order para. 115.
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exacerbated by the fact that the probability ofdetection ofdiscrimination will be reduced by the

loss ofbenchmarks.

53. The risk of technical discrimination is actually higher now than it has been in the past. The

deployment ofnew signaling systems, intelligent network architectures, and the growth of

broadband applications are all leading to different and more complex forms of network

interconnection. This in tum increases the opportunity to discriminate. To take the Advanced

Intelligent Network ("AIN") as an example, an ILEC can refuse to interconnect at critical points

or to convey essential information messages across the network. Instead of refusing to cooperate,

the ILEC can choose to cooperate in a painfully slow way - with the same ultimate result. It can

also put competitors at a substantial disadvantage by slow-rolling their requests for

interconnection based on unjustified claims oftechnical infeasibility or lack of capacity.

Regulators have a difficult time refereeing technical disputes of the sort that would be created.

The implication is that competitors will not be able to design customized applications for

customers that the ILEC would be able to provide - not because the ILEC is more efficient but

only because the ll..EC controls the last mile.

54. Of course, another problem is that simply by having to ask for new or special forms of

interconnection to meet special customer needs or develop new products, IXCs are put at a

disadvantage. The ILEC can delay provision of the necessary interconnection until it is ready to

market the same service.
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IV. Allowing SBC and Ameritech to implement their "NationallLocal" business plan through
the merger will harm customers.

55. SBC and Ameritech argue that their merger is in the public interest because the new SBC

intends to invest heavily to enter local service out of region, whereas each company standing

alone would not. SBC refers to this business plan as the "National/Local" plan. In this section

we first describe the NationaIlLocal plan. Second, we show that SBC and Ameritech's advocacy

for the plan is both internally inconsistent and inconsistent with their prior statements about local

competition. With this background, in Section C, we show that the merger will actually reduce

the prospects for local competition. Ofcourse, it is not out-of-region entry by itself that harms

consumers. If SBC or Ameritech want to implement the plan individually, out-of-region

consumers would benefit and in-region consumers would not be harmed. In contrast, as we

explain, the merger makes it likely that in-region customers will be harmed even if SBC/Ameritech

follows through on its promises for out-of-region entry.

A. Description of the NationaIlLocal Plan.

56. Each merger partner says that it has seriously examined the economics ofout of region

entry, and concluded that local entry, whether by resale, UNEs or own facilities, would be

unprofitable in an economic sense, i. e. it would not generate future returns sufficient to warrant

the investment. SBC and Ameritech argue that profitable local entry requires very large scale

investments in many localities at once. Thus, they claim that each company, on a stand-alone

basis, is too small.
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57. They assert that a merged SBC/Ameritech will find out-of-region local, facilities-based

entry profitable because the merged firm will be able to more economically "follow" major,

Fortune 500-type customers out ofregion.B! SWB and Ameritech state that many of these large

customers desire a single source from which to procure a bundle of localllong distance and other

services. SBC/Ameritech state that these customers will require that the "sole source" vendor

provide 70-80 percent of the local service nationwide with facilities under its control.llI

58. After the merger, SBC and Ameritech can provide customers with a much larger base of

local facilities under its ownership and control. The merged company will be able to profitably

enter local markets out of region because a smaller proportion of the country will be out of

region. Therefore the amount ofincremental investment needed to achieve any given level of

"controlled" facilities is smaller for the merged firm than for each firm alone.

59. For example, after the merger SBC can use Ameritech's local facilities (which it will then

own) in Ameritech's region, rather than building its own facilities or dealing at arm's length with

Ameritech for UNEs. This difference, the parties claim, is ofenormous importance. In essence,

SBC (and Ameritech) are saying they could not profitably launch stand-alone national local plans

without the leg up ofbeing able to avoid investing in their own local facilities in the other's region

and/or procuring UNEs from the other merger partner.

32/ "Description ofTransaction...", QI2. cit., p. 5

33/ Ibid., pp. 14-15
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60. Finally, the parties indicate that they will employ a mix of owned and rented facilities when

entering out of region. Long distance transport will be rented, as will some local transport.

However, at least for larger customers, SBC will own the local loops (on SBC's fiber rings) and

switching facilities. They say they will rent loops for residential and small business customers to

fill out their network.

B. The critical assumptions of the NationallLocal Plan are incorrect or mutually inconsistent,
and are inconsistent with the BOCs' (and GTE's) positions in previous public policy
debates.

61. First, entry into local telephony is time-consuming and costly. After previously arguing

that local competition is developing slowly because ofstrategically-motivated slow-growth plans

by the IXCs and CLECs, SBC now comes clean and admits what has long been obvious to

everyone else: very large barriers to entry remain in local markets. And the UNE procedures in

place have done little to change that fact. The UNE provisioning process is not working.

Moreover, the prices are too high.MI The practical reality is that, to the extent local entry is

occurring, it is predominantly with facilities constructed by the entrant.

62. MCI Worldcom has argued that local entry cannot be viable if it depends substantially on

UNEs purchased under the terms and conditions that now prevail from an entity, the ILEC, with

no incentive to make the transaction work. SBC and Ameritech have reached the same judgment.

They have decided that out-of-region local entry must be predominantly facilities-based and they

:HI Note that SBC and Ameritech say out-of-region local entry is now unprofitable for them
anywhere, including the Bell AtlanticlNYNEX region. Thus the concessions BellAtlantic/NyNEX
made to get their merger cleared are inconsequential to SBC and Ameritech.
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cannot pursue National/Local strategies by relying substantially on UNEs purchased from the out-

of-regions ILECs on the terms and conditions at which they are currently available (at least during

the early stages ofentry).

64. Second, the initial benefit SBC claimsjrom the merger is greater competition for the

integrated telephone needs ofFortune 500 companies. It must be recognized, however, that this

is the class ofcustomersfor whom facilities-based competition is most likely to develop with or

without the SBC/Ameritech merger. Major business customers have been targeted by the CLECs.

Thus the claimed initial benefit is quite modest. In fact, using the BOCs' normal metric, there are

no benefits from the SBC/Arneritech national/local plan.

65. BOCs generally claim that local service as a whole is now competitive, even though there

is very little facilities-based competition, because their markets are (they allege) open to

competition. Thus their normal assertion is that some prospect of entry in local service (even

where actual entry is minuscule) ensures that a close to competitive result will occur.

Consider the testimony ofeconomists Richard Gilbert and John panzar sponsored by Arneritech

in its 271 application in Michigan.llI

Mobility conditions~~Qf~ and~ i@ critical determinants Qf market
outcomes: concentration is secondary. If costs ofentry and exit faced by potential
entrants into the local exchange market are low, Arneritech's ability to exert
market power is limited. IfArneritech attempted to discriminate in price, quality,
or any other dimension ofaccess, it would be foiled by the profit opportunity
thereby created for potential entrants or actual competitors. For example, suppose

35/ See Joint Affidavit ofRichard J. Gilbert and John C. Panzar ofBehalfofArneritech
Michigan, Dec. 1996 at paragraph 81.
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Ameritech attempted to degrade the quality ofaccess provided to competitive long
distance providers. The threat of opportunistic entry saves as a deterrent against
discriminatory behavior. ~ provisions .of~ Ag, requiring Ameritech to
provide unbundled network elements to existing and potential local competitors
~m.ro opportunistic~~~=~ entrants need~ incur minimal
sunk~ With easy entry, any discrimination by Ameritech would create a profit
opportunity for a potential competitor, who could enter as a competitive access
provider, or enter as a competitive local exchange carrier by leasing the unbundled
loop, and providing access to long distance carriers. ill course, actual competitors
~ a1sQ discipline an incumbent, hY.t~ threat .of~ can be an effective
discipline~if~ incumbent~ littk QI: IlQ~ competition. This is till!
~ in which market concentration is secondary tQ entry conditions. (Emphasis
added.)

By that standard, the nationa1llocal market for Fortune 500 companies is already adequately

competitive, since the !LECs' (alleged) compliance with the 1996 Act makes entry conditions

easy enough that there is no room for the exercise of any appreciable market power, and no

further significant competitive gain that can be expected from additional, facilities-based entry.

66. The SBC-Ameritech proposal produces few, if any, benefits even using a more reasonable

competitive metric. Local markets are not competitive, although the major facilities oflarge

Fortune 500 firms are sometimes served by multiple suppliers. MCI Worldcom, TCG, and a

number ofsmaller CLECs have facilities in major cities throughout the country. The competitive

benefits ofan additional entrant into this segment of the market are correspondingly reduced.

67. SBC and Ameritech clearly possess technical and financial resources for entry better than,

or at the very least as good as, any other entrant. Nevertheless, they have decided that

independent out of region local entry will not generate returns sufficient to justify the investment.

Thus, in the Application they recognize that enormous entry barriers remain in local service. This
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position completely undermines claims by both of these BOCs that the IXCs and stand-alone local

entrants have been timing and scaling their entry so as to prevent BOC entry into long distance

service or "game" the regulator into requiring lower rates or better terms for BOC services or

UNEs. Ifthese BOCs (who say they have no strategic motive to avoid out-of-region local entry)

find such entry unprofitable, one need not look for subtle, strategic reasons why MCI Worldcom,

AT&T and others have scaled back their local entry plans. There are substantial barriers to local

entry for them as well. It is ironic that SBC and Ameritech castigated other local entrants for not

entering sooner or on a broader scale (for example, see SBC, "Description of the Transaction,

Public Interest Showing and Related Demonstrations", at pages 20-21), when they evidently

decided not enter out ofregion local service at all.;!2I

68. Third, SBC andAmeritech are likely to enter local service out ofregion as and if local

competition begins to become significant within their regions. Indeed, SBC claims that

significant local entry (specifically, its out-of-region entry) will motivate ILECs to enter local

service out ofregion in order to compete for the national/local business oflarge business

36/ SBC is more than a little schizophrenic on this issue. When attempting to assure the
Commission that the loss ofAmeritech's possible competition in S1. Louis will not reduce overall
competition there, SBC argues ("Description ofTransaction..." at pp. 75-6)

"In a market with a large incumbent, .all of the other market participants have a
powerful incentive to compete and expand output. In other words, whether
Ameritech competes in St. Louis or not, AT&T (especially in light of its pending
mergers with TCI and TCG), WorldCornlMCIIMFSlBrookslUUNet, Sprint, the
many CLECs and all of the other competitors will continue to try to expand their
business and compete vigorously with SBC in order to build their customer bases.
Nor is there any reason to believe that such emerging competitors would be likely
to collude among themselves or that such coordination would have any impact on
the market".
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customers. ill But one must ask how SBC and Ameritech can predict smaller BOCs, such as Bell

South or US West, would undertake such entry, when they say that each ofthem lacks the critical

mass to make such entry viable?J§! Ifsuch entry is not profitable for Ameritech and SBC today

because they do not possess sufficient scope and scale, how will similarly-sized or smaller BOes

be able to enter profitably in the future? We see only two logical possibilities, each of which

undermines the merger benefit claims made by SBC.

69. First, out-of-region local entry would be profitable now, but the BOCs have not attempted

such entry in order to avoid destabilizing an implicit market-sharing agreement among the BOCs.

With such an implicit agreement, refraining from entering each others' territories is more

profitable than entering. The Commission must ask whether increased concentration among the

already dwindling supply ofILEC potential entrants is a reasonable price to pay for an

unenforceable entry commitment from SBC and Ameritech. It is reasonable to question whether

the cartel is more likely to be broken with the merger, or with a larger number of firms with

incentives to act independently as the future unfolds.

37/ See "Description ofTransaction...", op. cit., p. 25; Carleton Aff at para. 10,
SchmalenseelTaylor Aff at para. 16, and GilbertlHarris Aff at para. 28, and Kahan Afr. at para
88.

W We accept for discussion purposes SBC's implicit assumption that it will be successful in
getting in-region, interLATA authority soon (i.e. before local competition has taken root and
forced access charges to economic cost). SBC assumes near - term 271 authority both in its
NationallLocal product description (bundled local and long distance service, p. 14) and its
facilities description" (intercity trunks to be purchased from Qwest, Williams and others, p. 15).
It then contemplates offering long distance service as part of the product bundle it offers
customers who prefer to deal with a single telecommunications. We believe such interLATA
authority should not be granted until local competition is far better established than it is today.
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70. The second logical possibility is that out-of-region entry by (say, Bell South) is not

profitable today because its Fortune 500 customer base has not~ been much eroded. However,

when faced with a substantial possible loss of business to facilities-based local competition in its

region in~~, SBC argues that ILECs such as BellSouth will invest defensively out of

region to protect their customer bases.

71. The economics of defensive entry are far different than the economics of offensive entry.

The returns from offensive entry (entering out-of-region local service before there is meaningful

in-region local competition) are simply the (low) profits from competing as a small player against

the host ILEC.

72. The returns from defensive out-of-region entry include both the low out-of-region profits

from local service plus the larger monopoly profits from local service within region that the ILEC

retains if it retains local business, rather than losing it CLECs who have established a nationwide

footprint.

73. Thus the notion that ILECs may enter out of region for defensive, but not offensive,

purposes has logical appeal, and does not depend upon a tacit market-sharing agreement among

the BOCs. However, ifthis argument is correct,1illID this merger is not needed to induce

Arneritech .and SBC 12~ }Qgl service QY1 Qf region. As they begin to lose "national/local"

business to facilities-based local entrants in their regions (such as MCI Worldcom) they will begin

investing out ofregion to protect their customer base, exactly as they claim other major ILECs

will do in response to their out-of-region entry.
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74. Fourth, SBC's claims that the market opening measures taken thus far under the 1996

Telecommunications Act have reduced entry barriers is contradicted by its statement that recent

changes in the market have required greater scale and scope for successful market participation.

SBC claims that entry barriers have been lowered under the Telecommunications Act, yet on net

other changes have increased the scale and scope necessary for it to succeed.12/ Modem

economics recognizes that a market characterized by the need to incur sunk costs in entry (as in

the largely facilities-based local entry plans of SBCIAmeritech), coupled with the need to achieve

large scale and scope to produce cost-effectively, is a market with substantial entry barriers.

SBC's assertions that the 1996 Telecommunications Act reforms have reduced entry barriers is

thus completely trumped by its analysis that entry barriers to local service are still extremely high.

75. Fifth, SBC and Ameritech argue that, especially as compared to MCIWorldcom and

AT&T, they do not have the financial resources to undertake large-scale out-oj-region entry.

They argue that other players, such as AT&T and MCI Worldcom, possess nationwide brand­

name recognition, nationwide staffs and a massive base of revenues and profits that it must

somehow match to compete for nationalllocal accounts. SBC claims the merger-related synergies

will allow it to compete with the IXCs for these accounts. These claims are unpersuasive.

76. SBC's and Ameritech's argument that they don't have the financial resources to compete

out-or-region without the merger (Kahan Aff P. 79-81) is completely bizarre. According to their

own numbers, the merged company will have revenues about equal to the sum ofMCI Worldcom

W Description ofTransaction....at page 19.
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and Sprint, and net income over two and one-half times larger than the sum of the net incomes of

these two IXCs. Yet SBC criticizes these IXCs for strategically avoiding broad-based local entry.

At least they have attempted to compete against ILECs in local service, while SBC and

Ameritech have not!

77. SBC tries to show that AT&T has greater resources available for out-of- region entry

than the combined SBC and Ameritech. This comparison is completely wrong. It compares its

own net income with AT&T's operating cash flow. In fact, SBC's pre-merger cash flow from

operations was almost $ 7 billion dollars, or about 50 percent greater than the $4.3 billion in

operating cash flow it attributes to AT&T.~

78. Cash flow has some significance to the investment a company can undertake in that cash

flow over and above that necessary in the near term to sustain the existing business can be

available for investment in other endeavors. But it is surely also relevant to ask what kinds of

returns on investment various companies are making. A company with high returns on investment

has greater internal cash flow available for investing in new markets because the returns from old

markets far exceed the amounts that will have to reinvested to sustain the existing businesses.

Dow Jones Interactive reports both returns on assets and returns on capital employed. By either

measure, SBC's and Ameritech's average returns have been about double the average returns of

Mel Worldcom and AT&T in recent years.

401 See "Description..." at p. 53.
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79. The brand name argument is a red herring. Brand names matter little to Fortune 500

accounts who are contemplating some sort of sole-source arrangement with a single vendor. For

smaller business customers and residential customers, brand names are useful to the extent they

provide accurate summary information about the firms' reputations and qualities. However,

Fortune 500 accounts will directly investigate and extensively test the services of any vendor

before a committing to them on a sole source basis. In addition, we doubt that any Fortune 500

telecommunications manager is not familiar with the names Ameritech, Southwestern Bell or

Pacific Bell.

80. SBC places great weight on the argument that out-of-region local entry will be far cheaper

for it after the merger than for the two companies standing alone. See Kahan Aff, P. 77-78 and

Carlton Aff paragraphs 31-35 .!II These "savings" reflect only the fact SBC and Ameritech save

money ifeach does not have to enter local service in the other's territory. But these "savings" for

facilities-based local entry claimed by SBC are a symptom of a problem, not a merger benefit, if

SBC or Ameritech would, but for this merger, have entered each other's territory. In that case,

the alleged savings are merely a symptom ofan anticompetitive output restriction. Any expansion

ofoutput, such as out-of-region local entry by an BOC, takes resources. Monopolists cannot

defend their output restrictions on the grounds that resources are saved due to less entry, because

the social benefit of increased output outweigh the resource costs. Here, where local markets

remain almost completely monopolized, the Commission should not allow a merger today, with

W Carlton assumes that out-of-region entry will require 95 managers per city. However,
when an Ameritech city is converted from out-of-region to in-region by the merger, no hiring of
additional managers is assumed necessary to market and service national/local accounts.
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some resource "savings", when the effect may well be to reduce competition in the future. And

the Commission should be especially wary ofdoing so when the merging parties have indicated

they

have a strong interest in out-or-region local entrylll, and where the merging parties' own analysis

ofentry indicates that, even though they see no reason for out-of-region entry today, they would

likely be moved to enter out-of-region to defend their existing local business as local competition

develops and their major in-region business accounts begin patronizing other vendors of

national/local service (who~ made the investments necessary to provide their customers with a

national footprint).

81. In sum, SBC and Ameritech's financial and synergy arguments are completely

unpersuasive, at least as applied to its ability to enter local service out of region. We think,

contrary to SBC's position, that a major effect of the merger will be to reduce the prospects for

local competition in the territories of SBC and Ameritech, a subject to which we now tum.

C. This merger will reduce local service competition in the SBC and Ameritech
territories, and thereby harm consumers.

82. Disapproving~ merger provides~~ chance fur local competition 1Q develop in

SBC's and Ameritech's territories. SBC's and Ameritech's defense of their merger proposal

42/ See Kahan at paragraph 10 ("...during the fall of 1997 ...events in the industry compelled
SBC to more aggressively seek to become a national, and ultimately an international, enterprise in
order to remain a viable contender for the many growth opportunities which we anticipated.") and
Carlton affidavit at paragraph 21 ("SBC decided in late 1997 and early 1998 that it needed to
expand geographically in order to respond to the changes in industry supply and demand
conditions...")
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explicitly recognizes that entry into local service is extraordinarily difficult. The proposal also

recognizes that the market opening measures for local service that thus far have been implemented

under the '96 Act have not opened local markets very much, even in the Bell AtlanticlNYNEX

region, where the Commission required additional market-opening measures (upon which Bell

Atlantic has thus far defaulted). In contrast to out-of-region long distance inputs, which SBC and

Ameritech plan to rent in a competitive market free of opportunistic behavior by a major rival,

SBC and Ameritech recognize that they must build their own facilities, at least to serve their core

large and mid-sized business accounts.

83. Ameritech and SBC are in effect conceding that out-of-region local markets are not yet

"open to competition," which the '96 Act makes a prerequisite for BOC interLATA authority.

Ameritech and SBC are as well positioned as anyone in terms of the technical and financial

capabilities for local entry. Ifentry is unprofitable for them, the market is not "open to

competition" in any meaningful economic sense.

84. If the local inputs needed to compete with ILECs for the business ofmajor business

customers could be procured in a competitive environment, then out of region local entry by

SBCIAmeritech would not be needed to satisfy these customers, just as SBCIAmeritech recognize

that they need not provide out-of-region long distance service with their own facilities to satisfy

these customers. However, ILECs can be expected to discriminate against anyone (including

nationalllocal operations ofout-of-region BOCs) trying to take away local service revenues.
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85. ILECs have an incentive to provide non-discriminatory UNE service to entities that are

both capable ofentering with their own local facilities and in a position to offer sole-source or

one-stop shopping to large corporate accounts. In this case the ILEC has an incentive to provide

good UNE service in order to avoid losing all local revenues flowing from the business of those

customers. This incentive is eliminated by the merger if 271 authority has also been granted

prematurely (e. g. before local competition has taken root and forced access charges far closer to

economic cost). The merged company will move to provide its own one-stop shop immediately,

and therefore will be able to compete for the patronage of its own Fortune 500 customers on an

end-to-end basis. It will not have to consider whether to make UNEs available on a more

reasonable, competitive basis in order to keep a portion of the business of these large customers.

Thus, a SBC/Ameritech merger coupled with 271 authority raises serious risks to the possibility

ofeffective local competition by reducing the chances SBC or Ameritech otherwise might have

moved, as local competition developed, to provide UNEs on more reasonable terms.

86. IfSBC and Ameritech do not provide in-region interLATA service, the merger still creates

a serious risk that SBC/PacTel/Ameritech/SNET and Bell AtlanticINYNEX/GTE will be able to

seriously disadvantage smaller competitors for national/local accounts. The smaller competitors

would include CLECs and other ILECs who might consider out-of-region entry. By definition,

these carriers have less extensive local facilities in place. SBC/Ameritech would compete for

national/local business by providing the telephone equivalent of the "first screen" on desktop

computers. SBC/Ameritech could install out-of-region switches and fiber rings so as to provide

national customers with the same telecommunications interface in all areas where it had its own
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facilities. Without interLATA authority, SBC would have to set up its service so that customers

could use it with any long distance service. But because there is no serious disagreement that

long distance service for large corporate amounts is quite competitive, SBC need not fear that

long distance carriers will purposely design their service so as not to work well with Ameritech's

national/local service. Customers who like Ameritech's national/local service features will search

out long distance services that interconnect well with SBC.

87. Consider a customer for whom 80 percent of its traffic originates and terminates in SBC's

territory, and 20 percent ofwhich flows between points in SBC's territory and the territory of

another ILEC. In competing for the national/local business of that customer, SBC has a

substantial advantage. Ifthe smaller ILEC wants to compete for that customer, it will need to

build its own facilities or procure UNE's from SBC for 80 percent of the customer's business.

CLECs would have to build facilities or buy UNEs for 100% of the locations. SBC will need to

build facilities or buy UNEs to serve only 20 percent of the customers requirements. For UNE­

based entry, SBC can discriminate against rivals for a far greater volume ofbusiness. And SBC's

investment to build around such discrimination is far smaller than the other ILEC, because it

already provides facilities-based service for four times as many calls. This gives SBC (and Bell

Atlantic) both the incentive and ability, without fear of effective retaliation, to discriminate against

other firms attempting to meet the demand for national/local service.

88. It then may make (private) sense for Ameritech/SBC to build their own out-of-region local

facilities. It will then control both local ends for far more major clients than any other ILEC or
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non-ILEC competitor. Because it will be far larger than other competitors, it can inflict far more

discrimination on others than it will have to incur itself In these circumstances, the post-merger

SBC (and Bell Atlantic-GTE) will find themselves uniquely well-positioned to win the business of

Fortune 500 clients, since they can offer service far less prone to discrimination than IXCs and

other ILECs.

89. To see how works, consider the following simple example. Suppose that if an ILEC

provides "good" UNE services, other local carriers can profitably serve corporate customers

using a UNE-based strategy. However, currently the ILECs' incentives are to offer "bad" UNE

services, which prevents UNE-based local competition. Offering UNEs on this basis allows the

ILEC to keep all local revenues from those corporate accounts. The ILEC would obtain lower

revenues and profits from selling UNEs.~ So, while the ILEC could provide good UNE service

to its competitors, it chooses not to do so. Rather, it provides them with bad UNEs so as to

forestall local competition. It provides good service to itself (but these are not called UNEs).

90. This situation can be understood using the theory of network externalities. In a

competitively structured market, firms have an incentive to interconnect on mutually beneficial

terms. In this context, this means that firms have an incentive to open their networks to other

43/ As we noted above, if(as) local competition develops (without interLATA authority) at
some point the ILECs incentives change. It will have incentives to provide good service to other
carriers because they have competitive alternatives ofgetting good quality service from other
local facilities-based competitors. At that point, the ILEC finds it profitable to stop discriminating
(or to begin providing more compatibility), for it is better for the ILEC to get the UNE revenues
than nothing at all.
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competitors through provisioning UNEs and terminating network interconnection on reasonable

physical and financial terms and conditions. To not do so means the loss of business to other

firms. However, ifSBC gets too large, it loses any private incentives to maintain compatibility. It

will have more to lose than to gain by opening its networks. When it gets large enough, it has

incentives to "tip" the system to incompatibility.!!'

91. Premature interLATA relief exacerbates the problem. SBC can still provide good service

to itself, yet continue to provide bad UNE service to others. It is not backsliding on the

performance ofUNEs it sells to others, it just never offered UNEs of any serious commercial

value. In these circumstances, under SBC's National/Local theory, their merger creates additional

incentives for discrimination (for less compatibility offered to customer/competitors). The

merged firm now finds it profitable to be the only provider ofhigh quality one-stop (local plus

interLATA) service, and it now has stronger incentives to resist local competition (because it now

captures all one-stop revenues that previously were captured by no one).

D. Mergers between major ILECs (such as SBC/Ameritech and Bell Atlantic/GTE) threaten
competition for advanced services and Internet service.

92. The Commission is currently concerned about competition for the advanced services that

will bring broadband Internet access to residential and small business customers.~I A key fact in

W Jean-Jacques Laffonte, Patrick Rey, and Jean Tirole, "Network Competition: 1.
Overview and Nondiscriminatory Pricing," The Rand Journal ofEconomics, Spring '98, pp. 1-37.

~ In the Matters ofDeployment ofWireline Services Offering Advanced
Telecommunications Capability, CC Docket No. 98-147, Memorandum Opinion and Order and
Notice ofProposed Rulemaking, released August 7, 1998. ("Broadband NPRM")
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the development of the Internet is that there have been no dominant firms involved in its

evolution. Due to the Line ofBusiness Restrictions in the MFJ, BaCs were originally restricted

from providing information services. After this restriction was eliminated, the BaCs claimed that

the interLATA restriction limited their ability to provide information services. Despite constant

claims by the BaCs that these services would not reach the mass market without their

involvement~, the Internet flourished. Both large and small entrepreneurs were able to innovate

and invest in Internet technology. As explained below, the mergers between SBC and Ameritech

and Bell Atlantic and GTE will have negative consequences for development ofboth broadband

and Internet competition.

93. There are many ways in which an ILEC can discriminate against competitors that are

dependent on access to the ILEC networks to reach customers. Discrimination is a particular

problem when technologies are changing.£! Discrimination can be built into new network

architectures and new technologies can be deployed to favor the advanced services provided by

the ILEC.i11 For example, the ILECs generally have been trying to limit competition for new DSL

technologies by refusing to allow customer/competitors to purchase essential facilities needed to

provide broadband services. Rather, the ILECs insist that would-be competitors to its broadband

46/ See Memorandum ofthe Bell Companies in Support ofTheir Motion for a Waiver of the
Inteexchange Restriction to Permit Them to Provide Information Services Across LATA
Boundaries (D.D.C. filed April 24, 1995).

47/ See Baseman and Warren-Boulton, op. cit., at paragraphs 20-24.

48/ See HAl Consulting Inc., Economics and Technology ofBroadband Deployment,
September 25, 1998.
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offerings must purchase an unbundled loop and collocate their own equipment to provide DSL

service to their customers. The problem is exacerbated by the fact that ILECs in general are

refusing to allow efficient collocation, and imposing a variety of other restrictions that have the

effect oflimiting the ability ofcompetitors to offer competitive versions ofxDSL.

94. The problem will only become worse as broadband technology evolves. xDSL

technology provided over copper loops has been available for almost a decade and is fairly well

understood. The ILECs are deploying digital loop carrier ("DLC") systems to more and more of

their customers. With DLC systems, competitors may require access to electronics located at the

fiber-feeder interfaces in the loop. So far, no ILEC has allowed the subloop unbundling required

to provide this access. With evolving technology, it may be possible for ILECs to select for

strategic reasons a broadbandIDLC architecture that does not allow efficient unbundling at ether

the subloop or the wire center.

95. There is also a substantial risk to Internet service providers. The Commission was quite

concerned about the potential for MCI Worldcom to monopolize the Internet backbone. It

required a divestiture ofMCI Worldcom's Internet operations before approving the merger.

These concerns struck us as theoretically valid, but empirically suspect, since it was not at all clear

that (given the extensive building of backbone and other routing facilities by many other players)

there was any danger that there was in fact a backbone bottleneck or that MCI Worldcom could

gain control of it.
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96. But there is clearly a local bottleneck. As discussed above, the ILECs thus far have been

able to restrict competition for that bottleneck by refusing to provide competitor/customers all the

choices they are supposed to have under the 1996 Telecommunications Act. The bottleneck and

the many ways the ILECs have to discriminate do not go away simply because the network is

evolving to incorporate local broadband technologies such as xDSL. Indeed, local broadband

technologies provided over ILEC monopoly networks may become the preferred method of

access to the Internet. That is, there is great risk that the bottleneck will simply evolve to

encompass the new technologies. ILEC mega-mergers exacerbate that problem. There are two

major reasons why. First, benchmarks will be affected. Second, the very structure of the Internet

business could be affected adversely. These potential problems are discussed below.

97. First, there is a great risk that ILECs will be able to favor their own ISPs..12! This, of

course, is a risk any time a vertically integrated monopolist competes in regulated monopoly and

competitive markets. The problem will be exacerbated to the extent that xDSL access becomes a

significant means ofaccessing the Internet. It is in fact likely that xDSL, or other forms of

broadband access, will become increasingly significant as the consumer demand for high

bandwidth Internet applications grows. SOl

49/ See Complaint ofthe Department ofPublic Service and the Office of Attorney General,
Before the Minnesota Public Utilities Commission, In the Matter of an Investigation Into U S
West Communications Provision ofMegaBit Services, Docket No. P421IEM-98-471, September
10, 1998.

50/ See Economics and Technology of Broadband Deployment, Section II.
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98. Current Internet access for most end users is through dial-up local connections.

Discrimination against ISPs to date has been limited due to the fact that ILECs have been late in

entering the market and the fact that the pricing, technology and provisioning of these connections

is standardized. By contrast, xDSL connections will be subject to pricing, technological, and

provisioning uncertainty. This will open up the opportunity for discrimination against CLECs and

ISps.n'

99. Second, it is during a period of rapid technological change that competitive benchmarks

can be particularly revealing. Broadband technology is relatively new and has not evolved to the

extent that traditional circuit switched technology has evolved. In these circumstances, different

firms will be experimenting with different technologies and approaches to providing the service.

To the extent that major ILECs make independent broadband technology choices, adopt

independent collocation polices, or make independent unbundling decisions, the Commission is

provided with invaluable information.

100. Even ifthe ILECs all refuse to cooperate with potential broadband competitors (a likely

short-run outcome), the arguments they make in opposition to cooperation can be revealing. To

ill We are not suggesting that discrimination over dial-up connections can not or has not
occurred. But the ILECs were not among the first movers in the ISP business. The absence of
discrimination to date could merely reflect the fact that the ILECs were not in a position to benefit
from discrimination, not that existing regulation is sufficient to prevent discrimination in dial-up
access. Our main point, however, is that incentives for discrimination are far harder for regulators
to control when technology is changing.
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the extent these arguments are different, they may be inconsistent, thus providing the Commission

with a basis for further analysis.

101. The problems discussed above, ofcourse, are likely to occur with or without the merger.

However, the negative consequences for the development of the Internet are exacerbated by the

merger. As described in Tables III and N, after the merger, SBC/Ameritech and Bell

Atlantic/GTE will control almost 70 percent of the lines between them. These lines are the true

bottlenecks to the Internet. IfSWB-PacTel-SNET-Ameritech and BA-NYNEX-GTE leverage

their advantages in the provision ofbroadband access into a significant position in the ISP

business, the problems will only be worse. Perhaps separately, and certainly in "gentlemen's

agreement" duopoly, these parties would have the ability to refuse to peer with other ISPs, or to

discriminate in other terms in favor of their own ISPs, in precisely the ways that concerned the

Commission in the MCI Worldcom merger.ll!

102. In short, with two major suppliers of Internet connections to end-users, there is a risk that

they will act in concert to disadvantage all other suppliers. For example, by imposing

discriminatory terms ofinterconnection on other providers, they can raise their rivals' cost of

S)./ The problem is ameliorated if other technologies emerge to provide broadband access for
ISPs. For the cable industry, at least, the prospects for effective competition from the cable
industry for the last mile ofInternet access are uncertain. See Barbara Esbin, "Internet Over
Cable: Defining the Future in Terms of the Past," FCC, OPP Working Paper no. 30, August 1998
for a discussion ofInternet over cable.
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doing business.ll' With several smaller firms, this is less likely. Even though, prior to the

mergers, individual ILECs may disadvantage ISPS in their own regions and therefore gain control

over a disproportionate share of the ISP business, there would still likely be a sufficient number of

large players to ensure that interconnection in the Internet business generally is on reasonable

terms. There would be incentives to exchange traffic on reasonable terms since no one supplier

controls a disproportionate share of the business. Recent economic analysis shows that in

network industries, there is an incentive to cooperate as long as no single player or small set of

players dominates. However, once the industry moves to an asymmetric structure (e.g. where the

merged SBC/Ameritech and Bell Atlantic/GTE substantially control more choke points on the

Internet than other players) the dominant firm or firms have incentives to not cooperate with

smaller firms.~

103. The negative consequences oftwo large firms essentially controlling the financial and

physical terms of entry into the Internet business are substantial. For example, ISPs are not

merely gateways to information services. They are becoming important content providers and

ill Critics ofa merger ofMCl's and Worldcom's Internet businesses argued that it would be
easy to customize discrimination so as to pick offone competitor at a time, as part of a divide and
conquer strategy. (See "Internet Reply Affidavit ofRobert G. Harris on behalfofGTE
Corporation", June 8, 1998, paragraph 46. and "The Strategy of Targeted Degradation", pp. IO­
n of"The degradation ofquality and the domination of the Internet" by Jacques Cremer, Patrick
Rey and Jean Tirole submitted by GTE to the European Competition authorities and to the FCC
in June 1998.

The Commission took those complaints seriously. If discrimination can be customized, it
would clearly be feasible for the Bell Atlantic and the SBC groups of ILECs to treat one another
quite differently than they treated other Internet companies.

54/ See Laffont, Rey and Tirole, op. cit.
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Internet service innovators. ISPs increasingly are in the content business and the business of

assisting other firms with Internet commerce through designing, hosting and managing web sites.

By imposing costs on independent firms and thereby making it more difficult to enter and expand

in the Internet business, social welfare could be dramatically affected.

104. The Commission has already determined (in MCI Worldcom) that this market is capable of

being monopolized by players with asymmetrically large positions. The SBC and Bell Atlantic

groups will control the majority ofbottleneck local facilities necessary for Internet service. Their

potential for effective discrimination far exceeds anything MCI Worldcom would have possessed,

because the "last mile" bottleneck is far more secure than any temporary choke points MCI

Worldcom might have possessed ifno divestiture of Internet assets had been required for

regulatory approval of that merger.

105. We recognize that (unlike MCIIWorldcom) the SBC/Ameritech merger does not

consolidate existing strong positions among two former competitors. SBC's and Ameritech are

not now competitors for control of the "last mile" of the Internet access in any area, and they are

each minor ISP players. But they each now have a monopoly in their home region. And the

merged company will have a greater incentive and/or ability than the individual companies to

distort inefficiently competition in adjacent markets, such as ISP or backbone service out of

region.
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106. Exactly how the incentives play out depends on other decisions the Commission and state

regulators must make. If the ILECs are required by the Commission to sell xDSL UNEs at

regulated rates based on forward-looking cost, then they will have strong incentives to evade the

profit constraint by entering adjacent markets and discriminating against competitors. If the

Commission does not require the ILECs to sell xDSL UNEs on a regulated, carrier-to-carrier

basis, the xDSL consumer prices will likely still be constrained directly or indirectly by regulation.

The next best alternative may well be inferior service provided by competitors who buy

conventional unbundled loops at regulated rates and assemble their own xDSL service as best

they can in face ofnoncooperation from the ILEC concerning issues such as collocation.~

Alternatively, competitors to the ILECs may attempt to compete reselling xDSL service

purchased at state-regulated retail rates. In any of these cases, because its xDSL profits are

constrained by some form ofregulation; the ILEC will want to integrate into adjacent markets,

discriminate against rivals, and take profits in those markets that regulation denies it by limiting

xDSL prices to less than the monopoly level.~

W We recognize that the Commission is addressing these issues in its Broadband
Rulemaking. Separate affiliates and enhanced unbundling and collocation requirements are under
consideration. To the extent that the Commission adopts suggestions made in HAl's "Economics
and Technology ofBroadband Deployment" and in the Comments of parties in the Broadband
proceeding, the problems discussed here might be ameliorated. However, as long as the
bottleneck is in place and vertical integration is allowed, there will be competitive concerns.
Regulation is simply not adequate to eliminate all problems when there are strong incentives for
evasion.

56/ Ofcourse, this is not to say that regulators ought to deregulate the ILECs xDSL service,
or that there is little to choose from among the various possible regulatory alternatives for xDSL.
The ecomomic spirit of the 1996 Act is that ILECs should unbundle their services, offer inputs to
rivals at forward-looking, cost-based rates, and offer rivals the option of purchasing ILEC
services at wholesale discounts for resale to their own customers. Competitors to the ILECs
should have all these options for the xDSL business for the same reasons they should have them
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107. These incentives for discrimination will exist with or without the merger. However, a

merged SBC/Ameritech (and a merged Bell Atalantic/GTE) will have greater ability than the

companies standing alone to discriminate effectively because of their greater combined control of

Internet bottleneck facilities.

108. The merged super BOCs will also have incentives for monopolization of out-of-region

Internet activity. That is, even if they earned the entire profit available from monopolizing in­

mgiQn advanced and Internet services and if no further profit could be extracted from

monopolizing adjacent or related in-region services, they still have incentives to leverage their

control ofthe lion's share oflocallnternet access into additional profits in out-of-region ISP

services. For example, after entry into out-of-region Internet services (and in-region Internet

services if the Commission's interpretation of Section 271 allows it), the merged BOCs could

discriminate against competing ISPs at either backbone to backbone connections, or at backbone

to local interconnections. Since the BOCs will control more local Internet access after merger

than before, merger will increase their ability to discriminate effectively.

109. In summary, there is a danger that Internet service will "tip" to SBC and Bell Atlantic if

they are allowed to consummate their pending mergers. Competition among ISPs or backbone

service providers could be seriously distorted due to these mergers. The result would be higher

for conventional local telephony.

55



prices for consumers of Internet services and reduced opportunity for innovation by independent

firms. This magnitude ofthe social risk depends on a number of factors, about which we now

offer no empirical assessment. First, the risk is greater the more completely and quickly the

Internet moves away from dial-up access to xDSL connections, where the potential for successful

discrimination is far greater. Second, the risk is greater the lower the ultimate competitive

significance of alternatives provided by CLECs or the cable industry..llI Third, the risk is greater

the lower the entry barriers for BOCs into the adjacent markets, since merger-related Internet

problems occur only when the merged company enters (or expands from a fringe position) in a

market in which it was either not present previously, or in which it was small.

110. Even if the probability that all three factors will be present in the near future is small, the

Commission should still view the risks to Internet competition as serious. As discussed above, the

SBC/Ameritech merger carries very little potential for public benefits, so additional risks, such as

the risk to Internet competition, add to the public interest case against the merger.

V. SUMMARY AND CONCLUSIONS

Ill. We have shown here that this merger will not improve consumer welfare and is in fact

likely to reduce it. As we noted at the outset, this merger should be evaluated using the learning

produced in the aftermath of the BA/NYNEX merger. Even though the Commission believed it

57/ This is not to say that the market will exhibit competitive performance if, say, the cable
industry becomes a significant local player in high speed Internet access. Duopoly is not
competition as we know, for example, from the cellular business. There the addition of more
sources ofcompetition, such as PCS, has benefitted consumers.
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was anticompetitive, it approved that merger because of its belief that merger conditions would

provide substantial benefits. That merger has not had the intended effects. As we demonstrated

in Sections III and IV this merger is also anticompetitive and the national/local business plan will

not resuscitate it. The prognosis for other mergers among large ILECs is no better.

112. The SBC/Ameritech merger is not in the public interest whether SBC/Ameritech enters

local service out ofregion or not.

113. If SBC/Ameritech decides after the merger not to enter local service out ofregion, then

the public interest approval would have been based on a false premise.

114. IfSBC or Ameritech would have entered each others' territory absent the merger, then the

substantial consumer benefits from entry by one ILEC into another ILEC's territory will likely be

lost, because local competition is now so poorly developed and one could not presume that other,

non-ILEC entrants would replace the competitive effect of the lost out of region entry by SBC or

Ameritech in the other merger partner's region.

115. We think it likely, based on our own analysis and SBC and Ameritech's presentations, that

either or both would engage in out ofregion local entry in the near term as and if facilities-based

competition for local business access develops within region. This developing competition creates

strong incentives for "defensive" out-of-region entry, to protect their in-region business with

major corporate customers. Indeed, unlike Bell Atlantic and NYNEx, who denied any corporate
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interest in out-of-region entry, SBC and Ameritech acknowledge that they have a strong interest

in out-of-region entry. They merely state that they have no current plans for such entry (because,

they say, neither company alone has the necessary nationwide scale). They also recognize that, as

local competition begins to develop, the ILEC's incentives for out-of-region entry can increase

dramatically. They hypothesize that other, far smaller ILECs would abandon their stay-at-home

strategies and enter the SBC/Ameritech region after SBC entered their regions. Thus SBC says

other, smaller ILECs possess sufficient economies of scale and scope to profitably enter local

service out ofregion on a defensive basis once a critical mass of their key local corporate

customers begin to seriously contemplate buying local service from a facilities-based local

competitor. Exactly the same analysis applies to SBC and Ameritech. The economics of their

current stay-at-home business plans will be undermined as they begin to face serious competition

for major corporate accounts from facilities-based local entrants such as MCI Worldcom. They

too would find defensive out-of-region entry a profitable strategy in the future even though today,

with their local monopolies intact, they do not find offensive out-of-region entry a worthwhile

endeavor.

116. Ifa merged SBC/Ameritech enters local service out of region after the merger, it is

probably only because they can discriminate more effectively than smaller ILECs to get the

national/local business ofmajor business customers.

117. The merger exacerbates the problem ofdiscrimination by SBC and Ameritech to attempt

to monopolize the emerging Internet and advanced services (such as xDSL). On a stand alone
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basis, the discrimination merely threatens the evolution of local competition in their service

territories. On a merged basis, and especially if the local operations of Bell Atlantic and GTE are

also consolidated, the discrimination will threaten competition on the Internet.

118. The merger would remove benchmarks that are helpful to regulators as they try to control

market power and introduce competition in local telephony.

119. Finally, the merger would exacerbate potential competitive problems in the long distance

business (assuming ILEes are allowed into interLATA service before local competition has

developed sufficiently to drive access charges to cost).
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