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DECLARATION OF ROBERT H. GERTNER AND JOHN P. GOULD

L INTRODUCTION
A. Summary of Conclusions
1. We have been asked by counsel for the Bell Atlantic Corporation (“Bell Atlantic”)

and the GTE Corporation (“GTE") to address claims made by various parties (“respondents”)
that have filed comments with the Federal Communications Commission (“the Commission”) in
opposition to the proposed Bell Atlantic/GTE merger. In particular, we have been asked to
review respondents’ claims that the proposed merger likely will harm competition in the
provision of local telephone services by removing an important “potential competitor” in
particular local areas, specifically certain areas in Pennsylvania and Virginia, where Bell Atlantic
and GTE'’s local service territories share a common border. The respondents claim that there
are two characteristics of GTE and Bell Atlantic that uniquely position those two firms as
potential competitors in each other’s territories: (1) they are incumbent local exchange carriers
(“ILECs"); and (2) they are geographically contiguous in some areas of Pennsylvania and
Virginia.

2. As we explain in this declaration, we find that neither element — being an ILEC
nor contiguity — in combination or separately makes these two companies more effective
potential competitors than numerous other firms. First, the evidence is inconsistent with
respondents’ claim that Bell Atlantic or GTE's experience as an ILEC provides either firm with
important advantages as compared to non-ILEC potential entrants. Indeed, we find that the
evidence suggests Bell Atlantic and GTE face some disadvantages as potential entrants relative
to some non-ILECs. Second, respondents’ claim that Bell Atlantic and GTE are especially
important potential entrants into each other’s territories in Pennsylvania and Virginia because of
the geographic proximity of each other's service territories also is inconsistent with the

evidence. In particular, AT&T claims that Bell Atlantic and GTE are the most likely potential




competitors in each other’s territory because each of them can serve the other’s customers
within a 125-mile radius of each of their switches. We have analyzed this claim and determined
that if it is correct, then there are a substantial number of other potential competitors among
ILECs and competitive local exchange carriers (“CLECs") that also can serve customers in Bell
Atlantic and GTE’s service areas. This result holds even if we reduce the radius to 40 miles
(approximately the operating radius of CLEC switches). Finally, economic theory suggests that

respondents exaggerate the importance of removing one potential entrant on competition.

B. Qualifications

3. |, Robert H. Gertner, am Professor of Economics and Strategy at the Graduate
School of Business of The University of Chicago. | received an A.B., summa cum laude, from
Princeton University in 1981, where | majored in Economics, and a Ph.D. from the
Massachusetts Institute of Technology in 1986, also in Economics. | am a Research Fellow at
the National Bureau of Economic Research. In 1990-1991 | was a John Olin Fellow in Law and
Economics at The University of Chicago's Law School. | specialize in the economics of
industrial organization (the study of individual markets which includes the study of antitrust,
regulation, and business strategy), game theory (the formal study of strategic interdependence),
law and economics, and corporate finance. |1 am co-author of Game Theory and the Law, a
book that applies the modern tools of game theory and information economics to legal issues. |
have published numerous articles in academic journals including the Journal of Law and
Economics, the Rand Journal of Economics, the Quarterly Journal of Economics, and the
Journal of Finance. | am Co-Editor of the Journal of Business, a leading journal that publishes
academic research applying economics to business problems, and Associate Editor of the
Journal of Industrial Economics. | have taught courses at The University of Chicago in

competitive strategy, industrial organization, financial economics, corporate law, and antitrust




law. A copy of my curriculum vitae that includes a list of my publications during the preceding
ten years is attached as Exhibit 1.

4, In addition to my academic experience, | am Principal and Vice President of
Lexecon Inc., an economics consulting firm that specializes in the application of economic
analysis to legal and regulatory matters. | have worked as a consultant on antitrust and other
litigation issues as well as business strategy problems with major telecommunications firms.

5. I, John P. Gould, am the Steven G. Rothmeier Professor and Distinguished
Service Professor of Economics at the University of Chicago Graduate School of Business,
where | have been a member of the faculty since 1965 and where | have taught courses or
workshops in economics, quantitative methods and econometrics, financial economics, and
business strategy. | am also Principal and Executive Vice President of Lexecon Inc., an
economics consulting firm located in Chicago, London and Brussels. For ten years, from July
1983 to June 1993, | served as Dean of the University of Chicago Graduate School of Business.
From 1988 to 1991, | also served as Vice President for Planning for the University of Chicago.
In 1978, | was Visiting Professor at the Graduate Institute of Economics at National Taiwan
University. | received my S.B. degree with highest distinction from Northwestern University and
my M.B.A. and Ph.D. in economics from the University of Chicago Graduate School of
Business.

6. | have served as editor of the Journal of Business and associate editor of the
Journal of Financial Economics and the Journal of Accounting and Economics, and | am a
member of the American Economics Association and the Econometrics Society. | have
published numerous articles in scholarly journals, including the American Economic Review, the
Journal of Political Economy, the Journal of Law and Economics and the Journal of Business,
and | am co-author of Microeconomic Theory, a textbook that covers all major areas of
microeconomics. Microeconomics is that part of economics that deals with businesses, markets

and industries, among other topics.




7. In addition to my academic and administrative experience, | served in
Washington, D.C. as Special Assistant for Economic Affairs for then Secretary of Labor George
P. Shultz and in a similar capacity at the Office of Management and Budget.

8. I am currently on the boards of Dimensional Fund Advisors, the Pegasus Funds
(where | currently serve as chairman), Harbor Capital Advisors and Milwaukee Mutual Insurance
Company. | have also been a Director of Vulcan Materials Company and Argonne-Chicago
Corporation. | have testified in antitrust and other cases in U.S. Federal Courts, before the
Federal Trade Commission and before the Canadian Competition Tribunal. My curriculum vitae

is attached as Exhibit 2.

C. Organization of the Declaration

9. The remainder of our declaration is organized as follows. In section Il, we
discuss the role of “potential competition” in local telecommunications markets. In section I,
we show that the evidence is inconsistent with respondents’ claim that ILEC experience in other
areas provides important advantages to potential entrants into the local telephone business. In
section 1V, we show that Bell Atlantic and GTE's geographic proximity to each other in certain
areas of Pennsylvania and Virginia does not provide either firm with a substantial advantage
over other pot‘ential competitors in each firm'’s local service areas. In section V, we explain why,
as a matter of economic theory, respondents’ arguments exaggerate the importance of one

potential entrant on competition. Finally, we summarize our conclusions in section VI.

IL. THE ROLE OF “POTENTIAL COMPETITION” IN LOCAL TELECOMMUNICATIONS
MARKETS
10. Respondents claim that Bell Atlantic and GTE are important “potential
competitors” into each other’s local service areas in Pennsylvania and Virginia. For example,

one of the sections of the Petition of AT&T Corp. to Deny Application (“AT&T") is entitled “The




Proposed Merger Would Eliminate One Of the Most Significant Potential Entrants in Each

nt

Applicant’s Territory.”’ Similarly, one of the sections of the Petition to Deny of Sprint

Communications Company L.P. (“Sprint”) is entitled “Bell Atlantic and GTE Are Among The Most
Likely Potential Entrants Into Other Service Areas, Including Each Other's."

1. Economists recognize in a large number of cases the usefulness of analyzing
actual and potential competition in determining market performance.® However, there are
important differences in actual and potential competition that imply different competitive
concerns and antitrust scrutiny when a merger results in the elimination of an actual competitor
rather than elimination of a potential competitor. Fundamentally, actual competitors differ from
potential competitors because actual competitors have proven themselves in a marketplace —
they have succeeded in bringing a good or service to market that consumers are willing to buy.
Actual competitors have invested resources that are often sunk, making it more likely that they
will have competitive significance than a potential entrant especially where the potential entrant
must sink significant resources to enter the market. The actions of such competitors (e.g.,
setting prices; developing new products) thus are an important constraint on the behavior of
their rivals. In contrast, a potential competitor may not ever choose to make the needed
investment to enter into a market; even if it does make the necessary investment, it may not
succeed in developing, producing and distributing a product that consumers value. For this
reason, the impact of potential competitors is difficult to identify ex ante even if they exert a

constraining effect on the ability of incumbent firms to raise prices or restrict output.

ATA&T, at 22.
Sprint, at 11.

®  The Commission has analyzed “precluded entry” by firms that would have entered markets
but for exclusionary regulations. (See Bell Atlantic/NYNEX Order and MCI WorldCom
Order). Precluded entry analysis suggests that certain firms would have been actual
competitors rather than potential competitors in the absence of regulation. However, our
analysis of potential competition still applies because Bell Atlantic and GTE are only two of a
large number of supposedly previously precluded entrants from each other's markets, and
many of these supposedly precluded entrants actually have entered those markets.




12. Assessing the competitive significance of a specific potential entrant into today's
telecommunications markets is particularly difficult because of the characteristics of this
industry. Telecommunications is an industry that is growing rapidly, undergoing substantial
deregulation, and facing substantial uncertainty, including uncertainty about the development of
future technologies and about what “product” consumers likely will demand in the future. The
respondents’ arguments focus on brand name, geographical proximity and current switching
facilities as the key factors in determining the success of an entrant in local service. But in such
a dynamic market it is difficult to predict accurately the identity of successful potential entrants.
These difficulties in assessing the competitive significance of a potential entrant in these
circumstances means that the elimination of a particular potential entrant by merger raises
substantially less antitrust concern than a merger that eliminates an actual competitor.*

13. An analogous situation arises in other high-tech markets such as computers. In
the 1980s it was impossible to identify ex ante IBM's potential competitors in the computer
hardware (or software) business. Nevertheless, from the perspective of 1998 we can determine
which potential competitors became actual competitors and exerted a substantial competitive
constraint on IBM. Another example is the company Amazon.com which did not exist just a few
years ago and now has had a notable impact on competitors by exploiting the Internet.
Similarly, in telecommunications markets the sources of competition that have emerged were
not easily identifiable a few years ago. Either the potential competitors did not exist or they
were engaged in other lines of business at that time.

14. The substantial uncertainty faced by telecommunications providers is reflected in
market evidence. Specifically, entrants into the local telephone business have adopted diverse
entry strategies. For example, some firms — such as respondent AT&T — have made substantial

investments in cable TV assets, with the intention of offering cable telephony services in

* Indeed, a merger of a potential entrant with an incumbent firm can lead to lower prices for

consumers if there are efficiencies from that merger.




competition with ILECs. Other firms have invested substantially in wireless assets (e.g., Sprint,
Winstar and Teligent). Industry observers also suggest that Internet telephony may become an
important form of competition for the current ILECs.®> Wireless telephony also may become an
important rival to current ILECs.® Indeed, AT&T intends to compete directly with GTE's ILEC
operation in Plano, Texas, where AT&T is offering its digital wireless service in a package
designed to attract customers seeking second lines for their businesses or homes. By offering a
$40 monthly package of unlimited local calling bundled with various services such as voice mail,
caller ID and call waiting, AT&T’s prices are competitive today with GTE’s wireline service in
Plano.

15. Furthermore, substantial uncertainty remains about which products consumers
will value in the future. Currently, most residential customers (and to a lesser extent, business
customers) purchase local telephone and long-distance service from different providers.
However, many telecommunications providers expect to provide “bundled” services in the near
future on a national basis. For example, MCl WorldCom and AT&T have already begun to
bundle long-distance and local toll services for residential and business customers.” This
change in the type of products desired by consumers is reflected in the substantial consolidation
activity in the industry over the last few years. For example, WorldCom acquired MCI (Internet
backbone, local and long distance), following its acquisitions of UUNET (an Internet provider),
MFS and Brooks Fiber (local providers). Similarly, AT&T has acquired McCaw and Vanguard
(wireless companies), TCG (a local provider), and is in the process of buying TCI (a cable

company).

5 See, for example, Fall Internet World Review, October 16, 1998 which discusses AT&T's
recent initiative in Internet Protocol Telephone technology for data and voice transport.

See, for example, the Statement of Reed E. Hundt, FCC, before the U.S. House of
Representatives Telecommunications and Finance Subcommittee, June 19, 1995. Hundt
stated, “There are predictions that 40 percent of the population will be wireless users in ten
years and that wireless will challenge the traditional wired network for basic phone service.”

6




16. Other firms may adopt different strategies to enter local markets. Competition
among them will select the winners and losers. Allowing firms to put their resources at risk in
whatever way they choose generally enhances the public interest, while regulatory attempts to
predict effective competitive strategies are likely to be much less successful.® Thus the public
interest is best served by not interfering with private competitive decisions absent tangible
competitive harm. This is especially true in a case of a merger between an incumbent and a
firm that has not entered the market in such a dynamic and uncertain environment.

. THE EVIDENCE IS INCONSISTENT WITH RESPONDENTS’ CLAIM THAT
EXPERIENCE AS AN ILEC PROVIDES IMPORTANT ADVANTAGES TO POTENTIAL
ENTRANTS
17. Respondents argue that experience as an ILEC gives potential competitors into

another ILEC's service territory a substantial advantage over non-ILEC entrants. For example,

Sprint claims that Bell Atlantic and GTE “have advantages in entering local markets that are

unavailable to virtually all other potential entrants. These advantages include experience in

providing local services, particularly expertise in established complex systems to handle
administrative capabilities (billing, order taking, customer care, etc.) not enjoyed by other
possible entrants such as cable companies or [competitive access providers].”

18. However, our review shows that ILEC experience provides no special advantage

to a potential entrant (i.e., to an ILEC attempting to offer “out-of-region” local telephone service).

7 MCI Press Release, Local Toll Revolution: MCI Offers Millions of Dollars in Savings to

Consumers in 40 States, June 2, 1997. AT&T, Now AT&T Puts Even More Within Your
Reach, http://www.att.com/localtoll/consumer.

There are numerous instances when the ex post sources of competition were not obvious or
even known ex ante, especially when there is rapidly changing technology and deregulation.
Examples include Microsoft in computer operating systems, Dell in the personal computer
retailing and Walmart in mass merchandise retailing.

Sprint, at 11. Similarly, AT&T argues that “the provision of exchange services to a broad
base of residential and business customers requires an extensive array of complex “back
office” order taking, customer care, billing, fulfilment, and related systems that no
[interexchange carrier] or cable company has today, for they are unique to the local
exchange business” (AT&T, at 23).




Indeed, in certain circumstances, a firm's ILEC assets may be of little use when it attempts to
compete for customers outside of its service area. For example, Sprint recently sold its
Chicago-area ILEC operations to Ameritech before entering the area as a CLEC.

A. The Technology and Knowledge Needed to Provide Local Exchange

Services is Widely Available

19. We understand that the technology ILECs use (e.g., switches, software) is
comparable, and sometimes less flexible, to that used by many non-ILEC CLECs. In particular,
we understand that Bell Atlantic and GTE largely rely on “legacy” systems for “back office” (e.g.,
billing) and other Operations Support Systems (“OSS") functions that may not be as robust in
handling bundled services as the systems utilized by newer CLECs. For example, we
understand that new billing systems and OSS can be installed in roughly six months, but that
upgrading “legacy” systems can take more than two years.' We understand that GTE chose to
invest in new back office systems for its CLEC subsidiary instead of relying on its legacy
systems.

20. We understand that such systems are availabie from dozens of vendors. Several
of these vendors are well-established in the business, and have supplied billing systems to such
telecommunications providers as AT&T, Sprint, Unitel and Frontier."" In addition to billing
systems, much of the equipment needed to offer local exchange services is available on a
“turnkey” system from major vendors such as Lucent and Nortel.

21. Moreover, any special knowledge about running a local exchange business not

available from vendors also is readily available. Fundamentally, such knowledge is “human

10

The Yankee Group, “The Billing and Customer Care Software Industry: A Comparison of
Competitive Vendors,” Consumer Communications, July 1998, at 9.

Suk Declaration, | 7, Application of Bell Atlantic Corporation and NYNEX Corportation for
Consent to Transfer Control of Licenses and Authorizations.

1
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capital” that resides in individuals. Individuals with ILEC experience can — and often do — take
jobs working for CLECs."?

22. Such “specialized” knowledge also can be acquired by purchasing an ILEC.
There are hundreds of independent ILECS in the United States, including 17 in Pennsylvania
and 16 in Virginia. Furthermore, as we have discussed, major telecommunications firms like
AT&T and MCI WorldCom have recently demonstrated their willingness and ability to purchase
telecommunications firms that already are, or soon will be, in the local exchange business.

23. Finally, a substantial amount of ILEC-specific information becomes known to
competitors through interconnection negotiations and the regulatory process. For example, in
New York there have been well over two years of regulatory proceedings on Bell Atlantic’'s 271
application involving evidentiary hearings and pleadings containing details of Bell Atlantic’s
operations, including OSS, power supply arrangements, loops and switches and the like.

B. Market Evidence Confirms that ILEC Experience Provides No Special

Advantages to CLECs

24, Our review of the market evidence is consistent with our understanding that
experience as an |LEC provides no special advantage to a firm that competes for local
telephone business outside of its service area.

25. For example, Sprint recently announced plans to enter seven large cities as a
CLEC."™ In three of the cities (Denver, Atlanta and Chicago) Sprint does not have ILEC
operations in the metropolitan area and has only minimal presence in two others (New York and
Houston). Only in Kansas City, where Sprint is headquartered, (and to a lesser extent in Dallas)

does it have a substantial presence. In fact, last year the company sold its Chicago-area ILEC

2 We understand that certain key Bell Atlantic employees have left to work for competitors,

including two interconnection product managers — one went to TCG (now part of AT&T) and
the other went to Pathnet.
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operations to Ameritech even though Chicago is on its list of target markets. This evidence
suggests that Sprint’s long-distance assets, rather than its local exchange operations, form the
basis for its CLEC operations.

26. As we have discussed, the purported specialized knowledge associated with
ILEC experience could be acquired by buying one or more of the hundreds of independent
ILECs in the United States, but AT&T, MCI WorldCom and others have not done so. Two major
respondents that have entered the local telephone business have spent tens of billions of
dollars to acquire CLECs or cable companies with no ILEC experience. During the last two
years, MC!| WorldCom purchased MFS (a CLEC with facilities in 23 states) for $14 billion and
Brooks Fiber (a CLEC with facilities in 13 states) for $2.9 billion. Similarly, AT&T purchased
TCG (with facilities in 30 states) for $11.3 billion, and AT&T is in the process of buying TCI, one
of the country’s largest cable companies, for $48 billion. In contrast, we understand that neither
firm has purchased any independent ILECs. Thus, these respondents’ actions are inconsistent
with their claims that ILEC experience provides a substantial unique advantage for potential

entrants into the local telephone business.

Iv. BELL ATLANTIC AND GTE’S GEOGRAPHIC PROXIMITY TO EACH OTHER IS NOT

AN ADVANTAGE IN PENNSYLVANIA AND VIRGINIA

27. In addition to the claim that ILECs generally have an advantage in entering the
local exchange market, respondent AT&T further claims that adjacent ILECs are the most likely
and effective entrant into each other’s market area.™

28. According to AT&T, the advantage of proximate ILEC assets has two aspects.

First, AT&T claims that each company's existing facilities, including switches and “back office”

Atlanta, Chicago, Dallas, Houston, Kansas City, Denver and New York. “Sprint Wins Access
Agreements with Four Incumbent LECs for New Network,” Communications Daily, June 18,
1998; “Sprint Shows Its Hand," Internet Week, June 15, 1998, at 7.

" AT&T, at 23.
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facilities have sufficient excess capacity to serve adjacent areas with little additional investment.
Second, AT&T’s claim is that proximity provides each firm with brand-name recognition in the
other’s territory, giving that firm an advantage over other potential entrants. Each of these
claims is seriously flawed. GTE's existing switches are no better positioned geographically to
serve Bell Atlantic’s customers in Virginia and Pennsylvania than a number of other ILECs and
CLECs, including Alltel, Sprint and AT&T. Similarly, Bell Atlantic does not enjoy an advantage
on the basis of proximity over other ILECs and CLECs in serving GTE'’s customers. Moreover,
market evidence indicates that Bell Atlantic and GTE do not have greater brand-name

recognition than a number of other competitors or potential competitors.

A. Bell Atlantic and GTE’s ILEC Businesses in Virginia and Pennsylvania

29. Bell Atlantic's customer base in Virginia and Pennsylvania is concentrated in
urban areas. In Virginia, Bell Atlantic’s service area is concentrated in the densely populated
areas in eastern Virginia around Washington, Richmond and Norfolk. In addition, Bell Atlantic
serves the areas around Roanoke and the area along the Kentucky border. In Pennsyivania,
Bell Atlantic’s service areas are concentrated around Pittsburgh, Philadelphia, Allentown,
Harrisburg and Scranton.

30. In contrast to Bell Atlantic, GTE operates as an ILEC primarily in rural areas in
Virginia and Pennsylvania. In Virginia, GTE services a small area of Northern Virginia, part of
Norfolk, and the less densely populated areas along the Western shore of the Chesapeake Bay,
south of Richmond, around Harrisonburg and Lynchburg, and along the West Virginia border in
the Western part of the state. The total population of these areas is 885,369 with a density of
89 people per square mile, as compared to the total population of Bell Atlantic’s Virginia service
areas of 4,370,720 with a density of 284 people per square mile. Similarly, in Pennsylvania,
GTE's service areas cover less densely populated areas around Erie, Greensburg, York,

Lebanon and Lewisburg. The total population of GTE'’s service areas in Pennsylvania is
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1,030,084 with a density of 190 people per square mile, as compared to the total population of
8,771,251 and a density of 487 people per square mile in Bell Atlantic’s Pennsylvania service
areas. We understand that the rural, dispersed, primarily residential nature of GTE's service
areas in Pennsylvania and Virginia make these relatively unattractive targets for potential
entrants.'

B. There is No Evidence that Bell Atlantic and GTE's Proxnmlty Makes Either a
Uniquely Effective Potential Rival for the Other

31. AT&T claims that the unique ability of Bell Atlantic and GTE to serve each other's
customers derives from their ability to use remote digital loop carriers to extend their ILEC
facilities to serve out-of-region end users.'® According to AT&T, this technology allows an ILEC
or CLEC to serve customers within a 125-mile radius of its existing switches. If AT&T’s claim is
correct, Bell Atlantic can enter GTE service territories using pre-existing Bell Atlantic switches;
similarly, GTE can enter Bell Atlantic service territories using pre-existing GTE switches.
However, even if this is true, a large number of other ILECs and CLECs in Pennsylvania,
Virginia and adjoining states also have switches within 125 miles of Bell Atlantic and GTE ILEC
customers and could extend their facilities in the same way that AT&T claims it would be
possible for GTE and Bell Atlantic to do so.

32. We found that 100 percent of the population in GTE service area that is within
125 miles of a Bell Atlantic switch also is within 125 miles of at least ten other firms’ switches."”
We also found that 100 percent of the population in Bell Atlantic service areas that is within 125

miles of a GTE switch also is within 125 miles of at least ten other firms’ switches.

*  For example, Bell Atlantic witnesses Stallard and Whelan have testified that Bell Atlantic

does not have a compelling reason to attack GTE's customer base in Pennsylvania and
Virginia and that such entry would be a distraction from Bell Atlantic’s goal to grow on a
nationwide scale.

'° AT&T, at 24.

7 Qur findings are conservative because they exclude all potential entrants that do not have a
switch within 125 miles of these areas. The analysis was performed under our direction by
Telecom Policy and Analysis: a Kellogg, Huber Consuiting Group. See Appendix 1 for a
detailed explanation of the methodology and data used in this analysis.
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33. The analyses summarized above are based on AT&T's contention that it is
economically feasible to supply local telephone service up to 125 miles from a switch. We
understand that, in general, the extent to which it is economically feasible to provide local
service large distances from a switch depend on a variety of factors, including population
density in the area near the switch. However, even assuming a much smaller geographic
service capability of 40 miles - a distance we understand many CLECS use in urban areas —
there is still no unique competitive advantage conferred by proximate ILEC switches. Tables 1
and 2 repeat the analysis using a 40-mile radius around each switch. The resuits indicate that
virtually all of the population in Bell Atlantic and GTE service areas in Pennsylvania and Virginia
have at least one other independent ILEC or CLEC with a switch within 40 miles. Indeed, over
82 percent of the population in Bell Atlantic's service areas is within 40 miles of six or more
independent ILECs or CLECs. The comparable figure for GTE is 60 percent.

34. The analysis treats each switch within 125 (or 40) miles as equally capable of
serving additional customers. However, this likely overstates the competitive significance of Bell
Atlantic and GTE as potential competitors in each other’s service areas because each likely is
relatively capacity-constrained compared to relatively new CLECs. Specifically, Bell Atlantic and
GTE, as long-established ILECs, have been serving a relatively stable number of customers
over time, and thus do not have substantial excess capacity on their switches. We understand
that Bell Atlantic’'s switch capacity utilization in Virginia and Pennsylvania for voice lines is over

t."® The capacity utilization figures for GTE are 82.5 percent in Virginia and 88.9

85 percen
percent in Pennsylvania. ** In contrast, as a matter of economics, new CLECs, which anticipate
gaining substantial new customers, likely have relatively low levels of capacity utilization. For

example, AT&T reportedly has 135 switches running at 50 percent capacity.?

8 Bell Atlantic Network Data.
Letter from Gerald W. Shannon of GTE to Gerald Masoudi of Kirkland & Ellis, December 15,
1998.

2 Morgan Stanley, Dean Witter Report on AT&T, January 5, 1998.
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C. Bell Atlantic and GTE’s Proximity Does Not Give Them Any Greater
Advantages In Each Other’s Service Areas Than Other Potential Entrants

35. Bell Atlantic and GTE have no advantages over many potential entrants and
actually would have disadvantages relative to a number of others were they to enter each
other’s territories. We understand that other actual entrants, including major respondents AT&T,
MCI Worldcom and Sprint, are companies with better known national brand names and
established customer relations in Bell Atlantic and GTE’s service areas. In fact, the IXCs such
as AT&T, MCI WorldCom and Sprint have existing long-distance customers and facilities in Bell
Atlantic and GTE's service areas while neither Bell Atlantic nor GTE have customers in each
other’s services areas. Likewise, cable TV and wireless companies already serve customers in
Bell Atlantic's and GTE's service areas. The high marketing expenditures of residential long-
distance providers implies that there is a significant value to relationships with existing
customers that may be much more valuable than brand awareness by itself.

36. In addition, while brand often plays an important role in a customer's choice of
providers, market evidence suggests that existing brand names do not always provide
substantial advantages in a dynamic market like telecommunications where consumers more
readily accept products with formerly unknown brand names. Thus, new telecommunications
products and companies have succeeded even though they did not start out with well-
established brand names. Examples include Sprint, MCI, Cellular One, Airfone and America
Online. Furthermore, firms with established brand names have elected to create new brand
names. For example, in 1994, Pacific Telesis spun off its cellular business under a completely
new name, AirTouch. That previously unheard of company tripled its subscriber base in the
three years after divestiture.?’ Another example is Southwestern Bell changing its name to

SBC.

21

Paul Kagan Associates, Wireless Telecom Financial Databook 1998, August 1998, at 208.
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V. RESPONDENTS EXAGGERATE THE IMPORTANCE OF ONE POTENTIAL ENTRANT

ON COMPETITION IN A MARKET

37. Respondents argue that in portions of Pennsylvania and Virginia, one of the
merging parties is an especially well-positioned potential entrant and a likely entrant in the other
merging party’s local markets. As we have explained, these claims are without merit. However,
even if respondents’ claims were valid (and they are not), economic theory implies that such a
finding is insufficient to show that the merger is contrary to the public interest in those markets -
it does not follow that the elimination of a potential entrant or even a likely entrant inevitably
leads to higher prices or any other harm to the public interest. The failure of respondents to
consider the market implications of the elimination of a potential competitor leads to an
exaggeration of the impact of the importance of a single potential competitor on market
performance.

38. Basic economic theory provides a useful framework for analyzing the potential
effects to competition from the removal of a potential competitor. In particular, economic theory
can be used to analyze the effect of eliminating a potential competitor on the number of firms in
the market and the distribution of these firms' characteristics (e.g., efficiency, scale, product
quality, and any other differentiating factors).??> The determination of whether a potential
competitor chooses to enter a market depends on how its cost compares to the anticipated
post-entry market price, which in turn depends on the incumbent firms’ cost structures. If the
anticipated price is below the potential competitor's long-run average cost, it is unlikely to enter.

39. In some circumstances the elimination of a potential competitor will have no
effect on market outcomes. For example, if there are more potential competitors than can

profitably enter the market, and each has the same cost structure, then the elimination of any

2 For the purposes of our discussion, we will assume that the only differentiating factor among
firms is cost; our conclusions do not depend on this simplifying assumption.
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one of these potential competitors will have no impact on market outcomes — the eliminated
competitor will be replaced with an identically situated company.

40. Even if the merging potential competitor has lower costs than other potential
competitors, it does not follow that competition declines and prices rise. The number of firms
that enter the market may be unaffected by the elimination of a potential competitor. If fixed
costs are high, the number of firms that can compete profitably in the market is low. If there are
more potential entrants than the number of competitors the market can sustain, the elimination
of one potential competitor is unlikely to affect the number of firms that will enter.

41. A merger between an incumbent and a potential entrant will not have a
significant negative effect on the competitive performance of the market unless the merging firm
has a significant cost advantage over the marginal post-merger potential entrant. This is true
even if the merging firm would have entered but for the merger. If the number of firms
competing in the market is unaffected by a merger of a low-cost potential competitor and an
incumbent, the effect of the merger on prices depends on the distribution of costs and position
of the competing firms.? If there are efficiencies from the merger, the incumbent's costs will
decline leading to a potential price reduction in the marketplace. Even if the marginal entrant
has higher costs than the merging potential entrant, the merger can lead to a reduction in
market price if the cost difference is small relative to the cost savings from the merger.

42. Respondents conclude that the merger will lead to higher prices in some markets
because they believe that one of the merging firms is a likely entrant. However, as we have
explained, they fail to demonstrate that conditions in these markets are such that the elimination
of a potential competitor is likely to lead to a substantial (or even any) reduction in competition.
Because our analysis indicates that the number of potential entrants is large and that GTE is not

an especially well-positioned entrant in Bell Atlantic’s service areas (and Bell Atlantic is not an

% For example, in the Cournot model of competition with varying costs, the equilibrium price

depends on the unweighted average of the incumbent firms’ marginal costs.
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especially well-positioned entrant in GTE's service areas), the elimination of GTE and Bell
Atlantic as potential competitors is unlikely to have a negative impact on market prices, even if

either would be an entrant in some of these regions absent the merger.

Vi SUMMARY OF CONCLUSIONS

43. Respondents claim that the proposed merger of Bell Atlantic and GTE raises
competitive concerns in Pennsylvania and Virginia because, as contiguous ILECs, the two
companies currently are the most likely entrants into each other’s service areas. Our review of
the evidence indicates that the respondents’ claim is unfounded. First, there is no special entry
advantage resulting from being an ILEC. Second, Bell Atlantic and GTE enjoy no special entry
advantages resulting from proximity to each other's service areas in Pennsylvania and Virginia.
Moreover, even if we accept the premise that entry is likely to come from nearby ILECs or
CLECs, there are numerous firms besides Bell Atlantic and GTE that meet that criterion.
Therefore, the respondents’ claim provides no economic basis for opposing the proposed

merger in Pennsylvania and Virginia.
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44, We declare under penalty of perjury that the foregoing is true and correct.

Executed on December 22, 1998.

Qo299 ¢ 2

j
Robert H. Gertner Jghh P. Gould I




APPENDIX 1: METHODOLOGY OF ILEC/CLEC RADIUS ANALYSIS

The following steps were performed to determine the number of non-Bell Atlantic, non-
GTE ILECs and CLECs operating within a given radius (125 miles and 40 miles) of Bell
Atlantic’'s and GTE'’s service areas in Pennsylvania and Virginia. First, carrier switch information
from the November 1998 Bellcore Local Exchange Routing Guide (“LERG”) was used to plot all
ILEC and CLEC switches within 125 miles of Bell Atlantic's Pennsylvania and Virginia service
areas, including switches in neighboring states. The source of local exchange company service
areas is Geographic Data Technology, Inc.

The next step was to select all zip codes whose centroid (approximate geographic
center) is within 125 miles of any of the identified switches. The zip code data comes from
Mapinfo Corporation. Then the list of carriers owning switches was cross-referenced to the
selected zip code areas to generate a list of all zip code areas within 125 miles of a GTE switch
and also within 125 miles of a given number of non-Bell Atlantic, non-GTE switches. Finally, the
population from the 1990 U.S. Census, provided by Wessex Inc., was used to derive the
population in the selected zip code areas.

The analysis is repeated using a 40-mile radius. The above procedure was then used to

calculate figures for switch coverage in GTE's service areas.




Table 1

Percentage of Bell Atlantic Service Area Population
in Pennsylvania and Virginia Within 40 Miles of a GTE
Switch and a Given Number of Other Independent ILECs or CLECs

Percentage Within 40 Miles of the Given Number
or More of Additional ILECs or CLECs

Number of Non-GTE,
Non Bell Atlantic

ILECs or CLECs Total Population Urban Population
1 99.7% 100%
2 99.7 100
3 98 99
4 95 97
5 84 84
6 82 82

Source: Carrier switch information is from the November 1998 Bellcore Local Exchange
Routing Guide (LERG). Zip codes are from Mapinfo Corporation. Local exchange
company service areas are from Geographic Data Technology Inc. Population is from
the 1990 U.S. Census and Wessex Inc.




Table 2

Percentage of GTE Service Area Population
in Pennsylvania and Virginia Within 40 Miles of a Bell Atlantic
Switch and a Given Number of Other Independent ILECs or CLECs

Percentage Within 40 Miles of the Given Number
or More of Additional ILECs or CLECs

Number of Non-GTE,
Non Bell Atlantic

ILECs or CLECs Toial Population Urban Population
1 99% 100%
2 96 100
3 93 98
4 88 95
5 73 75
6 60 66

Source: Carrier switch information is from the November 1998 Bellcore Local Exchange
Routing Guide (LERG). Zip codes are from Mapinfo Corporation. Local exchange
company service areas are from Geographic Data Technology Inc. Population is from
the 1990 U.S. Census and Wessex Inc.
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