
EX PARTE OR LATE FILED

WILLKIE FARR &GALLAGHER

April 12, 1999

RECEIVED

APR 12 1999

~-::='nJflN

Three Lafayerte Centre

1155 21sr Srreer. ,\iW

Washingron, DC 20036-3384

. 202 328 8000

Fax: 202 887 8979

EX PARTE

Ms. Magalie Roman Salas
Office of the Secretary
Federal Communications Commission
The Portals, 445 Twelfth Street, S.W.
Washington, D.C. 20554

Re: SBC Communications I~. and Ameritech Corporation
{CC Dkt. No. 98-141)J~nd GTE Corporation and Bell
Atlantic Corporation (CC Dkt. No. 98-184)

Dear Ms. Salas:

Sprint Communications Company L.P., by its attorneys, submits
the enclosed paper entitled "Response to Some Criticisms of
Benchmarking Analysis." This paper was prepared by Joseph Farrell
and Bridger Mitchell, and responds to several recent ex parte
presentations as well as statements made during the Commission's
February 5, 1999 "Round Table on the Economics of Mergers between
Large ILECs."

The paper demonstrates the fallacy of the applicants' claims
that parity rules somehow obviate the need for benchmarking and that
the proposed mergers affect only RBOC-to-RBOC comparisons. The
analysis further reveals that, today, over two-thirds of access
lines are served by ILECs facing four or five comparably-sized
comparators. After the proposed mergers, over three quarters of
these lines would be served by ILECs facing only one comparably­
sized comparator. Finally, the paper discusses recent examples
where benchmarking has proven an important regulatory tool.

We are filing the original and one copy of this letter, in
accordance with the Commission's rules. Please let me know if you
have any questions. I can be reached at 202-429-4787.

Sincerely,

,/i'I(lii~/6.Jtx.wj;;t:C
Michael Jones

Enclosures

Washingron, DC

New York

Paris

London



Response to Some Criticisms of Benchmarking Analysis

Joseph Farrell and Bridger M. Mitchell

April 9, 1999

SBC and Ameritech and their experts have made a number of criticisms ofour
benchmarking analysis. 1 In this submission we point out some serious flaws in their
criticisms, and very briefly further discuss some examples ofbenchmarking.

First, we address the claim that benchmarking can be eliminated by announcement of
suitable parity rules. This claim is wrong because parity rules need judicious regulatory
enforcement (and information is needed to enforce judiciously), and because ensuring a
level playing field is only part of the problem: the level of the field must also be chosen.
Moreover, parity rules have a serious lacuna as applied to the possibility of independent
innovation by CLECs rather than ILECs.

Second, we address the claim that one must focus only on what SBC and Ameritech term
"RBOC-to-RBOC" comparisons. We show that this concept makes little sense and that
the claim would imply startling conclusions if applied to access charges (one of the
contexts where those parties cite it) or to other examples.

Third, we review some further evidence on benchmarking examples.

Fourth, we address the role of relative size in comparators. We calculate that, under an
illustrative comparability threshold loosely suggested by the parties' representations, the
proposed mergers would have an even more dramatic effect on benchmarking than the
simple count oflarge ILECs. Today, over two-thirds ofour lines are served by ILECs
facing/our orfive comparably-sized comparators. After the proposed mergers, over
three quarters of our lines would be served by ILECs facing only one comparably-sized
comparator.

Fifth, we respond to some additional criticisms expressed by Professor Arrow.

I "Benchmarking and the Effects ofILEC Mergers," Joseph Farrell and Bridger M. Mitchell, October 14,
1998, henceforth Farrell and Mitchell Submission. Criticisms of this submission can be found in several
submissions, including: Supplemental Memorandum Regarding Benchmarking Issues, submitted by SBC
Communications, Inc. and Ameritech Corporation to Magali Roman Salas, Secretary, FCC, March 25,
1999, henceforth Ex Parte; Reply Affidavit Concerning the Proposed SBC-Ameritech Merger, Richard
Schmalensee and William Taylor, November 12, 1998, henceforth Schmalensee and Taylor Reply;
Declaration of Kenneth J. Arrow, December 22, 1998, henceforth Arrow Declaration; Joint Reply
Affidavit of R. J. Gilbert and Robert G. Harris on behalf of SBC Communications, November 16, 1998,
henceforth Gilbert and Harris Reply.
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Sixth, we discuss some issues that arose in the Economics Round Table on February 5/
and clarify some points that might unfortunately be obscured by SBC/Ameritech's
paraphrases.

Several submissions on behalf of the merger parties have subscribed to a confusion
concerning the role ofparity in efficient regulation. In brief, they claim that traditional
regulation, including the use of benchmarking, can be and is being replaced by parity
regulation. It is worth pointing out why this is wrong.

A "parity rule" requires the ILEC to provide an input to competitors on terms no worse
than it provides to itselfor its own affiliate. As Schmalensee and Taylor, Arrow, and the
recent SBCIAmeritech ex parte filing point out, such rules are often promulgated, and
they may be important in developing competition in a vertically related market. But the
idea that parity regulation fully substitutes for other forms ofregulation is a parity (or
parody?) error, for the following reasons:

1. Parity rules are often not enforced literally, instantly, and in a draconian fashion. Just
think about what it would mean if they were. For instance, should the provisioning of
loops to competitors be required to be exactly as quick and reliable as the ILEC's
provisioning of loops to itself, on pain of ferocious penalties? Should this have been
required within ten business days after the passage of the Ace (or after the order
implementing the interconnection provisions)? To put it mildly, the ILECs
themselves do not consistently argue as much. They argue the difficulty of the
problem, the additional costs, and so on - all potentially legitimate points.

So how can the Commission decide how literally, how rapidly, how vigorously to
enforce a parity rule? It needs to balance costs and benefits, decide what is
"reasonable," etc. To do this requires just the kind ofinformation that is generally
difficult to obtain and that benchmarking, among other regulatory tools, may help the
Commission to obtain. In other words, benchmarking may well be required in
implementing a parity rule - the latter does not obviate the former.

2. A parity rule attempts to protect against extension of a monopoly position from an
input market into a broader market. In itself, it does nothing to protect against simple
exploitation of the monopoly position in the input market.

For example, take access charges. A parity rule says that GTE must supply access
services to Sprint and MCI on the same terms as it supplies them to itself. This offers
some protection (how much, is disputed) against GTE leveraging an access monopoly

2 Round Table on the Economics of Mergers Between Large ILECs, Held on February S, 1999, CC Docket
98-141, Transcript of Live Tape, February 8, 1999. Henceforth Round Table transcript.

3 Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56. Henceforth the Act.
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into a long-distance monopoly. But does the access parity rule make it unnecessary
otherwise to regulate GTE's access prices? Clearly not. The level of access charges,
as well as the parity or imparity with which they are supplied to long-distance
competitors, matters a lot. Even when fully implemented (see point I), parity does
nothing about that level. Parity tries to ensure a level playing field, but says nothing
about whether it is a level plateau or a level swamp.4

In the presence of overwhelming market power in access (absent which, even a parity
rule would be unnecessary), some other form of regulation is needed to control that
level. How can that other regulation be efficiently managed? All the usual problems
of regulation are liable to arise. Benchmarking may help. Parity thus has not
substituted for benchmarking.

3. Finally, we note a defect ofparity regulation, lest we inadvertently leave the
impression that parity solves everything.S Parity rules do not help a competitor who
wants to out-innovate the incumbent, if innovation requires a new form of access.
The incumbent can slow-roll the innovator, declining to provide the new kind of
input, until the incu..~bent has a similar or leapfrogging innovation available. (For
example, consider the provision ofproperly conditioned loops to would-be CLEC
providers ofxDSL service, by an ILEC who has no DSL marketing plans.) Until
then, the incumbent has no need for the new input, so parity provides no constraint.
Alert regulators may conceivably prevent this kind ofbehavior, but surely not
through parity rules.

For example, consider the Memorandum Opinion and Order in the Expanded
Interconnection Proceeding6 and the more recent Advanced Services Proceeding.7 In the
Expanded Interconnection Order, the Commission ruled that for virtually collocated
equipment "LECs will be required to install, maintain, and repair this equipment, at a
minimum, under the same time intervals and with the same failure rates that apply to
comparable LEC equipment not dedicated to interconnectors."s The Commission

4 Another way to think oftbis is that the level playing field, if fully enforced (which is very difficult), even
if it may perhaps be "fair" for competitors, tells us nothing about protection ofconsumers from exploitation
of the bottleneck monopoly. Merely ensuring that there is parity "measured against mutually [to the fums]
acceptable performance standards," (Ex Parte, p. 13) puts the firms in charge of consumer protection, and
not in a way that makes them compete on that dimension.

s Points 1 and 2 above are not in themselves defects ofparity regulation, merely recognitions that parity
regulation inherently cannot fully substitute for other forms.

6 In the Matter ofExpanded Interconnection with Local Telephone Company Facilities, CC Docket No. 91­
141, Memorandum Opinion and Order. Adopted: July 14,1994; Released: July 25,1994. Henceforth
Expanded Interconnection Order.

7 In the Matters ofDeployment ofWireline Services Offering Advanced Telecommunications Capability,
CC Docket No. 98-147, Memorandum Opinion and Order, and Notice ofProposed Rulemaking. Adopted:
August 6, 1998. Released: August 7, 1998. Henceforth Advanced Services Order MO&O. First Report
and Order and Further Notice of Proposed Rulemaking. Adopted: March 18, 1999. Released: March 31,
1999. Henceforth Advanced Services Order.

8 Expanded Interconnection Order, para 44.
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declined" ... to require the LECs to install, maintain, and repair interconnectors' virtual
collocation equipment to meet the interconnectors' time intervals ... such a requirement
would be difficult or impossible to enforce, because it could require LECs to maintain
and repair their competitors' equipment faster and more effectively than the LECs
maintain and repair their own.,,9 .

The more recent Advanced Services MO&O reiterated the role of parity. " ... LECs are
also required to provide competing carriers with nondiscriminatory access to the
operations support systems (OSS) functions for pre-ordering, ordering and provisioning
100pS."IO But, unlike the Expanded Interconnection Order, the Advanced Services Order
requires more: " ... [W]e now conclude that the deployment by any incumbent LEC of a
collocation arrangement gives rise to a rebuttable presumption in favor of a competitive
LEC seeking collocation in any incumbent LEC premises that such an arrangement is
technically feasible ... We believe this 'best practices' approach will promote
competition."11

The Advanced Services Order contains numerous examples of this "best practices"
approach. 12 With this Order, the Commission recognizes that pronouncing a parity rule is
not sufficient. ILECs may be required to adopt best practices adopted by comparable
ILEes.

The bottom line is that, while parity rules can be valuable, they are not ideal even on their
own tenns, and they do not effectively substitute for other forms of regulation. Parity
rules are likely to require other regulation to set the level of the level playing field and to
set the vigor ofparity enforcement. It is therefore quite incorrect to assume that
increasing use ofparity rules over time dramatically reduces the need for relatively
efficient techniques ofregulation.

IL (R)BOC Confusion

ILEC comparisons can be made at various levels, including (1) among operating
companies held by the same holding company, (2) among operating companies held by
different holding companies, or (3) among holding companies. In their recent ex parte
filing, SBC/Ameritech appear to dismiss the first two kinds ofcomparison on the ground
that they are "not RBOC-RBOC comparisons." This is a fallacy.

Recall that the basic point ofbenchmarking is to discipline a choice by a monopolist (or a
finn that does not face adequate product-market competition) by adducing evidence from
outside concerning what is feasible, etc. For reasons that are fairly obvious and that we

9 Expanded Interconnection Order, para 62.

10 Advanced Services Order MO&O, para S6 (note not included).

II Advanced Services Order, para 4S.

12 Several examples from the Advanced Services Order are described in Section m. D, below.
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described in our original paper, economic logic predicts that, other things being equal,
less discipline can be exerted in this way by comparing across commonly-owned or
jointly-controlled units ofobservation. This basic principle applies no matter what the
geographic or jurisdictional unit of comparison. Application of this simple logic enables
us to clear up the confusion sown by SBC/Ameritech's over-reliance on forms of words.

Occasionally, it might be possible to discipline what (say) Michigan Bell does at one
central office by pointing to what it does at another. However, this is likely to be a
relatively weak tool, because Michigan Bell can present a united front across its central
offices if it is determined to persuade regulators that some form of accommodation or
product offering at central offices is infeasible or prohibitively costly.

More often. it is possible to discipline what one operating company does by pointing to
what another operating company does. This is likely to be most useful if the operating
companies are independent ofone another. However, because (at the RBOC's
sufferance) even commonly owned operating companies have some de!?,'ee of operating
autonomy, a comparison ofoperating companies can be useful even when the two
operating companies are commonly owned (e.g., parts of the same RBOC). Although
operating company practices are likely to be "shaded" in the direction ofpartners'
interests, some variation and some disciplining effect may - and sometimes does ­
remain. SBCIAmeritech, Arrow, and other filings give examples.

Such intra-RBOC competition-through-comparison is inevitably limited, however,
because of the economic incentive to shade practices towards partners' interests. A
holding company will permit such internal variety only to the extent that it believes doing
so will enhance its profits. In particular, if an RBOC feels that presenting a united front
among its operating companies will significantly boost its profits, e.g., by retarding
competition or by enhancing its regulatory information rents, one would expect this
autonomy to be overridden.

Ifeach RBOC implements a common practice in its various BOCs, then such intra­
RBOC, BOC-to-BOC comparisons become vacuous. In this case, also, there is a
confusing verbal difference, but no substantive difference, between BOC-to-BOC
comparisons across two such RBOCs on the one hand, and RBOC-to-RBOC
comparisons on the other.

More generally, a comparison between two BOCs held by separate RBOCs has two
advantages. It can draw on whatever intra-RBOC variation is allowed to survive within
each RBOC. And it is not stifled by the incentives of either BOC (or its RBOC owner) to
shade practices in the direction of the other's interests. The latter advantage is lost if the
two BOCs become commonly owned - in other words, ifthe RBOCs merge. This is the
loss due to merger. The fact that the comparison can be called BOC-to-BOC while the
merger is termed RBOC-with-RBOC does not alter that loss.

It is simply fallacious to assume that mergers among RBOCs have an effect only on
comparisons that are verbally described as "RBOC-to-RBOC." On such logic, Staples
and Office Depot could have claimed that their proposed merger would have no effect on
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competition because consumer shopping comparisons are "store-to-store" and not "chain­
to-chain." GM and Ford might claim that they could merge with no loss ofcompetition
because consumer shopping is "dealer-to-dealer" and/or "model-to-model" and not "firm­
to-firm." In short, it would be absurd.

Closer to home, one can vividly see the absurdity by considering the access charge
example. SBC/Ameritech, consistent with their verbal focus on whether benchmarking is
"RBOC-to-RBOC," argue that "[d]ata for each operating company were combined and
averaged to arrive at the final [X-factor], and therefore the result would not have been
affected had there been one fewer separate RBOC holding company owner." I

3 By that
logic, nothing would be different had all operating companies been owned by one
holding company, Bell America. But this would take us right back to the full-blown
ratchet effect: every productivity improvement that Bell America made would go one­
for-one into the X-factor for Bell America 14

Similarly, SBC wrongly suggests that two benchmarking comparisons used by the DOJ
would be unaffected by potential mergers because neither "is an RBOC-to-RBOC
comparison.,,15 DOJ's analysis compared, first, the number ofunbundled local loops
provisioned by Ameritech in Michigan with the number ofunbundled local loops
provisioned by BellSouth in Louisiana, and, second, the test methodology for OSS used
by Bell Atlantic-New York with BellSouth's test methodology. In each case, the
comparisons are ofcompanies operating in different regions. If the two operating
companies were to become commonly owned through a merger, the value of the
comparison would be weakened due to the incentives for the merged holding company to
establish common policy across its operating companies, or to shade their practices in the
direction oftheir partners' interests. That, not verbal characterizations ofwhether the
comparison is at the BOC or RBOC level, is the point.

III. Benchmarking Examples

Here we briefly respond to SBC/Ameritech's claim that many of the examples given in
our original filing were not in fact benchmarking, and also describe some further
examples.

As an initial matter, we observe that some degree ofjudgment is almost inevitably
required in trying to determine from the outside whether an ILEC-ILEC comparison is
causally pivotal in a particular decision. As SBC and Ameritech themselves note, ''the
Commission generally considers all available data and analyses in reaching its

IJ Ex Parte, p. 12.

14 Ex Parte, footnote 44, claims that "Dr. Farrell has further retreated from his argument, effectively
conceding that the disincentive is masked because 'nobody can really know for sure how the X factor will
be adjusted and when(.]'" We address this important misinterpretation in subsection ill. C below.

IS Ex Parte, footnote 49.
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decisions,,16 and reports broadly on these considerations. It is relatively unusual that an
important matter will be decided based entirely on one particular datum. Thus, it is not
simple to diagnose from the outside whether the regulatory analysis turned on one
particular factor. This, however, does not mean that the loss of an information source is
unimportant.

A. Local Number Portability

sac and Ameritech argue that the Commission's decision on the method for
implementing local number portability did not rely on Ameritech's adoption ofLRN. In
view of the background and analysis, we find that a surprising position.
The Commission found that" ... two methods have emerged as the primary ones
advocated by parties in this proceeding: Location Routing Number (LRN) and Query on
Release (QOR).,,17 Six of the RBOCs and GTE advocated the QOR method. 18 Although
several states had selected LRN for long-term implementation,19 only Ameritech among
the major ILECs advocated the LRN method.20

The Commission evaluated which number portability method or methods to approve
from two perspectives: (1) satisfaction ofperformance criteria and (2) public interest
considerations.

In terms ofthe first perspective -- performance criteria -- the Commission concluded that
QOR would be incompatible with the 1996 Act, which requires that consumers be able to
retain their numbers" ... without impairment ofquality, reliability, or convenience when
switching from one telecommunications carrier to another.,,21 The Commission found
that:

any long-term number portability method must not result in any
degradation ofservice quality or network reliability when customers
switch carriers. We further conclude, based on the record in this
proceeding, that [this criterion] prohibits the use ofQOR as a long-term
number portability method.22

In reaching this conclusion, and thus effectively adopting the other contending long-term
number portability method, LRN, the Commission made use of technical information

16 Ex Parte, p. 10.

17 In the Matter ofTelephone Number Portability, First Memorandum Opinion and Order on
Reconsideration, CC Docket 95-116. Adopted: March 6, 1997. Released: March 11, 1997. Para 6.
Henceforth Telephone Number Portability Order.

18 Telephone Number Portability Order, para 14 and footnotes 33 and 34.

19 Telephone Number Portability Order, para 8.

20 Telephone Number Portability Order, footnote 120.

21 United States Code Service, 1998, Title 47, Chapter S, Section 1S3, Defmition (30).

22 Telephone Number Portability Order, para 20.
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about alternative methods of implementing numberportability?3 In this phase, the
Commission did not explicitly rely on comparisons of ILEC plans and experience. But
the Commission would hardly have banned QOR had it not been confident that LRN
could reasonably be implemented. In achieving such confidence, it was surely relevant
that the record established that Ameritech had decided that implementation of LRN was
practical, and that smaller carriers in Illinois were in agreement to use the LRN method.24

This information, the knowledge that Ameritech's state regulator in Illinois had, through
an industry workshoE' resolved numerous operational issues with respect to
implementing LRN, 5 and the agreement of Sprint, GTE, MCIMetro, MFS and TCG to
use the LRN method in Illinois provided a counterweight to the claims of the ILECs
advocating QOR.

In assessing the two number portability methods from the second perspective -- public
interest considerations -- the Commission weighed whether QOR rather than LRN would
result in significant cost savings as well as which method would more easily meet the
Commission's implementation schedule.26

The Commission facedcq.nflicting estimates of the short-tenn costs of implementing
QOR. Six RBOCs and GTE estimated that deployment of QOR would collectively save
them $624 million to $649 million annually.27 In contrast, MCI estimated that for three
carriers for which it had sufficient information to provide estimates, the savings would be
just 20 percent to 23 percent of the respective LEC's estimate, and for a fourth carrier
MCI estimated that QOR would cost more than LRN.

The Commission found itself in the familiar regulatory position ofassessing conflicting
claims from incumbent ILECs and competitors about relative costs:

Proponents of QOR contend that the use of the QOR enhancement to LRN
would result in real cost savings, not just a short-tenn deferral of expenses,
because the number of ported calls in some areas will never reach the level
where it is more cost effective to disable QOR and complete the build-out
necessary to support LRN. We conclude, however, that the statutory
scheme that Congress has put in place should, over time, result in vigorous
facilities-based competition in most areas, and therefore LRN will be the
most economicallong-tenn solution. Thus, deploying QOR would most
likely result in short-tenn cost savings, not overall cost savings. In fact, at
least one incumbent LEC, Ameritech, has already decided that it is

23 Telephone Number Portability Order, paras 21-30, and Appendix C.

24 Telephone Number Portability Order, footnote 120.

2~ Telephone Number Portability Order, para 9.

26 Telephone Number Portability Order, para 31.

27 Telephone Number Portability Order, footnote 124.
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beneficial to deploy LRN from the outset, rather than converting from
QOR to LRN at some later date.28

Presumably the Commission would not have mentioned this latter fact ifit were
irrelevant to its decision. Presumably also the phrase "at least one incumbent LEC,
Ameritech" should be read as indicating that the adoption by other, smaller ILECs was
less central in the Commission's decision process.

SBC argues that "[t]he decision applied to all LECs (including CLECs), not just RBOCs,
so that many hundreds of companies could have served as potential 'benchmarks' if
needed. ,,29 But the "many hundreds" ofother LECs had overwhelmingly not adopted
LRN. Evidently the Commission found it salient that one RBOC had adopted the LRN
method. While a small number ofother LECs had also done SO,30 the Commission's
phrasing strongly suggests (a) that a comparative, benchmarking-type argument was
involved, and (b) that adoption by the smaller ILECs in Illinois played a supporting
footnote part, not a lead role. #-

We invite the Commissio,! and its staff to consider, in the light of their experience and of
this history, how it might have reached a decision on a number portability method had the
Commission instead been confronted with a unified front in which no major ILEC had so
much as begun to address operational issues in implementing LRN and all major ILECs
supported the QOR method.

B. Shared Transport

The SBC Ex Parte then suggests that benchmarking played no role in the Commission's
decision on shared transport.31 We find that view equally surprising.

In its initial Local Competition Order in August 1996 the Commission held that it is
technically feasible to provide access to interoffice transport facilities between end
offices and between end offices and tandem switches.32 One year later in its Local
Competition Third Order the Commission found that no new evidence had been
presented to convince the Commission otherwise, and explicitly noted that:

. " Ameritech is the only party to contend that it is not currently able to
measure and bill for shared transport. In contrast, Bell Atlantic, NYNEX,

28 Telephone Number Portability Order, para 38 (note not included).

29 Ex Parte, p. 6.

30 Telephone Number Portability Order, footnote 120.

31 Ex Parte, p. 8.

32 In the Matter of Implementation of the Local Competition Provisions in the Telecommunications Act of
1996, First Report and Order, CC Docket 96-98. Adopted: August 1, 1996. Released: August 8, 1996.
Paras. 442 and 443.
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and PacTel have stated that they offer shared transport in conjunction with
unbundled local switching.33

The same Local Competition Third Order provides a further example of the Commission
comparing the practices of major ILECs to reach a decision about competitors' access to
ILEC network elements. The Commission rejected "Ameritech's contention that
purchasing access to the switch as a network element does not entitle a carrier to use the
routing table located in that switch.,,34 The Commission noted that:

... Ameritech is the only incumbent LEC that has argued in this record
that the routing table is not included in the unbundled local switching
element. Other incumbent LECs have stated that they offer shared
transport in conjunction with unbundled local switching ... This suggests
that other incumbent LECs recognize that the routing table is a feature,
function, or capability of the switch.3s

The Commission thus used information that several ILECs were offering switched
transport and access to routing tables as a benchmark by which to reject Ameritech's
claims regarding the infeasibility ofproviding switched transport and the severability of
routing from the function of the local switch.

C. Access Charge Productivity "X factor"

In our previous submission we reviewed the disincentive created by the "ratchet effect"
that can occur if the X-factor in price cap regulation is updated periodically. When the
X-factor is based on the average productivity increase of several ILECs that standard
reduces, but does not eliminate, the incentive problem. We demonstrated that a merger of
two price-cap ILECs would increase the adverse incentive effect. The disincentive effect
will exist even when the set of firms used to calculate the average includes ILECs in
addition to the RBOCs.

SBC asserts that Farrell has ''retreated from" this argument and "conced[ed] that the
disincentive effect is masked because [quoting Farrell] 'nobody can really know for sure
how the X-factor will be adjusted and when,.,,36 And, SBC's economic witnesses earlier
argued that:

33 In the Matter of Implementation of the Local Competition Provisions in the Telecommunications Act of
1996, Third Order on Reconsideration and Further Notice of Proposed Rulemaking, CC Docket 96-98.
Adopted: August 18,1997. Released: August 18, 1997. Footnote 77. Henceforth Local Competition
Third Order.

34 Local Competition Third Order, para 4S (note not included).

35 Local Competition Third Order, para 46 (note not included). Bell Atlantic, NYNEX, and PacTel are the
other incumbent LECs to which reference is made. (Local Competition Third Order, footnote 77.)

36 Ex Parte, footnote 44.
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· .. [I]t is unlikely that any ILEC anticipates that a productivity
improvement it makes today will be systematically taken away in a future
price cap revision. Each time X has been revised, the method of
calculating X has been revised, and the process is too unpredictable to .
optimize against.37

This represents not only an economically old-fashioned view of optimization under
uncertainty, but, more importantly, a very rosy view of what will happen absent
regulatory commitment and certainty. It is not necessary that the process for determining
the X-factor be fully specified in advance for an ILEC to rationally anticipate that a
fraction of the productivity improvements it achieves will be incorporated into a revised
standard. Indeed, one might well argue that the less the Commission is committed to a
particular method, the greater might be the ex post temptation to re-initialize the price cap
level (thus improving consumer welfare and economic efficiency ex post). If anything, a
future Commission, keen to reduce access charges and not bound by any highly
predictable commitment concerning the adjustment of X, might be the prospect that
would most deter an ILEC from investing in increased productivity.

Implicitly recognizing this very point, SBC also (in apparent tension with their first
argument) points out that the Commission has recognized the adverse incentive of the
ratchet effect. 38 The Commission stated that:

'" [W]e plan ... on ensuring, to the extent possible, that we do not
substantially undermine each price cap incumbent LEC's incentives to
improve its efficiency. For instance, we would plan to make adjustments
based on demonstrated industry-wide performance ... rather than
adjustments that are tied to a particular price cap incumbent LEC's
interstate earnings.39

sac then, surreally, seems to believe that this announcement ofaverage-practice
benchmarking implies that it doesn't matter much whether mergers reduce the efficacy of
average-practice benchmarking.

D. Recent Examples

Since our original submission, benchmarking has continued to be used by the
Commission and by industry participants, including RBOCs themselves.

1. In its recent Advanced Services Order, the Commission adopts a best-practice
benchmarking approach to determining the technical feasibility of a collocation
arrangement:

37 Schmalensee and Taylor Reply, para 76.

38 Ex Parte, p. 10.

39In the Matter of Price Cap Performance Review for Local Exchange Carriers, CC Docket No. 94-1,
Fourth Report and Order. Adopted: May 7,1997. Released: May 21, 1997. Para 167.
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... [W]e now conclude that the deployment by any incumbent LEC of a
collocation arrangement gives rise to a rebuttable presumption in favor of
a competitive LEC seeking collocation in any incumbent LEC premises
that such an arrangement is technically feasible. .. We believe this 'best
practices' approach will promote competition.40

Elsewhere in the Advanced Services Order the Commission repeatedly cites the practices
of one or more RBOCs or GTE in giving reasons for the establishment of specific rules.
For example:

• In clarifying existing rules that ILECs must permit the collocation of advanced
services equipment that is used for interconnection or access to UNEs when it also
contains switching functionality, the Commission noted "SBC notes that it currently
permits collocation of remote switching modules in its central oflices.'.41

• In requiring ILECs to make cageless collocation arrangements available to requesting
carriers, the Commission noted "u S WEST makes cageless collocation arrangements
available to competitors.'.42

• In requiring ILECs to make collocation space available in single-bay increments, the
Commission noted ..... SBC is willing to provide competitors with collocation space
of less than 100 square feet ... GTE provides collocation space in minimum
increments of25 square feet.'.43

• In requiring that Space Preparation Cost Allocation be charged on a pro-rated basis,
the Commission stated "One approach ... adopted by Bell Atlantic... was that the
competing provider would be responsible only for its share of the cost ofconditioning
the collocation space ... Bell Atlantic committed to allowing smaller competing
providers to pay on an installment basis.'M

• The Commission found that" '" incumbent LECs must remove obsolete unused
equipment from their premises upon reasonable request by a competitor or upon the
order of a state commission ... The record reflects that some incumbent LECs already
remove obsolete equipment to increase collocation space',4S and specifically noted
that "U S WEST often removes 'obsolete' equipment to increase available space in
central offices '" Ameritech already removes equipment that is not used and useful
from central offices.,,46

40 Advanced Services Order, para 45.

41 Advanced Services Order, para 29 and footnote 61.

42 Advanced Services Order, para 42 and footnote 100.

43 Advanced Services Order, para 43 and footnote 105.

44 Advanced Services Order, paras 50-51.

4' Advanced Services Order, para 60.

46 Advanced Services Order, footnote 149.
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• In considering what would constitute reasonable provisioning intervals, the
Commission observed "Both GTE and Ameritech state that they respond to physical
collocation requests within ten days by advising the requesting carrier whether space
is available or not. We view ten days as a reasonable time period ... ,,47

2. In an ex parte presentation to the Commission, SBC recently compared the
performance ofPacific Bell with Ameritech, Bell Atlantic, BellSouth, SWB, and US
WEST over 1996, 1997, and 1998.48 The metrics of comparison included: installation
orders, installation commitments met, installation average interval, downtime of total
switches, initial repair trouble reports, out-of-service interval, repeat trouble reports, and
state complaints.

3. NARUC solicited examples of ideas that either industry or regulators have used in
implementing the Act. NARUC and the NRRI issued an extensive compilation of
submitted "best practices" for dispute resolution, customer service, advanced
telecommunications services, universal service, market entry and competition issues,
numbering issues, collocation, and OSS and other issues.49

IV. What ifSize Matters?

SBC's comments emphasized that there are numerous other comparators in addition to
the major ILECs. For some purposes, it is indeed the case that smaller ILECs and CLECs
provide useful information for benchmarking the performance ofa major ILEC. For
other purposes, however, the size of the comparators may well be important.

Indeed, the parties base their case for the merger in part on the claim that even today's
SBC is a different kind ofcreature than the proposed big SBC. And Robert Crandall
argued at the Round Table that "it is hard to consider GTE as an appropriate benchmark
for Bell Atlantic or some of the other RBOCs. They are not involved in the 271 process.
Their entire structure, the dispersed operating systems around the country, are really very
different from the RBOCs, and it is hard to argue you are losing a very important
benchmark there. ,,50 Presumably if these arguments are correct, then as Michael Katz
asked "Well, how is some little CLEC that is going to be a hundredth the size and in a
very different market position and certainly not under the strictures of 271 then going to
be a good benchmark?"Sl

47 Advanced Services Order, para 55.

48 Notice of Ex Parte Presentation, SBC Communications, Inc., February 23, 1999.

49 "A Compilation of 'Best Practices' to Implement the Telecommunications Act of 1996," NARUC Winter
Meetings, February 1999.

50 Round Table transcript, pp. 52-53.

51 Round Table transcript, pp. 63-64.
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While there is no clear criterion for how close in size ILECs must be to be useful
comparators (indeed, it will clearly differ from problem to problem), large differences in
size may well make benchmarking more difficult and argue for it to be applied more
softly. The parties' own assertions regarding the dramatic effects of bulking-up on
efficiency and aggressiveness suggest that we consider the implications if indeed a
merged SBC/Ameritech is very different from today's SBC. This would suggest that, in
the relevant range, a factor of two in size would make a big relevant difference. As we
show next, if that were true, the mergers currently under review would result in a loss of
"similar" comparators much more dramatic than the "eight to six to four" that one might
get by counting "large" ILECs.52

Table 1 below gives estimates of the proportions of U.S. customer lines controlled by ten
large holding companies, including the Regional Bell Operating Companies, GTE, and
the Southern New England Telephone Company, as of 1997. Table 2 shows what the
shares would be after the proposed mergers. From these tables, we note the following:

"
• Following the BAlNYNEX and SBClPactellSNET mergers (using 1997 numbers),

Bell AtlanticINYNEX; SBClPactellSNET. BellSouth, GTE, and Ameritech all have
percentages oflines within the range from 10.7 percent to 19.9 percent. Thus, each
of them faces at least four (in three cases, five) comparators that differ in size by no
more than a factor of two. With this illustrative definition of "comparably-sized"
companies, close to three quarters of the nation's lines currently are served by ILECs
that have four orfive comparably-sized comparators.

• If the Bell Atlantic-GTE and SBC-Ameritech mergers were to be approved, the
merged entities would have shares (using the same 1997 numbers) of31.1 percent
and 29.2 percent, respectively. Each would be well over twice the size ofBellSouth,
and more than three times the size of any other remaining comparator. Moreover,
BellSouth would now have only U S WEST within the 2-to-l threshold, and U S
WEST would have only BellSouth. Thus, for purposes for which a more than 2-to-l
size differential seriously reduces the value ofILEC-ILEC comparisons, more than
80 percent of the nation's access lines would be served by ILECs having only one
fully effective comparator.

'2 That is, going from the 19961evel of seven RBOCs plus GTE, to today's structure with five RBOCs plus
GTE, to the four survivors from that set after the proposed mergers.
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Table 1
Share of Customer Lines for Selected LECs (%)

Post SBClPacTeVSNET & Bell AtlanticlNYNEX Mergers

Company

SBCIPACTEUSNET
AMERITECH
BELL ATLANTICINYNEX
GTE
BELLSOUTH
US WEST
SPRINT
ALLTEL
FRONTIER
CITIZENS UTILITIES
CLECs
OTHER

Total

1997

18.5
10.7
19.9
11.2
12.0
8.3
3.8
0.9
0.5
0.5
1.6

12.0

100.0

Sources:
Federal Communications Commission, 1997 Statistics o/Communications
Common Carriers, Table 1.1.
Federal Communications Commission, Trends in Telephone Service,
January 1999, Table 9.1.
Federal Communications Commission, 1997 Statistics o/Communications Common
Carriers, Table 2.5.
Southern New England Telephone Company, SEC Fonn 10-K for the Fiscal Year
Ended December 31, 1997.
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Table 2
Share of Customer Lines for Selected LECs (%)

Post SBClPacTel/SNET/Ameritech & Bell AtlanticlNYNEX/GTE Mergers

Company

SBCIPACTEUSNETIAMERITECH
BELL ATLANTICINYNEXIGTE
BELLSOUTH
US WEST
SPRINT
ALLTEL
FRONTIER
CITIZENS UTILITIES
CLECs
OTHER

Total

1997

29.2
31.1
12.0
8.3
3.8
0.9
0.5
0.5
1.6

12.0

100.0

Sources:
Federal Communications Commission, 1997 Statistics ofCommunications
Common Carriers, Table 1.1.
Federal Communications Commission, Trends in Telephone Service.
January 1999, Table 9.1.
Federal Communications Cotmnission, 1997 Statistics ofCommunications Common
Carriers, Table 2.5.
Southern New England Telephone Company, SEC Form ID-K for the Fiscal Year
Ended December 31, 1997.

16



JI: Some Additional Issues Raised by Professor Arrow

Professor Kenneth Arrow has criticized our analysis on a number of grounds, suggesting
that benchmarking among large ILECs is no longer (ifit ever was) very important. 53

Specifically, as we read his declaration, Professor Arrow makes seven major claims:

1. That there are many more benchmarks, and much more information,
available to regulators than we suggest: (a) because there are many
relatively small ILECs, and they count; and (b) because each large ILEC
has signed many interconnection agreements.

2. That ILEC-versus-ILEC benchmarking is no longer important, and that,
instead, the key question is one ofparity -- whether an ILEC treats its
competitors as well as itself in the supply of an input.

3. That major IXCs, and notably Sprint because it is also an ILEC, know
how to monitor ILEC behavior, so that ILEC-ILEC benchmarking is not
much needed.

4. That much information is collected and used at the operating-company or
study-area level, not at the holding-company level, and mergers ofholding
companies do not affect the amount of such information that is available.

5. That observations of the practices ofILECs are correlated, and that this
means that additional observations provide less added information than
one might think, and thus that our illustrative calculations of the loss of
information may be biased upwards.

6. That in many cases a merger will have no effect on best-practice
benchmarking.

7. Finally, that as a general matter, regulators can alter their methods of
regulating ILECs to take account of any reduction in the information
available to them; so that, by assuming that regulators follow a fixed rule,
our analysis overestimates the loss from reduced information

We address these claims in tum.

53 Arrow Declaration. Some of the same points are also raised in the Schmalensee and Taylor Reply, or in
the Gilbert and Harris Reply, but we focus here on Professor Arrow's comments.
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Claim 1(a): A number ofsmaller fLECs, and CLECs, provide additional information.

This is undoubtedly true for some purposes. We can only suggest the Commission and
its staff consider whether they believe they could do as good a job protecting consumers
if the primary comparators for Bell America were Sprint and Frontier. We suspect the
answer is no. If so, the Commission must decide where to draw the line: on this side of
the pending mergers, or on the far side? The effect of the proposed mergers on one crude
illustrative measure of the availability ofcommensurate-sized comparators is discussed
above.

Claim 1(b): Each fLEC has many interconnection agreements (with various CLECs,
and in various states) that provide new information.

This claim apparently assumes that the ability of a large ILEC (say, Bell Atlantic) to deny
efficient interconnection to one rival carrier is well disciplined by Bell Atlantic's own
dealings with another rival carrier. But this flies in the face ofbasic economics. Even
textbook monopolists generally face multiple customers, and it is well established that
most-favored nation ruks do not solve the monopoly problem. The essence of
benchmarking (as ofcompetition) is using choices made by others to discipline Bell
Atlantic, not linking one set of Bell Atlantic terms and conditions to another.

Claim 2: Parity benchmarking, not fLEC-fLEC benchmarking, is the important
comparison.

This claim is discussed in section I above.

Claim 3: /XCs and out-ol-region fLECs can monitor fLEC behavior.

IXCs and out-of-region ILECs (including Sprint in both those roles) may be more
knowledgeable negotiators for interconnection than are some other CLEC entrants.
However, there is no reason to think that the only problem in achieving efficient
negotiated interconnection arrangements is ignorant CLECs. Rather, CLECs inevitably
face difficulty in persuading regulators to adopt enforcement provisions that the CLEC
may know would be reasonable but that the ILEC challenges as unreasonable.54

Ofcourse, Sprint could point to its in-region behavior qua ILEC and use this experience
to help inform the regulator about what should be expected from other ILECs. For that
matter, the regulator could use this information sua sponte. But this is precisely the kind
ofbenchmarking we discuss - the use of information from a different ILEC. It is not a
substitute for it.

S4 Of course, CLECs have incentives to request unreasonable provisions as well, for the same reason ­
namely, that the regulator has trouble distinguishing reasonable from unreasonable proposals because it has
limited information independent of the ILEC. Indeed, this is why "always do what CLECs ask" would not
be a good rule for regulators to follow.
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Claim 4: Mergers ofholding companies do not affect the flow ofoperating company level
data.

Much information is indeed reported at the study-area level. In such cases, in formal
terms a holding-company merger does not change the quantity of information flowing.
But it is important to distinguish the formal flow of information -- what pieces ofpaper
are filed and what questions answered -- from the flow of truly useful information. As
we argued at length in our previous submission, post-merger there is an incentive for
sister operating companies to harmonize their practices and to shade their choices in the
direction of their sisters' interests. This very often will lead to a diminished flow of
useful information, in two ways. First, as we showed, harmonization of practices
generically, though not always, would cause a loss ofuseful information even if the
harmonized practice were an unbiased average ofprevious practices. Second, and more
importantly, the incentive to internalize competitive or comparative cross-effects leads to
a loss of useful information even if the formal information flow remains the same.
Ignoring the incentive effects is like saying that there are just as many ~ rms setting prices
after the formation of a cartel as there were before.

Claim 5: Correlated observations offLEC behavior make the loss ofinformation from
merger less important.

Observations from different ILECs are, no doubt, correlated, as we ourselves stressed in
our original submission. But there are two very different sources ofcorrelation, with two
very different implications. Recall that, in our expository model, each ofn ILECs (prior
to a merger) reports a statistic Xi, where i = 1, ... , n. Each Xi is drawn from a distribution
with parameter b, and thus each observation ofXi contains information about b. The
Commission wishes to learn about b, perhaps in order to set a performance standard.
From a Bayesian viewpoint, the unknown parameter b is itself a source ofcorrelation
among the observations. But this correlation is not a statistical artifact or something that
makes incremental observations less useful. Rather, this correlation is precisely the
point: one wants to estimate the common component.55 Industry-wide factors such as
technological progress in equipment, trends in household Internet use, and so on may
well have similar effects on different ILECs' productivity performance (for instance), but
surely these effects are part ofb: that is, they affect what could be expected from an
efficient finn. The fact that certain variables systematically affect the parameter of
interest does not in any way diminish the value of incremental observations in estimating
that parameter.

A second kind ofcorrelation is correlation among the errors in observation of b. It is
much less clear whether this kind ofcorrelation exists or is important. If it does exist,
then from a purely statistical point ofview -- that is, ignoring all incentive effects -- this

ss This is why we ourselves stressed the existence of such "correlation," the Farrell and Mitchell
Submission, p. 10; it is mistaken to describe it as something we "acknowledge ... [but] do not incorporate,"
see Arrow Declaration, para 28.
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kind of correlation does indeed reduce (not eliminate) the incremental value of additional
observations beyond the first few. But incentive effects do matter.

Claim 6: A merger often does not affect best-practice benchmarking.

Professor Arrow correctly notes that a merger affects best-practice benchmarking if one
of the merging firms has or would have the best practice, no non-merging firm also has it,
and the merging firms jointly prefer not to offer this best practice.56 These are exactly the
issues we explored in our declaration. We showed that, with reasonable assumptions,
mergers among large ILEes are likely substantially to affect best-practice benchmarking,
even though there are plenty ofcases where any particular merger does not affect a
particular best-practice comparison.

Claim 7: Regulators can re-optimize in response to merger-induced changes such as
losses in the amount ofcomparative information available. ..

Regulators can indeed modify their procedures, and doing so mitigates the loss from any
adverse change, including such a reduction in information. But it would be quite wrong
to infer (as one might from one reading ofProfessor Arrow's paragraph 35) that re­
optimization in response to an information loss could easily make performance better
than before. After all, if regulation could be more efficient with less information,
regulators could presumably just throw out information without waiting for mergers to
restrict information flow for them.57

It is perhaps also telling that some ofProfessor Arrow's illustrative examples ofhow
regulators might re-optimize are at best counter-intuitive. At paragraph 34, he suggests

56 More detailed comments on Professor Arrow's formulation are in order. First, "moving away from" an
established best practice is not the main point: the question is whether a new best practice gets offered in
the ftrst place. Second, the relevant question about non-merger parties is whether they implement the best
practice, not whether they have it available. Third, the incentive issue is, as it happens, particularly clear in
the example (section 271 entry) that Professor Arrow chooses to highlight. Bell Atlantic has an incentive
to satisfy the section 271 entry conditions. GTE does not. Post-merger, Bell Atlantic's incentive to satisfy
the entry conditions will be balanced not only against its own incentive to slow CLEC entry but also
against GTE's. Economic logic predicts, therefore, that wherever marginal adjustments can be made and
the effect on speed or likelihood of section 271 entry is continuous rather than dramatic, Bell Atlantic will
have an increased incentive to shade towards the exclusionary rather than towards compliance with section
271.

57 Formally, a logically sufficient condition for a merger-induced loss in information to make regulation
less efficient is that the optimal regulatory rule post-merger would itself perform better (or no worse) with
more information than with less. In other words, if (as is generically true) the re-optimized role itself could
use more information, then the re-optimization cannot overcome the loss of information. To see this, write
I for the pre-merger available information, J for the less informative post-merger information, R for the pre­
merger role, and S for the post-merger role. The regulator maximizes a performance function V, taking
information as given; thus, V(R, I) 2: V(S, I) and V(S, 1) 2: V(R, 1). We want to compare V(R, I) and
V(S,1). IfV(S, I) 2: V(S, 1) - that is, ifrule S performs at least as well with more information as it does
with less - then V(R, I) 2: V(S, I) 2: V(S, 1). Ifeither of these inequalities is strict, then there is a strict loss
despite the mitigation from re-optimiza~on.
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that a less infonned regulator might respond by making less [sic] allowance for
uncertainty. The opposite response seems more likely to be consistent with rational
regulation. Similarly, at paragraph 32, he suggests that in establishing a price cap a
regulator may choose a more [sic] demanding X-factor to take account of a predicted
increase in ratchet problems. But it is the responsiveness of the X-factor to any finn's
productivity changes, and not the level of the X-factor, that cause the ratchet-weakening
ofcost incentives. Therefore, such a "damn the torpedoes" approach would presumably
lead to deteriorating financial perfonnance by the ILECs, as a tougher standard is
imposed despite their lowered gains in productivity. Sustaining a more aggressive long­
run X-factor in those circumstances would be impossible ex post and/or unwise. In
general, as we stressed in our original submission, setting any long-run X-factor,
especially a demanding one, requires enough infonnation on what the finn should be able
to achieve so that poor financial perfonnance can be confidently attributed to incompetent
management rather than to an overly demanding X-factor. Achieving such confidence
takes a lot of infonnation; it seems unwise to suggest a tougher productivity standard as a
strategy to make up for the effect ofhaving little.

VI. Quotations and Paraphrases from the Economics Round Table58

In their recent Ex Parte filing, SBCIAmeritech paraphrase some ofmy comments at the
Economics Round Table. I am concerned lest their paraphrases inadvertently distort the
meaning ofmy remarks.

1. At the Round Table, I said:

... if you really believe that these mergers are both
necessary and sufficient conditions for a really vigorous out
of region entry, then I think they should go ahead, and the
sooner the better... But I think there is a lot ofsk;fticism
and there is substantial grounds for skepticism ...5

Ifyou believe that these mergers are both a necessary
condition and a sufficient condition for these LECs
plunging wholeheartedly into out of region facilities based
competition, then I think that is great. If you are not
convinced of that, then you obviously have to discount your
consideration.60

SBCIAmeritech paraphrase this as:

51 This section is by Joseph Farrell writing alone.

59 Round Table transcript, p.70.

60 Round Table transcript, p.71.
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... Sprint's economist Dr. Joseph Farrell acknowledged
that, if the merger is necessary and sufficient to permit the
introduction of the vigorous out-of-region competition that
will flow from the implementation of the National-Local
Strategy, the merger should be approved notwithstanding
his argument about benchmarking.61

Unfortunately, there is a danger that their paraphrase might be misread to make it sound
as if! accepted the claim that such vigorous entry ''will flow from the implementation of
the National-Local Strategy." I do not. As the full quotation indicates, I think there is
good reason to be heartily skeptical that the necessary and sufficient condition for really
vigorous ILEC-ILEC competition is to allow ILEC-ILEC mergers.

2. At the Round Table, I said:

How can regulators find out what is feasible? It seems to
me like there are three generic methods... One is what
could politely be described as making independent
assessment or rudely described as trying to run a shadow
business. .. That is pretty hard to do well, and it is pretty
hard especially to do well ifyou are dealing with thinking
about imposing an interconnection duty, let's say, that has
never been imposed before in that form.

The second thing that a regulator can do, which is the
traditional thing that regulators do, is to use information
from the firm's past to get an estimate ofwhat the firm can
do in the future. That is the traditional approach. In some
sense it works, but in some sense it works rather badly. We
are very familiar with some ofthe bad incentive effects that
are created and notice that this, too, does not do you really
a bit of good when you are trying to figure out whether sub­
loop unbundling in three days at a reasonable price is
feasible or not.

The third thing you can do is to use information from other
firms. Notice that this is fundamentally how competitive
markets do it... and that should clue us in to the idea that
this probably has some pretty good features.

Well, it does have some pretty good features. It also has
some defects and it has some problems, but those defects
and problems surely are not perfectly correlated with the
defects and problems of the other methods that regulators

6\ Ex Parte, p. 3.
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can use... [so] it is surely true that the arsenal or tool kit of
information tools that regulators have with it is a heck of a
lot better than the arsenal or tool kit that they have without
't 621 •

SBCIAmeritech paraphrase this as;

Dr. Farrell explained that benchmarks.. , are only one of
three potential sources of information the Commission may
consider in seeking to determine what practices are
feasible.63

Perhaps they meant to write that I "explained that benchmarks... are one of only three
potential sources of information... ," which better conveys my meaning (although the list
is not necessarily exhaustive).

3. At the Round Table, I said:

~

I think it is true that. " nobody can really know for sure
how the X factor will be adjusted and when. It is
absolutely not true that that implies that each ILEC is going
to assume that the X factor is completely exogenous to its
actions.

. .. [I]n 1997 when there was the access reform proceeding,
there were parties who argued that there should be
company by company re-initialization. In other words, take
aw~y any so-called excess profits company by company.
That did not happen. I am glad it did not happen, but it
obvious3' was not common knowledge that it would not
happen.

SBC/Ameritech paraphrase this as:

... Dr. Farrell has further retreated from his argument,
effectively conceding that the disincentive is masked
because 'nobody can really know for sure how the X factor
will be adjusted and when,' and now arguing only that that
fact does not make the X factor 'completely exogenous.,6S

62 Round Table transcript, pp. 47-48.

63 Ex Parte, p. 4.

64 Round Table transcript, pp. 68-69.

65 Ex Parte, footnote 44.
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This characterization makes sense only ifone believes that uncertainty and lack of
commitment reduce ratchet disincentives. As the reinitialization example in my actual
remarks suggests, it is equally possible as a matter of economics, and probably much
more likely as a practical matter, that lack ofcommitment makes things worse. See the
discussion in section m. C above..

4. I am happy to reiterate my general view that innovative services should be walled off
from the culture ofregulation and entitlement.66 Perhaps it is important to remind
ourselves here, however, that the apparent vision of the Telecommunications Act is
imposing duties on ILECs in order to help non-incumbents compete and innovate, so
the walling-off is less easy than one might hope. I agree that benchmarks will be
irrelevant (or at least regulators need not worry about them) where regulation is
unnecessary. Today, it remains necessary in many aspects of the industry if we are to
prevent exercise ofsignificant ILEe market power.

66 Ex Parte, p. 21. The speech cited has been published in a modified form: Industrial and Corporate
Change, December 1997. See also my article with Michael L. Katz, "Public Policy and Private Investment
in Advanced Telecomunmications Infrastructure," IEEE Communications Magazine, July 1998.
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G. Nichols Simonds
Vice President & Chief Information Officer
Emmerson Electric Co.
8000 West Florissant Avenue
S1. Louis, MO 63136

John Vitale
Bear, Stearns & Co., Inc.
245 Park Avenue
New York, NY 10167

-4-



CTC Communications Group
William L. Fishman
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 2007-5116

Consumer Union and The Consumer
Federation of America

Gene Kimmelan
Consumers Union
1666 Connecticut Avenue, NW
Washington, DC 20009

Dr. Mark Cooper
Consumer Federation of America
1424 16th Street, NW
Washington, DC 20036

e.spire Communications Inc.
Brad E. Mutchelknaus
Andrea Pruitt
Kelley, Drye & Warren, LLP
1200 19th Street, NW, Suite 500
Washington, DC 20036

Barry Pineles
GST Telecom Inc.
4001 Main Street
Vancouver, WA 98663

EMC Corp.
Martin O'Riordan
171 South Street
Hookinton, MA 01748-9013

Cablevision Lightpath, Inc.
Cherie R. Kiser
William A. Davis
Mintz Leven Cohen Ferris Glovsky and

Popeo, PC
701 Pennsylvania Avenue, NW
Washington, DC 20004-2608

Corecomm LTD.
Eric Branfman
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Communications Workers of America
Debbie Goldman
George Kohl
501 Third Street, NW
Washington, DC 20001

Commonwealth of the Northern Mariana Islands
Thomas K. Crowe
Elizabeth Holowinski
Law Offices of Thomas K. Crowe, P.C.
2300 M Street, NW, Suite 800
Washington, DC 20037

James L. Gattuso
Competitive Enterprise Institute
1001 Connecticut Avenue, NW, Suite 1250
Washington, DC 20037

Consumer Groups
Patricia A. Stowell
Public Advocate
Division of the Public Advocate
820 N. French St., 4th Floor
Wilmington, DE 19801
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Focal Communications
Russell M. Blau
Robert V. Zener
Swidler Berlin Sheereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Network Plus, Inc.
Russell M. Blau
Kathleen L. Greenan
Swidler Berlin Sheereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Freedom Ring Communications
Monon J. Posner
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Todd McCracken
National Small Business United
1156 15th Street, NW
Suite 1100
Washington, DC 20005

USDA
Christopher A. Mclean
Deputy Admin,
Rural Utilities Service
Washington, DC 20250

PaeTaec Communications, Inc.
Eric Branfman
Eric Einhorn
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Competitive Telecommunications Association
Roben J. Aamoth
Melissa Smith
Kelley, Drye & Warren, LLP
1200 19th Street, NW, Suite 500
Washington, DC 20036

Debra Berlyn
Executive Director
CPI - Competition Policy Institute
1156 15th Street, NW, Suite 520
Washington, DC 20005

Hyperion Telecommunic:r .'ns, Inc.
Douglas G. Bonner
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

J. J. Barry
International Brotherhood of Electrical Workers
1125 15th Street, NW
Washington, DC 20006

Angela D. Ledford
Keep America Connected
P. O. Box 27911
Washington, DC 20005

KMC Telecom Inc.
Mary C. Alben
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116
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Pilgrim Telephone, Inc.
Scott Blake Harris
Jonathan B. Mirksy
Harris, Wiltshire & Grannis, LLP
1200 18th Street, NW
Washington, DC 20036

Pam Whittington
Public Utility Commission of Texas
1701 N. Congress Avenue.
P. O. Box 13326
Austin, TX 78711-3326

RCN Telecom Services, Inc.
Russell M. Blau
Anthony Richard Petrilla
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

David N. Porter
Richard S. Whitt
MCI WORLDCOM, Inc.
112 Connecticut Avenue, NW
Washington, DC 20036

State Communications, Inc.
Harry M. Malone
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

WorldPath Internet Services
Eric Branfman
Morton J. Posner
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

William McCarty
Indiana Utility Regulatory Commission
302 West Washington Street
Suite E306
Indianapolis, IN 46204

Terence Ferguson
Level 3 Communications, Inc.
3555 Farnam Street
Omaha, NE 68131

Lisa B. Smith
R. Dale Dixon, Jr.
MCI WorldCOM, Inc.
1801 Pennsylvania Ave., NW
Washington, DC 20006

Linda F. Golodner
National Consumers League
1701 K Street, NW, Suite 1200
Washington, DC 20006

Mark E. Buechele
Supra Telecom & Information Systems Inc.
2620 S.W. 27th Avenue
Miami, FL 33133

Telecommunications Resellers Association
Charles C. Hunter
Catherine M. Hannan
Hunter Communications Law Group
1620 I Street, NW, Suite 701
Washington, DC 20006
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Irvin W. Maloney
Occidental Petroleum Corp.
1640 Stonehedge Rd.
Palm Springs, CA 92264

AT&T
C. Frederick Beckner, III
Sidley & Austin
1722 I Street, NW
Washington, DC 20006

TRICOM USA, Inc.
Judith D. O'Neill
Nancy J. Eskenazi
Thelen Reid & Priest, LLP
701 Pennsylvania Ave., NW, Suite 800
Washington, DC 20004

US Xchange, LLC
Dana Frix
Swidler Berlin Shereff Friedman, LLP
3000 K Street, NW, Suite 300
Washington, DC 20007-5116

Steven G. Bradbury
Kirkland and Ellis
655 15th Street, NW
Washington, DC 20005

Carmen Nieves, Director
Child Health Foundation
10630 Little Patuxent Parkway
Suite 126
Columbia, MD 21044

Walter Fields
New Jersey Coalition for Local Telephone

Competition
P. O. Box 8127
Trenton, NJ 08650

Triton PCS, Inc.
Leonard J. Kennedy
David E. Mills
Laura H. Philips
Dow, Lohnes & Albertson, PLLC
1200 New Hampshire Ave., NW, Suite 800
Washington, DC 20036-6802

United Cellular Corporation
Alan Y. Naftalin
Peter M. Connolly
Loteen & Naftalin, LLP
1150 Connecticut Ave., NW, Suite 1000
Washington, DC 20036

Michael E. Glover
Bell Atlantic Network Services, Inc.
1320 North Court House Road, 8th Floor
Arlington, VA 22201

Dr. Marta Sotomayor, President
National Hispanic Council on Aging
2713 Ontario Road, NW
Washington, DC 20009

Sol Del Ande Eaton, President
Latin American Women and Supporters
4501 Havelock Road
Lanham, MD 20706
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Warner H. Session, President
Telecommunications Advocacy Project
1150 Connecticut Avenue, NW
Suite 900
Washington, DC 20036

Jeffrey A. Eisenach, Ph.D.
President
The Progress & Freedom Foundation
1301 K Street, NW, Suite 550E
Washington, DC 20005

Charles B. Moister III
Winston & Strawn
1400 L Street, N.W.
Washington, DC 20005-3502

Carmen L. Nieves, President
Federal of Hispanic Organizations of the

Baltimore Metropolitan Area, Inc.
15 Charles Street, Suite 1701
Baltimore, MD 21201

Terry L. Etter
Assistant Consumer's Counsel
Ohio Consumer's Counsel
77 South High Street, 15th Floor
Columbus, OH 43266-0550

Gerald F. Masoudi
Kirkland & Ellis
655 Fifteenth Street, N. W
Washington, DC 20005 .,

-9-


