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COMMENTS OF 
SPRINT COMMUNICATIONS COMPANY LIMITED PARTNERSHIP 

I. BACKGROUND 

On July 28, 1998, GTE Corporation (“GTE”) and Bell Atlantic Corporation 

(“Bell Atlantic”) announced their agreement to combine the two corporations in a merger 

of equals. Thereafter, on October 1, 1998, GTE and Bell Atlantic filed a Petition with the 

Florida Public Service Commission (“Commission”) seeking approval of the transaction 

pursuant to Section 364.33, Florida Statutes. The Commission considered the Petition at 

the Agenda Conference held on November 17, 1998. On December 7, 1998, the 

Commission issued Order No. PSC-98-1645-FOF-TP, approving the Joint Petition 

pursuant to its authority contained in Section 364.33, Florida Statutes. In approving the 

Petition, the Commission stated: “ . . .our  approval in no way precludes us from 

addressing any of our concerns that may arise regarding this transaction to the 

appropriate federal agency.” Order at p. 3. 

During its internal affairs meeting held on January 4, 1999, the Commission 

decided to seek comments from interested persons on the impact the merger between 

GTE and Bell Atlantic would have on competition, market power and economic 

development. Accordingly, Sprint Communications Company Limited Partnership 



(“Sprint”), by and through its undersigned attorney, files these Comments with the 

Commission. 

11. INTRODUCTION 

The Federal Communications Commission (“FCC”) is reviewing the proposed 

Bell AtlantidGTE merger in CC Docket NO. 98-1 84’. Sprint has filed a Petition to 

Deny in that proceeding a copy of which is Attachment A to these Comments and 

incorporated by reference herein. Sprint’s Petition outlines five hndamental reasons why 

the FCC should deny the Bell AtlanWGTE merger petition. They are: 

1. The merger will preclude competition between Bell AtlanWGTE in 

local exchange markets. 

The increase in local markets controlled by the merged entity would 

have significant anti-competitive effects on local, long distance, and 

new services markets. 

The merger will diminish the effectiveness of regulation by reducing 

the number of available benchmarks. 

The applicants have failed to describe how they intend to comply with 

the requirements of Section 271. 

The claim that the merger will permit the Parties to enter 21 Out-of- 

Region Markets is not credible or enforceable, and it cannot in any 

event compensate for the anticompetitive effects of the merger. 

2. 

3. 

4. 

5 .  

While many of Sprint’s issues and concerns are ‘lnational’l in scope and 

appropriately considered by the FCC, the implications of this merger, especially in terms 

In re: Application of GTE CORPORATION, Transferor, and BELL ATLANTIC CORPORATION, 
Transferee, for Consent to Transfer Control. 
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of issues one and two, have a direct and material effect on the consumers of Florida and 

are therefore relevant to the Commission. Rather than reiterate the entire, Petition Sprint 

will highlight its concerns below. 

111. THE IMPACT OF THE MERGER 

1. The Bell Atlantic-GTE Merger Will Further Impede Local Exchange 
ComDetition 

The consolidation that has been occurring in the telecommunications industry 

recently, particularly among ILECs, represents an enormous aggregation and 

concentration of market power that will halt the development of effective local exchange 

competition to the detriment of Florida consumers.2 Absent the merger, Bell Atlantic 

would most likely be a formidable competitor to GTE as envisioned by the 

Telecommunications Act of 1996 

The merger of large ILECs spells death to local competition in contravention of 

the sound pro-competitive goals and policies of the Act and this Commission. As noted 

by the FCC in the Bell Atlantic-NYNEX merger, “[iln telecommunications markets that 

are virtual monopolies or that are not yet developed, however, the loss of even one 

significant market participant can adversely affect the development of competition and 

the attendant proposals for dereg~lation.”~ 

The impact of ILEC mergers, including the Bell Atlantic-GTE merger, on competition was addressed at 
the NARUC 1 10“ Annual Convention on November 11, 1998. Attached and incorporated herein as 
Attachment B is the panel presentation of Susan M. Baldwin, Senior Vice President of Economics and 
Technology, Inc., Boston, Massachusetts, on the issue of mergers. 

Pub. L. No. 104-104, 110 Stat. 56. The 1996 Act amends the Communications Act of 1934,47 U.S.C. 
$5 15 1 et seq. (“Act”). 

Petitions of NYNEX Corporation and Bell Atlantic Corporation, For Consent to Transfer Control of 
NYNEX Corporation and Its Subsidiaries, FCC File No. NSD-L-96- 10, Memorandum Opinion and Order, 
12 FCC Rcd 19985 (1 997) (“FCC Bell Atlantic-NYNEX Order”), at 7 66, Areeda & Hovenkamp, 3 
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a. Absent the Merger, GTE Would Be A Strong Competitor of Bell 
Atlantic 

Prior to announcement of the proposed merger, GTE indicated that it planned to 

expand its local presence outside of its regions and compete against the regional Bell 

Operating Companies (“RBOCs”) in their territories. In this regard, through its 

subsidiary, GTE Communications Corporation (“GTECC”), GTE has been certified as a 

CLEC in several Northeast states served by the Bell Atlantic monopoly. Significantly, in 

Virginia, GTE withdrew its application for statewide CLEC authority the day before 

filing for approval of the merger with this Commission and the FCC.’ 

GTE would enjoy substantial advantages in negotiating interconnection 

agreements with its fellow ILEC, Bell Atlantic, since GTE would have better access to 

information regarding the local operations of ILECs than other possible entrants.6 

Typically, CLECs trying to negotiate with ILECs have a significant disadvantage because 

of the asymmetry in information available to each side in understanding issues such as 

technical feasibility, the costs of providing interconnection, new means of 

interconnecting, etc. Another large incumbent is far better able to assess and contest 

claims by an ILEC that one form of interconnection is not feasible or too costly, and thus 

the product of these negotiations can be expected to produce more efficient arrangements 

for competitive entry. The consequences of this, given Section 252(i)’s most favored 

Antitrust Law (rev. ed. 1996) at 7 170d (“merger with a potential competitor acquires special significance 
when one of the firms is a monopolist.”). 

GTE Application for Public Convenience and Necessity to Provide Local Exchange Telecommunications 
Services, Case No. PUC980080. 

As the FCC noted in the FCC Bell Atlantic-NYNEX Order, “an incumbent LEC entering an out- 
of-region local market would bring particular expertise to the interconnection negotiation and arbitration 
process because of its intimate knowledge of local telephone operations.” FCC Bell Atlantic-NYNEX 
Order 7 107. 

6 
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nations obligations, are to improve interconnection for other CLECs and bring about 

competitive entry that much more efficiently and quickly. 

If this proposed merger is allowed to proceed, GTE will be eliminated as a 

potential competitor in Bell Atlantic’s territory and the development of local competition 

will be even slower. The presence of such a huge and financially strong national ILEC as 

the merged Bell Atlantic-GTE company would tend to discourage other large ILECs from 

attempting to enter the BNGTE local market. Thus, consumers may ultimately be 

deprived of the benefits of this important mode of local exchange competition without 

any other tangible benefits or savings. 

b. Bell Atlantic and GTE Have Not Opened Their Local Markets To 
Viable Competition As Required Under the Act 

To date, Bell Atlantic and GTE have failed to open their local exchange markets 

to true competition. Viable local market entry is being delayed to the detriment of both 

would-be competitors and consumers because of the inferior operational support systems 

(“OSS”) being offered to CLECs. Until fully electronic interfaces are more widely 

available, Bell Atlantic and GTE cannot be said to be offering operations support systems 

to competitors equal to what it provides itself. Without methods to process trouble 

reports electronically, competitors operate at a significant disadvantage, one clearly 

visible to the end-user. For example, in New York Bell Atlantic has not refuted CLECs’ 

assertions that they receive far slower, less reliable, and more manual operations support 

than [Bell Atlantic] provides itselfa7 Effective competition will never develop without 

commercially viable OSS. 

Case 97-C-0271, Petition of New York Telephone Company for  Approval of its Statement of Generally 
Available Terms and Conditions and Draft Filing of Petition for  InterLATA Entry, Ruling Concerning the 
Status of the Record at 22 (July 8 ,  1997). 
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Bell Atlantic’s refusal to provide unbundled network element (“UNE’’) 

combinations on reasonable terms also impedes the development of local competition. 

In fact, in New York Bell Atlantic continues to breach the terms of its interconnection 

contract with Sprint in which Bell Atlantic agreed to provide UNE combinations to 

Sprint.’ Moreover Sprint’s recent Motion for Resolution of Disputed Issue filed with the 

Virginia Corporation Commission sets forth Bell Atlantic’s delay tactics in reaching an 

interconnection agreement for Virginia and other Bell Atlantic South states.’ 

Yet another serious impediment to local competition is Bell Atlantic’s provision 

of collocation, in terms of space availability, service delivery timeliness and cost. lo  

These proceedings demonstrate Bell Atlantic’s erection of barriers to local market entry 

in the forms of inferior and costly interconnection, access to unbundled network elements 

and collocation arrangements, in addition to willful violation of voluntarily executed 

interconnection contracts. As demonstrated above, Bell Atlantic’s actions or lack thereof, 

have been contrary to its commitment to open its markets to competition. This proposed 

merger may very well strengthen Bell Atlantic’s and GTE’s resolve to keep their local 

markets closed to competition. 

N.Y. Public Service Commission, Case 96-C-0864, Petition of Sprint Communications Company L. P. for 
Arbitration under Section 16 of the Interconnection Agreement dated December 2, 1997. 

Bell Atlantic refused to sign an interconnection agreement with Sprint for Virginia despite the fact that the 
arbitration had been completed and the language it objected to was proposed by Bell Atlantic and agreed to 
by Sprint. See Motion of Sprint Communications Company L.P. for Resolution of Disputed Issue filed 
December 16, 1998, in Petition of Sprint Communications Company L.P. for Arbitration of Unresolved 
Issues From Interconnection Negotiations With Bell Atlantic- Virginia, Pursuant to Section 252 of the 
Telecommunications Act of 1996, Case No. PUC960128. ’’ Case 98-C-0690, Proceeding on Motion of the Commission to Examine Methods by Which Competitive 
Local Exchange Carriers Can Obtain and combine Unbundled Network Elements, Proposed Findings of 
Administrative Law Judge Eleanor Stein at 10 (August 4, 1998). As Judge Stein concluded, none of Bell 
Atlantic-NY’s collocation methods offered to CLECs are adequate. 
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2. The Bell Atlantic-GTE Merger Would Adversely Impact Competition in the 
Interexchange Market 

Approval of the merger would also harm competition in the long distance market, 

once the merged company gains Section 271 authority. Again, while the opportunity to 

discriminate in the provision of access to interexchange carriers currently exists, the 

potential for discrimination will be greater upon consummation of the merger. 

Moreover, with the merger, the amount of traffic that would originate and 

terminate in-region, in the combined region of the new Bell Atlantic-GTE, would 

materially increase. Sprint estimates that the new firm would terminate a weighted 

average of 42% of minutes that it controls on the originating end." This represents a 

material increase in the weighted average number of minutes that each firm individually 

controls at both ends today: 38% of all minutes originating in each carrier's territory also 

terminate there. The fact that considerably more traffic will become 'in-region' for both 

ends of the call means that the merged entity can raise its long distance rivals' costs at 

both ends of more calls. 

3. The Bell Atlantic-GTE Merger Would Impede the Delivery of New Services 
to the Florida Market 

As carriers search for new, innovative ways to provide customers with improved 

services, they will require access to new and additional capabilities in the local exchange 

network. In Sprint's case, there is no better example of this than Sprint ION, or 

Integrated On-Demand Network. In order to bring this new and desired set of services 

fully to market, Sprint will need modifications to standard access and interconnection 

l 1  Weighted averages were used to remove the bias that would otherwise be created by the disparity in the 
amount of minutes that are originated and terminated by each carrier separately. 
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arrangements. This presents another opportunity for the ILEC to deny or delay services 

to CLECs dependent on the ILEC’s network. 

The merger would increase Bell Atlantic’s and GTE’s incentives to refuse to 

provide carrier-to-carrier services related to the delivery of new services like ION, 

because, as in the local and long distance markets, there will be no viable choice for new 

service providers other than the merged monopoly. As with competitive local exchange 

and interexchange services, new services, like Sprint ION, need access to ILEC facilities 

and to interconnect with ILEC networks. In addition to potential competitors, Florida 

consumers are disadvantaged in this process because they are denied the benefit of new 

innovative services at competitive prices. Consequently, the Commission should 

encourage the Federal Communications Commission to deny Bell AtlantidGTE’s 

Petition. 

4. The Proposed Merger Will ImDede Local Exchange Access Competition and 
Could Result in Price Squeezing; 

Additionally, the proposed merger gives Bell Atlantic/GTE absolute control over 

the origination and termination of an enormous amount of competitors’ telephone calls in 

their regions, Sprint estimates that Bell Atlantic/GTE will terminate approximately 42 

percent of all telephone calls. Sprint purchases a great deal of local exchange access 

services. Like other interexchange carriers, Sprint depends on local networks to reach its 

customers. Because approximately one half of interexchange carriers’ costs are 

composed of access charges due to ILECs, Sprint, as well as other interexchange 

companies, are vitally interested in seeing local competition develop so long distance 

companies can have meaningful choices in local access suppliers. One avenue of 
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promise lies in large phone company entry into other companies’ regions, but mergers 

like these preclude such competition. 

Further, elimination of local exchange access competition guarantees that carrier 

access rates will never be based on forward-looking costs, thereby creating the potential 

for price squeezing by the proposed merged Bell Atlantic/GTE company. Bell Atlantic’s 

and GTE’s access rates continue to be well in excess of forward-looking costs. 

Consequently, the potential for anti-competitive price squeezing by Bell AtlanWGTE is 

a reality. 

5.  The Proposed Merger would be inconsistent with 4271 Reauirements for 
RBOC In-Region InterLATA Authoritv 

Although Bell Atlantic is currently prohibited from providing in-region 

interexchange services pursuant to Section 271 of the Act, GTE already provides these 

services. GTE/BA assert that if Bell Atlantic has not obtained 271 approval prior to 

consummation of the merger, the merged company will seek “transitional relief from the 

FCC. l2  To date, Bell Atlantic has failed to satisfy the 271 checklist requirements and has 

not obtained the requisite approval from the Commission. “Transitional relief is not 

available under the Act. Accordingly, any arrangement that would continue to give the 

merged company any interest in businesses or markets that are currently foreclosed to 

Bell Atlantic would be inconsistent with Section 271 of the Act. This is yet another 

reason merger approval must be withheld. 

Prior to receipt of interLATA authority pursuant to Section 271, no Bell 

Operating Company (“BOC”) is able to invest or acquire more than a 10 percent interest 

in an interexchange carrier in its region. That statutory proscription cannot be waived in 

l2  Petition at 9. 
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any way, "transitionally" or otherwise. Without full divestiture of the forbidden 

businesses, the transaction is unlawful. 

Pursuant to Section 271(a), neither a BOC nor "any affiliate" of a BOC may 

provide interLATA services, "except as provided in this ~ect ion." '~  Section 271 goes on 

to provide that, aside from certain "incidental" interLATA services not relevant here,14 no 

BOC or BOC affiliate may provide interLATA services "originating in any of its in- 

region States" until the FCC approves the BOC's application for such state under Section 

27 1 (d)(3). l 5  

Consequently, at a minimum, the FCC should require the Petitioners to make a 

supplemental submission to demonstrate in detail how they will divest GTE's interLATA 

long distance businesses within Bell Atlantic's service territories prior to any 

Commission consideration of the merits of the Petition. 

6. Claims of Merger-Related Cost and Operational Efficiencies are not 
Supported 

In its Petition, Bell Atlantic claims that the proposed merger will create 

efficiencies that will result in cost savings and the adoption of the "best practices" of each 

of the individual companies to improve the quality and efficiency of service. These 

claimed efficiencies of the merger are unsupported. Bell Atlantic and GTE, as the 

proponents of the merger, bear the burden of proof regarding the sufficiency of these 

claims of merger-related efficiency. The Petition, however, offers no empirical evidence 

and thus no confirmation of the potential for these efficiencies or whether the claimed 

l3 47 U.S.C. 5 271(a). 

l 4  47 U.S.C. 5 271(b)(3). These permitted activities are in any event subject (in most instances) to the 
structural separation requirements established in Section 272 of the Act, another provision ignored by the 
Petitioners. 
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efficiencies are achievable solely through the merger of these two companies. Moreover, 

the Petition is silent as to whether there will be merger-related savings passed on to 

consumers. As a condition to the Bell Atlantic-NYNEX merger, the New York 

Commission directed Bell Atlantic to flow through merger-related savings to its 

customers, however, to date, there has been no showing of savings to New York 

consumers resulting from the merger of NYNEX and Bell Atlantic. 

Regarding the claimed efficiencies resulting from the merged company’s adoption 

of the best practices of each firm, the adoption of the best practices of a comparable 

company is not limited to mergers. Bell Atlantic and GTE could improve their respective 

operations by adopting each other’s best practices without a merger of the two 

companies. The merger, if approved, will eliminate another telecommunications 

company, and thereby, reduce the number of available benchmarks to compare company 

performance. 

7. Post-Merger Conditions Have Not Been Effective and Thus Cannot Be Relied 
Upon to Diminish the Adverse Competitive Effects 

As demonstrated, the proposed Bell Atlantic-GTE merger is anticompetitive, 

harmful to consumers, and therefore, approval of the merger must be denied. 

Past experience confirms that a merger contrary to the public interest will not be 

remedied by attaching post-merger conditions to merger approval. The FCC approved 

the Bell Atlantic-NYNEX merger with post-merger conditions. These conditions relate 

to performance standards and associated remedies, performance monitoring reports, OS S 

and pricing. Bell Atlantic has attempted to evade compliance with the FCC’s post- 

l5 47 U.S.C. § 271(b)(l). 
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merger conditions facilitating the opening of markets to competitors. 

competitors have been forced to seek relief from the FCC. 

Accordingly, 

In late 1997, AT&T and MCI each filed a complaint alleging that Bell Atlantic 

refused to price in accordance with the FCC Bell Atlantic-NYNEX merger conditions. l6 

AT&T complained that "[iln none of [its seven pre-merger] l7 jurisdictions has Bell 

Atlantic offered competing LECs access to network elements and interconnection at truly 

TELRIC-based rates.'118 Rather, Bell Atlantic interpreted the Commission's TELRIC 

standard to permit Bell Atlantic to recover its "actual" costs -- including embedded costs. 

Furthermore, AT&T demonstrated that "Bell Atlantic's obligations regarding this 

forward-looking cost standard applied to existing offerings, not just those that post-dated 

the Commission's Merger Order."'g Bell Atlantic has ignored the thrust of the FCC Bell 

Atlantic-NYNEX Order, which contemplates that all competitors will benefit from prices 

established at costs (see FCC Bell Atlantic-NYNEX Order, at 7 200) including the 

condition #9 attached thereto, and has argued that only post-merger prices need be based 

upon forward-looking costs, and that pre-merger prices are not affected by the terms of 

Bell Atlantic-NYNEX20 The 1997 MCI Complaint echoed the problems identified in 

l6 See MCI Complaint, MCI Telecommunications Corn. and MCImetro Access Transmissions Services, 
L r F i l e  No. E-98-12 (FCC, filed Dec. 19, 1997) ("1997 MCI Complaint"); AT&T Complaint, AT&T 
Coru. v. Bell Atlantic Coru., File No. E-98-05 (FCC, filed Nov. 5, 1997) ("AT&T Complaint"). These 
complaints, by their own terms, only apply to the former Bell Atlantic states. See AT&T Complaint at n.1; 
1997 MCI Complaint at n. 1. 

l7 Delaware, District of Columbia, Maryland, New Jersey, Pennsylvania, Virginia and West Virginia. 

l 8  AT&T Complaint 7 2 1 

l9 AT&T Complaint 7 4 
whether either Bell Atlantic or NYNEX has a prior agreement with a competing carrier, offer all of the 
terms contained in the conditions to all competing carriers upon request."). 

Bell Aflanfic-NYNEX7 185 -- "Bell Atlantic-NYNEX must, irrespective of 

- See Bell Atlantic Answer, AT&T Cow. v. Bell Atlantic Cow., File No. E-98-05 (FCC, filed Dec. 15, 
1997). 
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AT&T's complaint, using Bell Atlantic's proposals before the Pennsylvania PUC as a 

proxy for Bell Atlantic's activities before each of its respective state commissions. 

MCI filed a subsequent complaint in March 1998,*l which alleged that Bell 

Atlantic again violated the merger conditions by "refusing to negotiate in good faith to 

develop adequate performance standards, remedies, and associated reporting."22 The 

1998 MCI Complaint chronicled MCI's submission to Bell Atlantic of a comprehensive 

proposal addressing performance reporting, standards, and remedies, followed by Bell 

Atlantic's tactics to slow and extend the process. 

In addition to these complaints to the FCC, MCI has documented that Bell 

Atlantic has failed to satisfy the conditions to the FCC Bell Atlantic-NYNEX Order in at 

least one other respect. In a filing with the NYPSC, MCI noted that 

Bell Atlantic-South's current [OSS is] different from the systems available 
in Bell Atlantic-North. MCI has requested that Bell Atlantic-NY identify 
which systems will be in place in compliance with [Bell Atlantic- 
NYNEX], but to date MCI has not received an answer from Bell Atlantic- 
NY.23 

Bell Atlantic's failure to implement, within 15 months after its merger with 

NYNEX (i.e., by November 15, 1998), uniform OSS interfaces covering the entire Bell 

Atlantic-NYNEX combined regions and develop uniform interfaces within their current 

respective regions within 120 days of the Bell Atlantic-NYNEX merger as required by 

the FCC's Bell Atlantic-NYNEX merger conditions demonstrates that post-merger 

conditions are ineffective. 

2* MCI Complaint, MCI Telecommunications Com. and MCImetro Access Transmissions Services, Inc. v. 
Bell Atlantic Com., File No. E-98-32 (FCC, filed Mar. 17, 1998) ("1998 MCI Complaint"). 

22 1998 MCI Complaint 7 8. 
23 - See MCI Comments filed re: NYPSC Case 97-C-0271, at 12 (Aug. 18, 1998). 
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The FCC’s experience overseeing compliance with the conditions they imposed 

on their approval of the Bell Atlantic-NYNEX merger exposes the limitations of 

imposing conditions to govern the future conduct of two local monopolies subsequent to 

a merger. Therefore, if the merger, as filed, is found to be contrary to the public interest, 

it must be denied. 

IV. CONCLUSION 

The preceding merely highlights the negative consequences of the merger. The 

vertical effects in the local, long distance, and new services markets are anticompetitive 

because the merger increases the incentive and the ability of the merged firms to exploit 

their monopoly control over interconnection and access services necessary to the 

provision of those downstream services. These conclusions, which are more fully 

discussed in Attachment A, demonstrate that the merger is contrary to the public interest. 

The FCC has repeatedly reviewed transactions for their vertical effects, including the 

likelihood of increasing incentives to raise rivals’ costs through price and non-price 

discrimination. See, e.g., Merger of MCI Communications Corp. and British 

Telecommunications plc. GN Dkt. No. 96-245, Memorandum Opinion and Order, 12 

FCC Rcd. 153 5 1, 154 12 (1 997) (“we are concerned whether the merger . . . will increase 

the ability or the incentive of the vertically integrated firm to affect competition adversely 

in any downstream end-user market”): Sprint Corporation Petition for Declaratorv Ruling 

Concerning. Section 310(b)(4) and (d) and the Public Interest Requirements of the 

Communications Act of 1934, as amended, ISP-95-002, Declaratory Ruling and Order, 

11 FCC Rcd. 1850, 77 58-60 (1996). In the specific context of its review of prior ILEC 

mergers, the FCC has expressly stated its concern not only for the market power and 
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possible misconduct that characterize the Regional Bell Operating Companies (RBOCs) 

pre-merger, but also “the incremental increase in that power or misconduct that will result 

from the proposed transfer.” Applications of Pacific Telesis Group and SBC 

Communications, For Consent to Transfer Control of Pacific Telesis Group and its 

Subsidiaries, Report No. LB-96-32, Memorandum Opinion and Order, 12 FCC Rcd. 

2624, T[ 120 (rejecting argument made by opponents because they had not shown how the 

merger would “increase applicants’ incentive or ability to engage in non-price 

discrimination”). Here, both the incentive and the ability to engage in anticompetitive 

conduct worsen with the merger. 

Section 364.01 (3), Florida Statutes provides: “ [tlhe Legislature finds that the 

competitive provision of telecommunications services, including local exchange 

telecommunications service, is in the public interest and will provide customers with 

freedom of choice, encourage the introduction of new telecommunications service, 

encourage technological innovation, and encourage investment in telecommunications 

infrastructure. Sprint believes the proposed merger will impede rather than promote the 

competitive goals of Chapter 364, Florida Statutes, and the Telecommunications Act of 

1996. 

The Florida Legislature has directed the Commission to exercise its exclusive 

jurisdiction to ensure that all providers of telecommunications services are treated fairly, 

by preventing anticompetitive behavior. See Section 364.0 1 (4)(g). Sprint urges the 

Commission to consider the effects of the merger on Sprint now. The anticompetitive 

effects of the merger will impact Sprint’s ability to provide consumers with the services 

the Legislature sought to promote with the revisions to Chapter 364, Florida Statutes. 
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The Commission's statutory mandate extends beyond merely correcting bad acts; it 

obligates the Commission to act affirmatively to assure the development of fair and 

effective competition. 

Wherefore, Sprint respecthlly requests the Commission to consider the 

anticompetitive effects of the proposed merger and to communicate its concerns to the 

FCC. 

Respecthlly submitted this 11% day of 7,4~04ey , 1999. 

Sprint Communications Company Limited 
Partnership 

- Cu-&L. Monica M. Barone ixLQfi GL 
3 100 Cumberland Circle 
Mailstop GAATLNO802 
Atlanta, Georgia 30339 
(404) 649-622 1 
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BEFORE THE 

WASHINGTON, D.C. 
Federal Communications Commission 

) In re Applications of 

GTE CORPORATION, 
Transferor, 

and 
I 

1 
CC Docket No. 98-184 

BELL ATLANTIC CORPORATION, 
Transferee 

for Consent to Transfer Control 

PETITION TO DENY OF SPRINT COMKUNICATIONS COMPANY L . P .  

Sprint Communications Company LOP. (I1Sprintii) , by its 

attorneys, hereby petitions the Commission to deny the above- 

captioned application of GTE Corporation and Bell Atlantic 

Corporation.1 

interest and should be disapproved. 

I. INTRODUCTION AND SUMMARY. 

The proposed transaction is contrary to the public 

In a time of nearly unprecedented consolidation, growth and 

integration in numerous industries across the American economic 

landscape, it is easy to get swept away with enthusiasm for the 

alleged unbridled opportunity promised by such trends. 

the proposed merger of Bell Atlantic and GTE, like the proposed 

However, 

1 Merger of GTE Corporation and Bell Atlantic Corporation, 
Application for Transfer of Control (Oct. 2 ,  1998) 
(t'Applicationii) . 
Notice on October 8, 1998, Public Notice DA 9 8 - 2 0 3 5 .  

The Application was placed on Public 



merger of SBC and Ameritech, must not be confused with other, 

i potentially welfare-enhancing proposals. Rather, the proposed 

merger of Bell Atlantic and GTE must be recognized for what it 

is: 

and potential competition in the provision of numerous 

telecommunications services, thereby harming consumers of these 

a consolidation that would significantly reduce both actual 

services.;! Because such a result is antithetical to the public 

interest, the Communications Act mandates that the Application be 

denied. 

The diminution of competition and the increase in harm to 

consumers occur on several fronts: 

0 First, the merger would preclude competition between the 

parties in specific local exchange markets. 

Application attempts to minimize GTE's planned entry into Bell 

Atlantic's markets prior to the merger, the public record 

shows that GTE would have provided direct and significant 

competition in Bell Atlantic's territory absent the merger. 

This is particularly true with respect to certain areas of 

Pennsylvania and Virginia where GTE and Bell Atlantic have 

contiguous service areas. 

Although the 

0 Second, the merger would increase the merged entity's incentive 

to deny, delay and degrade services upon which competition in 

2 An overview of the economic analyses supporting these 
conclusions is provided in the attached declaration of Dr. 
Stanley M. Besen, Dr. Padmanabhan Srinagesh and Dr. John R. 
Woodbury, "An Economic Analysis of the Proposed Bell 
Atlantic-GTE Merger," November 2 3 ,  1998, Attachment A 
( "Besen, Srinagesh and Woodbury" ) . 
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several markets is dependent and thereby inhibit or prevent 

competition in these markets. The monopoly facilities and 

services under Bell Atlantic's and GTE's control are essential 

inputs for competitors in the downstream markets for local, 

long distance, and new services. While both Bell Atlantic and 

GTE have substantial incentive and ability to raise rivals' 

costs even before the merger, the increase in the number of 

local markets controlled by the merged entity will further 

increase these incentives and abilities. As explained in full 

by Dr. Michael L. Katz and Dr. Steven C. Salop in I'Using a Big 

Footprint to Step on Competition: Exclusionary Behavior and 

the SBC-Ameritech Merger," October 14, 1998, Attachment B 

("Katz and Salopl'), mergers between large ILECs, such as the 

proposed Bell Atlantic-GTE merger, would allow the merged firm 

to internalize certain spillover effects from exclusionary 

conduct, thereby making such conduct more profitable and 

increasing the incentive to discriminate against rivals. 

Moreover, the merger would increase the coordination of 

currently separate local exchange operations thereby increasing 

' the abilitv to discriminate. 

0 Third, because the merger will diminish the number of 

independent firms, it will reduce the efficacy of benchmarking 

by regulators, making it more difficult for them to restrain 

the abuse of market power by ILECs. 

very valuable regulatory tool to this Commission since the 

Bell System divestiture, as explained by Dr. Joseph Farrell 

Benchmarking has become a 
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and Dr. Bridger M. Mitchell in their declaration, 

"Benchmarking and the Effects of ILEC Mergers," October 14, 

1998, Attachment C ("Farre11 and Mitchell"). By decreasing 

the number of comparable independent firms (ILECs), the 

proposed Bell Atlantic-GTE merger would increase ILEC 

incentives to provide services inefficiently and would make 

discrimination and other exclusionary conduct less discernible 

and thus more likely to occur. 

Fourth, the applicants fail to substantively address how they 

would comply with Section 2 7 1  of the Act; instead, the 

applicants merely express their hope that the requisite 2 7 1  

approvals will have been obtained prior to consummation or 

that the merged entity will obtain "transitional relief." The 

applicants' cavalier approach is entirely insufficient. The 

Commission cannot grant the Application based upon the 

applicants' hope that the transaction will comply with the 

Act, nor is Iftransitional relief" available. Compliance with 

Section 2 7 1  requires pre-merger divestiture of GTE's interLATA 

operations in all of the states in Bell Atlantic's region. 

Until and unless the applicants can demonstrate that the 

merger would not violate Section 271,  the Application cannot 

be granted. 

0 The applicants' claim that the merger would allow the merged 

parties to enter 2 1  out-of-region markets is neither credible 

nor enforceable. Further, it cannot in any event compensate 

for the anticompetitive effects of the merger. As analyzed in 
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the Besen, Srinagesh and Woodbury declaration, the strategy 

has not been shown to be merger-specific nor likely to result 

in lower prices. By its terms, the strategy requires Section 

271 authority throughout the Bell Atlantic region and thus 

cannot be implemented within the asserted time frame.3 

Finally, even if accepted at face value, the strategy to enter 

as a competitor out-of-region cannot as a matter of law or 

policy override the anticompetitive effects of the merger in- 

region. Similarly, as explained in the Besen, Srinagesh and 

Woodbury declaration, the other efficiencies claimed by the 

applicants are neither supported4 nor are they sufficient to 

overcome the anticompetitive effects of the merger. 

* * * * 

It is noteworthy that the Application is devoid of economic 

analysis of the likely competitive effects of the proposed 

merger. The Application fails fundamentally in its public 

interest burden on this ground alone. 

an analysis is a commissioned analysis of the stock prices of 

certain of Bell Atlantic-GTE's llcompetitors,fl which the 

applicants claim demonstrates that investors view the transaction 

"not as creating or maintaining market power but . , . creating 

The only semblance of such 

3 The monopoly control enjoyed by the two applicants in their 
respective regions is analyzed in the attached declaration 
of Dr. John B. Hayes, "Market Power and the Bell Atlantic- 
GTE Merger, 'I November 23, 1998, Attachment D ("Hayes") . 

4 Indeed, both the cost reductions and revenue enhancements 
claimed by the applicants are little more than mere 
assertions. 
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significant new competition to AT&T, MCI WorldCom, Sprint, and 

SBC-Ameritech.Il5 In essence, the applicants claim that because. 

the stock prices of these entities fell upon the announcement of 

the Bell Atlantic-GTE merger, investors view the transaction as 

promoting competition between those entities. As an initial 

matter, reliance on the expectations of investors to assess the 

competitive impact of a transaction is a dubious proposition at 

best.6 

statistical results, even if those results are assumed to be 

correct. Simply put, the analysis considers AT&T, MCI WorldCom, 

and Sprint only as horizontal competitors, and ignores that fact 

that AT&T, MCI WorldCom, and Sprint are also rivals to the ILECs 

and thus dependent upon the essential inputs 

access) supplied by Bell Atlantic-GTE. 

the reduction in stock prices of interexchange companies is just 

as likely the result of investors' expectations that the merged 

entity would increase its efforts to foreclose competitive entry. 

Thus, Hazlettls factual findings are consistent with the Katz- 

Salop analysis that predicts increased incentives and ability to 

deny, delay, and degrade access to essential inputs. 

Indeed, Dr. Hazlettls conclusion does not follow from his 

(interconnection and 

In these circumstances, 

5 - See Application at Exhibit A.4; Public Interest Statement at 
6 n.2 ("Public Interest Statement") (citing attached 
Declaration of Thomas W. Hazlett, Ph.D.). 

6 The uncertainties of the stock market make it a poor 
indicator of t h e  competitive impact of the merger. The 
study is evaluated in the Besen, Srinagesh and Woodbury 
declaration. 



For the reasons set forth above, Sprint urges the Commission 

to deny the Application. Most importantly, the proposed merger 

would consolidate control over facilities that are essential 

inputs and thereby increase both the market power of the merged 

entity as well as its incentive to exercise that power to the 

detriment of competition, consumers, and, therefore, the public 

interest. The risk of harm here is palpable, direct, and 

insoluble through any means short of denying approval of the 

transaction. 

11. THE MERGER WOULD PRECLUDE COMPETITION BETWEEN BELL ATLANTIC 
AND GTE IN LOCAL EXCHANGE MARKETS. 

The merger would diminish actual and potential competition 

in local exchange markets. It is clear that both GTE and Bell 

Atlantic have significant advantages as ILECs seeking to enter 

other local service areas, including each other's service areas. 

Moreover, there is significant evidence demonstrating that GTE in 

fact planned to enter Bell Atlantic's region. 

A. Cormlesion Precedent Establishes That Reductions In 
Potential Competition Resulting From ILEC Mergers A r e  A 
Substantial Public Interest Concern. 

In Applications of "EX Corporation and Bell Atlantic 

Corporation, For Consent to Transfer Control of "EX Corporation 

and Its Subsidiaries, FCC File No. NSD-L-96-10, Memorandum 

Opinion and Order, 12 FCC Rcd. 19985 (1997) ( I ' B e l l  A t lan t ic -  

N Y N E X ' I ) ,  the Commission stated that it relies upon the 

competitive effects analysis generated by general antitrust 

tools, such as the DOJ Merger Guidelines and the Herfindahl- 
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Hirshman Index.' As in the Bell Atlantic-"EX proceeding, the 

Commission should rely upon the actual potential competition 

doctrine in conjunction with its own expert understanding of the 

telecommunications industry and laws to determine the potential 

harm to competition posed by the Bell Atlantic-GTE merger. 

Under the actual potential competition doctrine, a merger 

between two firms may be found unlawful where the merger 

eliminates the "possibility of entry . . . in a more 
procompetitive manner.Il8 These effects are likely to be found 

where the relevant market is highly concentrated, entry barriers 

are substantial, and the merging firm is one of 'la few firms that 

have the same or comparable advantage in entering" the market.9 

While subjective evidence of intent to enter is unnecessary to 

find a firm to be a likely entrant into the market,lo both 

objective and subjective evidence indicating likely entry are 

probative. 11 

c -  

7 

8 

9 

1 0  

11 

See, e.a., DOJ Comment and Petition for Hearing, filed in 
Triathlon Broadcastins ComDanv and Capstar Radio 
Broadcastinq Partners, Inc., For Consent to Assisnment of 
Licenses of Stations (Oct. 19, 1998) ('!It is well 
established that the Commission may consider antitrust 
concerns when evaluating whether the public interest is 
being served.") (citations to U.S. Supreme Court cases 
omitted). 
DOJ Merger Guidelines 5 4.112 (1984). 
- Id. 5 4.133. 
See, e . a . ,  United States v. Falstaff Brewinu Corp., 410 U.S. 
526, 545 (1973) (Marshall, J. , concurring) ; Mercantile Tex. 
Cow. v. Board of Governors, 638 F.2d 1255, 1270 (5th Cir. 
1981). 

Subjective evidence that the firm would not have entered is 
in fact discounted as "it may be motivated by a wish to 

- 8 -  



The Commission has already ruled that its own analysis of 

the potential competitive effects of a proposed merger under the 

public interest standard is not rigorously tied to a specific 

number of other possible entrants. The Commission has reasoned 

that, especially in light of the highly concentrated and evolving 

nature of local telecommunications markets,lz it is not bound by 

the set number in the Guidelines developed €or stable markets. 

AII examination of these factors warrants the conclusion that the 

merger will have adverse competitive ,effects in the markets for 

local exchange and exchange access in numerous local markets 

throughout the service territories of Bell Atlantic and GTE.  

B. The Service Areas Of Bell Atlantic And GTE Are Not 
Competitive. 

Local exchange and exchange access services have been 

repeatedly found by the FCC to constitute discrete relevant 

economic markets . 1 3  In B e l l  A t l a n t i c - N Y N E X ,  the Commission also 

identified relevant submarkets formed by clusters of consumers 

with similar demand patterns. 

businesses/government users, medium-sized businesses, and 

residential/small business users (mass-market). 

These include large 

influence merger litigation.'! &g Areeda & Turner, 5 
Antitrust Law 8 1121b2 (1980). 
"In telecommunications markets that are virtual monopolies 
or that are not yet developed, however, the loss of even one 
significant market participant can adversely affect the 
development of competition and the attendant proposals for 
deregulation. I t  B e l l  A t l a n t i c - N Y N E X  1 6 6 ,  citing Areeda & 
Hovenkamp, 3 Antitrust Law (rev. ed. 1996) 1 170d ("merger 
with a potential competitor acquires special significance 
when one of the firms is a monopolist."). 

12 

13 See, e.s., B e l l  A t l a n t i c - " E X  a 5 1 .  
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Competition for these services occurs within a specific LATA 

as well as in a market comprising a metropolitan area. 

Commission also considered, but found unnecessary to analyze, 

additional geographic areas in which the economic effects of the 

merger could be measured. 

product and geographic market definitions is provided in the 

declaration of Dr. John Hayes, Attachment D. 

The 

A full economic analysis for these 

These relevant markets (and submarkets) are unquestionably 

concentrated, with Bell Atlantic and GTE operating telephone 

companies enjoying virtual monopolies for these services.14 

conclusion does not warrant extensive fact gathering; it is a 

matter subject to official notice within the Commission's 

administrative expertise. Notwithstanding the Application's 

This 

mischaracterizations of these markets,ls one need only consider 

the fact that not one of the states involved has found that Bell 

Atlantic is facing sufficient competitive entry under Track A of 

Section 271 - -  a standard that itself falls short of a finding 

that the markets are robustly competitive.16 

markets are characterized by high entry barriers. 

Commission observed in B e l l  A t l a n t i c - " E X ,  the large ILECs I 

failure to agree to and implement effective interconnection 

arrangements has significantly slowed the removal of entry 

Further, these 

As the 

14 - See Hayes passim. 
1 5  - See Public Interest Statement at 29-30 ("Even today, Bell 

Atlantic is already facing extensive competition in 
Pennsylvania and Virginia. I t )  . 

16 -- See infra n.131 and accompanying discussion. 
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barriers that the 1996 Act had set as a principal Congressional 

goal.17 The added legal uncertainties created by the 

litigiousness of the I L E C s  prevents the FCC from remedying these 

difficulties. 

C. B e l l  Atlantic And GTE Are Among The Most Likely 
Potential Entrant6 Into Other Service Areas, Including 
Each Other's. 

There is also substantial objective evidence that Bell 

Atlantic and GTE can each be considered one of a small number of 

actual or likely entrants into each other's local markets. These 

carriers 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 CAPS. 

areas in Pennsylvania and Virginia, enabling either of them to 

deploy in-region switches, transport facilities, and rights-of- 

way to serve out-of-region contiguous areas. In addition, 

adjacency would also facilitate ease of provisioning, maintenance 

and repair. Their adjacent operations, coupled with existing 

out-of-region businesses such as interLATA services (GTE only), 

cellular and PCS, also aid in consumer brand recognition out-of- 

Bell Atlantic and GTE also serve adjacent 

region.18 The applicants have themselves emphasized the 

17 B e l l  Atlantic-NYNEX 1 4. 
18 These factors distinguish the FCC's finding in SBC-PacTel, 
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advantage of adjacent operations to competitive entry.19 

Further, extensive national advertising campaigns, discussed in 

the following sections, have made both companies household names. 

Bell Atlantic and GTE also enjoy substantial advantages in 

negotiating interconnection agreements with other ILECs, 

they have better access to information regarding the local 

operations of ILECs than other possible entrants.20 

CLECs trying to negotiate with ILECs are at a significant 

disadvantage because of the asymmetry in information available to 

each side in understanding issues such as technical feasibility, 

the costs of providing interconnection, and new means of 

interconnecting. 

assess and contest claims by an ILEC that one form of 

interconnection is not feasible, or too costly, and thus the 

product of these negotiations can be expected to produce more 

efficient arrangements for competitive entry. The consequences 

of these advantages, given Section 252(i) I s  most favored nation 

since 

Typically, 

Another large incumbent is far better able to 

where "the two merging companies' territories were not 
adjacent (and certainly without a major center of population 
and telecommunications on their border); neither company had 
assets, customers or a recognized brand name in the other's 
territory; and there was no realistic suggestion that either 
one had ever considered entering the other's markets f o r  
local exchange service. Bell Atlantic-NYNEX fl 69. 

19 - See Public Interest Statement 1, 7 - 8 ,  13. 

20 As the Commission noted in Bell Atlantic-NYNEX, 
incumbent LEC entering an out-of-region local market would 
bring particular expertise to the interconnection 
negotiation and arbitration process because of its intimate 
knowledge of local telephone operations.'I 
NYNEX fl 107. 

"an 

B e l l  Atlantic- 



obligations, are to improve interconnection for other CLECs and 

bring about competitive entry that much more efficiently and 

quickly. 

In B e l l  A t l a n t i c - " E X ,  the Commission found that other 

entrants, such as wireless carriers, cable companies and CAPS, 

are not as significant potential entrants as are RBOCs.21 Given 

the fact that GTE is larger than four of the original seven RBOCs 

(measured by 1997 revenues), GTE should be included along with 

the RBOCs as among the first tier of potential CLEC entrants. 

The applicants have not put forth any persuasive case here to the 

contrary. And while the Commission found MCI, AT&T and Sprint to 

be among the most significant likely entrants in B e l l  A t l a n t i c -  

" E X ,  the advantages enjoyed by Bell Atlantic and GTE in 

entering each other's markets make the large long distance 

carriers run "second" by a considerable margin among the most 

significant entrants. 

This evidence standing alone indicates substantial 

anticompetitive effects of the merger because it would eliminate 

the potential competition these companies will face if they enter 

each other's territories. Moreover, the public record reflects 

specific evidence regarding planned entry by GTE into local 

markets served by Bell Atlantic in Pennsylvania and Virginia. 

The Application also strongly suggests that further inquiry is 

required in order to understand why Bell Atlantic apparently 

-13- 



tabled plans to enter GTEIs markets after the Bell Atlantic-"EX 

merger. 

D. Evidence Suggests That GTE Planned To Enter Bell 

Prior to its agreement to merge with Bell Atlantic, GTE 

Atlantic's Region Prior To The Merger. 

appears to have devoted substantial resources and to have taken 

fundamental steps toward competing outside of its local service 

areas, including those areas served by Bell Atlantic and adjacent 

to GTE's local service areas - -  Pennsylvania and Virginia - -  as 

well as other Bell Atlantic states - -  Connecticut, Maryland, New 

Hampshire, and Rhode Island. Not only has GTE established a CLEC 

subsidiary, GTE Communications Corporation (IIGTECCII) , to enter 

those areas, it has obtained or applied for the necessary 

regulatory approvals, negotiated the required interconnection 

agreements with Bell Atlantic (among others), and secured the 

necessary financing for this out-of-region strategy from its 

parent corporation. GTE already is authorized to provide 

interLATA services in all 50 states, enabling it to provide a 

package of local and toll services. 

extensive and successful national advertising campaign 

specifically intended to increase brand name awareness for this 

out-of-region strategy. 

And GTE instituted a highly 

Until the day prior to filing the merger application - -  when 

it withdrew its CLEC application in Virginia22 - -  GTE's actions 

22 - See Application at Exhibit A . 4 ,  Declaration of Hubert 
stallard 1 4 (I1Stallardl1) (GTE withdrew its certification 
application in Virginia the day before the Bell Atlantic-GTE 
Merger Application was filed with the FCC). It is not c lea r  
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were those of a carrier seeking to create a nationwide 

exchange presence. These procompetitive actions, taken by one of 

the largest telecommunications companies in the world, 

reversed by the merger. 

local 

will be 

In its 1997 Annual Report, GTE described its out-of-region 

strategy : 

[In 1997, w]e formed GTE Communications Corporation - -  
which is our competitive local-exchange carrier, or 
CLEC. 
GTE services, including local, long-distance, wireless 
and data services, without regard to franchise 
boundaries. This unit will help us . . . become a 
national provider of telecommunications and data 
services. At year-end 1997, this group was 
aggressively marketing a full array of bundled services 
in California and Florida, with plans to market in 
additional states by year-end 1998.23 

It will be able to market the full spectrum of 

GTECCIs actions in Pennsylvania and Virginia (where it has 

. adjacent facilities) and Connecticut, Maryland, New Hampshire and 

Rhode Island, where it is certified to provide local exchange 

service, are consistent with its stated plan to enter Bell 

Atlantic's region by ye'ar-end 1998. In Virginia, GTECC applied 

to the state commission in May 1998 for a certificate to provide 

2 3  

whether GTE has withdrawn its application in Pennsylvania. 
- See Application at Exhibit A.4, Declaration of Daniel J. 
Whelan 11 7-8. 
GTE 1997 Annual Report at 5; see Amlication of GTE 
Communications CorDoration of Virsinia for a Certificate of 
Public Convenience and Necessity to Provide Local Exchanse 
TeleDhone Services, Case No. PUC 980080, Application of GTE 
Communications Corporation of Virginia 9 (filed May 27, 
1998) 
provide competitive local exchange service in twenty-three 
states and currently does provide competitive local 
offerings in eight states (California, Florida, Texas, 
Washington, Illinois, Indiana, Kentucky and Tennessee) I f ) .  

( ItVirginia Applicationii) . 

("GTE Communications Corporation has been certified to 
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l'competitive local exchange service throughout Virginia . . . to 

both residence and business customers . . . . l'24 Not only has , 

GTE applied for or obtained certification in these states, in 

Connecticut and Rhode Island it has made the additional effort to 

re-apply to the respective state commission in order to extend 

its authority from resale only to facilities-based as well.25 

In each of these states, GTE stated that it was financially 

qualified to pursue its competitive entry.26 

application, GTE touted its technical and managerial 

qualifications, as well as its financial qualifications for such 

competitive entry. 

In its Virginia 

Applicant's financial qualification is derived from the 
financial resources of GTE Communications Corporation, 
its parent entity, and ultimately, GTE Corporation. 
GTE Corporation will provide all funding necessary for 
the start-up operations of Applicant.27 

2 4  

25 

26 

2 7  

Virginia Application at 1 & ! 14. GTE not only applied for 
a certificate in Virginia, but it already had existing 
facilities in Virginia that it could use to provide service 
as a local exchange competitor. &g Declaration of Jeffrey 
C. Kissell 15 (llKissellll) ("GTE South, an incumbent local 
exchange carrier, has had a small fiber ring in Virginia 
since the late 1980s that it uses to provide access for AT&T 
and MCI . . . points,of presence in Bell Atlantic's 
territory. I '  1 . 
Amlication of GTE Communications CorDoration to ExDand its 
Certificate of Public Convenience and Necessitv, CtPUC Dkt. 
No. 97-09-32, Decision (Oct. 28, 1997); GTE Communications 
CorDoration ADDliCatiOn for ExDansion of Authoritv to 
Provide Local Exchanue Services throushout the State of 
Rhode Island, filed with RiPUC (Mar. 4, 1998). 
See, e.s., GTE Communications CorDoration ADDlication for 
ExDansion of Authoritv to Provide Local Exchanae Services 
throushout the State of Rhode Island at 4 ,  filed with RiPUC 
(Mar. 4, 1998). 

Virginia Application 8. 
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In Pennsylvania, GTECC attached a letter certification from GTE 

to its application specifying that "GTE Corporation will 

financially support GTECC's competitive local exchange carrier 

activities in the state of Pennsylvania.Il28 In its other CLEC 

applications, GTECC similarly relied upon the financial 

qualification of GTE Corp. to demonstrate its financial 

qualification to compete as a CLEC.29 

In its Public Interest Statement to this Commission, 

however, GTE implies that it is not financially capable of 

pursuing such CLEC entry, insofar as the applicants claim that 

competitive entry can only effectively be pursued with the 

financial backing of Bell Atlantic in conjunction with the 

resources of GTE.30 However, GTE's certification applications 

and representations to state commissions - -  as well as simple 
common sense - -  establish that GTE has the resources to enter 

Bell Atlantic's service area on its own. 

2 8  

2 9  

3 0  

Application of GTE Communications Corporation for approval 
to offer, render, furnish, or SUDD~V telecommunication 
services as a competitive local exchanae carrier to the 
public in the Commonwealth of Pennsylvania within 
territories of incumbent local exchanae carriers who are not 
rural telephone companies or otherwise exempt 
interconnection, PaPUC Dkt. No. A-310291F0002, at Exhibit C 
(Apr. 9, 1998) ("Pennsylvania Interconnection Applicationii) . 
See, e.q., GTE Card Services Inc., Application for 
Certificate to Provide Local Exchanqe Telecommunications 
Service at 5,  filed with the FlPSC (Nov. 20, 1996) (IIGTE . . . is relying on the financial strength of GTE 
Corporation as represented in the consolidated financial 
statements contained in the annual reports and Securities 
and Exchange Commission 10-K reports . . . I t ) .  

Public Interest Statement at 7 .  

from 
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GTEIs intent to enter is also evidenced by its 

interconnection agreements with Bell Atlantic in several 

states,31 as well as GTE's efforts to create a national brand in 

support of its out-of-region CLEC strategy. GTE I s prosecution of 

these interconnection agreements speaks volumes about the 

immediacy of its intentions to enter and compete in the provision 

of local exchange services. For example, in its application for 

approval of its interconnection agreement with Bell Atlantic in 

Pennsylvania, GTECC stated 

The [Pennsylvania] Agreement is an integrated package 
that reflects a negotiated balance of many interests 
and concerns critical to both parties. . . . The 
parties respectfully request that the [Pennsylvania] 
Commission exDedite its review of the Agreement to 
facilitate implementation of competition in the local 
exchange market. 32 

Perhaps not surprisingly in light of its present aspirations, GTE 

now urges the Commission to ignore this evidence of its 

anticipated entry in Bell Atlantic's region, claiming that the 

agreements were merely tlclonedtl from agreements of other CLECs.33 

This assertion is wholly without merit. 

31 See, e.q., Joint Petition of Bell Atlantic - Pennsvlvania, 
Inc. and GTE Communications CorDoration of an 
Interconnection Acrreement Under Section 252(i) of the 
Telecommunications Act of 1996, PUC Dkt. No. A-310291F0002, 
Joint Petition (filed Aug. 2 8 ,  1998) ("Pennsylvania 
Interconnection Applicationii); Joint ADDlication of Bell 
Atlantic - Viruinia, Inc. and GTE Communications CorDoration 
of Viruinia of an Interconnection Aureement Under Section 
252(e) of the Telecommunications Act of 1996, Case No. PUC 
980120, Joint Application (filed Aug. 13, 1998). 

32 Pennsylvania Interconnection Application 11 4, 9 (emphasis 
added). 

33 - See Kissell 1 15. 
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Section 252(i) of the 1996 Act specifically provides for 

most favored nation adoption of other interconnection agreements 

in order to expedite competitive entry. A CLEC's election under 

Section 252(i) does not somehow render the agreement less 

meaningful. GTE has elsewhere demonstrated a remarkable 

appreciation for the value of Section 252 (1) elections; it 

challenged Sprint's right to make a Section 252(i) election in no 

fewer than nine states. Sprint was forced to pursue costly 

litigation, including two court appeals, before GTE would 

(apparently) abandon its frivolous position. Thus, the fact that 

GTE's interconnection agreements may have been established 

through 252(i) elections is not relevant; the interconnection 

agreements are clear evidence of GTE's entry intentions. 

Further evidence of GTE's intent and ability to enter other 

local exchange service areas, including Bell Atlantic's, is found 

in its recent national advertising campaign. GTE retained the 

national advertising firm of Ogilvy & Mather to launch this 

campaign with the stated intent to become a "national player.1'34 

In his 1998 Chairman's Message, GTE's Chairman Charles R. Lee 

discussed the campaign: 

"People Moving Ideas" is both the theme of this annual 
report and our new national advertising campaign. 
These three words capture the spirit and direction of 
today's GTE: We are a company on the move. We're 
people who move ideas, one person to another, one 
company to another, anywhere in the world.35 

34 ''A Bigger Player," Delaney Report, No. 1, Vol. 9 (Jan. 12, 
1998). 

3 5  GTE 1997 Annual Report at 2, Chairman's Message, Charles R. 
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Moreover, GTE's traditional advertising focus has "emphasized 

national, strategic branding.lI36 As explained below, this 

evidence further demonstrates that GTE is a likely potential 

entrant in its own right, despite GTE's protestation to the 

contrary. 

In his affidavit, Mr. Kissell asserts that IIGTE's brand has 

little weight outside of its wireline and wireless 

territories,"37 which allegedly limits its ability to enter as a 

CLEC. This claim, however, is contradicted by recent public 

statements of Glen Gilbert, GTE's Vice President of Advertising 

stating just the opposite - -  that GTEls national campaign has 

been effective in out-of-region markets: 

Before we started our IIPeople Moving Ideas" campaign, 
our target audience wasn't sure exactly who GTE was. . 
. . Our research suggests awareness is now UD in and 
out of our franchise markets, as is purchase intent. 
Now we need to take the next step and say now that YOU 
know us, here's why we're beneficial to you with 
different products.38 

Lee, Chairman and Chief Executive Officer (Feb. 20, 1998). 
36 Jeffrey D. Zbar, The Business Marketins TOP 100, Advertising 

Age Website, <http://www.adage.com/news-and-features/special 
- reports/bm100-1995/top3.html> (''The branding focus on GTE's 
telecommunications core business has gone on for years, said 
Edward MacEwen, VP-corporate communications. While regional 
telecommunications business-including telephone, wireless, 
data service, telephone directories and the company's in- 
flight Airfone product . . . receives what he called 
'tactical advertising' through short-term campaigns, the 
companv traditionallv has emphasized national, stratesic 
branding.") (visited Nov. 17, 1998) (emphasis added) . 

37 Kissell 1 11. 
38 "Strategies focus on products, services: Telecommunications 

- -  Pitch to niches a priority over image ads,!' Advertising 
Age, Oct. 5, 1998, at s20 (emphasis added). 
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Curiously, and in contradiction to this, Mr. Kissell further 

asserts that 'I [nleither company [has] the plans or the resources 

required to cr.eate a national brand on its own."39 

claim that GTE lacks the resources to create a national brand is 

equally contrary to the facts: GTE's 1997 total U.S. advertising 

budget was the 109th largest for any corporation or entity - -  

Mr. Kissell's 

$185.4 million.40 GTE's efforts to suggest that it lacks certain 

resources to enter Bell Atlantic's and other "necessary" regions 

are simply contrary to the facts. 

contrary notwithstanding, GTE is one of a small group of likely 

potential entrants into Bell Atlantic's region and accordingly, 

the Application must be denied. 

Its protestations to the 

E. Bell Atlantic's Statements Suggest That It Planned To 
Enter GTE's Region. 

Just as GTE is a likely entrant into Bell Atlantic's region, 

Bell Atlantic is a likely entrant into GTE's region. Though 

Sprint is not privy to internal documents and reports that would 

39 Kissell 11. 
40 Numerous, corporations maintain strong national brand names 

while spending less on advertising than does GTE. The 
following are a representative sample: Goodyear Tire & 
Rubber Co. ($175.5 mil.); The Gap ($174.9 mil.); BMW ($160.9 
mil. ) ; Dominos Pizza ($159.6 mil. ) ; CompUSA ($142.4 mil. ) ; 
Reebok International ($137.4 mil.); CBS Corp. ($134.4 mil.); 
Federal Express Corp. ($125.6 mil.); Bausch & Lomb ($117.8 
mil.); Xerox Corp. ($116.6 mil.); Delta Air Lines ($109.2 
mil.); Apple Computer ($107.9 mil.); United Parcel Service 
of America ($100.5 mil.); Staples, Inc. ($85.2 mil.). &g 
R. Craig Endicott, "43rd Annual: GM Knocks P&G from Top 
Spot; Ends Package-Goods Giant's Consecutive Streat at 7: 
Leaders Swell Spending by 8.6%, to $ 58 Billion," 
Advertising Age, Sept. 28, 1998, at ~ 8 .  
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~ shed additional light upon Bell Atlantic's intentions prior to 

agreeing to merge with GTE, Bell Atlantic's corporate 

characteristics, geographic coverage, and abilities suggest that 

it is one of a small number of likely entrants into GTE's local 

exchange region. Moreover, affidavits to the merger application 

suggest that Bell Atlantic once had, even if it no longer has, 

plans and reports regarding such entry. 

undertake further inquiry of these initial plans and the causes 

The Commission must 

for their abandonment. 

Many of the explanations Bell Atlantic proffers for not 

entering the adjacent territory of GTE in Pennsylvania and 

Virginia cannot withstand even minimal scrutiny. Bell Atlantic 

denies any intent or interest to compete in any of GTE's 

territories, but then explains that it has in fact pursued 

several different competitive opportunities involving Dulles 

International Airport in Virginia. It also describes a "possible 

alliance" with a significant cable television-based CLEC (Cox) in 

Virginia Beach.41 Since these areas are not represented to be 

the only competitive ventures considered by Bell Atlantic into 

any of GTEIs territories, there may well be others. 

There are significant areas of governmental presence and 

dramatically growing commercial activities in such areas as 

Norfolk and Manassas, Virginia. In addition to the well-known 

military presence, NationsBank, for example, maintains its mid- 

Atlantic headquarters in Norfolk. Moreover, Norfolk has been 

41 - See Stallard f[f[ 5 ,  13-14. 
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central to the growth of technology-based businesses in Virginia. 

According to a recent study by Microsoft Corporation, Norfolk 

leads the state of Virginia with 1,152 high-tech companies, 

having total sales of over $1 billion dollars.42 

Mr. Stallard claims that Bell Atlantic, unlike other CLECs, 

would be prevented from going after such larger users: 

I doubt that Bell Atlantic, as the largest carrier in 
the state, would be permitted to simply cherry-pick the 
most lucrative customers of the smaller telephone 
companies elsewhere in the state. To the contrary, I 
expect that we would be saddled with more onerous 
requirements to serve a large customer base, making the 
economics of providing competing local service 
unattractive.43 

This statement is grounded in pure conjecture, and indeed is 

inconsistent with the very business activity described with 

respect to Dulles Airport and Virginia Beach. In addition, it 

appears to be a misreading of Virginia state law.44 Bell 

42 -.- See IIMicrosoft and Microsoft Solution Providers Invest in 
Development Of Richmond IT Market; Virginia Leads Region in 
High Tech Growth - -  Richmond, Charlottesville, Norfolk 
Strong Players," PR Newswire, Nov. 11, 1998, available in 
LEXIS, News Library, Crnews File. 

43 Stallard 7 16. 
44 Virginia regulations state: Itto the extent economicallv and 

technicallv feasible, the new entrant should be willing and 
able to provide service to all customers in the same service 
classification in i t s  designated geographic service area in 
accordance with its tariff offerings." 20 Va. Admin. Code S 
5-400-180 (1997) (emphasis added). This does not appear to 
require the provision of service to both residential and 
business customers, nor does it require immediate, 
ubiquitous coverage if doing so is economically infeasible. 
See a l s o  Va. Code Ann. § 56-265.4:4C.1 (Michie 1995). 
Depending upon the particular market circumstances, for a 
state government to do otherwise may even constitute the 
erection of an insurmountable barrier to entry to 
competition in the local exchange, contrary to the 1996 Act. 
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i 

Atlantic is under no special obligation in this regard. 

state regulations specifically classify and treat incumbent LECs 

such as Bell Atlantic as a "new entrant" for the provision of 

Virginia 

service outside its region - -  the same classification as any 
other CLEC . 4 5  

Bell Atlantic's implausible reasons for non-entry, while 

other CLECs are entering Virginia and while GTE's number of 

access lines continues to grow at an industry-leading rate of 8 

percent,46 appear to be l i t iga t iodmerger -mot iva ted .  Indeed, Mr. 

Stallard's declaration alludes to the existence of analysis and 

reports regarding earlier plans for entry, apparently abandoned 

around the time Bell Atlantic agreed to acquire "EX: 

I am aware of no analysis undertaken since 1996 by Bell 
Atlantic of the merits of establishing a competing 
local exchange operation in GTE's Virginia territory. 
Since the " N E X  merger, no group or person within Bell 

- See 47 U.S.C. ,§ 253 (preempting any state or local statute 
or regulation that has the effect of prohibiting the 
provision of intra- or interstate telecommunications 
service). 

4 5  - See 20 Va. Admin. ,Code § 5-400-180 ('IINew entrant' means an 
entity certificated to provide local exchange telephone 
service in Virginia after January 1, 1996, under § 56- 
265.4:4C of the Code of Virginia. An incumbent local 
exchanse telephone companv shall be considered a new entrant 
in any territorv for which it obtains a certificate to 
provide local exchanqe service on or after Januarv 1, 1996, 
in accordance with these rules and which is outside the 
territorv it is certificated to serve as of December 3 1 ,  
1995. (emphasis added) . 

4 6  "GTE Announces Strong Financial Results, Generating Double- 
Digit Consolidated Revenue Growth and 11% Core EPS Growth in 
Second Quarter," Edge (July 27,  1998) ; see also B e l l  
A t l a n t i c - " E X  7 63 ( I '  [Wle also consider matters that would 
be material to the entry of all precluded competitors as a 
class. . . [such as] whether the relevant market is 
expanding. . . . I t ) ,  
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Atlantic has had the mandate of undertaking such an 
analysis . 4 7  

The Commission must investigate these earlier analyses, and the 

actual reasons for their (apparent) abandonment.48 

111. THE INCREASE IN LOCAL MARKETS CONTROLLED BY THE MERGED 
ENTITY WOULD HAVE SIGNIFICANT ANTICOMPETITIVE EFFECTS IN 
LOCAL, LONG DISTANCE AND NEW SERVICES MARKETS. 

ILECs enjoy monopoly control over interconnection and access . 

services - -  the inputs necessary for the provision of numerous 
downstream services, including local exchange, long distance, and 

new services. ILECs can exploit their monopoly power to maximize 

profits either by raising the price of interconnection charged to 

rivals or by impairing their access to essential inputs. Because 

interconnection prices are subject to regulatory oversight, non- 

price exclusionary behavior is more readily available to ILECs 

and far more difficult to regulate and correct. 

Drs. Kat2 and Salop, a discriminatory interconnection policy will 

As explained by 

be profitable for an ILEC so long as its gains in the downstream 

retail market exceed the revenues it foregoes from wholesale 

interconnection with rivals. 

47 Stallard 1 5 (emphasis added) ; see id. 9. 

4 8  Without full understanding of the actual facts, the 
Commission cannot adequately consider the merits of the 
Application. See B e l l  Atlantic-"NEX 75 ( I t  [Wle consider 
all plans . . . as potentially relevant to the analysis of 
market participants. Accordingly, the facts and 
circumstances concerning such planning should be 
forthrightly presented to the Commission.It). 

- 2 5 -  



Significantly, the adverse effects from ILECsI 

discriminatory practices go far beyond the harm imposed on 

competitors. As explained by Drs. Katz and Salop: 

The market suffers efficiency losses because the 
incentives to invest in R&D and physical infrastructure 
to provide these competitive local and long-distance 
services are reduced. Moreover, the costs of retail 
services will be increased, which can be expected to 
raise the retail prices paid by consumers and thus 
lower consumer welfare and suppress output below 
efficient levels.49 

Increasing the number of local markets within the merged 

entity's control would give it an increased ability and incentive 

to disadvantage rivals by discriminating in interconnection or 

refusing to deal altogether. This incentive and ability are 

heicrhtened beyond those already held by Bell Atlantic and GTE 

seDaratelv. As explained by Drs. Katz and Salop, the 

anticompetitive incentives of ILECs to engage in exclusionary 

conduct increases substantially as the size of their monopoly 

service areas increases. Thus, the merger would have serious 

anticompetitive effects on new entrants into local telephony, 

would adversely affect competition between I L E C s  and IXCs both in 

anticipation of and when they are free to enter long distance 

markets, and will delay and potentially foreclose new innovative 

services and/or combinations of services that threaten the BOC 

monopoly. 

4 9  Katz and Salop at 33. 
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A.  

In each local market, Bell Atlantic and GTE have the ability 

Anticompetitive Effects On Local Markets. 

to exercise monopoly power over essential inputs in order to 

deter new entry.50 This is of course the fundamental insight of 

the 1996 Act, and its imposition of numerous obligations upon 

incumbent telephone companies to provide the necessary inputs on 

a commercially viable basis. As a matter of legislative finding, 

then, competitors in local markets are especially vulnerable to 

discrimination by the incumbent monopolies.51 

However, discriminatory conduct is especially difficult to 

regulate since the availability of many of the needed inputs for 

local telephony interconnection is still uncertain. In some 

cases, this uncertainty flows directly from litigation brought by 

GTE, Bell Atlantic, and other large ILECs.52 In other cases, 

50 See senerally Hayes at 21-22. 
51 It should be noted that the RBOCs will retain considerable 

monopoly power even when the Section 271 standards for 
entering long distance markets are met. 

efforts to forestall implementation of the 1996 Act is 
listed in Attachment H. 
Another source of uncertainty can be created when ILECs take 
advantage of regulatory changes for anticompetitive 
purposes. For example, Bell.Atlantic has demonstrated a 
disregard for the most favored nation provision of Section 
252(i) of the Act. On October 23, 1998, Sprint requested 
that Bell Atlantic make available to Sprint the 
interconnection terms and conditions set forth in the Bell 
Atlantic-Maine/COMAV Telco, Inc. contract approved July 2, 
1998, the Bell Atlantic-Rhode Island/Brooks Fiber contract 
effective April 10, 1997, and the Bell Atlantic-New 
Hampshire/Freedom Ring Communications, L.L.C. contract 
approved January 13, 1997. As of November 18, Bell Atlantic 
had not provided the requested documents despite repeated 
telephone inquiries, which prompted a letter of that date 

52  The litigation pursued by each GTE and Bell Atlantic in 
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such as OSS, complete standards and interfaces have either not 

been implemented or even designed and agreed upon by the 

industry. 

provisioning are similarly not in place. Access to other 

necessary inputs (UNEs, etc.) is also in doubt because of 

I 

Performance measures that would monitor discriminatory 

restrictions placed on such access by the large ILECs.53 All of 

these factors point to the ability of Bell Atlantic and GTE to 

"deny, delay or degrade" access, as Drs. Katz and Salop 

explain.54 For the reasons explained in detail in their 

declaration, briefly summarized below, the merger would increase 

the merged entity's incentive to act on this ability. 

Discrimination practiced in one local market creates effects 

in other local markets. When an RBOC currently engages in 

discrimination against a CLEC, it weakens that CLEC's ability and 

incentive to enter and compete in other regions. As explained by 

Drs. Katz and Salop, loif a CLEC suffers lower quality or higher 

indicating that enforcement action by the appropriate state 
commissions would be requested if the agreements were not 
forthcoming. On November 19, Bell Atlantic responded by 
claiming that the Commission's recent decision regarding I S P  
traffic justifies modifications of the previously-approved 
interconnection agreements, and that Bell Atlantic would not 
execute any proposed agreements absent such modifications. 

53 See senerallv Affidavit of Kevin E. Brauer, Attachment E 
( ItBrauer1l . 

54 - See Katz and Salop at 17; see also Farrell, Joseph, 
"Creating Local Competition,ii 4 9  Fed. Comm. L.J. 201, 207 
(Nov. 1996) (An ILECIs ability to deny, delay or degrade 
access is a problem that is "hard to regulate away, because 
the withdrawal of cooperation from rivals may be subtle, 
shifting, and temporary, but yet have real and permanent 
effects.'!), 
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costs, reduced market share, and lower profitability in one 

region, those factors will reduce the likelihood that it enters 

other regions'I55 or will cause the CLEC "to enter [other regions] 

at a lower scale, with higher prices, or reduced service 

offerings."SG 

enter at a sufficiently large scale as to include numerous major 

markets, i.e., national CLECs such as major IXCs, the 

discrimination practiced in one region or one local market may 

impair their national or multi-regional plans. 

Especially for potential entrants planning to 

Thus, the discriminating ILEC is not able to capture the 

full benefits of its discrimination because its misconduct raises 

its rivals' costs both inside and outside the discriminating 

ILEC's region; in other words, the discriminating ILEC's 

misconduct "spills over" into the region of other ILECs, which in 

effect "free ride" on the misconduct of the discriminating ILEC. 

These spillover effects are heightened where, for example, 

CLEC entry entails common research, product development and 

marketing costs that must be covered by the sum of the CLEC's 

market-specific profits. Because these conditions hold for large 

scale CLECs, ILEC discrimination in one region against such firms 

reduces their profitability and thus the likelihood of entry in 

all regions. 

Discrimination practiced by one ILEC in one market therefore 

creates anticompetitive spillover benefits for other ILECs 

55 Katz and Salop at 4 2 .  

56 - Id. 

- 2 9 -  



controlling other local markets. The merger increases the extent 

to which this effect becomes internalized, because it increases 

the number of local markets under the control of the merged 

entity. Thus, the larger the ILEC "investing" in discrimination 

the more fully it is able to appropriate the gains from its 

"investment."57 By increasing the size of the "footprint" of the 

merged entity, the merger increases the rewards of discrimination 

and thus makes it more certain to be practiced in both Bell 

Atlantic's and GTE's service areas. 

Drs. Katz and Salop identify several detriments to the 

public interest that will result from the merged entity's 

increase in exclusionary conduct. Obviously, rival CLECs will be 

injured and will become less effective competitors to the ILECs. 

As competition is weakened, consumers will suffer higher prices 

and reduced quality and choices, resulting in reduced consumer 

welfare. This harm is magnified if excluded or disadvantaged 

competitors could have offered consumers new services, lower cost 

services, or higher quality services absent the discriminatory 

practices of the ILEC. 

The fundamental basis of the concerns described by Drs. Katz 

and Salop - -  the increased harmful incentives and ability to 

disadvantage rivals flowing from the aggregation of horizontal 

57 Moreover, the merged entity may benefit in multiple markets 
from exclusionary behavior practiced in one market if it 
gains Ita reputation among entrants as a firm that excludes 
rivals, and thereby may deter the entrants from attempting 
to enter to begin with, or it may slow down their entry 
p1ans.I' Katz and Salop at 41 n.56; ggg Areeda & Hovenkamp, 
3 Antitrust Law 1 7279- (1996). 
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monopolies - -  is not new to competition jurisprudence. Indeed, 

the seminal Supreme Court case on monopoly leveraging fifty years 

ago specifically alluded to the dangers of increasing the number 

of local monopolies held by a firm bent on leveraging its power: 

A man with a monoPolv of theaters in anv one town 
commands the entrance for all films into that area. 
If he uses that stratesic Position to acquire exclusive 
privileses in a town where he has comPetitors, he 
is employing his monopoly power as a trade weapon 
against his competitors. It may be a feeble, 
ineffective weapon where he has only one closed or 
monopoly town. But as those towns increase in number 
throughout a region, his monopoly power in them may be 
used with crushing effect on competitors in other 
places. 58 

As recognized in this seminal case and described in detail 

by Drs. Katz and Salop, the statutory mandate in favor of 

competition in the local loop dictates that the Commission must 

not allow the proponents of the merger to obtain such a large 

footprint that they can crush local competition. 

B. Anticompetitive Effects On Interexchange Markets. 

A similar analysis yields the conclusion that the merger 

would also produce anticompetitive effects in long distance 

markets, once the merged firm gains Section 271 authority. 

Again, as Drs. Katz and Salop demonstrate, the incentive and 

ability to discriminate in the provision of access to I X C s  exist 

pre-merger, and they worsen with the merger. 

As long as Bell Atlantic and GTE succeed in maintaining 

their dominance in their local markets, "they have the power to 

5 8  United States v. Griffith, 334 U.S. 100, 107 (1948) 
(Douglas, J.) (emphasis added). 
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technically discriminate in favor of their own competitive long- 

distance operations.Il59 Mr. Hatfield, now Chief, Office of 

Engineering and Technology, has explained that recent 

developments in local networks have in fact increased the risk of 

technical discrimination. The development and deployment of 

intelligent (software-driven) networks, in conjunction with the 

demand for multimedia applications, materially changes the 

environment from the traditional, standardized voice and data 

interconnections to a substantially more dynamic environment in 

which individual customers and carriers can be given customized 

arrangements to enable either more efficient use of traditional 

services and/or new services. This complexity, while making new 

services possible, also gives the ILECs new opportunities to 

favor their own operations. 

The merger increases the incentive to discriminate because 

the merged entity is able to secure a larger share of the 

benefits of discrimination than either ILEC can secure 

separately. The merger will allow the merged entity to capture 

. the benefit of its exclusionary actions on both ends of the call 

in both Bell Atlantic's and GTE's region. Thus, by internalizing 

the payoff (the anticompetitive spillover benefits) , the merger 

makes discrimination more profitable and thus more likely. 

. 59 Affidavit of Dale N. Hatfield, Ex. H to Comments of MCI 
Communications Corp. (filed in FCC CC Dkt. No. 97-137, 
Application of Ameritech Michisan Pursuant to Section 271 to 
Provide In-resion, InterLATA services in Michisan) 
( "Hatf ield" . 
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The merger would exacerbate the ability to discriminate as 

well. An IXC requires interconnection at both ends of the call 

in order to provide service. As described by Drs. Katz and 

Salop, It[ilf the ILEC providing terminating access to the IXC 

denies or degrades that access, then an ILEC competing with the 

IXC to offer long distance service at the originating end also 

will benefit."Go Moreover, with the merger, the amount of 

traffic that would originate and terminate in-region, i.e., in 

the combined region of the new Bell Atlantic-GTE, would 

materially increase. Sprint estimates that the new firm would 

terminate 43% of the minutes that it controls on the originating 

end, which compares to a weighted average of 36% for the two 

companies separately. Thus, the merger would increase the number 

, of minutes controlled at both ends by about 20%. An even more 

dramatic increase occurs for traffic that originates in GTE's 

territory. Only 16% of that traffic terminates in GTEIs 

territory today but 29% would terminate in the combined territory 

of Bell Atlantic and GTE after the merger. The fact that 

considerably more traffic will become 'Iin-region1' for both ends 

of the call means that the merged entity can raise its long 

distance rivals' costs at both ends of more calls. 

C. Anticompetitive Effects.On New Services. 

A comparable analysis holds for new services and/or 

combinations of services. The Commission must fully consider the 

ways in which these new service providers (or combined service 

60 Katz and Salop at 41. 
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providers, or "CSCs") are put at risk by the increased incentives 

and opportunities for discrimination described herein: service 

innovation is a stated priority of this Commission.61 As 

discussed above, technical advancements to local exchange 

networks make possible and desirable customized access and 

interconnection arrangements. Competitors' needs to acquire ILEc 

inputs in nontraditional forms or in new price configurations 

gives the ILECs an improved opportunity for denial and delay 

notwithstanding the most vigilant regulatory oversight. 

As carriers search for new, innovative ways to exploit 

technology to give customers service improvements, they will 

require access to new and additional capabilities in the local 

exchange network. In Sprint's case, there is no better example 

of this than Sprint ION, or Integrated On-demand Network. In 

order to bring this new and desired set of services fully to 

market, Sprint will need modifications to standard access and 

interconnection arrangements.62 

As Mr. Hatfield explained in the FCC's Michigan 271 

proceeding, ILECs can discriminate against competitors or 

potential competitors in such cases through outright refusals of 

appropriate interconnection arrangements or by "slowrolling'i 

61 - See Inauirv Concernins the Deplovment of Advanced 
Telecommunications Capabilitv, CC Dkt. 98-146, Not ice  of 
Inquiry (rel. Aug. 7, 1998); Inauirv Concernins the 
DeDlovment of Advanced Telecommunications Capability, CC 
Dkt. 98-146, Notice of Proposed Rulemaking (rel. Aug. 7, 
1998). 

62 - See Brauer passim. 
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competitors. 

Ameritech in the position of controlling the development of new 

and competitive services, both as to whether the new service is 

created at all, or more subtly, when it comes to market and who 

"The ability to refuse or delay such requests puts 

can provide it. 1163 

The combination of GTE and Bell Atlantic would increase 

these I L E C s '  incentives to refuse to cooperate for new services 

like ION, because, like the effects in local and long distance, 

the combined entity's presence in a very large number of markets 

means that the rewards of discrimination in one market are more 

fully captured in the larger region. 

Two of the mechanisms that create these spillover effects 

for CSCs  are the same as those for CLECs and I X C s .  Like CLECs 

and I X C s ,  CSCs  (like Sprint ION) need access to I L E C  facilities 

and to interconnect with ILEC networks. As described above, an 

I L E C  that discriminates in the provision of these inputs creates 

anticompetitive benefits for other competitors of the C S C s .  

Similarly, some if not most CSCs (like Sprint I O N )  confront 

common fixed costs and investment decisions that affect more than 

one market, as well as other economies of scope.64 Denial of 

these economies in one market effectively denies them in all 

markets, to the detriment of competition both inside and outside 

the merged entity's service area. 

63 Hatfield at 21. 

64 Affidavit of Gene Agee passim, Attachment F (IcAgeeI1). 
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The third source of spillovers for CSCs is an application of 

the network effect. For CSCs such as Sprint's ION, which are in 

essence a network of services the value of which rises as more 

customers are added to the network, discrimination in one market 

will ripple throughout other markets. Where a service (like 

Sprint ION) offers increased value to subscribers for on-net 

communications, exclusionary conduct that reduces the number of 

subscribers in one region reduces the value of the service in 

other regions. As a result, the payoff to the RBOCs from 

exclusionary behavior is materially greater post-merger.65 

D. The Commission Should Deny The Application On The Basis 
Of These Adverse Vertical Effects. 

The preceding demonstrates that the competitive consequences 

of the merger are unambiguously negative. A s  shown, the vertical 

effects in the local, long distance, and new services markets are 

anticompetitive because the merger increases the incentive and 

the ability of the merged firms to exploit their monopoly control 

over interconnection and access services necessary to the 

provision of those downstream services.66 

65 - See Katz and Salop at 44-45; Agee at 11-13. 
66 In a footnote, the applicants contend without analysis that 

the Commission's jurisdiction over the Application is 
limited by Section 2(b) of the Act, that the Commissionls 
public interest analysis of the transfer of licenses and 
certificates is limited to the interstate uses of those 
authorizations, and that the Commission lacks authority to 
enforce Section 7 of the Clayton Act with regard to this 
merger. The Commission rejected these arguments in B e l l  
A t l a n t i c - " E X ,  stating that [tl here is long-standing 
precedent supporting fulsome public interest analyses of the 
competitive implications of transfers of Title I1 
.certificates and Title I11 licenses, and for review of 
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These consequences warrant the conclusion that the merger is 

contrary to the public interest. The Commission has repeatedly 

reviewed transactions for their vertical effects, including the 

likelihood of increasing incentives to raise rivals' costs 

through price and non-price discrimination. See. e.s., Merser of 

MCI Communications Corp. and British Telecommunications plc, GN 

Dkt. No. 96-245, Memorandum Opinion and Order, 12 FCC Rcd. 15351, 

15412 (1997) ("we are concerned whether the merger . . . will 
increase the ability or the incentive of the vertically 

integrated firm to affect competition adversely in any downstream 

end-user market"); Sprint Corporation Petition for Declaratorv 

Rulinq Concerninq Section 310(b) (4) and (d) and the Public 

Interest Reauirements of the Communications Act of 1934, as 

amended, ISP-95-002, Declaratory Ruling and Order, 11 FCC Rcd. 

1850, 8 8  58-60 (1996). In the specific context of its review of 
prior ILEC mergers, the Commission has expressly stated its 

concern not only for the market power and possible misconduct 

that characterize the RBOCs pre-merger, but also "the incremental 

increase in that power or misconduct that will result from the 

proposed transfer." ARPlications of Pacific Telesis 'Group and 

SBC Communications, For Consent to Transfer Control of Pacific 

larger merger transactions even where the Commission 
authorized licenses represent only a very small part of the 
overall transaction,'I and that "the public interest analysis 
necessarily includes a review of the nature and extent of 
local competition, as exemplified by the fact that Section 
271 of the Act specifically applies the public interest 
standard to, inter alia, a review of local market 
conditions. It Bell Atlantic-"EX 1 35. 
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Telesis Group and its Subsidiaries, Report No. LB-96-32, 

Memorandum Opinion and Order, 12 FCC Rcd. 2 6 2 4 ,  1 4 2  (1997); see 
B e l l  Atlantic-NYNEX 120 (rejecting argument made by opponents 

because they had not shown how the merger would "increase 

applicants' incentive or ability to engage in non-price 

discrimination"). Here, the showing has been plainly made; both 

the incentive and the ability to engage in anticompetitive 

conduct worsen with the merger. 

The Commission has plenary authority over questions of 

industry structure. The Commission's statutory mandate extends 

well beyond merely correcting bad conduct; it obligates the FCC 

to act affirmatively to assure efficient industry structures that 

themselves will minimize such conduct. On numerous occasions, 

reviewing courts have upheld the FCC's use of its broad authority 

to prescribe a particular industry structure in order to achieve 

perceived benefits or to avoid potential problems. 

The FCC's initial Computer Inquiry proceeding provides a 

clear example of such action. 

regulations that required common carriers to provide non- 

regulated data services through a structurally separate corporate 

entity. The Second Circuit upheld the FCC's authority to 

regulate common carrier entry into.the unregulated field of data 

processing services: 

In ComDuter I, the FCC promulgated 

The burgeoning data processing activities of the common 
carriers pose, in the view of the Commission, a threat 
to efficient public communications services at 
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reasonable prices and hence regulation is justified 
under its broad rule-making authority.67 

In so doing, the Court rejected petitioners' attempts to narrow 

the FCC's authority. 

It is irrelevant that the [separation] rule is aimed at 
potential rather than actual domination or restraints, 
or that the Commission is not certain that the 
developments forecast will occur if the rule is not 
enacted.68 

The FCC's authority over the structures of the industries it 

regulates extends to outright proscription of certain entities 

participating in some markets. 

ownership rules promulgated in 1970, and eventually removed by 

Congress after the rules had served their purpose, are a prime 

The FCC's cable-telephone cross- 

example of this.69 In reviewing the agency's initial decision, 

the Fifth Circuit explained the Commission's broad authority 

under the Communications Act, specifically relying upon Sections 

151, 152(a) , and 214: 

The Commission is obliged to discharge its 
responsibilities in this area as best it can and it has 
chosen in this instance to implement the national 
policy by limiting the involvement of common carriers, 
over which the Commission has unquestioned 
jurisdiction, in CATV operations. . . . Although [the 

67 GTE Serv. Corp. v. FCC, 474 F.2d 724, 730 (2d Cir. 1973). 

68 - Id. at 731 (citation omitted); In Computer 11, the 
Commission required AT&T to provide data services through a 
separate subsidiary and once again the appellate court 
deferred to the Commission's determination of the 
appropriate industry structure. Computer & Communications 
Indus. Ass'n v. FCC, 693 F.2d 198 (D.C. Cir. 1982). 

subject to constitutional challenges. See Chesapeake & 
Potomac Tel. Co. v. United States, 42 F.3d 181 (4th Cir. 
1994). The litigation was mooted by the amendments made by 
the Telecommunications Act of 1996. 

. 69 These rules were ultimately codified by Congress, and 
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t 
I 

FCC] does not vet know how broadband cable services 
will or should develoD, it is unwillins at this Doint 
to allow the teleDhone comDanies to me-empt the field 
simDlv bv virtue of their control over means. . . . 
ITlhe elimination of this danser is consistent with the 
Commission's broad duties under the Communications 
Act. 70 
These cases demonstrate the prophylactic nature of the FCC's 

powers over industries it regulates. Plainly the FCC has the 

authority - -  indeed the obligation - -  to consider transactions in 

light of whether they promote efficient market structures. It 

need not and must not acquiesce in proposals that force it to 

await the inevitable inefficient outcomes and search for after- 

the-fact remedies. The proposed combination will harm both 

competition and consumers; the Commission must avoid this result 

by denying the Application. 

IV. THE MERGER WILL DIMINISH THE EFFECTIVENESS OF REGULATION BY 
REDUCING THE NUMBER OF AVAILABLE BENCHMARKS. 

The Communications Act requires common carriers to offer 

services with "just and reasonable" terms and conditions, and 

common carriers may not engage in "unjust or unreasonable 

discriminationll in their provision of services.71 

ILECs are required to provide interconnection to other carriers 

Similarly, 

on "rates, terms, and conditions that are just, reasonable, and 

nondiscriminatory.Il72 

regulation, at present, due to the substantial and persisting 

These matters must be resolved by 

70 General Tel. Co. v. FCC, 449 F.2d 846,  8 5 4 - 8 5 7  (5th Cir. 

71 47 U.S.C. § §  201(b), 202(a). 
72 47 U.S.C. § 251(c) ( 2 )  (D). 

1971) (emphasis added) (citation omitted) . 
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, market power wielded by the ILECs resulting from their monopoly 

control of bottleneck facilities. One key way in which the 

Commission can determine whether common carriers are meeting 

their statutory obligations is to compare the varying practices 

of different carriers. As explained in full in the attached 

declaration of Dr. Joseph Farrell and Dr. Bridger Mitchell, 

"Benchmarking and the Effects of ILEC Mergers," benchmarking is a 

significant regulatory tool. 

Benchmarks aid the Commission in overcoming the substantial 

asymmetry in information availability that otherwise impedes 

effective regulation. For example, benchmarking allows the 

Commission to better assess what practices are technically 

feasible, to ascertain whether rates are reasonable, and to 

scrutinize unusually poor performance and remedy it. As the 

number of comparable carriers decreases through merger, however, 

the Commission's ability to establish and rely on benchmarks 

declines. And as regulatory effectiveness diminishes, the risk 

of detection of misconduct decreases, making engaging in such 

misconduct less costly and therefore more likely. This 

predictable increase in ant.icompetitive behavior constitutes an 

independent basis for denying the pending Application.73 

73 Bell Atlantic's CEO suggested to the Commission that other 
entities would be more appropriate benchmarks than its ILEc 
brethren. This suggestion is without merit. Whatever the 
future structure of the industry, ILECs such as Bell 
Atlantic and GTE possess substantial and persisting market 
power by virtue of their control over essential inputs. 
Until and unless this market power is dissipated by 
substantial competitive entry, benchmarking of the rates, 
terms and conditions set by ILECs for use of these 
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A .  Benchmarking Is An Essential Regulatory Tool. 

The ability of regulators to use benchmarks for ILEC 

regulation since the divestiture of AT&T has been well- 

recognized: 

There is a lot of evidence that the break-up and other 
recent developments have enhanced regulatory capability 
. . . . [Tlhe existence of seven [RIBOCs increases the 
number of benchmarks that can be used by regulators to 
detect discriminatory pricing . . . . Indeed, federal 
and state regulators have in fact used such benchmarks 
in evaluating compliance with equal access requirements 
. . . and in comparing installation and maintenance 
practices for customer premises equipment.74 

The Commission must make complex decisions regarding the pricing 

of monopoly services and inputs (e.q., interstate access) and the 

quality of such services and inputs (e.s., access to UNEs). 

However, the FCCIs ability to perform these tasks is greatly 

impaired by the fact that it inevitably has less information than 

do the firms that it regulates. As explained by Drs. Farrell and 

Mitchell, benchmark regulation has been used in material ways to 

ameliorate this fundamental problem. Moreover, benchmarks can 

also help to diminish the perverse incentives created by 

regulation itself (the 'Itratchet effect") . 
The Commission uses benchmarking in three principal ways: 

average practice, best practice, and heightened scrutiny for poor 

performance. The FCC's use of eac.h of these, described briefly 

below, improves regulatory outcomes and consumer welfare. 

facilities will remain not only a critical regulatory tool, 
but a public interest obligation. 

7 4  United States v. Western Elec. Co., 993 F.2d 1572, 1580 
(D.C. Cir. 1993). 
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Average p r a c t i c e  benchmarking. This form of benchmarking 

implicates primarily the FCCIs obligation to ensure just and 

reasonable rates. For average practice benchmarking, the 

Commission uses an industry-wide average as its standard. As 

explained by Drs. Farrell and Mitchell, the two most important 

uses of average benchmarking for the FCC's regulation of ILECs 

are establishing the productivity factor for price cap regulation 

and setting the appropriate levels of universal service 

subsidies. 

In price cap regulation, the regulated firm's price index 

must be adjusted annually by any exogenous changes in cost and by 

the estimated annual rate of productivity gain (the "X-factor"). 

However, the estimated rate of productivity gain cannot be based 

on a firm's own past performance because of the "ratchet effect." 

If the X-factor were based on individual performance, an ILEC 

would understand that a good performance by it would cause the 

Commission to raise the X-factor. Anticipating that result, an 

ILEC would exert less effort to improve its performance than it 

would if its future prices were independent of its own 

performance.75 By instead basing the X-factor on the behavior of 

numerous comparable ILECs, the FCC can largely avoid this 

problem. If the X-factor is based on average performance, an 

ILEC that cuts costs significantly is able to retain a large 

75 If price cap regulated entities are certain that extremely 
poor profit performance will cause regulators to reduce the 
X-factor, their incentive to provide service inefficiently 
increases. 
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portion of the resulting gain, providing an incentive to continue 

such innovation. Stated another way, average practice 

benchmarking is beneficial because the regulated entity's 

incentive to behave- inefficiently is ameliorated. 

Best p rac t i ce  benchmarking. The Commission relies upon best 

practice benchmarking to identify the best practice among 

regulated firms and requires all other firms to implement that 

practice, The Commission recently acknowledged the utility of 

best practice benchmarking in Bell A t lan t i c - "EX by stating that 

the existence of numerous large ILECs allows for differences to 

arise among the carriers, resulting in faster solutions to issues 

and problems and thereby accelerating competition.76 As 

explained by Drs. Farrell and Mitchell: 

By probing the practices of individual ILECs, the 
Commission endeavors to assess whether ILECs' claims 
about technical feasibility are warranted . . . . [ilt 
can then establish as a standard for all ILECs a 
benchmark based on the best observed (or offered) 
practice. 77 

If regulated entities were all identical, then they 

presumably would choose functionally identical practices, thereby 

negating regulators' ability to employ best practice 

benchmarking. However, there is often considerable diversity 

among regulated entities, and they. make different choices. As 

catalogued by Drs. Farrell and Mitchell, the Commission has 

frequently employed best practice benchmarking to mandate the 

76 Bell  A t l a n t i c - " E X  fl 1 5 4 .  

77 Farrell and Mitchell at 14. 
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by comparison to other ILECs and its behavior remedied.79 

Another example, as explained by Drs. Farrell and Mitchell, 

entailed the FCC's calculation of an industry mean and one 

standard deviation from the mean to evaluate the appropriateness 

of physical collocation charges. As explained in the next 

section, the merger would impair the FCC's ability to exploit 

this important tool. 

B. The Merger Will Substantially Impair The Commission's 
Ability To Employ Benchmarks For The Regulation Of 
ILECs. 

A s  the number of large ILECs declines through mergers, the 

Commission's ability to identify and set benchmarks declines as 

well, thereby severely hampering the ability of the Commission to 

effectively and efficiently regulate ILECs. The Commission 

recognized the impact that mergers have on its regulatory ability 

in B e l l  Atlantic-NYNEX. In that decision, the Commission noted 

its concern that the declining number of large ILECs will 

adversely affect its: 

ability to carry out properly its responsibilities to 
ensure just and reasonable rates, to constrain market 
power in the absence of competition, and to ensure the 
fair development of competition that can lead to 
deregulation . . . . B O  

79 See also Peter Huber, The Geodesic Network: 1987 Report on 
Competition in the Telephone Industry at 3.24, 3.54-3.55 
("Benchmarking one LEC's performance against another in the 
post-divestiture marketplace has proved an effective 
regulatory tool. 
stands out when eight large holding companies line up for 
periodic regulatory inspection") . 

Laggard or eccentric LEC performance 

80 B e l l  Atlantic-NYNEX a 16. 
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The Commission accordingly held in B e l l  Atlantic-NYNEX that 

future applicants proposing to merge would bear an additional 

burden in establishing that a proposed merger is in the public 

interest. 81 

The Commission's ability to rely upon average practice 

benchmarking will be diminished by the merger. 

and Mitchell explain, a price-cap regulated ILEC such as Bell 

Atlantic retains an incentive to be more productive because, 

notwithstanding eventual X-factor adjustments, it initially 

benefits substantially from cost reductions. 

differently, there is a relatively low I1taxii on profits generated 

from cost savings. 

amount of the 'tax' increases because the effect on the merging 

partner is internalized.1i82 As Drs. Farrell and Mitchell note, 

"the larger the ILEC, the worse the ratchet effect.I'B3 

As Drs. Farrell 

Put slightly 

However, li[als a result of the merger, the 

This analysis thus readily predicts that the merger will 

reduce the incentives of ILECs to increase productivity and this 

will lead to higher prices. 

average practice benchmarking to implement universal service 

subsidies means that this regulatory policy is also put at risk 

by the merger. 

Moreover, the intended use of 

The effect of the merger on best practice benchmarking is 

equally troublesome. A s  the number of ILECs is reduced, the best 

. 81 Id. - 
8 2  

83 Id. 

Farrell and Mitchell at 40. 

- 
-47- 



observed practice is likely to become worse simply because there 

are fewer observations. In addition, when ILECs merge, their 

incentives are aligned so that one may be unwilling to adopt a 

particular practice knowing that it will be imposed on the 

other.84 "This may result in the post-merger incumbent LEC 

cooperating less than the pre-merger incumbent LECs would have in 

enabling competition to grow."85 

For example, GTE and Sprint PCS have entered into an 

arrangement whereby Sprint PCS customers can roam in regions 

where GTE's service area overlaps Sprint PCS's service area, but 

where Sprint PCS has not completed building out its own 

facilities. GTE receives revenues from this arrangement and 

GTE's customers can similarly roam on the Sprint PCS network. 

Bell Atlantic, on the other hand, does not permit Sprint PCS 

customers to do the same, even though automatic roaming 

arrangements are standard industry practice and constitute a 

substantial percentage of cellular carrier revenues. If Bell 

Atlantic and GTE were to merge, however, Bell Atlantic's 

practice, which is apparently intended to protect its wireless 

service areas from competitors, may be adopted by GTE, to the 

detriment of Sprint PCS. Without the merger, Bell Atlantic may 

eventually be forced to adopt GTE's practice through best 

practice benchmarking. 

84 Bell A t l a n t i c - " E X  1 154. 
85 - Id. 
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Similarly, Drs. Farrell and Mitchell identify a reduction in 

the efficacy of worst practice benchmarking. Among other things, 

they show that fewer observations make it less likely that 

deviations from the norm will be identified confidently as 

unreasonable, thereby making regulators willing to tolerate more 

misconduct than would occur with a larger number of ILECs. 

Moreover, as described by Drs. Katz and Salop, because the 

merger increases the merged entity's incentive to discriminate 

against rivals, the merger makes the merged entity a less useful 

benchmark. This is because the merged entity can be expected to 

offer less competitive access and interconnection arrangements as 

it internalizes the spillover effects discussed in Section 111 

Finally, as described by Drs. Farrell and Mitchell, an ILEC 

"merger can increase the threat that a common understanding will 

develop (explicitly or implicitly) not to engage in [actions that 

are socially desirable and profitable but that harm the interests 

of other ILECs].It86 Indeed, as the number of relevant 

independent firms shrinks to a small few, the probability of such 

collusion significantly increases.87 This must be addressed 

given the reality that the pending consolidation threatens a 

nation of telephone users served by "Bell East" and "Bell West.!! 

86 Farrell and Mitchell at 44. 
87 Significantly, GTE's and Bell Atlantic's representations in 

their Application suggest that only very large firms are 
viable local telephone competitors. If true, this suggests 
that the reduction in the number of large firms that would 
result from this merger would make coordinated action by the 
remaining firms much more likely. 
exacerbated by the proposed merger of SBC and Ameritech. 

This threat is further 
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C. The Commission Must Account For The Effects Of The 

The impairment of regulatory effectiveness through the loss 

Proposed Merger On Its Ability To Regulate. 

of benchmarks is squarely part of the public interest analysis 

necessary to this Application's evaluation. Certainly, the 

Commission anticipated this in B e l l  A t l a n t i c - " E X  when it held  

that due to the reduction in the number of independently 

controlled large ILECs, "future applicants bear an additional 

burden in establishing that a proposed merger will, on balance, 

be pro-competitive and therefore serve the public interest, 

convenience and necessity. 

The diminution in regulatory effectiveness is contrary to 

the fundamental intent of the 1996 Act: to promote competition, 

and thereby the ultimate deregulation of telecommunications 

markets.89 

1996 Act, the Commission requires applicants to demonstrate that 

their proposed mergers will affirmatively promote the public 

In light of the competition/deregulation goals of the 

interest in both competition and deregulation.90 Of course, the 

88 B e l l  A t l a n t i c - " E X  11 1 6 .  

89 Joint Explanatory Statement of the Committee of Conference, 
S. Rep. No. 104-230, at 1 (1996); see also B e l l  A t l a n t i c -  
" E X  7 145 ("Increased market power would be fundamentally 
inconsistent with the primary policy goal of the 1996 Act - -  
the development of competition in, and the deregulation of, 
telecommunications markets."). 

90 ADDlications of TeleDort Communications GrOUD Inc., and AT&T 
CorD. for Consent to Transfer of Control of Comorations 
Holdins Point-to-Point Microwave Licenses and Authorizations 
to Provide International Facilities-Based and Resold 
Communications Services, CC Dkt. No. 98-24, Memorandum 
Opinion and Order, 1 3  FCC Rcd. 15236, 11 12 (1998) 
( lfTeleport/AT&T1t) ; see also B e l l  A t l a n t i c - " E X  8 2 .  
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two goals are related. Actions and industry structure that are 

procompetitive will generally improve the ability of regulators 

to move toward deregulation; anticompetitive steps and structure 

will increase the need for regulation. This relationship works 

in the other direction as well; as regulatory effectiveness 

diminishes, anticompetitive actions by regulated firms are more 

likely to occur. 

The Commission stated in Bell Atlantic-"?VEX that , 

[ulntil competition develops sufficiently to erode market 
power and permit deregulation, we will be concerned with the 
impact of proposed mergers on the effectiveness of this 
Commission's and state commissions' ability to constrain 
market power and ensure fair rules for competition. 
reduction in the number of separately owned firms engaged in 
similar businesses will likely reduce this Commission's 
ability to identify, and therefore to contain, market 
power. 9 1  

A 

Consequently, the Commission has ample authority to deny the 

Application on this basis.92 

91 

92 

Bell A t l a n t i c - " E X  147. Moreover, the Commission has 
recognized that without competition, deregulation cannot be 
accomplished without risking monopoly prices for consumers. 
- See ADDlication of Ameritech Michisan Pursuant to Section 
271 of the Communications Act of 1934, as amended, to 
Provide In-Resion. InterLATA Services in Michisan, CC Dkt. 
No. 97-137, Memorandum Opinion and Order, 12 FCC Rcd. 20543, 

19 (1997). I 

General Tel. Co. v. United States, 449 F.2d 846, 857 (5th 
Cir. 1971) ("It is settled that practices which present 
realistic dangers of competitive restraint are a proper 
consideration f o r  the Commission in determining the public 
interest, convenience, and necessity, . . . and the 
elimination of this danger is consistent with the 
Commission's broad duties under the Communications 
Act. I I )  (citations omitted) ; Cease and Desist Order Directed 
Asainst Video EnterDrises, Inc., Holvoke and South Hadlev, 
Mass., 52 FCC 2d 630, 637 (1975) (to deny the Commission its 
right to determine what is in the public interest would be 
inimical to sound effective regulation). 
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Moreover, the industry structure that would result from this 

merger, particularly in tandem with the announced SBC-Ameritech 

merger, would be dramatically worsened from that considered one 

year ago in B e l l  Atlantic-"EX.93 At that time, the Commission 

stated that "further reductions in the number of Bell Companies 

or comparable incumbent LECs would present serious public 

interest concerns.Il94 As demonstrated above, the merger of Bell 

Atlantic and GTE raises critical issues regarding the ability of 

the Commission and state regulators to regulate Bell Atlantic 

post-merger effectively. 

Ameritech mergers are permitted, even fewer benchmarks will be 

available for the Commission and state regulators to restrain 

ILEC market power. 

If the Bell Atlantic-GTE and SBC- 

Even if one sets aside the anticompetitive consequences of 

the loss of benchmarks, the costs of alternative forms of 

regulation that the Commission would be forced to use in the wake 

of diminished benchmarks would independently compel the 

conclusion that the merger is contrary to the public interest. 

In order to fulfill its regulatory duties, the Commission would 

have to insist on more intrusive and much costlier regulatory 

oversight of large ILECs. Absent benchmarking, the Commission 

would have to investigate directly and at substantial cost the 

actual motivations and/or results of challenged conduct. 

93 - See B e l l  Atlantic-"EX 9 155. 

94 - Id. fl 156. 
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More direct measures to assess the reasonableness of BOC 

conduct or positions would need to be implemented. Tools such as 

increased audits, use of document and i n  personae subpoenas to 

examine internal decisionmaking, and a vastly stepped-up need for 

after-the-fact complaint adjudication are just some of the 

inferior alternative tools the FCC would be forced to adopt. 

Broad on-the-record hearings to discern anticompetitive conduct 

from legitimate defenses, reminiscent of the FCC's Docket 19129 

of the Bell System, might be necessitated.95 

The Commission could not of course merely acquiesce in its 

newfound state of diminished regulatory effectiveness. Just as 

the Commission cannot regulate where there is no issue to 

address,96 and just as it must review regulations periodically to 

ensure that such regulations are still required,97 so too must 

the Commission not fail to regulate where such action is demanded 

in the public interest.98 

the general public interest mandates as well as the Act's 

specific requirements that the Commission ensure just and 

Such a failure would be contrary to 

95 - See American TeleDhone & Telesraph Co.. the Associated Bell 
Svstem Companies Charses for Interstate TeleDhone Service, 
AT&T Transmittal Nos. 10989, 11027, 11657, Phase 11 Final 
Decision and Order, 64 FCC 2d 1 (1977); id., Phase 11 
I n i t i a l  Decision, 64 FCC 2d 131 (1977). 

96 - See Home Box Office v. FCC, 567 F.2d 9, 34 (D.C. Cir. 1977). 
97 - See Geller v. FCC, 610 F.2d 973 (D.C. Cir. 1979). 

98 See senerallv Amendment of Section 64.702 of the 
Commission's Rules and Resulations (Second ComDuter 
Inauirv), Dkt. No. 20828, Final Decision, 77 FCC 2d 384, 433 
(1980) ( IICommission regulation must be directed at 
protecting or promoting a statutory purpose."). 
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reasonable rates and practices. It would also violate the 1996 

Act's command that the Commission forbear from its statutory and 

regulatory obligations onlv where such forbearance "will promote 

competitive market conditions, including the extent to which such 

forbearance will enhance competition among providers of 

telecommunications services.Il99 

Plainly, the radically escalated need for direct regulation 

would be viewed with great disfavor by regulated firms, but more 

importantly by taxpayers and their representatives in Congress. 

The increased regulatory burdens - -  keeping in mind that they 

represent less effective solutions in any event - -  dictate the 
conclusion that the merger is contrary to the public interest. 

Finally, the Commission should consider the fact that the 

decrease in benchmarks will affect the ability of private parties 

to negotiate favorable conditions with ILECs. Just as the 

Commission uses benchmarks as regulatory tools to keep firms with 

market power in check, private parties use benchmarks in their 

negotiations with ILECs. As a result of the merger, competitors 

would have less opportunity to exploit the differences among 

ILECs in this manner, thereby adversely affecting the efficiency 

of the market and the ability of new entrants to offer 

competitive services. 

The proposed merger between Bell Atlantic and GTE would 

further reduce the already small number of ILECs regulators can 

use to establish benchmarks, thereby weakening regulators' 

99 4 7  U.S.C. 5 160(b). 
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ability to rely upon benchmarks to oversee RBOC and ILEC behavior 

and impairing their ability to successfully implement the Act.100 

Because Bell Atlantic and GTE have not carried the burden of 

demonstrating that their merger will be procompetitive and serve 

the public interest, convenience, and necessity, the Commission 

must reject the proposed merger. 

V, THE APPLICANTS HAVE FAILED TO DESCRIBE HOW THEY INTEND 
COMPLY W I T H  THE REQUIREMENTS OF SECTION 271. 

The Application states that Bell Atlantic lthopesii to have 

TO 

271 approvals for its states by the time the merger would 

close.101 If this llhopelt is not realized, the "applicants will 

request any necessary transitional relief from the 

Commission.Illo2 This remarkably truncated treatment of the Bell 

Atlantic's 271 obligations and restraints is wholly inadequate. 

Prior to receipt of interLATA authority pursuant to Section 271, 

no BOC is able to invest in or acquire more than a 10 percent 

interest in an interexchange carrier in its region. 

statutory proscription cannot be waived in any way, 

"transitionally" or otherwise. Without full divestiture of the 

forbidden businesses, the transaction is unlawful. 

That 

1 0 0  "Reducing the number of Bell Companies makes it easier to 
coordinate-actions among them, and increases the relative 
weight of each company's actions on average performance.Ii 
B e l l  A t l a n t i c - " E X  d 16. In fact, if the SBC-Ameritech 
merger is approved, there would 
available for regulators to use 

1 0 1  Public Interest Statement at 19 

be even fewer benchmarks 
in comparing ILEC behavior. 

n.14. 
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Pursuant to Section 271, no BOC or BOC "affiliate18 may 

provide interLATA services, "except as provided in this 

section.n103 A BOC or BOC affiliate may not provide interLATA 

services originating in any state within its region until it 

receives Commission approval pursuant to Section 271(d) ( 3 ) .  The 

term ffaffiliate,lt as defined in Section 3 of the Communications 

Act, as amended by the 1996 Act, includes Ita person that 

(directly or indirectly) owns or controls, is owned or controlled 

by, or is under common ownership or control with, another 

person," with the term "own" defined to mean "to own an equity 

interest (or the equivalent thereof) of more than 10 percent. r1104 

Plainly, GTE and its operating companies would become 

T1affiliates" of Bell Atlantic if the merger were to proceed, and 

the merged entity is statutorily prohibited from originating any 

interLATA traffic in any state in Bell Atlantic's region. 

Any attempt to shelter the interest in GTE's long distance 

services originating within Bell Atlantic's region or otherwise 

I1waive" its illegality would necessarily fail under this 

provision. 

statutory mandates, as numerous rulings by the FCC acknowledge. 

Section 10 of the Act, granting the FCC authority to forbear from 

The Commission has no authority to relax these 

1 0 3  47 U.S.C. 5 271(a). Section 271(b) allows BOCs and BOC 
affiliates'today to engage in certain categories of 
interLATA activities, not relevant here. These permitted 
activities are in any event subject (in most instances) to 
the structural separation requirements established in 
Section 272 of the Act, another provision ignored by the 
applicants. 

1 0 4  47 U.S.C. 5 153(1). 
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regulating carriers, explicitly prohibits the FCC from forbearing 

from Sections 251(c) and 271 until those requirements have been 

fully implemented.105 The remaining provisions of the Act 

granting FCC authority are comparably limited this provision. 

For example, in the context of construing its forbearance 

authority under Section 706, the Commission found that Section 

10's limitation controls throughout the statute: 

Sections 251(c) and Section 271 are cornerstones of the 
framework Congress established in the 1996 Act to open 
local markets to competition. The central importance 
of these provisions is reflected in the fact that they 
are the only two provisions that Congress carved out in 
limiting the Commission's otherwise broad forbearance 
authority. . . .lo6 

It is most ironic that the applicants seek to waive these 

"centrally important" provisions in the context of a transaction 

a that itself threatens those policies. 

Consistent with this precedent, the parties in SBC - S N E P  0 7 

105 

106 

107 

- See Petition for Declaratorv Rulina Resardina U S West 
Petitions to Consolidate LATAs in Minnesota and Arizona, 12 
FCC Rcd. 4738, 4751 ("The Act expressly prohibits the 
Commission from abstaining in any way from applying the 
requirements of Section 271 until those requirements have 
been fully implemented"); Southwestern Bell Telephone Co. 
Petition for Limited Modification of LATA Boundaries, 1998 
FCC LEXIS 2342, 1 5 (rel. May, 1998) (IIWhile the Commission 
may forbear from applying certain provisions of the Act, the 
Commission may not forbear from the requirements of Section 
271") . 
Deplovment-of Wireline Services Offerins Advanced 
Telecommunications Capabilitv, CC Dkt. No. 98-147, 
Memorandum Opinion and Order and Notice of Proposed 
Rulemaking 1 73 (rel. Aug. 7, 1998). 
Amlications for Consent to the Transfer of Control of 
Licenses and Section 214 Authorizations from Southern New 
Ensland Telecommunications Cow.. Transferor to SBC 
Communications, Inc., CC Dkt. No. 98-25, Memorandum Opinion 
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fully divested SNET's long distance businesses within SBc's 

service areas prior to obtaining FCC approval for the merger. 

This divestiture was a prominent factor in the FCC's decision, 

and FCC approval was explicitly conditioned upon 

Applicants' complete and continued fulfillment of the 
measures described above that are designed to ensure 
that this merger does not result in SBC providing 
interLATA services in its current region in violation 
of Section 271 of the Communications Act. . . .IO8 

This conditioned approval was given only after the Commission had 

been assured of complete divestiture, including: 1) evidence 

that all of SNET's customers within SBC's territory had been 

moved to a lawful interexchange carrier of their choice; 2 )  no 

current or future compensation would transfer between SNET and 

the new interexchange carrier; 3) all of SNET's state 

certificates to provide service in those states,had been 

rescinded by the relevant public utility commissions; 4 )  all 

related tariffs had been canceled; and 5 )  the provision of 

service by SNET pursuant to calling cards and pre-paid cards had 

been brought into compliance with Section 271's in-region 

proscriptions. 109 

The cavalier approach of Bell Atlantic and GTE in this 

application stands in stark contrast to the regulatory 

obligations set forth in the statute and Commission precedent. 

At an absolute minimum the Commission should require the 

and O r d e r  (rel. Oct. 23, 1998) ( i i S B C - S N E T t i ) .  

1 0 8  - Id. q 51. 

109 - Id. q 37. 
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applicants to make a supplemental submission to demonstrate in 

specific detail how they will divest this business to bring 

themselves into Section 271 compliance prior to any FCC 

consideration of the merits of the application. 

VI. THE CLAIM THAT THE MERGER WILL PERMIT THE MERGED PARTIES TO 
ENTER 21 OUT-OF-REGION MARKETS IS NOT CREDIBLE OR 
ENFORCEABLE, AND IT CANNOT IN ANY EVENT COMPENSATE FOR THE 
ANTICOMPETITIVE EFFECTS OF THE MERGER. 

The Commission should approach the applicants' promise of 

entry into 21 markets out-of-region with great skepticism. The 

Application does not on its own terms demonstrate its most 

fundamental assertion: the 21-market strategy is not shown to be 

merger-specific. As fully analyzed by Drs. Besen, Srinagesh and 

Woodbury, and supported by the affidavit of Steven Signoff, Vice 

President, Strategic Business Development, Attachment G, the 

"follow the anchor customerft premise of the strategy defies 

commercial realities as well as common sense and does not, in any 

event, have any substantiated tie with the merger. Contrary to 

the claims made in the Application, moreover, Drs. Besen, 

Srinagesh and Woodbury conclude that the merger is likely to 

result in higher - -  not lower - -  local prices in the 21 markets. 

The strategy also necessarily assumes Section 271 authority for 

the merged entity and thus is highly contingent and unlikely to 

be implemented within its stated time frame. Finally, even if 

accepted at face value, the strategy cannot as a matter of law or 

policy compensate for the in-region anticompetitive effects of 

the transaction. 

- 5 9 -  



A.  

Drs. Besen, Srinagesh and Woodbury fully analyze the claimed 

benefits of the 21 market strategy in their attached declaration, 

ttEconomic Analysis of the Proposed Bell Atlantic-GTE Merger." As 

demonstrated there, even if one assumes the credibility of the 

plan, the merger does not appear necessary to its implementation. 

In a number of critical respects, the assumptions that underlie 

the assertion that the merger is necessary to implement the 21 

market strategy are inconsistent with other assumptions and 

assertions claimed in the Application. 

The Strategy Has Not Been Shown To Be Merger-Specific. 

For example, the parties' claim that they can compete 

effectively only for customers in their respective service areas 

is inconsistent with their previous investment in international 

and cellular divisions out-of-region. Bell Atlantic has cellular 

properties in Arizona, Georgia, and New Mexico, far from its in- 

region markets. 

WEST, Inc. and AirTouch Communications, Bell Atlantic also 

provides cellular service in numerous out-of-region areas, 

including Alabama, Florida, Illinois, Indiana, Louisiana, 

Michigan, Mississippi, North Carolina, Oklahoma, Texas, and 

Wisconsin. 

Tennessee. Internationally, the applicants have holdings in 

cellular companies, and in landline companies in Canada, India, 

New Zealand, the Philippines, Thailand, and Venezuela, among 

other distant countries.110 In light of these successful 

Through its PrimeCo PCS partnership with U S 

GTE also provides cellular out-of-region in 

1 1 0  Application at Exhibit A.2 (map of Bell Atlantic and GTE 
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ventures, neither Bell Atlantic nor GTE can credibly claim that 

it lacks the resources, name brand, or expertise to compete out- 

of-region. 

AS demonstrated below, the merger is not needed to obtain 

the benefits that are claimed by the applicants. 

1 .  GTE Can Expand Without The Merger. 

At bottom, GTE argues that it cannot provide service and 

compete for business outside its region without first merging 

with Bell Atlantic and obtaining Bell Atlantic's large business 

customer accounts and financial resources. GTE presents four 

explanations to justify why it is unable to enter out-of-region: 

(1) substantial fixed, up-front investments are required; ( 2 )  

economical entry requires proximate facilities, which cannot be 

economically deployed without larger scale and more customers; 

(3) acquiring customers is difficult without a base of anchor 

customers; and (4) GTE needs a national brand and brand name 

awareness it can only attain by merging with Bell Atlantic.111 

Each of these four justifications rings hollow, especially in 

light of the empirical evidence that CLECs smaller than GTE are 

entering on precisely the basis that GTE claims. it cannot without 

the resources of Bell Atlantic. As discussed below and in the 

attached declaration of Besen, Srinagesh and Woodbury, GTE cannot 

credibly claim that a merger with Bell Atlantic is a prerequisite 

to out-of-region entry. 

worldwide assets); see also Besen, Srinagesh and Woodbury at 
39. 

111 - See Public Interest Statement at 7. 
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As an initial matter, GTE's claim that it needs Bell 

Atlantic is contrary to its own actions. Prior to its decision 

to merge with Bell Atlantic, GTE engaged in ongoing, extensive 

efforts to become a nationwide competitive local exchange 

carrier.112 GTE apparently already provides competitive local 

exchange services in 8 of the 12 states identified by the 

applicants in their 21 market strategy (California,ll3 Florida, 

Illinois, Indiana, Kentucky, Tennessee, Texas, Washington) .I14 

GTE is licensed as a CLEC in the remaining four states (Michigan, 

North Carolina, Ohio and Oregon). Although GTECC primarily 

competes on a resale basis, there is no particular reason that 

GTE could not enter on a facilities basis, 

As analyzed in the Besen, Srinagesh and Woodbury 

declaration, GTEIs Ifclaims should be afforded little, if any 

credibility . 115 

[Tlhere would appear to be nothing to prevent GTE from 
seeking to serve the needs of businesses that are 
located in Bell Atlantic's service territory but that 
have operations in or near GTE's service territory. 

112 1997 GTE Annual Report at 5 (describing formation of GTECC 
in order to enable GTE to realize its goal of becoming a 
nationwide provider of telecommunications and data service). 
See senerallv discussion at Section 11, suDra. 
GTE recently installed a switch at the University of 
Southern California, in SBC's local service area, in order 
to provide local exchange and exchange access service to the 
university-. 
expansion GTE now argues it is unable to implement alone. 

1 1 4  - See Virginia Application 1 9. It is not clear whether in 
some states GTECC is reselling services of the GTE ILEC, or 
whether it provides services outside its ILEC's service 
area, or both. 

113 

This is precisely the type of competitive 

115 Besen, Srinagesh and Woodbury at 35. 
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Indeed, if GTE's services are as attractive as they are 
claimed to be, GTE could compete effectively . . . even 
within Bell Atlantic's service territory. By using a 
combination of its own and leased facilities, GTE can 
extend its within-region expertise to compete for large 
business customers in Bell Atlantic's service area. 
, . . There is no sense in which Bell Atlantic's large 
business customers are an "essential facility" for GTE 
because GTE can win those customers from Bell Atlantic. 

Further, GTE currently possesses a significant 
competitive advantase in competing for businesses in 
Bell Atlantic's service territory that would likely be 
lost, at least for a time, if the merger were to take 
place. 116 

In short, the competitive benefits that the merging parties claim 

for the merger can be largely or completely attained by GTE 

acting alone. 

Further, as the Commission is well aware, other CLECs are 

entering local markets across the country without the benefit 

a preexisting group of large customers. Small, start-up 

enterprises lacking significant capital for up-front investments, 

proximate facilities, a base of anchor customers, or a national 

brand name are nevertheless entering through a combination of 

independent facilities and access to ILEC facilities. 

of 

Nonetheless, GTE argues it cannot enter unless it is permitted to 

merge with Bell Atlantic. 

The suggestion that GTE cannot enter without access to Bell 

Atlantic's "anchor customersii is particularly suspect. 

business customers are sophisticated, and there is no reason to 

Large 

believe that GTE would have a competitive handicap, vis-a-vis 
other CLECs, in pursuing large businesses outside GTE's in-region 

1'16 - Id. at 36. 
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service area.117 Indeed, GTE is better situated than other CLECS 

due to its size, its experience in local exchange markets, and 

its current ability to bundle local with long distance and data 

services. 

As recently as February 1998, just months prior to its July 

1998 merger announcement, GTE boasted of its aggressive efforts 

to become a national out-of-region player in the local exchange 

markets. Furthermore, GTE sought expedited state regulatory 

approvals so it could speed new services to out-of-region 

customers it did not yet serve. In addition, GTE has 

aggressively pursued its CLEC strategy by spending significant 

amounts on a national advertising campaign to support such CLEC 

entry.118 Less than five months later, however, and concurrent 

with its July 1998 merger announcement, GTE would have the 

Commission believe that everything has changed and that it can no 

longer enter without first merging with Bell Atlantic. While it 

is to be expected that GTE would recast its actions in order to 

gain the FCC's approval of this merger, it is impossible to 

believe the Commission would be fooled by such a ploy. 

2 .  Bell Atlantic Can Expand Without The Merger. 

The applicants similarly argue that Bell Atlantic cannot 

follow its 'Ilegion of anchor customerst1 into GTE's service areas 

without the merger: "Bell Atlantic cannot reach these customers 

alone because it lacks the facilities, platform capability, and 

1 1 7  Affidavit of Steven Signoff (na 1 7 - 2 5 ,  Attachment G ("Signoff'l). 
118 - See suDra discussion at Section 1I.D. 
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marketing and distribution channels required to reach so far 

beyond its concentrated franchise."l19 While Bell Atlantic may 

not have existing facilities in the 21 markets, none of the 

identified barriers, separately or in combination, has the effect 

of precluding Bell Atlantic from pursuing its "anchor customersll 

out-of -region without GTE.120 

In support of their Application, the parties claim that Bell 

Atlantic's brand lacks sufficient national weight to warrant 

pursuing the 21 market strategy alone.121 Contrary to these 

claims, Bell Atlantic, as the incumbent local exchange provider, 

clearly has name brand recognition with these "anchor customers,'! 

who are, by definition, in-region companies. Moreover, as 

discussed above, the large users that are the initial targets of 

the strategy are sophisticated users who are certainly familiar 

with the name of Bell Atlantic.122 Further, this exercise in 

modesty over Bell Atlantic's brand name belies reality. Bell 

Atlantic spent over $ 5 8 0  million - -  more than any other 

telecommunications company, with the exception of AT&T - -  on 

national advertising last year.123 Nor does Bell Atlantic need 

119 Kissell 7 8 .  
120 - See Besen, Srinagesh and Woodbury at 3 2 - 3 3 ,  37-39. 

121 Kissell 7 11. 
122 - See Signoff 7 23. 
1 2 3  - See Kissell a 5 .  
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,e " 
GTE for its expertise. Bell Atlantic has extensive technical 

1 
capabilities and expertise in offering local exchange service.124 

The parties also fail to explain how other CLECs can 

successfully market their products to large customers, while Bell 

Atlantic and GTE cannot. 

CLECs, including I'MFS, Winstar, TCG and many others, have 

Bell Atlantic concedes that other 

successfully begun to enter out-of-region using some combination 

of resale, UNEs, and facilities-based options.125 

this fact, the applicants ignore these strategies when assessing 

Bell Atlantic's ability to follow its "anchor customersii out-of- 

region. 

and facilities, and no regional (let alone national) name brand 

- -  can enter and compete against the incumbent carrier, 

inconceivable that Bell Atlantic - -  with more financial 

resources, more experience offering local service, and a strong 

(regional if not national) brand name - -  would be unable to 

implement an out-of-region strategy without GTE. This argument 

essentially boils down to a claim that a carrier, even one with 

extensive experience offering local service in-region, cannot 

compete in out-of-region, non-contiguous markets unless that 

carrier merges with the incumbent monopoly LEC in or adjacent to 

In spite of 

Indeed, if other CLECs - -  with fewer financial resources 

it is 

the targeted market.126 Such an argument is an anathema to the 

124 See id. 1 11. 
125 Stallard 11 12, 18. 
126 Besen, Srinagesh and Woodbury at 31-32. 
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procompetitive goals of the Act and contrary to the evidence 

regarding CLEC entry. 127 

Finally, the parties claim that ll[tlhe merger will therefore 

give the combined company the scale and traffic volume necessary 

to support a national long distance network.Il128 First, the long 

distance market is competitive, so any arguable increment to long 

distance competition is readily eclipsed by the entrenchment the 

merger would cause for local markets. Second, because of the 

effects of Section 271, the merger would actually remove GTE as 

long distance provider in Pennsylvania and Virginia, 

discussed infra, Section 271 approval for Bell Atlantic’s in- 

region states is not likely any time soon. 

concede that it will not be contributing any “anchor customersii 

to this critical mass. 

a 

and as 

Third, GTE appears to 

It should be noted that this rationale is different from 

that offered by SBC-Ameritech in support of their merger. 

Ameritech instead claimed that each had an insufficient number of 

large business customers to warrant “followingii those customers 

to new regions. 

follow its anchor customers to GTEis regions because Bell 

Atlantic lacks nearby facilities. 

SBC- 

Here, GTE claims that Bell Atlantic could not 

Drs. Besen, Srinagesh and Woodbury have also taken issue 

with SBC-Ameritechis Ilfollow the customerii strategy. See 

127 See, e.cr., Trends in TeleDhone Service, Report ,  1998 FCC 
LEXIS 3511, at Table 8.1 (rel. July 16, 1998) (quantifying 
extent of CLEC entry between 1993-97). 

Declaration of Debra Covey 7 2 .  128 
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Declaration of S. M. Besen, P. Srinagesh, and J. R. Woodbury, 

Economic Analysis of the Proposed SBC-Ameritech Mergerlit Oct. 14, 

1998. However, as noted in the attached declaration, Itat least 

there the merging parties do not contend that they must merge 

with the ILECs in the regions they plan to enter for their 

strategy to be successfu1.ii129 This alone indicates that Bell 

Atlantic could pursue its customers out-of-region without GTE. 

While GTE's existing facilities might be used by Bell Atlantic to 

serve these customers, the merger is not necessary for that to 

occur. 

such efficiency, the applicants cannot meet their burden of 

demonstrating that the public interest will be served by the 

merger. 

Without evidence that the merger is required to achieve 

B. By Its Terms, The Strategy Requires Section 271 
Authority Throughout The Bell Atlantic States And Thus 
Will Not Be Implemented Within The Asserted Time Frame. 

Bell Atlantic asserts that it plans to enter, by relying on 

GTE's proximate facilities, 21 out-of-region markets to provide a 

bundle of telecommunications services to its anchor customers 

within 18 months of closing.130 

describes the need to first follow the largest customers who then 

become Ilanchor customersii and a base for smaller business and 

residential users, the internal logic of the schedule suggests 

near-immediate commencement of business service offerings. 

Because the Application 

129 Besen, Srinagesh and Woodbury at 38. 

130 Public Interest Statement at 6-8. 
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What the applicants omit here is the critical fact that the 

plan requires Bell Atlantic to obtain Section 271 authority in 

its in-region states in order to succeed on its own terms, and 

thus necessarily assumes that Section 271 authorization will be 

granted in those states within this 18 month time period. This 

is because the 21 market "follow the anchor customer" plan hinges 

upon satisfying the majority of those customers' 

telecommunications needs. 

authority, it will not be able to handle any interLATA calls 

its existing, in-region anchor customers to out-of-region 

destinations, or to in-region, interLATA destinations. Given the 

remoteness of Section 271 compliance for Bell Atlantic throughout 

its states, the plan necessarily fails on this ground as well. 

A 

Until Bell Atlantic obtains 271 

from 

Bell Atlantic is nowhere near ready for 271 authority. 

review of the status of 271 proceedings in its states is 

revealing on this point. 

Bell Atlantic is in compliance with the full set of 271 

requirements.131 

None of these states has found that 

New York provides the definitive example of 

131 See, e.s., Petition of New York TeleDhone ComDanv for 

Conditions and Draft Filincr of Petition for InterLATA Entrv, 
NYPSC Case 97-C-0271, Ruling Concerning the Status of the 
Record 1 (July 8, 1997); To Determine Prices Bell Atlantic- 
Vircrinia. Inc. is Authorized to Charae Competitive Local 
Exchanse Carriers in Accordance with the Telecommunications 
Act of 1996 and ADDliCable State Law, Case No. PUC 970005, 
Order (Va. Corp. Commln Nov. 19, 1998) (additional filings 
in this pricing docket due December 11, 1998); Bell 
Atlantic-Pennsvlvania's Entrv into In-Recrion InterLATA 
Services Under Section 271 of the Federal Telecommunications 
Act of 1996, Docket No. M-00960840, Opinion and Order (Pa. 
Pub. Util. Commln May 12, 1998); "Bell Atlantic Moves to 
Enter Long Distance Market in New Jersey; 

7 

Proposes Measures 
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just how far Bell Atlantic is from gaining regulatory approval 

Following hearings and her review of thousands of pages of 

evidence, a NYPSC Administrative Law Judge found that Bell 

Atlantic-New York had not met its burden of proof with respect to 

its Section 2 7 1  Prefiling Statement, and noted the difficulty in 

obtaining services and elements in a timely manner and clear lack 

of OSS parity. The same judge also recently found "as a matter 

of fact on this record" that none of BA-NYts proposed UNE 

combination methods constitutes a nondiscriminatory form of 

obtaining and combining unbundled elements.132 In addition, an 

independent consultant tasked with analyzing Bell Atlantic's OSS 

platform has yet to issue any determination. Finally, 

significant issues remain pending before the Supreme Court 

pursuant to its review of the 8th Circuit's Iowa Utilities Board 

decision. This makes the 21 market strategy, contingent as it is 

on 2 7 1  authority, even more uncertain and remote. 

C. Even If Accepted At Face Value, The Strategy To 'Jump- 
Start' Competition Out-Of-Region Cannot A6 A Matter Of 
Law Or Policy Override The Anticompetitive Effects Of 
The Merger In-Region. 

Even if the Commission were to accept everything the parties 

have promised as true, the 21 market strategy would still not 

overcome the plainly 

to Hasten Local 
Nov. 16, 1998. 

anticompetitive effects of the merger in other 

Competition,Il PR News Wire via Dow Jones, 

132 Proceedins on Motion of the Commission to Examine Methods by 
Which Competitive Local Exchanse Carriers Can Obtain and 
Combine Unbundled Network Elements, MPSC Case 98-C-0690, 
Proposed  F i n d i n g s  of A d m i n i s t r a t i v e  Law J u d g e  E l e a n o r  S t e i n  
at 10 (Aug. 4 ,  1998). 
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markets, e .g. , interLATA services, in-region local 

telecommunications markets, and new services. The applicants are 

thus simply wrong in asserting the "substantial pro-competitive 

benefits [of the merger] will far outweigh any minimal loss in 

potential competition inside the Bell Atlantic region."133 Under a 

traditional competitive analysis, as required by the Clayton Act, 

alleged procompetitive benefits in one set of markets cannot be 

used to justify a merger that would have predictable 

anticompetitive effects in other markets. The public interest may 

be a more flexible standard, but it nevertheless will not tolerate 

consumer welfare being diminished in one market to supposedly 

improve it in another. 

The Clayton Act prohibits mergers that lessen competition 

"in any line of commerce or in any activity affecting commerce in 

any section of the country.l(l34 

interpreted this language as meaning that an acquisition is 

unlawful if it has anticompetitive effects in any.line of 

commerce in any section of the country. 

parties in United States v. Bethlehem Steel135 admitted that 

their merger would reduce competition in certain areas of the 

country.136 In defense of the merger, the parties insisted that 

The courts have consistently 

For example, the merging 

133 Public Interest Statement at 2 .  Of course, the competitive 
losses occur both inside and outside the Bell Atlantic 
region, as the preceding sections demonstrate. 

134 15 U.S.C. 8 18. 

135 168 F. Supp. 576 (S.D.N.Y. 1958). 
136 Note, they argued that this decrease would not 
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the total steel production capacity of the resulting company 

would expand and stimulate competition both in current and new 

markets.137 Further, they argued that the merger would allow 

Bethlehem Steel to challenge the dominant position of the U.S. 

Steel Corporation. The court rejected these arguments: 

The simple test under 5 7 is whether or not the merger 
may substantially lessen competition "in any line of 
commerce . . . in any section of the country." A 
merger may have a different impact in different markets 
- -  but if the proscribed effect is visited on one or 
more relevant markets then it matters not what the 
claimed benefits may be elsewhere.138 

In United States v. PhiladelDhia Bank,l39 the Supreme Court 

specifically rejected the argument that anticompetitive effects 

in one market can be justified by procompetitive benefits in 

another.140 The banks contended that the proposed merger would 

increase the resulting bank's lending limit and thereby enable it 

to compete with large out-of-state banks, particularly New York 

banks, for very large loans. The court held that this defense 

would lead to an absurd conclusion: 

If anticompetitive effects in one market could be 
justified by procompetitive consequences in another, 
the logical upshot would be that every firm in an 
industry could, without violating 5 7, embark on a 
series of mergers that would make it in the end as 
large as the industry leader. For if all the 
commercial banks in the Philadelphia area merged into 
one, it would [still] be smaller than the largest bank 

llsubstantiallyll reduce competition in these areas. 

1 3 7  - Id. at 581. 
138 - Id; at 6 1 8 .  

139 374 U.S. 321 (1963). 

140 - Id. at 370. 
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in New York City. This is not a case, plainly, where 
two small firms in a market propose to merge in order 
to be able to compete more successfully with the 
leading firms in that market.141 

The courts and antitrust policymakers reject the multi- 

market balancing approach because it would force them to favor 

one group of consumers (those in the new market) over another 

group of consumers (those in the target market). In both 

Bethlehem Steel and PhiladelDhia Bank the merger proponents 

argued that, viewed as a whole, their respective mergers would 

result in net welfare gains to society. 

court specifically rejected this form of selective favoritism. 

The Bethlehem Steel 

Any alleged benefit to the steel consumer in the 
Chicago district because of reduced freight charges and 
an increased supply, cannot, under the law, be bought 
at the expense of other consumers of numerous other 
steel products where the effects of the merger violate 
the Act. 1 4 2  

Areeda and Turner conclude that the defense of an otherwise 

anticompetitive merger with a multi-market balancing approach has 

been rejected for a broad policy reason: 

[Tlo balance gains in one market against potential 
losses in another would necessarily favor one group of 
consumers over another . . .I43 

Bell Atlantic and GTE argue that the purported actual 

benefits to competition resulting from their merger should 

outweigh any possible anticompetitive harms caused by eliminating 

1 4 1  Id. at 370-371. 
1 4 2  Bethlehem Steel, 168 F. Supp. at 618. 
1 4 3  Areeda, Hovenkamp, & Solow, 4A Antitrust Law 7 972(a) (rev, 

- 

ed. 1998). 
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a potential competitor in the Bell Atlantic markets.144 The 

argument that increases in actual competition resulting from Bell 

Atlantic-GTE's entry in 21 new markets should outweigh the 

anticompetitive effects due to a loss of potential competition in 

other markets is not supported by the case law or theory. When 

competitive benefits occur in the same market where a potential 

competitor is eliminated, the negative and positive effects can 

be weighed against one another to determine the net effect in the 

relevant market. 

markets, as here, policymakers would be forced to choose the 

importance of competition in one market over another. Bell 

Atlantic and GTE are essentially asking the Commission to choose 

(ostensibly) competitive entry outside of the merged entity's 

region at the expense of foreclosing competitive entry in-region. 

Plainly, consumers in Philadelphia are entitled to the benefits 

of local telephone competition as much as consumers in Portland, 

Oregon. 

Where the effects are experienced in distinct 

While the Communications Act grants the FCC more flexible 

decisionmaking authority than the FCC would have when it is 

constrained by the language of the Clayton Act, the public 

interest test requires the same conclusion here. It is hornbook 

law that the public interest standard is a broad, flexible 

standard, encompassing the "broad aims of the Communications 

144 Public Interest Statement at 2 .  
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Act.11145 This breadth of discretion does not allow the FCC to 

ignore actual anticompetitive effects, however. 

The public interest standard of course requires 

consideration of the effect of the transfer on competition,l46 

although the impact on competition is one of many issues the FCC 

may consider when deciding whether a given merger would be in the 

public interest :I47 

Our examination of a proposed merger under the public 
interest standard includes consideration of the 
competition policies underlying the Sherman and Clayton 
Acts . . . but the public interest standard necessarily 
subsumes and extends beyond the traditional parameters 
of review under the antitrust laws.148 

FCC concerns other than competition include, but are not limited 

to: deregulation policy, universal service, and technological 

innovation.149 

The traditional articulation of the public interest standard 

and the relevance of competition analysis has changed 

dramatically over time. Legal scholars recognize that 

competition may be only one consideration among many in the FCC's 

14 5 

14 6 

147 

148 

14 9 

B e l l  A t l a n t i c - " E X  1 2 (quoting Western Union Div., 
Commercial TelesraDher's Union v. United States, 87 F. Supp. 
324, 335 (D.D.C. 19491, aff'd, 338 U.S. 864 (1949)). 
Craia 0. McCaw & AT&T For Consent to the Transfer of Control 
of McCaw Cellular Communications, Inc. & its Subsidiaries, 
FCC 94-238, Memorandum Opinion a n d  O r d e r ,  9 FCC Rcd. 5836, Ti 
9 (1994), recon. denied, 10 FCC Rcd. 11786 (1995) , aff'd, 
SBC Communications Inc. v. FCC, 5 F.3d 1484 (D.C. Cir. 1995) 
( "AT&T-MCCaW" ) . 
United States v. FCC, 
B e l l  A t l a n t i c - N Y N E X  1 
- Id. 

652 F.2d 72, 96 (D.C. Cir. 1980) 
2. 
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calculus, but conclude that it has become an increasingly 

important consideration.150 Indeed, in the context of its Title 

11 duties, the statutory context that defines the parameters of 

the public interest standard has changed dramatically from the 

original Act. Congress at one time presumed that 

telecommunications services subject to the Act would have to be 

provided on a monopoly basis, and generally accepted that 

competition would be ltwastefultl or Itruinous. ' I  

Commission struggled to reinterpret the public interest as it 

became aware that at least some of these assumptions were 

inaccurate, or at least were worth testing.151 The Act, as 

amended by the 1996 Act, has now brought this learning into the 

statute: 

presumed possible - -  indeed it compels that substantial steps be 

undertaken to bring about competition. Thus, a traditional 

public interest calculus, leaving competition as just one factor 

among many to be considered, does not capture the current law as 

prescribed by Congress.152 

Subsequently, the 

Congress has declared that competition should be 

150 

151 

152 

Friedrich, Jason E., 6 Commlaw ConsDectus 261, 266 (1998). 

- See FCC v. RCA, 346 U.S. 86, 93 (1953); All Am. Cables & 
Radio v. FCC, 736 F.2d 752, 755 (D.C. Cir. 1984); 1 ;  
Computer & Communications Indus. Ass'n, 693 F.2d 198, 217 
(D.C. Cir.. 1983); Telocator Network of Am. v. FCC, 691 F.2d 
525, 544 (D.C. Cir. 1982); Hawaiian Tel. Co. v. FCC, 498 
F.2d 771, 775-76 (D.C. Cir. 1974). 
The competition element within the public interest standard 
is harder to satisfy than the Clayton Act. "In order to 
find that a merger is in the public interest, we must, for 
example, be convinced that it will enhance competition.tt 
B e l l  A t l a n t i c - " E X  1 2 (emphasis added). 
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Research discloses no case in which the FCC opted to promote 

competition in one market at the expense of diminishing 

competition in another.153 Whether under the new public interest 
I 

standard as derived from the 1996 Act or a more traditional 

articulation, the FCC has never forced itself to select one set 

of consumers over another. Bell Atlantic's and GTE's invitation 

to do so should be summarily denied. 

In Bell Atlantic-"EX, the FCC concluded that the merger, 

on its face, would have anticompetitive effects: 

taking the merger on its terms alone and without any 
other considerations, we believe that Applicants have 
failed to carry their burden of showing, under the 
public interest standard, that entry would be 
sufficiently easy to mitigate the potential harms to 
competition from merging the 1eading.and no less than 
fifth most significant participant in the market for 
providing telecommunications services to residential 
and small business customers.154 

Despite these anticompetitive consequences, the FCC permitted the 

merger provided the parties adhered to certain conditio 

We believe these conditions create pro-competitive 
benefits that at least in part mitigate the potentially 
negative impacts of the proposed merger on competition 
in LATA 132 and the New York metropolitan area, and 
that, when extended through the Bell Atlantic and "EX 
regions, outweigh any other adverse effects in those 
areas. These conditions will make it more likely that 

153 See, e.u., AT&T/McCaw, 9 FCC Rcd. 5836 (1994) , recon. 
denied, 10 FCC Rcd. 11786 (19951, aff'd, SBC Comm. v. FCC, 5 
~ . 3 d  1484 (D.C. Cir. 1995) (FCC found that the merger would 
not impose any anticompetitive effects but nonetheless 
required the merging parties to agree to certain equal 
access provisions); United States v. FCC, 652 F.2d 72, 106 
(D.C. Cir. 1980) (upholding FCC grant to SBS to operate 
three domestic satellites, finding that FCC reasonably 
concluded that entry by SBS into satellite communications 
service would not be anticompetitive). 

154 B e l l  Atlantic-"EX 1 12. 
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other market participants can enter, expand or become 
more significant market participants that are capable 
of mitigating in the relevant market, the competitive 
harms that we otherwise foresee as likely resulting 
from the elimination of Bell Atlantic as a likely 
independent market participant.155 

While the FCC did give consideration to the fact that the 

procompetitive effects would extend into geograpGc markets 

beyond those in which the anticompetitive effects would occur, it 

also found the procompetitive promises made and conditions 

imposed off set the anticompetitive harms within the same 

geographical markets that suffered the predicted competitive 

harms. Bell Atlantic and GTE, on the other hand, propose to 

offset the anticompetitive harms in one market with 

procompetitive gains in another. As demonstrated, neither the 

Clayton Act nor the Communications Act permits such a rationale. 

* * * * 

The foregoing shows that the 21 market strategy is not 

merger-specific, it is not credible, and it is not relevant under 

the appropriate legal and policy tests. Even if all of this 

could somehow be overcome, there remains the fundamental problem 

of how the promise to enter 21 markets could ever be enforced by 

the Commission. What if, as has certainly happened with other 

companies in similar situations, business strategies are altered 

after the merger?l56 It is implausible that the Commission could 

155 - Id. 7 14. 

156 Similar promises were made to regulators by SBC in the 
context of its acquisition of Pacific Telesis and its video 
businesses. These businesses were shut down soon after the 
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actually hold Bell Atlantic and GTE to their promises: 

the government successfully command private firms to enter 

markets and compete? 

how could 

Perhaps the most disconcerting aspect of the 21 market 

strategy claim is its implicit vision of the scale needed to 

compete - -  a vision directly contrary to the goals underpinning 
the 1996 Act and contrary to evidence of CLEC market entry. To 

accept Bell Atlantic's and GTE's views, the Commission would have 

to conclude that there is room for no more than two 

extraordinarily large local telephone companies in the U.S. 

telecommunications marketplace. 

Competitive entry at the local level is beginning to 

occur;157 this potential should be vigorously pursued rather than 

abandoned to the megamerger requests now pending before the FCC. 

Contrary to Congress' vision, the Commission's efforts, and the 

marketplace reality of CLEC entry, Bell Atlantic and GTE have 

cynically concluded that competition should be replaced with 

consolidation. 

the Application should be rejected. 

VII. OTHER CLAIMED EFFICIENCIES ARE NOT SUPPORTED. 

On this ground alone, the 21 market strategy and 

The other claimed efficiencies of the merger are at best 

unsupported and, in practice, unlikely to be realized. 

Application identifies essentially three additional efficiencies 

The 

transaction was consummated. 
1 5 7  - See Trends in Telephone Service, Report,  1998 FCC LEXIS 3511 

at Table 8.1 (rel. July 16, 1998) 
growth of CAPS and CLECs from 1993-96). 

(measuring average annual 
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purported to be achieved by the proposed merger: (1) cost 

savings, ( 2 )  revenue enhancements, and (3) diffusion of best 

practices. However, the Application offers no evidence, and thus 

no confirmation, of the potential for these efficiencies. 

Indeed, considered inquiry suggests that the efficiencies may be 

realized without a merger or, alternatively, would not, in fact, 

be achieved by the proposed transaction. 

discussed briefly below, and more fully examined in the 

declaration by D r s .  Besen, Srinagesh and Woodbury.158 

These are each 

Cost Reductions.  The Commission has placed the burden to 

prove claimed cost efficiencies on the parties to a merger.159 

The Commission specifically stated that "Applicants bear the 

burden of proving that the asserted efficiencies are not another 

form of reducing output . . . "160 This burden has been ignored 

here; the parties simply assert that the merger will produce $ 2  

billion in cost savings due to "eliminating duplicative staff and 

information and operation systems, more efficiently using long- 

distance capacity, and reducing procurement costs. Ii161 Bell 

Atlantic argues that these savings are "real budget commitments 

that department heads must meet or exceed.Ill62 According to the 

158 Besen, Srinagesh and Woodbury at 46-50. 
1 5 9  - See B e l l  A t l a n t i c - " E X  8 8  168-71. 
1 6 0  -- See id. 8 171. 
161 Application at Exhibit A.4, Declaration of Doreen Toben 1 3 

( Toben" ) . 
1 6 2  Toben a 4. 

are asserted. Id. 8 2 .  
Another $.5 billion in capital expenditure cuts 
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parties, because a corporate officer's compensation will be based 

upon whether he achieves the set budget commitments, the targeted 

amount will be met.163 No other support for this claimed $ 2  

billion savings is provided, and thus the applicants have not 

satisfied their burden of proof. 

As noted in the attached declaration, [r] edent econometric 

studies on the economies of scope and scale in local 

telecommunications networks do not support the claim that mergers 

of firms serving non-overlapping territories would result in cost 

savings.''l64 Except in certain limited locations, Bell Atlantic 

and GTE serve disjointed territories and do not own duplicative 

and redundant facilities. These facts alone largely refute the 

parties' assertion that the merger will result in the claimed 

savings. Indeed, consolidation may actually reduce net public 

benefits by raising costs and resulting in inefficient behavior 

by the merged entity.165 

Revenue Enhancements. The applicants project 'approximately 

$ 2  billion in increased revenue synergies as a result of the 

merger.166 These projected ''enhancements will come from the 

. . . penetration of vertical services like second lines; 

164 Besen, Srinagesh and Woodbury at 4 6 - 4 7 .  

165 - Id, at 4 7  ("'Using recent 1 9 8 4 - 9 1  data, [Ying and Shin] 
f[ou]nd that LECs are not natural monopolies in the post- 
divestiture era. Having two firms produce the monopoly 
output could potentially result in over 20 percent cost 
savings. ' I ! )  (citation omitted). 

166 Toben 8 2 .  
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improving the value and speeding the widespread deployment of 

long-distance offerings; and creating better and more widely 

distributed data services. Ill67 Like cost savings, these 

synergies are claimed to be "real budget commitmentsii by 

department heads. 168 

Even if one were to assume that such enhancement projections 

are reasonable, the Application fails to present sufficient 

evidence to conclude that post-merger revenue growth is 

attributable to the merger, rather than to general market trends 

existing outside the context of the merger such as independent 

growth in demand for the identified services.169 

sufficient evidentiary support, there is no reason to assume that 

post-merger revenue growth is indicative of merger-related public 

benefits. Indeed, the contrary conclusion is equally plausible 

because the merger may provide the merged entity an increased 

ability to engage in anticompetitive practices. 

Without 

Even if increased revenues to the merged firm were directly 

tied to the public interest (by demonstrably serving ratepayers, 

not shareholders), each source of enhancement should be 

independently viewed with caution.170 For example, the claim 

169 - See suwa n.159 and accompanying discussion (citing B e l l  
A t l a n t i c - " E X  If 168-71). 

1 7 0  It bears noting that Ms. Toben has underscored her company's 
commitment to "Wall Street analysts and their investors" 
rather than its regulatory obligations. Toben 9 4. 
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that the merger will allow more rapid deployment of better long 

distance and advanced data services is questionable. To the 

extent that these advantages arise from GTE receiving "bettert1 

(as opposed to equal) access to Bell Atlantic's customers, such 

access would unfairly disadvantage competitors and competition 

and cannot be counted as public interest benefits.171 

In an attempt to document analogous synergies elsewhere, the 

parties rely on alleged cost savings and revenue enhancements 

from the merger of Bell Atlantic's wireless operations with 

"EX'S cellular properties and the recent Bell Atlantic-"EX 

merger.172 

subscriber costs for cellular customers have fallen, and that the 

estimated merger-related gains for Bell Atlantic-"EX "are being 

This evidence consists of the observation that per- 

achieved. "173 However, these statements are Itnot sufficient to 

demonstrate either the magnitude of any gains attained subsequent 

to the merger or that the gains were merger-related.Ill74 

Best p r a c t i c e s .  The parties also argue that the combined 

carrier will benefit from adoption of the best practices of each 

firm.175 Taken at face value, Bell Atlantic's and GTE's 

contention that they had no intention of competing with one 

another suggests that the diffusion of best practices could occur 

171 Besen, Srinagesh and Woodbury at 48-49 

172 Toben q q  6 - 7 .  

173 - Id. q 7 .  

174 Besen, Srinagesh and Woodbury at 50. 

175 Public Interest Statement at 2 2 .  
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without a merger (e.cr., contractually exchanging best practice 

technology).l76 Indeed, the diffusion of best practices and the 

purportedly concomitant lowered costs appear more likely absent a 

merger. Indeed, as discussed above, the merger may actually 

diminish the firms' incentives to adopt one another's efficiency- 

generating practices due to benchmarking considerations. 

* * * * 

The absence of any support (empirical or other) for the 

asserted merger efficiencies and the logically predictable net 

public welfare and efficiency losses strongly counsel against 

approval of the Application on these bases. As noted, some 

. claims (e.cr., purported economies of scale) are inconsistent with 

recent econometric studies. Other claims (e.s. , increased 

vertical services' revenue) are equally questionable. In short, 

Bell Atlantic and GTE have failed to credibly establish that the 

merger will generate some $4.5 billion in efficiencies within 

three years of closing. 

VIII. POST-MERGER CONDITIONS HAVE NOT BEEN EFFECTIVE AND THUS 
CANNOT BE RELIED UPON TO DIMINISH THE ADVERSE COMPETITIVE 
EFFECTS. 

As demonstrated, the anticompetitive consequences of 

allowing the merger are unambiguous. 

content itself with allowing the merger and relying on conduct 

regulation after the fact. Professors Krattenmaker and Salop, 

two of the originators and proponents of the "raising rivals' 

The Commission should not 

176 Besen, Srinagesh and Woodbury at 47. 
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costsii non-price predation theory, have noted its applicability 

to merger policy.177 Further, the Commission's statutory mandate 

extends well beyond merely correcting bad conduct to assuring 

efficient industry structures which themselves will aid to 

minimize such misconduct.178 

Conditions have not been sufficient to date. The B e l l  

A t l a n t i c - " E X  Order set forth multiple conditions subsequent to 

Bell Atlantic's last acquisition of local monopolies. 

conditions became effective upon release of B e l l  Atlantic-NYNEX 

or shortly thereafter, with all obligations scheduled to sunset 

in 48 months. These conditions relate to performance standards 

and associated remedies, performance monitoring reports, 

Operations Support Systems, and pricing. 

months, however, it became apparent that Bell Atlantic would 

marshal1 its efforts in order to evade those requirements or to 

stall required negotiations with competitors. 

competitors were forced to file Section 208 complaints seeking 

relief from the Commission and pursue other remedies before state 

commissions. 

The 

Within the first few 

Accordingly, 

177 - See Thomas G .  Krattenmaker, Steven C. Salop, "Analyzing 
Anticompetitive Exclusion," 56 Antitrust L. J. 71, 81-82 
(1987). Similarly, in an extensive note on the Carsill 
case, one commentator has suggested that a merger enabling a 
firm to predate by raising the price of a rivals' input 
could satisfy the Carsill standard. 
"Note: Carsill, Inc. v. Monfort of Colorado, Inc., The 
Supreme Court Restricts Private Antitrust Challenges to 
Horizontal Mergerstti 1987 Wisc. L .  Rev. 503, 

Thomas F. Cotter, 

530-31 (1987). 

178 - See GTE Serv. Corp. v .  FCC, 
1973); GTE of the Southwest v. FCC, 449 F.2d 846, 853-856 
(5th Cir. 1971). 

474 F.2d 724, 730 (2d Cir. 
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In late 1997, AT&T and MCI each filed a complaint alleging 

that Bell Atlantic refused to price in accordance with Bell 

Atlantic-"EX conditions .I79 AT&T complained that I' [il n none of 

[its seven pre-merger1180 jurisdictions has Bell Atlantic offered 

competing LECs access to network elements and interconnection at 

truly TELRIC-based rates.ttl*l Rather, Bell Atlantic interpreted 

the Commission's TELRIC standard to permit Bell Atlantic to 

recover its costs - -  including embedded costs. 
Furthermore, AT&T demonstrated that ItBell Atlantic's obligations 

regarding this forward-looking cost standard applied to existing 

offerings, not just those that post-dated the Commission's Meraer 

Order.Il182 For its part, Bell Atlantic has ignored the thrust of 

Bell Atlantic-"EX, which contemplates that all competitors will 

benefit from prices established at costs (see Bell Atlantic-NYNEX 
fi 2 0 0 )  including the condition #9 attached thereto, and has 

argued that only post-merger prices need be based upon forward- 

looking costs, and that pre-merger prices are not affected by the 

179 

1 8 0  

181 

182 

- See M C I  Complaint, MCI Telecomm. & MCImetro Access 
Transmissions Serv., Inc., File No. E-98-12 (FCC, filed Dec. 
19, 1997) ("1997 MCI Complaint") ; AT&T Complaint, AT&T Corp. 
v. Bell Atl. Cow., File No. E-98-05 (FCC, filed Nov. 5, 
1997) ("AT&T Complaint"). These complaints, by their own 
terms, only apply to the former Bell Atlantic states. 
AT&T Complaint n.1; 1997 MCI Complaint n.1. 

Delaware, District of Columbia, Maryland, New Jersey, 
Pennsylvania, Virginia, and West Virginia. 

ATLT Complaint 1 21. 
- Id. fi 4 (citing Bell Atlantic-NYNEX fi 185 - -  "Bell Atlantic- 
NYNEX must, irrespective of whether either Bell Atlantic or 
"EX has a prior agreement with a competing carrier, offer 
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terms of B e l l  A t l a n t i c - N Y N E X . l * 3  The 1997 MCI Complaint echoed 

the problems identified in AT&TIs complaint, using Bell 

Atlantic's proposals before the Pennsylvania PUC as a proxy for 

Bell Atlantic's activities before each of its respective state 

commissions. 

MCI filed a subsequent complaint in March 1998184 that 

alleged that Bell Atlantic again violated the merger conditions 

by "refusing to negotiate in good faith to develop adequate 

performance standards, remedies, and associated reporting, "185 

The 1998 MCI Complaint chronicled MCIIs submission to Bell 

Atlantic of a comprehensive proposal addressing performance 

reporting, standards, and remedies, followed by Bell Atlantic's 

tactics to slow and extend the process. 

In addition to these complaints to the Commission, MCI has 

documented that Bell Atlantic has failed to satisfy the 

conditions to B e l l  A t l a n t i c - " E X  in at least one other respect. 

In a filing with the NYPSC, MCI noted that 

BA-South's current [OSS is] different from the systems 
available in BA-North. 
identify which systems will be in place in compliance 

MCI has requested that BA-NY 

all of the terms contained in the conditions to all 
competing carriers upon request."). 

183 - See B e l l  A t l a n t i c  A n s w e r ,  AT&T CorD. v .  Bell Atl. CorD., 
File No. E-98-05 (FCC, filed Dec. 1 5 ,  1997). 

1 8 4  MCI C o m p l a i n t ,  MCI Telecomm. CorD. & MCImetro Access 
Transmissions Serv., Inc. v. Bell Atl. C o r D . ,  File No. E-98- 
32 (FCC, filed Mar. 17, 1998) ("1998 MCI Complaint"), 
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with [Bell Atlantic-"EX] , but to date MCI has not 
received an answer from BA-NY.186 

Bell Atlantic's failure to implement, within 15 months after 

the FCC approved its merger with NYNEX (i.e., by November 15, 

1998), uniform OSS interfaces covering the entire Bell Atlantic- 

"EX combined regions and its failure to develop uniform 

interfaces within their current respective regions within 120 

days of the Bell Atlantic-"EX merger as required by the FCC's 

Bell Atlantic-NYNEX merger conditions187 demonstrates that post- 

merger conditions are ineffective. 

As discussed suDra, the New York local market remains closed 

to competition.186 Moreover, AT&T recently filed with the NYPSC 

affidavits of several AT&T executives that underscore Bell 

Atlantic's continued intransigence regarding opening markets in 

New York. 

provisioning of "hot cut" installations, LNP implementation, OSS 

(among other things, response times for AT&T orders and trouble 

reports) , collocation, and nondiscriminatory trunking.189 

Specifically, AT&T demonstrated that "BA-NY's performance for 

AT&T in hot cut installations and LNP implementation has been 

The general problems identified are Bell Atlantic's 

166 

187 

186 

189 

- See MCI Comments filed re: 
(Aug. 18, 1998). 

NYPSC Case 97-C-0271, at 12 

- See B e l l  Atlantic-NYNEX a 13 & App. C 17 2b, c. 
- See supra n.131 and accompanying discussion. 

The filings were made subject to the protective order in 
NyPSC Case N o .  97-C-0271. Sprint's Petition, therefore, 
does not refer to any specific figures or allegations not 
included in AT&T's public filing. 
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poor under any ~tandard.~Il90 AT&T (and its customers) have 

experienced various technical difficulties with hot cuts 

including premature cutovers, failure to apply the LNP trigger in 

the switch, performing the cutover incorrectly, untimely 

notifying AT&T that facilities are not available, and premature 

removal of the switch translation by BA-NY.191 In addition, AT&T 

complains that I1[t]he overwhelming majority of AT&T hot cut 

orders are not completed by BA-NY within the 5-day inter~al.~l192 

Also, "AT&T has thirty-seven pending collocation applications 

and, with one excuse or another (and sometimes with no excuse), 

BA-NY essentially admits that it cannot provision a single one in 

the 76-business day time frame by which even BA-NY defines its 

Section 271 obligation. Ill93 

Bell Atlantic-New York also continues to breach the terms of 

its interconnection contract with Sprint, in which Bell Atlantic 

expressly agreed to provide UNE combinations to Sprint upon 

request. As a result, Sprint filed a Petition with the New York 

Public Service Commission to enforce the terms of the 

interconnection contract.194 Moreover, Bell Atlantic-Vermont's 

190 

191 

192 

193 

194 

Joint Supplemental Reply Affidavit of Richard E. Fish, Jr., 
and S. Jeannine Guidry on Behalf of AT&T Communications of 
New York, Inc., filed NYPSC Case 97-C-0271, 1 8 (Oct. 27, 
1998). 

-- See id. 11 27-37. 
See id. Ti 47. 
Supplemental Reply Affidavit of Maureen A. Swift on Behalf 
of AT&T Communications of New York, Inc., filed in NYPSC 
Case C-97-0271, B 3 (Oct. 27, 1998). 
Petition of SDrint Communications ComDanv L.P. for 
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9% increase in customer complaints tracked by the Vermont Public 

Service Board from August 1996 (pre-Bell Atlantic-"EX merger) 

to July 1998 (post-Bell Atlantic-"EX merger) underscores how 

mergers can make things worse for consumers. This sampling of 

serious anticompetitive difficulties that AT&T, Sprint and other 

companies and consumers have encountered underscore the 

weaknesses of post-merger conditions. 

The FCC's and state commissions' experience overseeing the 

B e l l  A t l a n t i c - " E X  conditions exposes the limitations of 

conditions to govern the future conduct of two local monopolies 

subsequent to a merger. 

have been pending for some time, the 48-month sunset provision 

continues to toll. 

with agreed-upon merger conditions, Bell Atlantic cor,tinues to 

erect obstacles to block CLEC attempts to enforce the ILEC's 

statutory duties.195 In the interim, Bell Atlantic has little 

incentive to do anything but drag its feet and contest the best 

efforts of Sprint and other CLECs to enforce their statutory 

rights and the merger conditions. 

While many of the foregoing problems 

And, in addition to its failure to comply 

In the 271 context, Congress saw the necessity of adopting a 

carrot or incentive approach to encourage the entrenched local 

monopolies to open their markets. Even this approach has been 

Arbitration under Section 16 of an Interconnection 
Asreement, filed in Case 96-C-0864 (Dec. 2, 1997). 

1 9 5  - See supra n.52 (discussing Bell Atlantic's most recent 
efforts to compromise Sprint's statutory right to elect 
another carrier's agreement under Section 252(i)). 
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strained, as we have learned that the interLATA carrot is not 

nearly as satisfying a meal as the de f a c t o  local monopoly. 

Sections 251 and 2 5 2  obligations have also gone unheeded. 

is no basis to believe reiteration of these ILECs' legal 

obligations as merger conditions would help make their 

fulfillment any more real. 

There 

CONCLUSION 

The proposed merger is anticompetitive and contrary to the 

public interest. 

deny the Application. 

Sprint respectfully urges the Commission to 

Respectfully submitted, 

Philip L. Vedeer 
Sue D. Blumenfeld 
Michael G. Jones 
Angie W. Kronenberg 
A. Renee Callahan 
Jay T. Angelo 

WILLKIE FARR & GALLAGHER 
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1. Introduction and Conclusions 

In reviewing the Bell AtlanticlNYNEX merger, the Federal Communications 

Commission concluded that reducing the number of independently controlled large 

Incumbent Local Exchange Carriers (ILECs) will require "future applicants [to] bear 

an additional burden in establishing that a proposed merger will, on balance, be 

procompetitive and therefore serve the public interest, convenience, and 

necessity."' As demonstrated in this and the accompanying declarations, Bell 

Atlantic and G'TE have not established that their proposed merger will be 

procompetitive and serve the public interest, convenience, and necessity. 

This Declaration and the accompanying declarations by Dr. John B. Hayes,' 

Professors Michael L. Katz and Steven C. S a l ~ p , ~  and Professor Joseph Farrell and 

Dr. Bridger M. Mitchell4 analyze the competitive effects of the proposed merger of 

Bell Atlantic and GTE. These analyses show that the anticompetitive effects of the 

proposed Bell Atlantic/GTE merger are likely to be significant. They also show that 

the expansion in service offerings the merging parties claim the merger would 

' In the Applications of  NYNEX Corporation and Bell Atlantic Corporation for Consent to Transfer 
Control of NYNEX Corporation and Its Subsidiaries, Memorandum Opinion and Order, FCC 97-286, 
File No. NSD-L-96-10, released August 14, 1997 (henceforth Merger Order), Para. 16. 

Declaration of John B. Hayes, "Market Power and the Bell Atlantic-GTE Merger," November 23, 
1998 (henceforth Hayes Declaration). 

Declaration of Michael L. Katz and Steven C. Saiop, "Using A Big Footprint to Step on Competition: 
Exclusionary Behavior and the SBC-Ameritech Merger," October 14, 1998 (henceforth Katz and Salop 
Declaration). 

Mergers," October 14, 1998 (henceforth Farrell and Mitchell Declaration). 
Declaration of Joseph Farrell and Bridger M. Mitchell, "Benchmarking and the Effects of ILEC 
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produce could occur without the merger. On the basis of these analyses, we 

conclude that the proposed merger is likely to harm competition and consumers, 

and thus is contrary to the public interest. 

The principal conclusions of our analyses are the following: 

0 Bell Atlantic and GTE possess market power in the sale of local exchange and 

exchange access services and are likely to retain that power for some time to 

come. 

The merger would eliminate Bell Atlantic and GTE as potential LEC entrants into 

each other’s service territories. 

0 An interLATA strategy implemented by the combined Bell AtlanWGTE would be 

accompanied by even greater anticompetitive harm than would similar strategies 

implemented independently by Bell Atlantic and GTE. These harms would be 

felt in those (downstream) markets, such as the market for local calls or the 

market for interLATA calls, where rivals must rely on essential facilities provided 

by Bell Atlantic and GTE and on their ability to interconnect with Bell Atlantic and 

GTE customers. The proposed merger would increase both the incentives and 

the ability of the combined entity to exploit its control over essential facilities to 

disadvantage its rivals. Moreover, even if Bell Atlantic/GTE were to satisfy 

Section 271 conditions, it would still retain the ability to disadvantage rivals. 

Finally, imposing conditions on the merged entity to deal with these competitive 

concerns would be ineffective, as demonstrated by Bell Atlantic’s failure to meet 

2 



the conditions imposed by the Commission in approving the Bell AtlanWNYNEX 

merger. 

The merger would impair the ability of regulators to use industry benchmarks to 

determine whether an incumbent firm is discriminating against rivals while, at the 

same time, increasing the need for such regulatory supervision. 

The putative benefits from combining the assets of Bell Atlantic and GTE could 

be obtained without the merger. In particular, GTE is not limited to offering its 

new telecommunications services in areas that are proximate to its existing 

service territories in attempting to achieve the scale necessary for successful 

operation. Moreover, GTE is not limited to offering these services to Bell Atlantic 

customers, nor does the merger create any significant advantages to GTE in 

competing for those customers unless Bell Atlantic unfairly favors GTE. 

Similarly, Bell Atlantic faces no barriers in competing for business customers that 

are located in or proximate to areas currently served by GTE. 

The claim that the merger will “add another competitor to the small number of 

firms able to meet the growing demand for ‘seamless’ full-service offerings 

across far-flung  distance^"^ is not credible because Bell Atlantic cannot offer in- 

region long-distance service in the absence of significant local competition. If the 

merging parties’ contention that there will not be large-scale local entry in the 

In the Matter of GTE Corporation, Transferor, and Belt Atlantic Corporation, Transferee, For Consent 
to Transfer of Control, Application for Transfer of Control, Public Interest Statement (henceforth Public 
Interest Statement) October 2, 1998, p. 9. 
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near term is true, the merged firm will not be able to satisfy the demand for 

“seamless” service for some time. 

The analyses supporting these conclusions, some of which summarize the 

analyses contained in the accompanying declarations, are presented below. 

Section 2 summarizes Dr. Hayes’ analysis of the markets for local exchange and 

exchange access services, and concludes that Bell Atlantic and GTE are dominant 

providers in their geographic markets. Moreover, given the limited scope of actual 

entry and the announced plans of potential entrants, it is evident that Bell Atlantic 

and GTE will remain dominant for some time to come, and will retain control of the 

essential facilities from which they derive their ability to harm competition. Section 3 

explains why the merger would eliminate Bell Atlantic and GTE as potential local 

exchange entrants into each other’s service territories. 

Section 4 draws on the analyses of vertical foreclosure by Professors Katz 

and Salop. On the basis of these analyses, we conclude that the proposed merger 

would increase the incentives and ability of Bell Atlantic and GTE to harm 

competition in the supply of local and interexchange services and the consumers of 

these services. 

Section 5 summarizes the conclusions of Professor Farrell and Dr. Mitchell 

regarding the impact of the merger on the ability of regulators to rely on industry 

benchmarks to evaluate the behavior of ILECs. It explains why the merger would 

make it more difficult for both federal and state regulators to employ either average 

industry performance or best practices as yardsticks against which tc compare the 
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behavior of ILECs. The merger would also reduce the ability of regulators to 

engage in heightened scrutiny of “worst practices.” 

Section 6 analyzes the claimed benefits of the merger and concludes that 

these claims are unwarranted. Section 7 summarizes the results of all of these 

analyses and concludes that the merger would not be in the public interest and 

therefore should not be approved. 

2. Market Power in Local Exchange and Exchange Access Markets 

If the provision of local exchange and access services were competitive, the 

merger’s likely anticompetitive effects, as described by Professors Katz and Salop 

and by Professor Farrell and Dr. Mitchell, would not be of antitrust significance. 

However, the proposed merger of Bell Atlantic and GTE raises significant antitrust 

concerns because the merging parties control essential facilities that are required to 

produce a range of communications services, including competitive local services, 

interexchange communications services, and combinations of such services. In his 

Declaration, Dr. Hayes concludes that Bell Atlantic and GTE possess market power 

in the sale of local exchange and exchange access services, and are likely to retain 

that power for some time to come.6 

In particular, Dr. Hayes considers the relative position of ILECs as measured 

by their share of switched access lines within states served by Bell Atlantic (District 

of Columbia, Delaware, Massachusetts, Maine, Maryland, New Hampshire, New 

‘ Hayes Declaration, Para. 6 and Section IV. 
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Jersey, New York, Pennsylvania, Rhode Island, Virginia, Vermont, and West 

Virginia) and GTE (California, Florida, Hawaii, Illinois, Indiana, Kentucky, Michigan, 

North Carolina, Ohio, Oregon, Pennsylvania, Texas, Virginia, Washington, and 

Wisconsin). On average, the ILEC in these states accounts for about 99% of 

switched access lines. Dr. Hayes also considers the position of the ILECs as 

measured by their share of switched local service minutes of use; in 10 Bell Atlantic 

states, Bell Atlantic’s share of switched minutes ranges from 97.3% in New York to 

100% in New Hampshire. In 26 GTE states, GTE’s share of switched minutes 

averages 98.7% and the share is never less than 95.9%. These statistics indicate 

that the Bell Atlantic and GTE territories have not been subject to substantial CLEC 

entry. Moreover, according to Hayes, “[tlhe unbalanced origination and termination 

minutes exchanged between ILEC and CLEC networks suggest that CLEC sales 

are concentrated in a limited market segment, an inference that provides a reason 

to be cautious about predicting CLEC success in a broader local service market. 

Additional analysis is needed to understand why CLECs have been especially 

successful in this market ~egmen t . ”~  

While these shares are evidence of the continuing dominance of Bell Atlantic 

and GTE, the shares may nonetheless understate that dominance since they 

include resale of the ILEC’s service by CLECs. As Dr. Hayes points out, “[b]ecause 

resale rates are not based on the underlying costs of the facilities, resale 

’ Hayes Declaration, Para. 18. 

6 



competition can do relatively little to drive retail rates down towards cost. Facilities- 

based competitors also represent alternative sources of access services, while 

resellers do not sewe this function.”’ If resold lines are “counted” as part of the 

ILECs share of local exchange lines in six Bell Atlantic states (District of Columbia, 

Delaware, Maryland, New Jersey, Pennsylvania, and Virginia), the ILECs average 

share of residential lines exceeds 99.9% and the ILECs average share of business 

lines is 99.3%.’ 

Equally important, Dr. Hayes observes that CLEC facilities in the Bell Atlantic 

and GTE regions are almost always concentrated in major urban areas and serve 

large business customers. Thus, while there may be growing competition for large 

businesses, that competition has yet to increase the rivalry for other businesses and 

for residential services. 

Finally, the failure of any of the ILECs to be found in compliance with Section 

271 of the Act suggests that the opening of local exchange markets to competition is 

not likely to occur in the near term. Given the incentives that the ILECs have to 

discourage emerging local competition, Dr. Hayes concludes that “the need for on- 

going regulation would not soon end.”” 

In sum, the Commission cannot rely on either the current degree of 

competition with the ILEC or the development of near-term competition to eliminate 

E Hayes Declaration, Para. 20, footnote omitted. 

Hayes Declaration, Para. 22. 

l o  Hayes Declaration, Para. 29. 
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the heightened incentives that a combined Bell Atlantic/GTE would have to 

discourage local exchange and interexchange competition. Further, the 

combination would reduce the efficacy of the Commission’s benchmark regulation. 

3. The Merger Would Eliminate Bell Atlantic and GTE as Potential Local 
Exchange Entrants Into Each Other’s Service Territories 

The proposed merger would eliminate Bell Atlantic as a potential local 

exchange entrant into GTE’s service territories and GTE as a potential local 

exchange entrant into Bell Atlantic’s service territories. Bell Atlantic and GTE have 

claimed that the elimination of each as a potential entrant into the service territories 

of the other would not adversely affect consumers because there are so many other 

potential entrants into the supply of local exchange service. However, because they 

possess a number of important competitive advantages, the merging firms may well 

be among the most likely potential entrants. Moreover, despite the claims of the 

merging parties that “the actual potential-competition doctrine [is] at the outer 

reaches of competition law,’”’ potential entry should remain a concern of the 

Commission where, as here, an industry has only recently been opened to 

competitive entry. 

First, both Bell Atlantic and GTE have extensive experience as suppliers of 

local services, including experience in the engineering, design, marketing, and 

operation of extensive local telephone networks serving all businesses and 

” Public Interest Statement, p. 26. 
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residences. Second, both possess fully functioning and time-tested Operations 

Support Systems (OSS) and billing systems that are critically important to the 

provision of local exchange and exchange access services. The significance of 

OSS has been most apparent in the Section 271 applications rejected by the FCC. 

Third, both Bell Atlantic and GTE possess a clear marketing message based 

on scores of years of local service provision and brand names that are well known in 

adjacent service territories. Fourth, the geographic proximity of Bell Atlantic and 

GTE service territories in a number of geographic areas would allow each to take 

advantage of limited scope economies. 

Finally, Bell Atlantic and GTE are likely to be particularly potent entrants 

because they have first-hand knowledge of the kind of input provisioning of which an 

ILEC is capable. If, for example, GTE were to attempt to impede Bell Atlantic’s entry 

by claiming that a service demanded by Bell Atlantic could only be provided in a 

particularly costly way, Bell Atlantic would be in an excellent position to evaluate the 

validity of that claim by virtue of its own ILEC experience. 

The claims of the merging parties that the Commission should give little 

weight to potential competition should similarly be rejected. Local exchange entry 

has only recently become possible. Thus, unlike situations in mature industries in 

which the absence of “a well-grounded finding that one of the merging firms ‘in the 

near future’ would, but for the merger, supply significant competition against the 

other that would not be forthcoming from other present or potential market 
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participants”’* might militate against concluding that a particular firm is a potential 

entrant, here the Commission could quite reasonably make judgments about the 

likelihood of entry based on the advantages of rivals even in the absence of firm 

plans to enter. 

Indeed, the parties themselves have called attention to such advantages 

when they describe GTE’s plans for entry “into territory close to its own few urban 

franchise areas;”13 note the ability of the combined firm “to compete more effectively 

for the business of a host of firms that have ofices both in Bell Atlantic’s region and 

near to GTE’s franchise areas across the rest of the co~n t ry ; ” ‘~  and claim that 

“GTE’s lack of an adequate high-density customer base .. .  has impaired its ability to 

roll out new serv ice~. ’ ”~  In judging the validity of these claims, the Commission must 

make a “well-grounded” finding that is no different from the finding it must make in 

determining whether the merging parties would be potential entrants into each 

other’s service territories in the absence of the merger. 

4. The Competitive Risks of the Bell AtlanticlGTE Merger to lnterexchange 
and Local Exchange Markets Are Significant 

As noted above, the merging parties claim that the most significant benefits for 

consumers will arise from their ability to offer the entire array of telecommunications 

l 2  Public Interest Statement, p. 28. 

j 3  Public Interest Statement, p. 7. 

l 4  Public Interest Statement, p. 13. 

j 5  Public Interest Statement, p. 17. 
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services to its largest customers, including interLATA and local exchange services, 

and that small businesses and residential consumers will eventually benefit. This 

section explains why the merger would likely increase local exchange and 

interexchange rates above those that would prevail absent the merger. 

ILECs, including Bell Atlantic and GTE, provide an array of "access" inputs 

(originating and terminating access, Unbundled Network Elements (UNEs), and the 

resale of the ILEC's local exchange service, among others) to IXCs, CLECs, and 

firms that offer both interexchange and local exchange services (combined service 

carriers or "CSCs"). In addition to selling inputs in this upstream market, the ILECs, 

either currently or prospectively, compete downstream with the IXCs, CLECs, and 

the CSCs for the patronage of retail customers, businesses, and residences.'' 

As Professors Katz and Salop explain, because ILECs like Bell Atlantic and 

GTE have market power in the sale of access inputs to their downstream rivals, they 

have the incentive and ability to disadvantage those downstream rivals by raising 

the price of these inputs. Because both the FCC and the states regulate 

interconnection prices, Bell Atlantic and GTE may also choose to deny, delay, or 

degrade the provisioning of inputs to their downstream rivals, thereby 

disadvantaging those rivals in their attempts to attract consumers. In their 

Declaration, Professors Katz and Salop explain that these anticompetitive incentives 

l 6  It should be noted that Bell Atlantic is currently not permitted to provide in-region interLATA service, 
which would seem to preclude the merged company from implementing the strategy at this time. 
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are large and that the merger would heighten those incentives. What follows 

summarizes their analysis. 

First, the ILECs generally, and Bell Atlantic and GTE in particular, likely have 

substantial market power in the supply of access inputs. For example, the current 

prohibition on RBOC provision of in-region interLATA communications is based on 

serious concerns that RBOCs can and will use their control of essential facilities to 

exclude, or discriminate against, competitors in the interLATA market. The rationale 

for this prohibition is clearly described in the history of the Telecommunications Act 

of 1996 and in the longstanding policy of the FCC to regulate access and 

interconnection services offered by ILECs. 

The Telecommunications Act of 1996 (Section 271 ) recognizes the ability and 

the incentive of the RBOCs to leverage their control over essential local exchange 

facilities to behave anticompetitively in the long-distance market, and thus prohibits 

RBOCs from providing interLATA services within their regions until they are subject 

to some competitive discipline in the sale of access inputs. 

Similarly, the Commission has clearly expressed ongoing concern with the 

potential that ILECs have to frustrate the growth of local exchange competition. For 

example, the FCC has noted that: 

Because an incumbent LEC currently serves virtually all subscribers 
in its local serving area, an incumbent LEC has little economic 
incentive to assist new entrants in their efforts to secure a greater 
share of that market. An incumbent LEC also has the ability to act 
on its incentive to discourage entry and robust competition by not 
interconnecting its network with the new entrant's network or by 
insisting orl supracompetitive prices or other unreasonable 
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conditions for terminating calls from the entrant's customers to the 
incumbent LEC's subscribers. " 

In summary, the supply of access inputs is characterized by an absence of 

current and prospective competition.'' Professors Katz and Salop conclude that, for 

the foreseeable future, ILECs such as Bell Atlantic and GTE will have the ability to 

disadvantage their downstream IXC, CLEC, and CSC rivals by denying, delaying, or 

degrading the provisioning of access inputs to them. The exclusionary behavior 

might result from (among other possibilities) decreasing the technical quality of 

interconnection or delaying the installation of new lines, the provisioning of UNEs or 

collocation cages, or the repair of the rival's leased facilities. 

The principal effect of the merger would be to increase the control that a 

single entity has over access lines and other resources that are needed by the IXCs, 

CLECs, and the CSCs; as a result, the merger would threaten existing competition 

in IXC services and emerging competition in CLEC and CSC services. 

If an ILEC can divert customers from its downstream rivals to its own service 

(local exchange service, interexchange service, or some combination), the ILEC 

gains the profit margin earned on customers that switch to it from its rivals. 

However, for every customer that it gains from its rivals, the ILEC loses the profits 

that it previously earned from the sale of inputs to them. If the downstream (retail) 

margin for an additional customer diverted to the ILEC exceeds the upstream 

l 7  Implementation of the Local Competition Provisions in the Telecommunications Act of 1996, First 
Report and Order, CC Docket Number 96-98, (August 8, 1998), Para. 10. 

Hayes Declaration, Para. 6. 
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(wholesale) margin from the sale of inputs to the rival, the ILEC has the incentive to 

divert customers from the rivals to itself. 

For the CSC illustration used in their Declaration, Professors Katz and Salop 

calculate the monthly local and long-distance revenues generated by the average 

single-line business customer. They subtract from the revenues the ILEC's monthly 

costs of providing these services. The difference between the monthly revenues 

and costs is the retail margin captured by the ILEC for every customer shifted from a 

CSC to itself. 

This retail margin gained on each subscriber diverted is then compared to the 

upstream margin on the sale of access inputs lost as a result of the diversion. 

Professors Katz and Salop assume that the CSC owns its own long-distance 

network, collocates the necessary equipment in the ILEC's central offices, connects 

the collocated equipment to its interexchange nodes using CAP transport, and 

purchases unbundled loops from the ILEC. The CSC's only incremental purchases 

from the ILEC are the unbundled loop. 

Based upon the preliminary data available to them, Professors Katz and 

Salop conclude that the downstream (retail) margin exceeds the upstream 

(wholesale) margin by a considerable amount. Indeed, they calculate that this 

would be so even if a substantial fraction of the CSC's lost subscribers do not shift 
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to the ILEC.’’ Thus, in addition to having the ability to disadvantage its downstream 

rivals, the ILEC has the incentive to do so as well. 

Recent decisions by State Commissions to deny petitions by RBOCs seeking 

to provide interLATA service in accordance with Section 271 of the Act provide 

concrete evidence of such incentives. For example, following hearings and her 

review of thousands of pages of evidence, a NYPSC Administrative Law Judge 

found that Bell Atlantic-New York had not met its burden of proof with respect to its 

Prefiling Statement, and noted both the difficulty in obtaining services and elements 

in a timely manner and the clear lack of OSS parity.20 The same judge also recently 

found that “as a matter of fact on this record” that none of BNNYNEX’s proposed 

UNE combination methods constitute a nondiscriminatory form of obtaining and 

combining unbundled elements.21 The affidavit filed with the New York Public 

Service Commission on September 28, 1998, by Michael Nelson explains some of 

the problems that Sprint has encountered reselling Bell Atlantic’s local service.22 

These problems include OSS variances from national standards and Sprint’s 

l9 Katz and Saiop Declaration, Paras. 52-53. 

’O See New York Public Service Commission, Case 97-C-0271, Petition of New York Telephone 
Company for Approval of Its Statement of Generally Available Terms and Conditions and Draft Filing 
of Petition for InterfATA Entry, Ruling Concerning the Status of the Record, Issued July 8, 1997. 

’’ New York Public Service Commission, Case 98-C-0690, Proceeding on Motion of the Commission 
to Examine Methods by which Competitive Local Exchange Carriers can Obtain and Combine 
Unbundled Network Elements, Proposed Findings of Administrative Law Judge Eleanor Stein, August 
4, 1998 at 10. 

22 See Affidavit of Michael J. Nelson, attached to Comments of Sprint Communications Company, 
L.P., State of New York Public Service Commission, Case 97-C-CL71, September 28, 1998 
(henceforth Nelson Affidavit). 
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receiving first quarter 1998 performance measurements upon request, both of which 

are contrary to the conditions imposed by the FCC in connection with its approval of 

the Bell Atlantic/NYNEX merger. None of the RBOCs has yet succeeded in 

obtaining approval for a Section 271 application. 

In addition, rivals continue to contend that ILEC behavior impedes their entry. 

For example, AT&T asserts that: 

The recurring and nonrecurring rates for unbundled 
elements proposed by Bell Atlantic in Delaware, the 
District of Columbia, Maryland, New Jersey, 
Pennsylvania, Virginia, and West Virginia are not 
TELRIC compliant. They do not reflect the costs of 
efficiently providing unbundled elements, but rather 
purport to reflect the cost of providing unbundled 
elements using Bell Atlantic’s existing network design 
and operating practices. Moreover, the values proposed 
for the specific inputs identified herein are all well in 
excess of foward-looking economic costs and reflect 
embedded costs, and/or inefficient network design and 
operating practices. By proposing prices for network 
elements (and combinations thereof) that are not based 
on forward-looking, economic costs, Bell Atlantic has 
thus violated the pricing conditions that the Commission 
imposed for approval of the Bell AtlantidNYNEX 
me ~ g e r . * ~  

Similarly, MCI maintains that: 

Bell Atlantic has now proposed interconnection rates in 
Pennsylvania, New Jersey, Delaware, West Virginia, 
Maryland, Virginia, and the District of Columbia. Bell 
Atlantic’s rate proposals have followed essentially the 
same approach in each of these states. That approach 
is emphatically not TELRIC. Instead, Bell Atlantic’s 
pricing models improperly inflate the costs of network 

23 Complaint of AT&T Corp., AT&T C o p  vs. Bell Aflantic Corp., November 10, 7 397 (received), Para. 
83. 
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elements, often by including both Bell Atlantic's 
embedded costs and costs attributable to inefficient 
network operations and technology. 24 

While this behavior is consistent with the view that the ILECs have adopted 

strategies to disadvantage their downstream rivals, the extent of exclusionary 

behavior is likely to increase, perhaps substantially, if the Bell AtlanticjGTE merger 

is approved. Specifically, the merger would increase the incentive for exclusionary 

behavior by permitting the intenalization of important anticompetitive spillovers and, 

by so doing, would increase the incentive and ability of Bell AtlanticlGTE to engage 

in such behavior. 

For example, suppose that Bell Atlantic currently provides terminating access 

to GTE's long-distance affiliate as well as to other I X C S . ~ ~  In addition, suppose that, 

absent the merger, Bell Atlantic were to impair the quality of terminating access to 

all IXCs, except for GTE's long-distance affiliate. As a result, GTE would gain an 

artificial competitive advantage, and some customers who would otherwise have 

subscribed to another IXC instead would subscribe to GTE's long-distance service. 

Before the merger, Bell Atlantic has no incentive to consider the benefits that 

its exclusionary behavior generates for GTE. After the merger, however, Bell 

24 Complaint of MCI Telecommunications Corporation and MClmetro Access Transmission Services, 
Inc., MCI Telecommunications Corp. and MClmetro Access Transmission Services, Inc. vs. Bell 
Atlantic Corp., December 19, 1997, Para. 15, footnote omitted. 

25  For its long-distance service, the CSC is likely to require terminating access in both Bell,Atlantic's 
and GTE's territories. 
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Atlantic would take the spillover effects on GTE’s profits into account, and thus 

would have a greater incentive to degrade interconnection to other IXCs. 

Similarly, the merger would likely increase the incentives for Bell Atlantic to 

engage in exclusionary behavior towards CLECs and CSCs. This occurs because 

there may be scale and scope economies attained by a CLEC or CSC operating in 

multiple markets. If this type of carrier is competitively harmed in one market, its 
v 

ability to compete in other markets is reduced. When Bell Atlantic successfully 

engages in exclusionary behavior towards these competitors, it raises their costs or 

reduces their service quality in Bell Atlantic’s service territory. But as a result of the 

exclusion, the competitors’ ability to attract customers in other geographic areas 

may also be impaired. Indeed, the linkages across markets may be sufficiently 

strong that a CLEC or CSC that experiences harm in one market may not find it 

profitable to enter any market. 

As one example, the higher costs or degraded service quality imposed on a 

CLEC in Bell Atlantic’s territory will result in the CLEC obtaining fewer customers in 

Bell Atlantic’s territory than it would otherwise attract. As a result, the CLEC may 

engage in less national advertising or invest less in upgrading its service quality than 

otherwise, and will be a less aggressive competitor in other geographic areas, which 

would likely include the GTE territory. GTE will then experience less competition 

and greater profits. 

As another example, there may be functionality on the CSC’s network that is 

only available to its customers. Like many other telecommunications services, the 
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value to any particular customer of the functionality may increase as the number of 

other CSC customers with that functionality increases. Thus, the more customers a 

CSC can attract, the greater the value of the CSC to each customer. In this case, if 

Bell Atlantic disadvantages the CSC in its own territory, the CSC captures fewer 

customers and its service becomes less attractive to potential subscribers in GTE’s 

territory too. 

In these examples, Bell Atlantic’s exclusionary behavior generates a spillover 

benefit for GTE. A merger between Bell Atlantic and GTE would internalize this 

anticompetitive spillover and increase the incentives for exclusionary behavior. 

Absent the merger, Bell Atlantic does not share in any of the additional profits that 

its exclusionary behavior generates for GTE. With the merger, however, Bell 

Atlantic would take these additional profits into account in choosing the extent of its 

exclusionary conduct. The amount of exclusion would be higher because of the 

additional profits earned by GTE. Thus, the merger would likely increase the harm 

to competition in the market for local services. 

In addition to increasing the incentives for exclusionary behavior, the merger 

would increase the ability of Bell AtlanWGTE to engage in such conduct against its 

rivals. As discussed by Professor Farrell and Dr. Mitchell, the regulator’s ability to 

detect exclusionary behavior would be reduced because there would be one fewer 

firm against which Bell Atlantic’s behavior could be gauged. Thus, there would be 

greater uncertainty about the extent to which deviation from (say) some average 

measure of performance is a statistical aberration or indicates exclusion. Moreover, 
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because the post-merger Bell Atlantic/GTE would now be a larger component of any 

calculated average measure, the average measure itself would worsen, providing 

the merged firm with greater scope to engage in exclusionary behavior. In addition, 

the declining average would increase the scope for exclusionary conduct for other 

ILECs as well, another anticompetitive spillover effect from the merger. The 

usefulness of the benchmarks would deteriorate even further if the recently 

proposed SBC/Ameritech merger were approved, providing Bell Atlantic/GTE with 

even greater scope for conduct that harms competition. 

It is also important to observe here that conditioning approval of the merger 

on an agreement by the parties to accept certain obligations in their dealings with 

rivals is unlikely to alleviate these competitive concerns. Indeed, Sprint apparently 

continues to experience considerable difficulty in obtaining services from Bell 

Atlantic despite the company’s obligation to provide these services under the terms 

of the FCC’s approval of the Bell AtlantidNYNEX merger.26 

4.1 Hazlett’s Results Are Consistent with Exclusion 

The merging parties have presented a Declaration by Professor Thomas 

Hazlett that they claim provides evidence that “investors viewed the merger not as 

creating or maintaining market power but, to the contrary, as creating significant new 

competition to AT&T, MCI WorldCom, Sprint, and SBC/Ameritech.”” Hazlett claims 

26 See Nelson Affidavit. 

‘‘ Public Interest Statement, p. 6, footnote 2. 
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to find that “the stock market reactions by the four major BNGTE competitors to the 

July 28, 1998 merger announcement reveals little evidence that a decrease in 

competition was the likely result of the merger. All competitors exhibit negative 

unadjusted returns over all windows.”28 Hazlett interprets this “as strong evidence 

that rational investors do not believe that the Bell Atlantic merger with GTE will 

increase prices for telecommunications customers. The reverse interpretation - that 

the merger is seen as increasing competitive rivalry - is the most reasonable 

conclusion .”” 

Even if one accepts Hazlett’s empirical evidence at face value, his 

interpretation of that evidence does not follow. Hazlett has implicitly treated Sprint, 

AT&T, MCI WorldCom, and SBUAmeritech as solely horizontal rivals to the merged 

entity. Thus, he interprets the reduction in the share prices of those firms in 

response to the merger as evidence that they would face additional competition 

from a stronger Bell AtlanticGTE. However, Hazlett’s interpretation completely 

ignores the vertical relationships between these firms and Bell AtlantidGTE. Bell 

Atlantic and GTE are suppliers of essential inputs to Sprint, AT&T, MCI WorldCom, 

and SBUAmeritech. Because the proposed Bell AtlanticIGTE merger would 

increase the incentive and ability of the combined firm to disadvantage its rivals, 

these rivals are likely to be made worse off by the merger. Thus, Hazlett’s finding 

that the share prices of rival firms declined after the merger was announced is 

Declaration by Thomas W. Hazlett, Para. 6. 

29 Id. 
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entirely consistent with the type of analysis described by Professors Katz and Salop, 

which shows that, after the merger, the combined entity would increase the extent to 

which it attempts to foreclose rivals, If investors expect foreclosure to increase as a 

result of the merger, this expectation would lead to declining stock market values of 

these rivals, now made more vulnerable to anticompetitive behavior by the merged 

entity. 

5 .  The Effect of the Proposed Merger on Benchmarking 

Regulatory policy generally, and the implementation of the 

Telecommunications Act of 1996 in particular, requires the Federal Communications 

Commission to reach complex decisions regarding, for example, the pricing of 

unbundled network elements and the quality of network access. In making such 

decisions, the Commission inevitably faces a critical, pervasive problem: incomplete 

information about the true costs and capabilities of the regulated firm.30 In order to 

overcome this problem, the Commission and state regulators can and do use 

comparisons of one RBOC’s costs, and other measures of performance, with those 

of other RBOCs and comparably sized LECs. The Bell Atlantic/GTE merger would 

reduce the quantity and quality of such information that is available to regulators 

and, therefore, their ability to employ “benchmarking” as a regulatory tool.31 This 

would occur because the merger would further reduce the already small number of 

’O See Farrell and Mitchell Declaration, esp. Section I.C. 

31 The effect would obviously be even greater if both the Bell AtlantidGTE and SBUAmeritech 
mergers were to be approved. 
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RBOCs whose performance can be used to gauge the performance of any particular 

RBOC (or other comparably sized ILEC). This section summarizes the Declaration 

of Professor Joseph Farrell and Dr. Bridger M. Mitchell, which analyzes the impact 

of the proposed merger on the ability of regulators to rely on benchmarking as they 

implement procompetitive public policies. Farrell and Mitchell explain the various 

forms that benchmarking may take and provide an extensive set of examples of their 

use by telecommunications and other regulators. 

5.1 Average-Practice Benchmarking 

In average-practice benchmarking, a regulator uses an industry average to 

determine a maximum price, a minimum quality standard, or some other 

performance measure for a regulated firm.32 In setting a maximum price benchmark 

(i.e,, price caps), or determining customer revenue per line for high-cost support 

plans, for example, each regulated firm only partially determines the industry 

average. As a result, only a fraction of the cost savings or revenue increases 

achieved by one firm will be reflected in the subsequent period’s industry average. 

This allows the firm to retain a portion of the reward for its innovations and provides 

the firm with an incentive to innovate. 

Average-practice benchmarks typically are based on information from several 

comparably sized and similarly situated firms. The process of averaging serves to 

32 See Farrell and Mitchell Declaration, Section H.A., for a discussion of the use of averageipractice 
benchmarking. 
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overcome the “noise” in individual observations, thereby permitting the regulator to 

be more confident about the benchmark used to judge any individual firm’s 

perform a n ce . 

Farrell and Mitchell identify a number of important examples in which average- 

practice benchmarking has been used by regulators. The best known example 

involves the use by the FCC regulators of estimates of average industry productivity 

improvements in setting price cap formulas. More recently, the FCC has indicated 

that it will use average revenue per residential line in computing the appropriate 

universal service subsidies in high-cost areas. 

5.2 Best-Practice Benchmarking 

In best-practice benchmarking, regulators seek to identify best practices in an 

Best-practice industry and induce the firms they regulate to adopt these 

benchmarking may be used either for qualitative characteristics, such as 

determining whether an JLEC should make available particular forms of 

interconnection or access to particular network elements, or quantitative 

characteristics, such as regulating the level of pricing for services used by 

competing carriers. Farrell and Mitchell note that ILECs often differ in the choices 

they make, very possibly because they have different attitudes toward cooperation. 

33 See Farrell and Mitchell Declaration, Section II.B., for a discussion of the use of best-practice 
benchmarking. 
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Consequently, observing this diversity of practices and requiring all ILECs to follow 

the best practice can significantly improve industry performance.% 

Farrell and Mitchell cite a large number of examples of the use by regulators 

of best-practice benchmarking. A graphic example involves the FCC's use of 

Ameritech's willingness to employ the Location Routing Number (LRN) method of 

implementing local number portability. After Ameritech demonstrated the feasibility 

of LRN, the Commission required that other ILECs employ the same method. As 

another example, the Commission concluded that interconnection or access to a 

particular point on a LEC network is evidence of the technical feasibility of providing 

the same or similar interconnection in another ILEC network. As a final example, 

relying on the observation that US West currently offers cageless collocation and 

that SBC permits CLECs to share collocation space, the Commission has requested 

comments to determine whether such arrangements should be presumed to be 

technically feasible at other LEC premises. 

5.3 "He i g h t e ne d Scrutiny for Poor Perform an ce" Benchmark i n g 

Regulators also may use comparative data to identify problem cases.35 

ILECs may then use such information to identify sub-standard performance by 

ILECs, and regulators may subsequently require improved performance or impose 

sanctions on those firms. This should both directly improve performance of 

Farrell and Mitchell Declaration, Section 11.6. 

35 See Farrell and Mitchell Declaration, Section II.C., for a discussion of the use of this type of 
benchmarking. 
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individual ILECs and provide incentives for them to avoid poor performance that 

eventually would be detected. 

Farrell and Mitchell report that the FCC has used “heightened scrutiny for poor 

performance” in disallowing some ILECs’ high charges for physical collocation 

services, in assessing the overhead rates imposed by ILECs in providing 

interconnection, and in determining whether the penetration ratios for non-primary 

ILECs correctly represented residential lines in assessing access charges. The 

authors also note that the Department of Justice has employed this form of 

benchmarking in assessing the reasonableness of the speed with which RBOCs had 

complied with their equal access requirements. 

5.4 The Impact of the Merger on Benchmarking 

Farrell and Mitchell discuss the effects of mergers on benchmarking under 

three headings. First, they demonstrate that there are adverse effects even ignoring 

the effects of mergers on the incentives of the firms. Next, they analyze the adverse 

unilateral incentive effects on the performance of firms subject to benchmarking. 

Finally, they examine the increased likelihood of coordinated effects as the result of 

mergers. 

Loss of Information Effects. When a merger leads to more aggregated 

reporting, the Commission observes less diversity in ILEC practices and loses 

valuable information that it would otherwise have available for use in establishing 

performance benchmarks. In many cases, the merged firm may adopt a common 

practice for pricing of services and supplying network components. Even when the 
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i 
,I merged firm reports company-by-company results, the data can be less useful than 

information obtained from independent firms. 

Farrell and Mitchell consider the likelihood that at least one ILEC will report a 

practice that is cooperative with competitors. They find that mergers of large lLECs 

significantly reduce the probability that such a favorable practice will be observed 

even if the mergers had no incentive effects. Similarly, the reduced diversity in 

observed ILEC practices increases the uncertainty inherent in using a benchmark to 

determine, for example, whether to disallow some ILECs’ direct costs of collocation 

services. 

Unilateral Effects. The establishment of regulatory benchmarks effectively 

creates ‘competition by comparison’ between firms that do not directly compete with 

each other in the same geographic 

product market competition in one important respect. A merger between firms that 

are not actual or potential competitors in any product market may nonetheless 

create incentives for unilateral and coordinated actions that harm consumers. 

This form of competition is akin to 

Under average-practice benchmarking, a merged firm will have a larger 

weight in the computed industry-wide average, and its decision to undertake a cost- 

saving innovation will have a larger impact on the industry-wide average that 

regulators will use in the future as a yardstick. Indeed, in its Bell AtlantWNYNEX 

Order, the  Commission itself expressed concern that the merger would increase the 

36 Farrell and Mitchell Declaration, Section Ill. 
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relative weight of each company’s actions on average performance, and that that 

increase would adversely affect the incentives of the merged firm to become more 

effective .37 

In addition, the Bell Atlantic/GTE merger would likely result in the merged 

firm’s adopting common practices or uniform standards. If this were to occur, there 

would be (at least) one fewer independent, firm-specific observation available to 

regulators in computing the industry-wide average. Such a loss of information 

handicaps regulators. For example, regulators would inevitably be less confident in 

identifying unusually poor performance or concluding that it is unreasonable. With 

poorer information, regulators might have to accept poorer pe~ fo rmance .~~  

Under best-practices benchmarking, if the practice that GTE by itself would 

prefer were to reduce the profits of Bell Atlantic, after the merger, GTE would 

account for that fact in deciding whether to adopt the practice. If there were 

numerous, equally situated ILECs, the effect of this would be small. However, the 

number of independent observations would fall from five to four as a result of the 

merger, so the adverse incentives would likely be large.39 

Coordinated Effects. Farrell and Mitchell conclude that substantial decreases 

in the number of large ILECs can significantly increase the threat that ILECs will 

develop a common understanding on such issues as cooperating with competitors 

37 Merger Order, Para. 150. 

38 Farrell and Mitchell Declaration, Section 1II.C. 

39 The proposed merger between SBC and Ameritech would reduce this number further. 
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and avoid "breaking ranks."40 One reason is that a reduction in the number of 

players reduces the probability that one or more will want to be a maverick. In 

addition, an ILEC considering whether to forego an action it individually would 

prefer, but that also would break a united front that would be valuable on another 

issue, must consider whether its action would provoke a break in the united front. 

Because the probability that the united front would break down in any event will 

decrease as the number of players falls, a merger makes it more likely that the ILEC 

would choose to sacrifice its preferred position in order to avoid breaking ranks. In 

this way, the merger reduces the efficacy of best-practice benchmarking. Indeed, in 

reviewing the Bell AtlanWNYNEX merger, the Commission concluded that reducing 

the number of Bell Companies makes it easier to coordinate actions among thema4' 

5.5 Traditional Benchmarking Will Continue to be Needed 

Bell Atlantic Vice Chairman Ivan Seidenberg claimed at the FCC Merger En 

Banc hearing that "[tlhe old ones [benchmarks] don't work anymore because you 

can't compare the future industry by looking in the rear-view mirror of companies 

that used to be incumbents that are no longer incumbents ... we need to create the 

kind of benchmarks around five or six global  player^."^' Seidenberg reiterated that 

view in an exchange with Commissioner Although it is not entirely clear 

40 Farrell and Mitchell Declaration, Section 111.8. 

4 1  Merger Order, Para. 11. 

4 2  In re FCC Merger En Banc, October 22, 1998, pp. 74-75. 

43 In re FCC Merger En Banc, October 22, 1998, pp. 86-87. 
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what is meant by the claim that new benchmarks are needed, it cannot mean that 

the Commission should abandon its practice of using the performance of individual 

ILECs across the industry as yardsticks. Whatever may happen in the future, it is 

clear that, for a long time to come, the ILECs will continue to dominate the local 

exchange market and CLECs, IXCs, and CSCs will continue to require the ILECs’ 

cooperation in order to compete effectively. In these circumstances, the ability of 

the FCC to employ traditional forms of benchmarking remains an indispensable 

regulatory tool. Both the proposed Bell AtlantidGTE and SBC/Ameritech mergers 

would weaken that tool. 

Alternatively, Vice Chairman Seidenberg might be claiming that the traditional 

industry structure, with ILECs confined to particular geographic areas, is evolving 

into one in which fewer and larger carriers serve overlapping areas. Although this 

may be the case - it is difficult to be certain that it is - it does not follow that the Bell 

AtlantidGTE merger, or any other ILEC merger should be permitted. If some ILECs 

expand the geographic reach of their operations and others contract, leaving fewer 

large telecommunications carriers, that might reflect superior efficiencies of large 

size. That is, the competitive process might reveal that large size permits lower 

prices and/or improved service if larger firms are able to attract customers from 

small ones.M That market test does not occur, however, if growth occurs through 

merger and especially if, as is the case here, the merged firms have increased 

44 We say “might” because the market test is a flawed one if large firms grow larger simply because 
they can deny critical inputs to their smaller competitors 
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incentives and ability to deny rivals access to critical inputs. In short, although Vice 

Chairman Seidenberg’s prediction about the future industry structure may be 

correct, that does not justify short-circuiting the process by which that new market 

structure evolves. 

6. The Merger Is Not Needed to Obtain the Benefits 
That Are Claimed For It 

An important public interest benefit that has been claimed for the proposed 

Bell Atlantic/GTE merger is that it would permit the merged entity to offer 

telecommunications services (local exchange, long-distance, high-speed data, and 

others), either in bundles or separately, in 21 markets outside the Bell Atlantic and 

GTE service territories to large business customers with headquarters within the Bell 

Atlantic service territory.45 The parties claim that these “anchor tenants” would form 

a nucleus around which they would build a broader customer base. Specifically, the 

parties claim that: 

GTE’s merger with Bell Atlantic will make it possible for the 
combined company to enter a large number of new local 
markets by allowing it to build on Bell Atlantic’s existing 
account relationships with large 

45  Public Interest Statement, pp. 4-7. It is important to observe that the merged company “plans” to 
enter these markets but is not committed to do so if the merger is approved. 

46 Declaration of Jeffrey C. Kissell (henceforth Kissell Declaration), Para. 7 ,  emphasis added. 
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Thus, Bell Atlantic and GTE appear to claim that the merger is essential to the 

pursuit of the 21-market strategy because, on its own, neither firm could profitably 

enter markets outside of its region to offer these  service^.^' 

The benefits that are claimed for the merger result largely from the marrying 

of GTE’s capabilities and Bell Atlantic’s customer base. First, it is claimed that the 

merger is required to permit GTE to expand the potential market for its long-distance 

and Internet services to include customers that are headquartered in Bell Atlantic’s 

sewice territory and that have operations in GTE’s service territory or are located 

close to GTE’s proposed Global Network Infrastructure (GNI). Second, it is claimed 

that Bell Atlantic will be unable to offer the services that are demanded by the large 

business customers located in its region unless it is permitted to acquire GTE. 

Finally, it is claimed that the merger would permit Bell Atlantic/GTE to achieve the 

scale at which it could become an effective nationwide competitor. 

This section analyzes the validity of the merging parties’ claims, We 

conclude that none of the claims is plausible. GTE is not limited in the customers it 

can seek to serve; in particular, it can seek to serve customers that are 

headquartered in Bell Atlantic’s service territory. Similarly, Bell Atlantic is not limited 

in the services it can offer, nor is it limited to “following” customers headquartered in 

its service territory to their operations out of region. Finally, both companies could 

47  “Collectively, these anchor customers, brand reputation, and facilities are the essential steps for 
broad-scale entry into local markets across the country” (Public Interest Statement, p. 8, emphasis 
added). 
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independently pursue the strategy that they propose to pursue together with no loss 

in efficiency 

6.1 GTE Can Expand Without the Merger 

The common thread that weaves together all of the claims that the merger 

would generate substantial consumer benefits is the simple assertion that GTE has 

capabilities and assets while Bell Atlantic has customers. For example, with respect 

to local exchange entry, the merging parties characterize GTE’s handicaps in the 

following way: 

GTE, faced with an imperative to compete given its island-like 
service areas in the other Bells’ seas, already has established 
a separate corporate unit to plan for entry into territory close to 
its own few urban franchise areas near Los Angeles, Dallas, 
Tampa, and Seattle. Carrying out this commitment, it has 
already developed some of the experience, know-how, and 
systems that are necessary (but not sufficient) for such entry. 
In so doing, however, GTE has run into significant obstacles: 
(1 ) substantial investments are needed in largely fixed-cost 
operation platforms (which become more economical with 
larger customer bases); ( 2 )  economical local entry requires 
truly proximate facilities (which can be more efficiently used 
and economically deployed with larger volumes of business); 
and (3) acquiring customers is difficult without a base of 
anchor customers and without a robust national brand (both of 
which can be more economically obtained with a national 
presence creating scale and ties to multi-location 
businesses).48 

48 Public interest Statement, p. 7. Presumably, GTE’s “imperatives” are driven by a fear that it is 
vulnerable to entry from ILECs in adjacent markets despite the fact that apparently neither NYNEX nor 
Bell Atlantic felt the same imperatives prior to their merger. 
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With respect to the provision of long-distance service, the merging parties claim: 

GTE’s customer base alone will not generate sufficient long 
distance traffic to deploy a full-fledged national network. The 
ability to market to Bell Atlantic’s customer base will provide 
the scale necessary to allow the combined company more 
quickly to construct and operate a national long distance 
network to compete against the Big Three.49 

GTE and Bell Atlantic further claim that: 

Bell Atlantic’s business customers from the Northeast provide 
a legion of anchor customers - through those businesses’ 
branch offices - in many cities across the Nation, including the 
few urban areas near current GTE service areas and, in 
addition, cities currently passed by GTE’s planned national 
long distance network, known as the Global Network 
I n fra s t ru ct u re or “G N I .  

Similar claims are made with respect to Internet and data services: 

Bell Atlantic currently has limited experience and presence in 
Internet and data-services markets. GTE.. .is one of the 
leaders in developing and selling such services, but it lacks the 
critical high-density customer bases to deploy many such 
services as soon as they are technologically available. The 
merger of the two companies will give each what it currently 
lacks alone.51 

In short, the parties claim that GTE has the expertise, facilities, and determination to 

be a vibrant competitor in these and other areas, but lacks customers, which Bell 

Atlantic can supply. Thus, an essential aspect of the merging parties’ argument is 

that GTE currently can compete successfully only for those customers, particularly 

49 Public Interest Statement, p. 4. 

50 Public Interest Statement, p. 7. 

’’ Public Interest Statement, p. 16. 
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large business customers, who are either located in its home region or near points 

at which the planned GNI is expected to touch down. 

According to the merging parties, the merger is important because it would 

provide GTE access to “Bell Atlantic’s existing relationships with large 

John T. Curran, Chief Technical Officer for GTE Internetworking, claims that “[bly 

affording GTE access to Bell Atlantic’s concentrated Northeast customer base, the 

merger will allow GTE to introduce a host of new Internet services, and a broader 

range of advanced data services, to customers across the United States.”53 

Moreover, the parties argue that the merger “will provide the merged company the 

opportunity to obtain several anchor customers in numerous out-of-franchise 

markets adjacent to existing GTE territories.. .’I9 Thus, according to the theory being 

advanced by the merging parties, GTE currently cannot be an effective competitor 

for the telecommunications business of a nationwide firm with headquarters in, say, 

Philadelphia, even if a very large proportion of the telecommunications needs of that 

firm are outside Bell Atlantic’s service territory, perhaps even if those requirements 

are largely in or adjacent to GTE’s own territory.55 

These claims should be afforded little, if any, credibility. The large business 

customers that are the initial targets of the proposed business strategy are highly 

’* Kissell Declaration, Para. 2. 

53 Declaration of John T. Curran, Para. 2. 

s4 Kissell Declaration, Para. 2. 

55 “GTE’s lack of an adequate high-density customer base in, for example, Boston, New York, Newark, 
Philadelphia, Wilmington, Baltimore, metropolitan Washington. DC, and Richmond has impaired its 
ability to roll out new services” (Public Interest Statement, p 17). 
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sophisticated customers. Thus, there is no reason to believe that large 

telecommunications suppliers with account teams that are physically located in the 

same place as the buyer, but with traditional service territories that do not include 

the buyer’s headquarters, face an important competitive handicap. In particular, 

there would appear to be nothing to prevent GTE from seeking to serve the needs of 

businesses that are located in Bell Atlantic’s service territory but that have 

operations in or near GTE’s service territory. Indeed, if GTE’s services are as 

attractive as they are claimed to be, GTE could compete effectively for the 

patronage of customers even within Bell Atlantic’s service territory. By using a 

combination of its own and leased facilities, GTE can extend its within-region 

expertise to compete for large business customers in Bell Atlantic’s service area. 

The anticipation of a growing customer base will provide GTE with the incentive to 

invest in its brand name, in facilities, and in the development of other services. 

There is no sense in which Bell Atlantic’s large business customers are an “essential 

facility” for GTE because GTE can win those customers from Bell Atlantic. In short, 

GTE does not have to merge with Bell Atlantic to obtain access to Bell Atlantic’s 

large-customer base. Moreover, if GTE were to gain access to Bell Atlantic’s 

customers because Bell Atlantic favored GTE after the merger, that would be 

evidence of anticompetitive harm, not increased efficiency. 

Further, GTE currently possesses a significant competitive advantage in 

competing for businesses in Bell Atlantic’s service territory that would likely be lost, 

at least for a time, if the merger were to take place. GTE currently can offer long- 
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distance service in Bell Atlantic’s territory but Bell Atlantic cannot. Unless Bell 

AtlanticlGTE immediately upon the merger, obtained Section 271 authorization in 

every state in which it operated, GTE would face a competitive handicap as part of 

the combined entity. 

6.2 Bell Atlantic Can Expand Without the Merger 

The merging parties also allege that if the merger were not approved, Bell 

Atlantic would not enter GTE’s service areas to better serve large business 

customers that are headquartered in its service area and have subsidiaries or 

affiliates in GTE’s service area: 

Bell Atlantic cannot reach these customers alone because it 
lacks the facilities, platform capability, and marketing and 
distribution channels to reach so far beyond its concentrated 
franchise. But many of these Bell Atlantic customers operate 
near GTE’s franchise or in cities.. .where GTE’s new national 
fiber network.. .will have points of presence.56 

Just as GTE can compete for large business customers that are in Bell 

Atlantic’s service area, Bell Atlantic can similarly compete for the business of the 

same kind of customers located in or near GTE’s service area. It can hardly be 

argued that Bell Atlantic lacks name recognition among such customers, or that 

these customers have doubts about Bell Atlantic’s technical capabilities that can 

only be assuaged through an association with GTE. Indeed, Bell Atlantic is, in some 

Kissell Declaration, Para. 8. We cannot resist observing that Bell Atlantic previously contended that 
it had no special advantage in competing for customers in New York despite its proximity to the 
NYNEX service territory, whereas it now contends that this merger would dramatically improve its 
ability to compete in areas adjacent to GTE’s service territory. 
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respects, better able today to compete for these out-of-region customers than for 

those in its own service territory because it can offer them bundled local and long- 

distance service. 

It should also be noted here that the rationale being offered by the merging 

parties is different from that being claimed in the SBC/Ameritech merger. There, the 

merging parties claim that they wish to follow large business customers that are 

located in their respective service territories into other territories, but that neither has 

a sufficient number of customers to follow for that to be viable. Here, the claim is 

not that Bell Atlantic lacks a sufficient number of customers to follow but that Bell 

Atlantic could not enter areas near GTE’s service territory without the merger 

because it lacks nearby facilities. 

Although we have elsewhere taken issue with the claim made by 

SBCIAmeritech,” at least there the merging parties do not contend that they must 

merge with the ILECs in the regions they plan to enter for their strategy to be 

successful. In that merger, SBC would, of course, gain access to facilities in areas 

served by Ameritech, but that is not the primary benefit claimed for the merger. 

Instead, SBC and Ameritech claim that the merger is needed to permit them to 

follow customers headquartered in both companies’ service territories into areas 

currently served by neither of them. Here, it is only, or primarily, large business 

’’ Declaration of S.M. Besen, P. Srinagesh, a( Id J.R. Woodbury, “An Economic Analysis of the 
Proposed SBC/Ameritech Merger,” October 14, 1998. 
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customers that are headquartered in Bell Atlantic’s service territory that will be 

followed.58 

6.3 The Merging Parties’ Claim Is Inconsistent with 
Prior Investment Behavior 

The claim that the merging parties can compete effectively only for customers 

in their own sewice territories is also inconsistent with investments made by their 

cellular and international divisions. For example, Bell Atlantic has cellular properties 

in New Mexico and South Carolina, far from its service territory, and GTE has 

cellular properties in Tennessee, where it has no landline service areas.59 The 

parties also have international holdings in cellular companies in China, Japan and 

other countries, and in landline telephone companies in India, Thailand, Venezuela, 

Canada, New Zealand, and other countries.60 The apparent success of the parties’ 

holdings in these countries is testament to their ability to compete in areas that are 

far from their traditional home territories. 

6.4 The “One Stop Shopping” Argument 

The merging parties also contend that competition and consumers will benefit 

from one-stop shopping: 

The merger of Bell Atlantic and GTE will bring into existence a 
fourth new competitor with the necessary scale and scope to 

The merging parties claim that “Bell Atlantic’s business customers from the Northeast provide a 
legion of anchor customers ....”( Public Interest Statement, p. 7) .  No reference is made to anchor 
customers that are headquartered in GTE’s service territory. 

59 Public Interest Statement, Exhibits 1 and 3. 

Public Interest Statement. Exhibit 2. 
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participate in this emerging national market for bundled 
services. The new company will have a national customer 
base, the full array of competitive offerings in key markets 
across the country, and the ability to create a national brand to 
rival AT&T’s or MCI WorldCom‘s.‘‘ 

The Affidavit of Mr. Steven Signoff, Vice President of Strategic Business 

Development at Sprint (henceforth Signoff Affidavit), shows that the merging parties’ 

assumptions about the purchasing behavior of large businesses at best exaggerate 

the importance of one-stop shopping. Large businesses frequently and deliberately 

divide their purchases among multiple providers instead of seeking a single source 

of supply, as the merging parties claim. Mr. Signoff further observes that “[ilf the 

voice and data continue to be provided separately, there would appear [to be] no 

overriding reason for buyers to utilize a single vendor.”62 

It should also be noted that none of Bell Atlantic’s or GTE’s competitors are 

capable of offering sole-source arrangements, so there is no competitive necessity 

for either party to do No single company now has, or is likely to have in the 

foreseeable future, this end-to-end capability. Like other third-party vendors, Bell 

Atlantic and GTE can currently provide a single point of contact for their customers 

only by combining its services with those of other telecommunications providers. 

The use of leased facilities by the merging parties to supplement their own offerings 

is no more of a disqualifier than would be an lnterexchange Carrier’s (IXC) purchase 

Public Interest Statement, p. 2. 

Signoff Affidavit, Para 16. 

63 Signoff Affidavit, Para. 9. 
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of access services to supplement its own services. Indeed, such arrangements are 

common in international offerings. For example, Global One has combined its 

offerings with those of local providers to offer one-stop shopping to its customers. It 

has not provided the entire array of services through the owned facilities of its 

Global One partners. 

Moreover, although some large businesses order their telecommunications 

services centrally, many others do not. Because the initial targets of the Bell 

Atlantic/GTE business strategy are highly sophisticated, it is unreasonable to 

assume that large telecommunications suppliers with account teams that are 

physically located in the same place as the buyer, but with traditional service 

territories that do not include the buyer’s headquarters, face an important 

competitive handicap 

6.5 CAPs and CLECs Have Competed Successfully 

Finally, there is substantial evidence from the success of Competitive Access 

Providers (CAPs) and Competitive Local Exchange Carriers (CLECs) like Teleport 

and MFS that firms can and do compete effectively, and grow to quite considerable 

size, by serving the communications needs of large business customers without 

having a single customer to “follow. ” 

a We should also note that, whatever role brand-name recognition may have in the competition for 
residential and small business customers, it is unlikely to be an important factor for the la, ge 
sophisticated business customers who are the initial targets of the strategy. 
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After all, these CAPs and CLECs had no local exchange or exchange access 

customers, nor did they have any interexchange customers, when they began to 

operate. Neither did the CAPs have a brand name or enjoy proximity to a service 

area in which they had been incumbents for decades. What they did have were 

services that could attract large business customers to move some of their 

requirements away from the ILECs. It seems unlikely that Bell Atlantic or GTE 

would be any more disadvantaged in competing for the business of, say, Sears in 

Chicago than was either MFS or Teleport when they began their operations. 

6.6 The Bell AtlanticlGTE Merger Would Not Result 
in Lower Local Exchange Prices 

Bell Atlantic and GTE assert that their merger would permit them to become a 

more effective rival in bidding for the telecommunications business of very large 

concerns,65 in turn permitting them to compete effectively for the patronage of 

consumers and small businesses. This, they claim, would result in more choices for 

consumers and small businesses, and (presumably) lower prices.66 

We explained above why the proposed merger is not necessary for Bell 

Atlantic and GTE to implement their planned business strategy. However, even if 

one assumed that the merger was necessary, the consumer benefits of the merger 

for large business customers would likely be small. As most observers appear to 

concede, the rivalry for the patronage of large business customers is more 

65 Public Interest Statement, p. 13. 

66 Kissell Declaration, Para. 9. 
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significant than the rivalry for other consumer groups.67 More vigorous participation 

by Bell AtlanticlGTE, therefore, would be unlikely to yield large competitive benefits. 

There is little doubt that if the merger were to result in the much-anticipated 

competition for the patronage of residential and small business customers, the 

benefits could be considerable. However, the merging parties offer no evidence to 

support their claim that they would be able to serve most residential customers 

profitably once they had acquired the patronage of large businesses. Indeed, the 

experience to date contradicts this claim. Firms with a mixture of owned and leased 

facilities like TCG and MFS have for years been competing with the ILECs to serve 

the telecommunications demands of large businesses. Despite that history, 

however, none of these rivals has become a significant competitive alternative for 

residential consumers. As Dr. Hayes indicates in his Declaration, entry into local 

exchange and exchange access services for this market segment has not been 

competitively important to date. Bell Atlantic/GTE provides no reason why its 

strategy makes it more likely that it would compete for residential consumers in out- 

of-region areas when other suppliers of services to large business customers have 

not done so, despite the fact that they, too, have large businesses as “anchor 

ten ants. ’’” 

67 See the Hayes Declaration for a discussion of the options available to high-volume business 
customers located in major urban centers. 

68 The merging parties effectively concede this point when they note that “In the mass market (which 
was the focus of the Commission’s concern in Bell Atlantic-NYNEX), the experience of the last several 
years has changed original expectations and taught the economic difficulty of mass market entry, 
particularly in less dense rural and suburban areas” (Public Interest Statement, p. 31). 
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Finally, the merging parties’ analysis neglects the control that they will retain 

over essential facilities in their own regions and, thus, their ability to foreclose 

competitors that seek to enter their territories. When control over essential facilities 

is accounted for by the analysis of the merger, the conclusion that the merger would 

enhance in-region competition does not appear to be warranted. 

Initially, virtually all entrants into the Bell AtlanticlGTE post-merger territory 

would require access to ILEC facilities or services (UNEs or wholesale offerings) 

and interconnection in order to compete. As suggested by the analysis of 

Professors Katz and Salop in their Declaration, the combined Bell Atlantic/GTE 

would have both increased ability and incentive to foreclose local exchange rivals 

after the merger. This foreclosure may take several forms, among them: (a) 

degradation in the quality of service the merged firm offers to entrants, including 

access to its OSS for pre-ordering, ordering, and provisioning service; (b) delays in 

repair and maintenance of leased facilities or purchased services; (c) limited access 

and inflated prices for collocating facilities in the merged firm’s central office; and (d) 

bundling of otherwise separable facilities, and (e) delays in negotiating 

interconnection contracts and stalling CLECs’ exercise of the most favored nations 

provisions of Section 2512(i).~’ If the combination of Bell Atlantic and GTE were to 

69 For a useful compendium of the types of problems faced by an entrant in offering new 
telecommunications services, see Northpoint Communications, “Proposed Remedies for Promoting 
DSL Competition” (undated). Northpoint observes (p. 1 ) that “while each ILEC currently provides 
some unbundled network elements under reasonable terms and conditions, each ILEC also erects a 
host of onerous and unnecessary barriers to increasing competitive opportunities. Moreover, there is 
no consistency, as every barrier that one ILEC claims is necessary, another ILEC avoids entirely.” 
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successfully raise their rivals’ costs in the resulting enlarged service territories, 

prices in these service territories would be higher than they otherwise would have 

been. 

As suggested by the analysis of Professors Katz and Salop (and as 

summarized in Section 4 of this Declaration), the merger would increase Bell 

Atlantic’s and GTE’s incentives and ability to engage in strategies that raise the 

costs of their local exchange rivals. Consequently, the entrants may not be able to 

discipline the merged parties, and prices in the Bell AtlanWGTE territory may rise 

above what they would have been had the merger not occurred. Moreover, 

because the increase in exclusionary behavior harms the entrant everywhere and 

not just in the territory of the merging parties, competition in all areas, including the 

21 markets that Bell Atlantic and GTE propose to enter after the merger, will be 

adversely affected. 

In sum, the merging parties’ analysis is incomplete because it ignores the 

effects of the merger on the ability and incentives of the merged entity to exclude 

rivals. Once those effects, which are analyzed in detail by Professors Katz and 

Salop, are taken into account, the conclusion that local exchange prices would fall in 

the Bell AtlantidGTE service territory does not follow. Indeed, once it is recognized 

that the merger would create incentives for the merging parties to increase the 

This suggests that benchmarking may be needed to judge the reasonableness of the terms and 
conditions imposed by individual ILECs. See the discussion of benchmarking above. 
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, extent to which they exploit their control of transport and termination, one cannot 

conclude that the merger would result in consumer benefits through lower prices. 

6.7 Other Claimed Merger-Related Efficiencies 

Almost in passing, the parties claim that the merger would generate 

substantial synergies, including $2 billion in cost savings and $2 billion in revenue 

enhancements in the third year after the merger closed, as well as additional capital 

savings of $0.5 b i l l i~n. ’~  While each of these claims is examined below, neither 

claim is supported by any data or analysis on the record. 

Cost Reductions. The cost reductions are estimated to arise from the 

elimination of “duplicative staff and information and operation systems, more 

efficiently using long distance capacity, and reducing procurement Instead 

of providing support for these estimates, they are instead described as “real budget 

commitments that department heads must meet or exceed” and that the 

compensation of officers responsible for the lines of business would be based on 

their ability to meet these  commitment^.^^ Similarly, no support is provided for the 

claim that the merger would permit reductions in capital expenditures. 

Recent econometric studies on the economies of scope and scale in local 

telecommunications networks do not support the claim that mergers of firms serving 

70 Public interest Statement, p. 22, and Declaration of Doreen Toben (henceforth Toben Declaration), 
Para. 2. 

71  Toben Declaration, Para 3. 

72 Toben Declaration, Para 4.  
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non-overlapping territories would result in cost savings. For example, Ying and Shin 

conclude that the large LECs might be too large: “Using recent 1984-91 data, we 

find that LECs are not natural monopolies in the post-divestiture era. Having two 

firms produce the monopoly output could potentially result in over 20 percent cost 

sav ing~.” ’~  In a follow-up study, Ying and Shin found that “the benefits to breaking 

up the monopoly outputs of existing local exchange carriers substantially outweigh 

the potential losses in effi~iency.’’’~ 

The merging parties also assert that the combined firm would benefit from the 

adoption of the best practices of each firm, although no quantification of those 

efficiencies are presented or asserted. Whatever size the related efficiencies may 

be, most if not all of them are not likely to be merger-specific. If, absent the merger, 

GTE and Bell Atlantic did not compete with each other, as they assert would be the 

case, then a contractual relationship between the two firms could serve as a vehicle 

for exchanging best-practice technology. 

However, one risk that the merger poses for consumers is that what is “best 

practice” for the merged firm may not be that which advances the interests of 

consumers. Because of competitive circumstances or regulatory oversight, Bell 

Atlantic, prior to the merger, might find it profitable to adopt certain practices that 

7 3  John S. Ying and Richard T. Shin, “Viable Competition in Local Telephone: Superadditive Costs in 
the Post-divestiture Period,” Federal Trade Commission and University of Delaware Department of 
Economics, Working Paper: 94-8, Abstract, June 1994. 

7 4  John S. Ying and Richard T. Shin, “Unnatural Monopolies in Local Telephone,” Rand Journal of 
Economics 23:2, Summer 1992, pp. 171-83. 
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benefit consumers, such as efficient CLEC interconnection, that GTE would find 

unprofitable. The adoption of this practice by Bell Atlantic could encourage 

regulators overseeing GTE to compel GTE to adopt the same practice. However, if 

the additional profits to Bell Atlantic from the adoption of the practice were 

outweighed by the losses that GTE would experience from adoption, the merged 

firm would not adopt the practice, or would more vigorously resist regulators’ 

attempts to compel the adoption of the practice. 

Revenue Enhancements. The parties claim that the merger would result in 

revenue enhancements “from the.. . penetration of vertical services like second 

lines; improving the value and speeding the widespread deployment of long- 

distance offerings; and creating better and more widely distributed data  service^."'^ 

No specifics are offered to support this claim. 

The claim that the merger would permit a more rapid deployment of better 

long-distance and advanced data services should be viewed with caution. The 

parties do not explain why the merger would speed deployment of these services. 

One reason may be the “better access” that GTE expects to have to Bell Atlantic’s 

customers. As we have pointed out elsewhere, GTE is currently entitled to equal 

access to Bell Atlantic’s customers. If it enjoyed better access to these customers 

after a merger, it can be inferred that other competitors would be unfairly 

75 Toben Declaration, Para 3. 

48 



disadvantaged and competition and customers would be hurt. This cannot be 

counted as a public interest benefit. 

In sum, the parties’ claims of cost reductions and revenue enhancements are 

not supported with any detailed analysis or data. Some important claims (e.g., the 

claimed economies of scale) are inconsistent with the conclusions of recent 

econometric studies. Other claims (e.g., increased penetration of vertical services) 

are not clearly benefits, and may instead be harmful to consumers. In short, the 

parties have not provided a basis for their claim that merger-related efficiencies 

would amount to $4.5 billion dollars three years after the merger closed. 

Past  Exroerience. The merging parties assert that the experiences of the 

merger of Bell Atlantic’s wireless operations with those of NYNEX and the Bell 

Atlantic-NYNEX merger demonstrate the ability of the merged firm to attain 

substantial cost and revenue gains.76 With respect to mobile service, the parties 

assert that reductions in per-subscriber costs have exceeded pre-merger estimates 

and that Bell Atlantic Mobile subscriber growth and other performance dimensions 

have improved markedly since the merger. Putting aside the failure of the merging 

parties to appreciate the likelihood that a reduction in per-subscriber costs and an 

increase in subscriber growth are related, Bell Atlantic and GTE do not explain what 

practices and services were utilized by Bell Atlantic to attain these gains and why 

76 Toben Declaration, Paras. 6-7. 
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these practices and services would not have been utilized but for Bell Atlantic’s 

acquisition of NYNEX’s mobile service. 

The claims of the merging parties are not sufficient to demonstrate either the 

magnitude of any gains attained subsequent to the merger or that the gains were 

merger-related. Such a demonstration is particularly important in light of the 

substantial competitive risks posed by the merger. 

7. Conclusion 

The proposed Bell Atlantic/GTE merger is not in the public interest. It would 

increase the significant incentives that Bell Atlantic and GTE already have to 

foreclose the entry of CLECs, especially those that wish to offer innovative 

communications services. It would also increase both the ability and incentives of 

the merged company to engage in anticompetitive behavior toward lXCs when and 

if Bell Atlantic and GTE were permitted to offer long-distance service. Moreover, 

this situation would persist for the foreseeable future as would-be competitors 

continue to rely on access to facilities that could be provided only by Bell Atlantic 

and GTE and remained dependent on interconnection to Bell Atlantic and GTE 

customers. 

In addition, the proposed merger would reduce substantially the ability of the 

Federal Communications Commission and other regulators to employ benchmarking 

as a policy tool. By reducing the number of independent ILECs, the merger would 

increase the impact of any individual ILEC on average industry performance. This 

would reduce the incentive of all ILECs, not just Bell Atlantic and GTE, to improve 
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their performance because it would reduce the reward from such improvements. 

The proposed merger would also reduce the ability of regulators to use best-practice 

and worst-performance benchmarks because it would reduce their confidence that 

the observed behavior of any particular firm truly reflected anticompetitive behavior. 

Given the widespread use of benchmarking by telecommunications regulators, 

these effects would likely be large. 

While denying that the proposed merger would have any anticompetitive 

effects, Bell Atlantic and GTE have also claimed that it would produce substantial 

efficiencies. In particular, the parties claim that the merger would permit them to be 

an effective nationwide competitor and that they would, or could, not be one without 

the merger. However, the claim that the merger is needed for this purpose is 

dubious. Neither Bell Atlantic nor GTE is limited to seeking business from large 

business customers in their current service territories and, indeed, each has 

significant advantages over others in doing so. The merging parties do not 

convincingly explain why they can only compete effectively for large business 
I. 

customers that are headquartered in their service territories, nor why they would 

experience significant cost disadvantages if they could pursue only the customers 

headquartered in their separate service territories. Indeed, their claims are 

inconsistent with the experience of Competitive Access Providers in competing 

successfully for large business customers without a substantial base of such 

customers to “follow.” 

51 



For all these reasons, the proposed merger between Bell Atlantic and GTE I 

should be rejected. 

52 



ADDENDUM TO ') 
DECLARATION OF DR. MICHAEL L. KATZ 

AND DR. STEVEN C. S L O P  

USING A BIG FOOTPRINT TO STEP ON COMPETITION: 
EXCLUSIONARY BEHAVIOR AND THE SBC-AMERITECH MERGER 

The attached declaration was prepared with respect to the proposed merger of 
SBC and Ameritech, and was submitted as part of the record of the Federal 
Communications Commission in that matter. This addendum is submitted to affirm that 
the economic analysis set forth in the attached declaration applies to the proposed merger 
of Bell Atlantic and GTE, CC Docket No. 98-184. 

Dr. Michael L. Katz 
Dr. Steven C. Salop 

November 23, 1998 
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I. INTRODUCTION AND QUALIFICATIONS 

1. My name is Michael L. Katz, and I declare as follows. I am the Edward J .  and 

btollie . m o l d  Professor of Business Admustration at the University of California at 

Berkeley. I hold a joint appointment in the Haas School of Business Adrmrustration and 

! 

the D e p m e n t  of Economics. I serve as the Director of the Center for 

Telecommunications and Digital Convergence at the University of California at Berkeley. 

1 have also served on the faculty of the Depamnent of Economics at Princeton University. 

I received my A.B. from Haxvard University summa cum l a d e  and my doctorate from 

Oxford University. Both degrees are in Economics. 

2. 

of antitrust and regulatory policies. 1 regularly teach courses on microeconomics, 

business strategy. and telecommunications policy. I am the author of a microeconomics 

textbook. and I have published numerous articles in academic journals and books. I have 

wntten several articles on issues regarding nenvork effects, antitrust policy enforcement 

and telecommunications policy, including access and interconnection policy. A copy of 

my curriculum vitae-attached to th~s Declaration as E h b i t  1-lists all publications that 

I have authored or co-authored, with the exception of a few letters to the editor on 

telecommunications policy. I am a coeditor of the Juumal of Economics and 

Management Strategy. 

I specialize in the economics of industrial organization, which includes the study 

3. 

LLC. a consulting finn that specializes in the applicaclon of economic analysis to issues 

In addition to my academic experience, I am a cofounder of The Tilden Group, 
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of antinust and regulatory policy. I have served as a consultant to both the US. 

Depanment of Justice and th; Federal Communications Commission on issues’ of public 

policy in telecommunications markets. I have served as an expert witness before various 

state and federal cows,  and I have provided expen testimony before a state regulatory 

commission. In 1994 and 1995, I served as Cbef Economist of the Federal 

Communications Comraission (the Commission). In addition to advising the Commission 

on the full range of policy issues before it, I testified before Congress. Since leaving the 

Commission I have spoken at several Commission public forums. 

4.  

Economics and Law at the Georgetown University Law Center, where I have taught since 

198 I .  1 received my bachelor’s degree from University of Pennsylvania summa cum 

My name is Steven C. Salop and I declare as follows. I am Professor of 

laztdc with honors in economics and my doctorate in economics from Yale University. 

Much of my research and teaching focuses on i n d u s ~ a l  organization economics and 

antitrust policy and lw. I r p ~ r l v 1 y  teach CC~USCS in basic and advanced antitrust 

economics and law at the Law Center. I have also taught graduate courses in basic and 

advanced industrial organization at MIT and the University of Pennsylvania I have 

written numerous scholarly articles that analyze oligopolistic competition, mergers, and 

exclusionary conduct. Among my articles in the area of the economics and law of 

exclusionary conduct arc: “Raising Rivals’ Costs,” co-authored with David Scheffman; 

‘‘Antinust Analysis of Exclusionary Rights: Raising Rivals’ Cost to Gain Power Over 

Price,” co-authored with Thomas battenmaker; and “Market Power and Monopoly 

2 



Power in Antitrust Law," co-authored with Thomas Krattenmaker and Robert Lande. I 

have also published b article on vertical mergers that analyzes vertical foreclosure. 

"Evaluating Vemcal Mergers: A Post-Chcago Approach," co-authored with Michael 

hordan. .4 copy of my curriculum vitae is attached to h s  declaration as Exhibit 3. 

1 

5 .  

involving telecommunications, many of which raise issues of network effects and the 

incentives for exclusionary conduct. These matters include the acquisition of McCaw 

Communications by AT&T, the attempted acquisition of MCI's Internet assets by 

Worldcom, Pnmestar's proposed acquisition of the MCINewsCorporation h@ powered 

direct broadcast satellite assets, and Time Warner's acquisition of Turner Broadcasting. 

In addition to my academic experience, I have consulted on a variety of matters 

6 .  We have been asked by counsel for Sprint to assess the effects of the proposed 

merger of SBC and h e r i t e c h  on the likelihood of exclusionary conduct by these carriers 

and the resulting ability of other carriers to bring competition to local exchange senice 

and access markets in the United States. 

7 .  In hs declaration, we assess from the perspective of a n t i a t  and industrial 

organization economics the effects on competition and consumm of exclusionary 

conduct flowing from the proposed merger of SBC and Ameritech. Drawing on our 

training and experience as economists, and our review of the relevant facts avadable to 

us, we conclude that-by threatening the entry and expansion of innovative rivals to the 

incumbent local senice providers-the proposed merger raises sigmficant public interest 

c onc ems. 

3 



11. OVERVIEW OF FINDINGS 
I 

A. Access to the kECs’ Networks is Efficient and in the Public interest. 

8. Because a subscriber to a network benefits from being able to communicate with 

others. and because of the potential inefficiencies associated with building overlapping 

facilities, it generally is efficient for carriers to rely on one another‘s faciiities to 

complete calls made by subscribers on one network to subscribers on another. Thus. 

giving competitors access to the ILECs’ networks generates s i f lcant  benefits in terms 

of lower costs and higher qualrty of senice.’ Access can take several forms. In the case 

of two local exchange carriers, each carrier may purchase transport and termination from 

the other to complete calls origmating on one network and terminating on the other. In 

the case of a local exchange carrier and interexchange carrier (“IXC”), the IXC 

interconnects with the local exchange network to obtain either o n p a t k g  or termmating 

access. Access can take other forms as well. For instance, a competitive local exchange 

carrier (“CLEC”) may purchase unbundled network elements (“UNEs”) from an 

incumbent local exchange carrier (“ILEC”). The purchase of UNEs can be viewed as a 

form of access or interconnection because it allows a carrier to use its facilities in 

combination with those of another carrier (i .e..  the TLEC) to deliver services to end users. 

See. for example, Katz  Michael L.. Gregory Rosston and Jeffrey Anspacher, 
“Inttrconnecdng Interoperable Systems: The Regulators’ Perspective.” hfonnarion 
InfTatructure and Policy, 4 (1995):327. 

1 
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In what follows, we generally will use the term access to include all these forms of access 

and interconnection.‘ 

I . 

9. The need for, and value of, access arises whenever there are multiple carriers 

providing public services. Thus, the need for access will not disappear even if local 

competition takes hold. Indeed, the availability of hgh-quality, efficiently priced LTNEs 

and interconnection among local networks is a necessary structural prerequisite for local 

exchange markets to make the transition to competition. In the presence of such an 

interconnection policy (for both UNEs and transport and termination), CLEC investment 

in local telecommunications i n h m c t u r e  is stimulated by the fact that a carrier can 

count on being able to use its i n h a u c t u r e  to provide services that also rely on the 

availability of access to the ILEC’s network on reasonable terms. The availability of 

access to local exchange carriers (in the form or origmating and terminating access) 

similarly stimulates invesnnent in interexchange senices, including advanced 

telecommunications services. Carriers like Sprint that are investing ir; senices that 

combine local and long distance offerings in integrated packages (combined service 

carriers. or “CSCs”) also will have greater investment incentives for both reasons. 

B. The Merger o f  SBC and Ameritech Poses a Significant Threat to the 
Provision of Efficient and Innovative Access and thus Poses a 
Significant Threat to Competition. 

IO. Eficient access is essential to r e h g  the full benefits that telecommunications 

networks can provide. Unfortunately, the proposed merger between SBC and Ameritech 

poses a s ipf icant  threat to the provision of efficient access by increasing the companies’ 

5 



incentives and ability to c a y  out exclusionary access policies. Our economic analysis 

concludes that: 
\ 

i 

CLECs. RCs. and CSCs all will continue to depend on ILEC access senices (1 .  e.. 
L%Es as well as various forms of origmating and terminating access senices) in 
order to be able to provide commercially viable senices themselves. CLECs. 
IXCs. and CSCs will need an array of new and innovative forms of access in the 
future. 

h e r i t e c h  and SBC currently possess s ipf icant  market power in the provision of 
access senices in their respective service regions. This market power may be 
exercised by setting h~gh access prices (in the absence of price regulation) or by 
pursuing exclusionary access policies under which Ameritech and SBC delay, 
deny. or d e p d e  the access provided to other carriers.’ 

By permitting effective coordination between what are today separate and 
independent local exchange operations, the proposed merger of Ameritech and 
SBC would increase both parties’ incentives and ability to disadvantage CLECs, 
IXCs. and CSCs by reducing their provision of the high-quality, efficient and 
innovative forms of access that those competitors wrll require to compete. 

Regulation is an imperfect check on the exercise of LEC market power. The 
proposed merger would make it even more difficult for the state and federal policy 
makers to prevent SBC and other ILECs from refusing to provide efficient. hgh- 
quality and innovative access at reasonable prices. 

The proposed merger of SBC and Ameritech thus poses a s i m c a n t  threat to 
telecommunications competition and the public interest. 

1 1. In the remainder of b s  Declaration, we explain the economic logc and factual 

analysis that bas led us to these conclusions. 

- 
2 Throughout, we use the term exclusionary to refer to practices that impair the ability of 

rival firms to compete, even if the practices do not drive the rivals completely out of the 
market. Thus. it includes conduct that impairs rivals’ quality. raises rivals’ costs. slows 
rivals’ entry or expansion as well as similar conduct 

6 



111. SBC AND AMERITECH POSSESS SUBSTANTIAL MARKET POWER IS 
THE PROVISION $F ACCESS 

X frrst step to andydng whether the merger poses the threat of anticompetitive 12. 

behavior is to assess whether SBC and Ameritech possess substantial market power in the 

provision of access services. In particular, we are interested in the question of whether 

SBC. and Amentech have the ,ability to drsadvantage rival carrim by refusing to provide 

access on efficient and reasonable terms. In this section we briefly review the evidence 

that they do. 

A. For Many Customers and Services, there are No Economic Substitutes 
for ILEC Access Services. 

13. In analydng the market power of the ILECs and their incentives to exciude rivals, 

both upstream and downstream markets are relevant.’ Fins there are downsrream 

product markets for various retail services, includmg local exchange services, 

interexchange senices, and combined (local exchange and interexchange) 

For a discussion of market definition see the Declaration of John B.  Hayes, “Market 
Power And The SBC-Ameritech Merger,” October 14. 1998 and in the Applications of 
NYNlX Corporation Transferor, and Bell Atlantic Corporation TrMeree,  For Consent 
i o  Transfer Control of NyM;y Corporation and Its SubsiLirariw. FCC 97-286, 
Memorandum Opinion and Order, released August 14, 1997. at 49-57. For a discussion 
of market definition in the context of exclusionary conduct see Thomas Krattenmakcr. 
Robcrc Lande and Steven Salop, “Monopoly Power and Market Power in Annw Law.” 
Georgeiawn t J m y  Luw Review 76 ( 1987):24 1. 

WirelesS providers also offer local and interexchange senices. Wireless services are 
differentiated by mobllrty and. at present. generally do not compete directly with wireline 
senices. The issues, however, are very similar for wireiine and wireless caniers seeking 
LEC access senices, and we write below using wireline terminology as a short hand for 
all types of interconnectjon and access. 

4 
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Second there are upstream product markets for the provision of access senices to 

carriers who are in tuin providers of retail telecommunications services. For example. an 

IXC participates in the downstream market as a provider of long distance semces to end 

users. and the IXC participates in the upstream market as a buyer of access services 

(ongnanng and terminating access). S d a r l y ,  CLECs are sellers in downstream local 

I 

I 

exchange markets and are buyers of WEs and transport and termination in upstream 

markets.' 

14. ILECs have monopoly power in the provision of access services to CLECs, CSCs 

and IXCs. T?us conclusion follows directly from the fact that these caniers currently 

have no economically feasible alternatives to the use of ILEC fachties (whether through 

the purchase of UNEs, transport and termination, interexchange access, or local exchange 

resale) to reach the vast majority of telecommunications subscribers in the U.S 

15. The absence of viable substitutes for SBC and her i tech ' s  access services that 

would otherwise limit their market power can be seen from avadable market share data. 

:: Combined senices compete with both local and interexchange services, and some industry 
observers believe that the three markets m a y  blend into one in the future. For simplicity of 
exposition, we treat local exchange, interexchange, and combined services as three 
separate product markets. However. the r d t s  of our analysis would not be changed if 
markets evolved to the point where combined services constituted the sole downstream 
product market. Similarly. our analysis applies to the situation in which combined services 
do not y& constmrte a distinct relevant market. 
Of course. a CLEC may also be a seller in upstream markets, providing transpon and 
termination to other local exchange carriers and originating and terminating access to 
IXCs. By excluding CLECs, an ILEC can maintam this market power in the upstream 

6 



The ILECs’ shares of access lines exceeded 98.5 percent in the first two states for which 

h e r i t e c h  and SBC fded Seition 271 applications for long-distance authority. In 
I 

Michigan. the aggregate market share for CLEC’s fell benveen 1 .Z and 1.5 percent.‘ 

And the C.S. Department of Justice found that Southwestern Bell’s “market share in 

Oklahoma is so near 100 percent as to be practically indistingushable from a complete 

monopoly.”’ h d  these are states in which Amentech and SBC have (unsuccessfully) 

represented that local exchange markets are open to competition. Moreover, even the 1.5 

percent share for CLECs overstates the options for a carrier seekmg to reach most 

residential subscribers-competitive carriers’ access h e s  are highly concentrated in 

urban areas and for business subscribers. 

16. Market shares alone do not tell the whole story. However, examination of the 

conditions of enuy confirms the conclusion that ILECs have s ipf icant  market power as 

providers of access services. There are hgb baniers to enay facing potential e n m t s  

into the provision of access services in competition with the ILECs. First 

access markets 

See In the Matter of Applicanon of Amentech Michigan Pursuant to Section 271 of the 
Communicunons Act of I934, as amended To Provide in-Regon, InterLA TA Services in 

Michigan, CC Docket No. 97-137, Evaluanon of the United Stmes Department of 
Justice, filed June 25, 1997. at B3 These share data are for mtched access Resold lines 
are included in the CLECs’ share for these calculations 
I n  the Maner of Applicanon by SBC Communicarions Inc., Purmant to Secnon 271 of 
lhe Communicanons Act of 1934, as amended To Provrde In-Repon, InterL4 TA 
Services in Oklahoma, CC Docket No 97-12 1, Evaluation of the United States 
Depanment of J m c e ,  filed May 16, 1997, at 52 

7 
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telecommunications markets l are characterized by strong network effects. Thus. any 

CLEC seekmg to offer public telecommunications services must itself interconnect with 

ILEC local exchange networks to be competitively viable.9 The need to interconnect with 

the ILECs' neworks to realize network effects will continue as long as ILECs remam the 

only way to connect to s ipf icant  numbers of end users. Th~s  need to interconnect with 

a 

the ILECs' networks gives ILECs the power to reduce the threat of enay by raising 

enuants' costs, either by raising the price of access or by denymg, delaying or degrading 

the necessary access. In addition to network effects, there are economies of scale 

(density) in providrng access services. Local network "structure has large fixed costs 

that must be incurred even if the canier is sewing only a small percentage of telephone 

subscribers in a given area. Thus, small-scale entry is a c u l t ,  whch raises the cost of 

17. 

the facts indicate othmvise. A CLEC, IXC, or CSC seehng acccss s&res fiom the ILEC 

needs that interconnection much more than does the ILEC. To see why the bargaining 

positions are unbalanced, consider what would happen if the interconnection negotiations 

between an L E C  and a CLEC were to break down. Ifthe parties failed to reach any 

SBC might argue that an ILEC needs interconnection as much as other carriers, but 

- 
There is one limited exception. A firm offering solely originating and/or terminating 
interexchange access could offer service without directly connecting to an ILEC network. 
That canier's IXC customers, however. would still need to purchase access from ILECs 
to reach the vast majority of telecommunications subscribers. 

9 
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mterconnection agreement at all, the CLEC would likely be forced out of business as the 
I 

result of being UnablC to offer'its customers the ability to call to and from the ILEC's network. 

Given the comparatively low share that any CLEC has today, the LEC could largely continue 

with business as usual. Indeed. not only would the ILEC not be si@cantly harmed by the 

lack of interconnection with the CLEC, the ILEC would positively benefit fiom the 

weakening of competition and the diversion of customers to its own retad services. 

I 8. The bargaining between an IXC and an LEC is srmilarly one-sided. Because 

compeation among local carriers is so h t e d ,  an IXC typically bas only a single means of 

reachmg the vast majority of potential subscribers in a given geograpluc area the ILEC. A 

c w e n  ILEC, however, will be dealmg with multiple IXCs and may be able to &scriminate 

among them.'" Indeed, in the future, SBC may be discriminating in favor of its awn 

mterexchange services. If an JXC cannot provide lugh quality service for calls that origmate 

or terminate in a s i_dcan t  portion of the country, then that carrier can expect to lose 

si-olificant amounts of &c to rival IXCs. An ILEC that offen a particular IXC poor 

mterconnection, however, faces much less of a threat that it will see the bulk of its customers 

rum to other local carriers. Thus, the bargaming positions of an ILEC and an IXC arc 

asymmetric. ' ' 

"' As we discuss fimher below. while such discrimination would typically violate state and/or 
federal regulatory policy, such policies cannot be perfectly enforced. 
The bargaining power between the ILEC and a CSC could be one-sided for the reasons 
identified for both CLECs and IXCs. 

I I  
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19. 

power; indeed, this recopt ibn  is the basis of the Commission's regulation of interstate 

access charges as well as the terms of interconnection between ILECs and commercial 

mobile radio sewice providers. 

Telecommunications Act of 1996 also are based on recopt ion  of ILEC marker power." 

The Commission itself has long reco-@zed that ILECs possess substantial marker 

Moreover, the interconnection provisions of 

B. Competitive Services Such as Sprint ION Will Increasingly Need 
Innovative New Access Arrangements With ILECs 

20. Sprint ION is an innovative new service that promises to bring the benefits of an 

integrated package of advanced telecommunications services to millions of subscribers. 

Sprint ION is a combined service that has both local and long &stance components for 

both data and voice. The service integrates traditional voice &c, internet imf5c. kame 

relay t rSic .  and other data traffic on one customer access facility and carries thls traffic 

in the .4synchronous Transfer Mode data format through the Sprint network." For 

communications terminating to end users that are not Sprint ION customers, Sprint will 

convert the Sprint ION format to the formats needed to communicate with the non-Sprint 

ION customers at a Sprint Service Node. 

I' See. for e~amplq  Interconnection Between Local Exchange Carriers and Commercial 
Mobile R&o Service Providers. CC Docket No. 95- 185. Nonce of Proposed 
Rulem&ng, released January 1 1, 1996. 

Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (1996). The 1996 
Act amends the Communications Act of 1934,47 U.S.C. $5 151 et. s q .  
For a more complete description of Sprint ION. see Affidavit of Kevin E. Brauer (Brouer 

I t  

I4 
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’ -1 2 1. 

ION service to include the ability to combine what had previously been local voice 

calling with other communications on the all-distance Sprint ION platform. Sprint ION 

will allow a customer to integrate its local service with all of its other services using a 

single access facility to the customer premises. Once fully deployed, Sprint ION can help 

bring competition to local exchange markets-somethmg that, to date, has been almost 

non-existent. ’’ 

After an initial roll out period. Sprint plans to increase the functionality of Spnnt 

22. 

policies by the LECs because these CSCs need the timely availability of access senices 

from the ILECs for which adequate regulatory safeguards do not exist. Sprint wlll rely on 

Innovative CSCs like Sprint are particularly vulnerable to exclusionary access 

dedicated access to reach large customers and will offer Sprint ION to smaller customers 

through alternative means, such as xDSL. Sprint plans to implement xDSL by collocating 

its xDSL equipment in ILEC central ofices in order to make use of ILEC unbundled 

loops. 

23. 

there are not existing standards or benchmarks, and there are a variety of ways in whch 

the ILECs can drag their feet or otherwise fail to provide high-quality access on efficient 

The rollsut of Sprint ION requires innovative access arrangements for which 

A f l h i t )  at 2-6. 

It is, however, important to recognize that. for the vast majority of residential subscribers. 
Sprint will remain dependent on ILEC to provide si-pficant underlying local facilities. 

IS 
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terms. Three problems that have arisen and can be expected to worsen if the proposed 

merger is approved b e :  (a) &e provision of Operational Support System (“OW) 

capabilities; (b) access to ILEC central offices and other facilities so that a compentive 

carrier may collocate its equipment with those of the ILEC; and (c) the availabilitv of 

suitably conditioned ILEC facilities that are provided on an unbundled basis. 

24. 

problems at the RBOCs (including SBC and Ameritech) result in a sigmficant loss of 

revenue to Sprint due to delayed cutsver of service, loss of customers and damage to 

With regard to OSS, Mr. Brauer of Sprint has testified that “OSS and related 

Sprint’s reputation as a quality telecommunications provider.”l6 The Commission itself is 

no saanger to the difficulties of setting OSS standards, as they have proved to be one of 

the more contentious issues in the 271 proceedings. 

2 5 ,  Turning to access to E.EC facilities, Mr. Brauer raises a number of concerns. For 

instance, many loops are b e h d  Digtal Loop Carrier (“DLC”) equipment that prevents 

the provision of xDSL service on these loops. The RBOCs as a rule have refused to 

entertain requests to collocate CLEC equipment at RBOC DLC locations and to perform 

sub-loop unbundhg for the twisted-pair copper from the DLC to the end user premises.” 

Other parties have raised conccms about collocation. For example, Covad 

Communications Company, a California-based digtal subscriber line (“DSL”) provider, - 
~- 

” Brauer Afldavit at 12. 

” BrauerAflidavrt at 14-15 
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\ has complained that its e x p p i o n  efforts have been hampered by SBC's physical 

collocation practices. In comments filed with the Commission Covad asserts that SBC 
a 

had unilaterally declared that no space existed in at least 50 of the 165 central ofices in 

which Covad had applied for collocation, but that it later became clear throu, oh an SBC 

mSL Servlce tanEfiling that SBC was able to find room for its own DSL equipment in 

20 of those 50 central  office^.'^'^ 

26. The t e c h c a l  capability of ILEC facilities will be a particularly important issue 

when Sprint and others begm to use unbundled loops to provide xDSL service. Many 

existing local loops will require indwidual neaunent in terms of conditioning in order to 

carry the high-speed dig~tal signals d~ec t ly  to the customers' premises. Moreover, the 

ongoing performance of the conditioned loops depends largely upon whether interfering 

digital s iga l s  are carried  with^^^ the same cable sheath or binder. The conditioning of the 

loops and the placement of &@tal signals withm a binder group of loops provide two 

" In the Matter of Southwestern Bell Telephone Company, Paclfic Bell, and N e v a h  Bell 
Pennon for Relieffom R e p l m o n  Pursuant to Section 706 of the Telecommunication, 
Act of I996 and 47 U.S.C J I60 for ADSL InfraFnucture andService, CC Docket No 
98-9 1. Comments of Covad Communicanons Company, filed June 1998.24, at 4-5 

SBC was eventually able to accommodate Covad equipment in many of these offices. but 
only after C o d  fled an antitrust lawsuit for a preliminary injunction. See In the Matter 
of Deployment of Wireline Services Offeenng Advanced Telecommunicanons Capability. 
CC Docket No. 98- 147, Comments of Covad Communications Company. filed September 
25, 1998. at 6-7. 

19 
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mechanisms through whxh t an lLEC can degrade the quality of access servlces provided 

to Sprint and other CSCs or ~ L E C S . ~ ’  

I\’. ILECS’ PRIVATE INCENTIVES TO OFFER ACCESS AND 
INTERCONNECTION DO NOT ALIGN WITH THE PUBLIC INTEREST 

in evaluanng the public interest effects of the proposed merger between Amentech 27 

and SBC, policy makers must take into account two fundamental points. First. even 

without the proposed merger, both SBC and Ameritech have unilateral incentives to 

exercise market power in the provision of access in ways that do not serve the public 

interest. Second, the proposed merger wdl increase these incentives. The remainder of 

t h l s  section examines these incentives in the absence of the proposed merger. Sections V 

and VI then examine the ways in which the proposed merger would increase SBC and 

.hentech’s  incentives and ability to engage in anticompetitive behavior. 

A. ILECs have Incentives to Exercise Market Power in the Provision of 
Access 

28. A p r o f i t - ” i d n g  LEC has incentives to exercise market power in the provision of 

access services and, in the absence of effective regulatory constraints, will do so. Even if 

an ILEC did not compete downstream in either the local exchange, hterexchange, or CSC 

markets, that JLEC would have incentives to exercise market power as a seller of access 

senices by sating hgh prices. Moreover, because it does compete in the downstream 

” Brauer Afl&nt at 13-1 5 .  
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markets, an ILEC has further incentives to rake the price and incentives to deny, delay or 

degrade the provision of access to its competitors as a means of disadvantagmg these 
I 

1. .Monopoly pricing of access by an unintegrated access monopolist 

29. The first reason why an ILEC may seek inefficient, non-competitive terms for 

access comes under the general rubric of monopoly pricing by an unintegrated access 

monopolist. An ILEC can be expected to elevate its access charges above costs to the 

extent that regulators and the elasticity of demand allow it to do so profitably. An ILEC 

with sigmficant market power in the provision of access has the incentive to set monopohtic 

access prices in order to extract greater economic rents for itself. Thus, even an ILEC that did 

not compete with the carriers to whom it was selling access could be expected to charge 

meficiently high prices for that access.22 

’’ See. for example, Michael L. Katz “Economic Efficiency, Public Policy, a d  the Pricing 
of NaWolk Interconneca ’on Under tk Telecommunicatioas Aa of 1996,“ in 
Intercorlmcaion ami the Imema: Seleaed P a p c r ~ f r o m  the 19% T e l c c o ” M i m * o ~  Poky 

W e m e ,  G. Rosston and D. W a r ”  (eds.), Mahwah, New Jerscy: 
I a W G E r I b a u m A s s o c l a t c s  * , Publishers (1997). 
When an ILEC has linrited information about the exact economic d u e  that each 
interconnecting provider places on access, the ILEC cannot transfer economic rents efficiently 
to itsesffrom interconnecting carria. 

” 
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2. Raising rivals’ costs with price and non-price exclusionav 
conduct; 

30. The second reason why an incumbent LEC may seek inefficieng non-competinve 

terms for the provision of UNEs, interexchange access, and transport and termination falls 

under the general headmg of raising rivals’ C O S O . ~  ILECs compete, or have plans to compete. 

against the carriers to whom they sell access senkes. At present, SBC and h e n t e c h  

compete with CLECs in the provision of local services (albeit to a h t e d  extent) and with 

lXCs in the provision of intnLATA toll services. SBC and Ameritech also are planning to 

compete with lXCs and CSCs in the provision of interLATA senices in the future. By 

raismg the costs (or degmdmg the @ty, or delaymg or denymg access)2J of competmg 

canien’ senices, SBC and Ameritech can achieve, enhance, or maintain market power in the 

retail markets in which they compete with these disadvantaged rivals. 

3 I 

local exchange senices and interexchange services markets in whch it parricipates or plans to 

enter m the near W e .  W e  there are s i m c a n t  differences between local and long- 

distance markets in terms of the degree of competition and the role of ILECs, there is one 

common factor: L E O  control necessary access to the vast majority of telephone subscribers. 

An ILEC has incentives to disadvantage actual and potential e n t m t s  in both the 

’‘ See, for example, S. Salop and D. Schefhn .  “Raising Rivals‘ Costs,” American 
Economic Rewew Papers and Prmeedings 73 (May 1983):267; T. Krattenmaker and S. 

Pnce.” Y& Luw J& 96 @ecanber 1986):209 

We refer to all of these fonns of exclusionary conduct collectively as ‘‘raising rivals’ 

Salop, “Antiaust Adyss of Exclusionary Rights: Rasing R i d  Costs to Gain Power Ova 

14 
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BV denying efficient access to CLECs and CSCs, an ILEC is able to sustain its market 

power in the provision of loid exchange seTvices.z5 The vigor with which ILECs have 

used legal and regulatory maneuvers to resist the introduction of competition suggests 

that their current market positions are very valuable. By denying efficient access to IXCs 

and CSCs, an ILEC also may be able to create an amficial-and profitable-compentive 

I 

advantage for its own h-regon interexchange operations 

32. 

means. One way to raise rivals’ costs is to increase the charges for access. A fm generally 

benefits from an increase in the margmal costs faced by its rivals because such cost 

increases raise the rivals’ profit-maximidng prices and reduce their profit-maximidng 

output levels at current prices. And raising the costs ofpotentral rivals may delay or 

deter their entry. Put another way, by chargmg its cornpentors more for origmating and 

kvals  may be disadvantaged in a number of ways, by both pnce and non-price 

completing their customers’ calls. an ILEC can drive up the retail prices of these cornpentors. 

to ~ t s  o m  bencfit and consumers’ detriment. In addition, by cisadvantqgng CLECs and 

CSCs that might themselves offer access services, the ILEC also maintains its market power 

in the provision of access Services in the upstream market. Thus, an ILEC can have incentives 

costs.” - 
’’ This incentive to exclude CLECs and CSCs exists even before Smion 271 approval is 

granted to the ILEC. For a hnher discussion of the constraints created by Section 27 I ,  
see 759 below. 
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to charge wholesale access prices , above the monopoly prices that would have been set by an 

unintegrated access monopolis; that did not compete with its 

32. .4 second general method of disadvantaging rivals is by denying. delaying. or 

degading provision of the access needed to support the services these competitors 

provide to consumers. As discussed in Part III.B above, there are many dlfferent ways in 

which an ILEC can disadvantage its rivals through its control of essential access services 

and facilities. For example, consider a CSC with an innovative new combined senice 

that it would like to offer in competition with an ILEC. Suppose h s  CSC entrant can 

offer the service efficiently only if it ob- a particular type of access arrangement from 

the ILEC. The ILEC's refusal to provide that access in a timely fashion could destroy the 

entrant's ability to compete. In less extreme circuinstances, this refusal will raise the 

entrant's cost of competing or reduce the quality of its service offerings. Either way. the 

CSC will be a weaker competitor in both the local exchange and interexchange markets, 

permitting the ILEC to profit in both of these markets. As discussed'in Part  1V.D below, 

t l us  second type of exclusion is very hard for policy maken to monitor, and we believe 

that it is impossible for policy maken hlly to prevent abuse. As regulators succeed in 

I' It does not automatidy follow that any vertically integrated firm will want to 
disadvantage its customers in order to promote its own downnrcam division. The 
integrated firm must balance the foregone profits from lost upstream sales against the 
increased profits of its downstream division. Under some conditions. it will not be 
profitable to elevate the input price charged to downstream rivals. We address the specific 
incentives of SBC and Ameritech in the downstream markets below. 

20 



holding down the charges for various types of access services to lower levels. an ILEC 

w gains the incentive to employ these non-price means to raise rivals’ 
I 

costS.21.28 The threat of non-price exclusionary conduct is particularly suong against 

CSCs that require innovative access arrangements that are the most difficult for re, uulators 

to monitor efiectively. And, as a new enuant trying to roll out its senices rapidly on a 

nationwide basis, a CSC is very vulnerable to ILECs’ actions that delay or degrade the 

CSC provider’s ability to offer service. 

B. A Formal Model of  ILEC Incentives to Exclude Competition with 
Exclusionary Access Policies 

34, In this part, we develop a simple, formai.andytlc h e w o r k  and apply it to the 

issue of exclusionary conduct dvected at competing CLECs, KCs. or CSCs. As 

discussed earlier. SBC and Ameritech have and will continue to have substantial market 

power in the provision of access services required by CLECs, IXCs, and CSCs. For any 

If access and interconnection prices were hlly unregulated. then the ILEC may not have 
the incentive to use these non-price means of exclusion. This conclusion follows from the 
fact that increasing the price of access generates increased revenue in the upstream market 
at the same time that it disadvantages rivals in the downstream market. Note that in 
situations whm price dis”!ion is infeasible but non-price discrimination is not. the 
ILEC may have the hxntive to use non-price means of exclusion even when 
intercoinwtion fees arc unregulated. 
There is considerable evidence of exclusionary conduct by the ILECs. For a discussios 
see Declaration of Stanley M. Besen Padmanabhan Srinagesh. and John R. Woodbury, 
“An Economic Analysis of the Proposed SBUAmentech Merger,” October 14, 1998. 

21 

28 

21 



"., 
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w e a l a t e d  - access 

prices in order to disadvantGe rivals. For regulated access services, SBC and h e n t e c h  

will have the incentive to raise competitors' costs by denying delaying or degradmg 

access. if regulators cap access prices sufficiently below the (integrated fm) monopoly 

price. 

SBC and Ameritech will have the ability to raise access 

35 By engaglng in non-price exclusionary conduct, SBC and Ameritech sacrifice 

profits from the sale of wholesale access in return for increased market power in the 

provlsion of local exchange, interexchange, and combined services. The carriers also run 

the nsk of incurring regulatory sanctions in the event that the regulaton are able to detect 

and p u s h  ttus exclusionary conduct.3o To choose the degree to which to carry out such 

exclusionary conduct, an ILEC must balance the benefits of exclusion against these costs 

In part. the benefits depend on the way in whch the ILEC exercises the increased market 

power that results from exclusionary conduct. h t h ~ s  sectlon, we develop two 

expressions for the ILEC's incentives to engage in non-price exclusionary conduct which 

we refer to as the relative-margm incentwe and the increased-price incentwe. 

For example, certain broadband access services might not be regulated in the hture 
.b discussed below, the ability of regulators to detect exclusionary behavior is limited. 
However. the greater the extent of exclusionary conduct, the more likely it is that the 
ILEC will be caught and punished. 

29 

."' 

22 



1. The Relative-Margin Incentive 
I 

56. 

Its retail unit sales at current prices in response to the weakening of competition. 

Suppose that SBC pursues t h ~ s  strategy. In this case, the exclusion permits SBC to 

The relative-hargm itkennve is based on a scenario in whch the ILEC increases 

replace upstream sales of access to competitors with a certain quantity of downsueam 

retail sales to end users.3' Algebraically, we can express thx relationshp as 

Gain from Exclusion = A g  x m' - A P  x ma . (eqn. 1) 

where AQr is the adcfitional retail m f 6 c  that SBC gains as a result of the exclusionary 

behavior, m' is the margm @rice minus incremental cost) that SBC earns on those retail 

services. AQ" is the volume of access services that SBC loses as a result of the fact that 

nvals no longer purchase as much access when SBC engages in exclusionary behavior. 

and m" is the margm that SBC would have earned on those access senices. In other 

words. Equation ( 1 )  implies that, if the incremental retail business gained is more 

profitable than the incremental access business lost, then SBC would have incentives to 

exclude its rivals in the particular retad segment. 

- 

This condition is sufficient. but not necessary. Even if this scenario is not profitable at 
current prices. it nonetheless may be profitable to exclude if SBC increases its retail price 
somewhat instead of increasing its output by the hll amount of the reduction in its rivals' 
output. For regulated Services facing new competition, preventing price from falling is 
treated as a price increase. 

: I  
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37. 

towards the CLECs,'IXCs, a d  CSCs. When excludmg CLECs, SBC sacrifices 

wholesale access volume and revenues, but gains retail local exchange volume (both in 

t ems  of lines and, in the case of local measured service, minutes)." When excluding 

IXCs. SBC wades the loss of switched and special access traffic asainst the gain in retail 

l h s  general framework can be applied to exclusionary access conduct directed 

long distance lraffic. When excluding CSCs, increased local and long distance profits are 

weighed against lost access profits. Moreover, as access charges are adjusted toward 

cost-based levels, ma will fall and the ILEC's incentive to engage in non-price 

exclusionary conduct will rise. 

38. The change in profits also has to be balanced against the risk of regulatory 

sanctions. Let S denote the expected sanctions when the ILEC engages in amount d of 

exclusionary behavior. One would expect S to rise as d rises for two reasons. One. the 

probability of detection wlll increase as the behavior becomes more egregous. Two, the 

penalties levied upon detection may increase in the level of acticty undertaken. To 

capture h s  relationshp between S and d, we write S(d). The volume changes will also 

depend on d. so we express them as AP(d) and A.Q"(d). Using this notation, SBC has 

incentives to choose the level of exclusionary conduct to maximize its gains net of 

enforcement costs, 

'2 In the longer run. the SBC may not be sacrificing much wholesale traftic. By 
disadvantagrng the CLECs, SBC can raise barriers to entry into the access market and 
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Ner G 9 n  = A g ( d )  x m'- A g ( d )  x mu - S(d) . (eqn. 2) 
1 

i 

39, One can express ttzls simplified scenario in more detail to facilitate computation of 

a particular ILEC's incentives to engage in exclusionary conduct. Suppose that SBC 

delays, denies, or degrades the provision of access by amount d, and these actions lead its 

compentors in one of the r e d  markets to reduce their collective retail unit sales by 

AQfd) at the current retail price. Suppose that a fhction, 6, of these sales are divened to 

SBC at the current retad price; in other words, SBC's unit sales rise by A g  = 8AQ(d). 

The proportion 6 is known as the diversion lf the s&ces are perfect substitutes. 

then 6 = 1. For differentiated products, 6 < 1. 

40. 

as they cut back their retail sales, other carriers will have less demand for SBC access 

senices. We use h to denote'the amount of access tratKc that SBC loses due to its 

The increase in d will also reduce SBC's sales of access minutes to other carriers; 

exclusionary behavior, expressed as proportion of the retail traffic that the cfisadvantaged 

caniers lose.'' The value of ?. calculated over all lost traffic will depend on the mix of 

traffic. Using this notation, we have AP = MQ(d) 

better maintain its market power in the provision of these services. 

For addjtional discussion, see Carl Shapiro. "Mergen with Differentiated Products." 
Antrnust (Spring 1996):U. 

.. .*.. 

'' Suppose. for example, that SBC has received Section 271 approval and disadvantages all 
other IXCs purchasing access Services from it. Further, suppose that these e e r s  cut 
back their retail sales by 100 minutes and that caniers reduce their purchases of access 
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4 1. .-ed with t h s  new I notation, we can re-write Equation (2) as 
I 

* 

NetGain = A Q ( d ) x { 6 x m r -  A x m " ] - S ( d ) .  (eqn. 3) 

.\s long as the relarive margin, 6 x m' - A x ma, is positive and it is difficult for 

regulators to detect a small increase in exclusionary conduct, SBC has incentives to raise 

rivals' costs. 7 5  

2. The Increased-Price Incentive 

42. 

be formulated. The increased-price incentive is based on a different scenario in which 

SBC exercises its increased market power (which results from its exclusionary conduct) 

by holdmg its output k e d  and obtaining a hgher price (than would occur otherwise). As 

in the previous scenario, exclusion that reduces rivals' retail output by AQ(d) units 

.4 second s a c i e n t  condition for the profitabhty of raising rivals' costs also can 

reduces SBC's sales of access by A P  = MQ(d) units, and thus reduces its access profits 

by MQ(d) x ma. The diffefence between the two scenarios comes in the retail market. 

Now, instead of increasing its output level, SBC gains fiom a price increase, W d ) ,  times 

from SBC by 150 minutes. Thm in this example, A would be equal to I .  5 (Le., 1 SO/ 100). 

If the access price were unregulated and price discrimination were feasible and 
unconstrained, then the incentive to exclude by degrading. delaying, or denying access 
would disappear because SBC would increase the price of access (and thus mO) instead 
As noted earlier, restrictions on the access margin increase the ILEC's incentives to 
engage in non-price exclusionary conduct. 

'' 
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the SBC’s output in the retail market Q,. The gain in retail profits is thus 0, x Ap(d). :” 

Taking the expected sanction, S(d) into account, 

iVcr Gain = 0; x Ap - mn x 2, x AQ(d) - S(d) . (eqn. 1) 

43, Even if regulators capped retail prices at levels leadmg to a retail margin so low 

that the relative-margn incentive were negative, the increased-price incentive stili may 

be satisfied. Th~s  latter incentive may also be satisfied even when regulators prevent the 

ILEC from raising retail prices. This outcome is possible because exclusionary access 

policies raise or maintain baniers to enny and expansion. These baniers can permit the 

ILEC to profitably maintain the current regulated price rather than being led to reduce 

retail prices to meet the threat or actuality of new competition. In ttUs way, the ILEC’s 

exclusionary conduct prevents price from falling to a lower, more competitive level. 

Deterring such price decreases is, of course, an exercise of market power:“ 

4.4. 

incentives. They are based on the assumption that the ILEC exercises its market power 

either (a) solely by increasing output at the current price, or (b) solely by taking a hgher 

price (or forestalhg a price decrease) on current output. These calculations ignore the 

It also is important to emphasize that these expressions may understate actual 

’‘ David S. Sibley and Dennis L. Weisman. “The Competitive Incentives of Vertically 
Integrated Local Exchange Carriers: An Economic and Policy Analysis.” Journal of 
Policy Anafysis and Mwzugemenf 17 ( 1 998): 74, take a similar approach. 
See Kranenmaker, Lade and Salop, mpru note 3 .  In what follows, we will include in the 
meaning of “raising price” the conduct of “preventing price decreases.” 

.:7 
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potential for the ILEC to choose a possibly more profitable intermediate combinanon of 

higher price and hlgher output. 
I 

3. An Illustrative Example 

15. This part illustrates the relative-margin incentive in a calibrated simulation to 

show that an ILEC can have significant incentives to engage in exclusionary conduct. The 

pmcular example considered involves 

facilities required by a hypothetical CSC planning to offer single-line business customers 

a bundle of local and long distance ~ e ~ c e s . ~ *  The ILEC's net gains from delaying or 

detemng the hypothetical CSC's enuy are computed below. These computations are 

illustrative. A given ILEC's incentives to exclude a rival depend, in part, on the business 

models of both the ILEC and the specfic rival, so we fint discuss those business models. 

We then compute the ILEC's upstream and downstream m a p s  to allow calculation of 

ILEC delayng the provision of essential 

the rclative-margin incentive. 

46. The hypothetical CSC has a business model in which its usage-sensitive charges 

m o r  those of current ILEC and IXC usage-sensitive charges, but the monthly fees are 

lower than those charged by the ILEC and I X C S . ~ ~  As a consequence, we assume that the 

'' Actual CSCs are expected to build neworks that can offer the full range of local and long 
distance Seryiccs that are available from LECs and WCs today plus new advanced senices 
and applications that can be used when both ends of the call are directly anached to a CSC 
network. We return to the effects of these addiuonal senices below. 
Subscribers might also be amacted to the CSC by the convenience of integrated billing if 
the ILEC cannot offer this feature. 

'9 
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usage partem of a gwen customer will not change when he or she stufis to the CSC. 

47. 
I 

Suppose that the CSC offers its bundle of local and long distance services over a 

mix of owned facilities and LWEs leased from the ILEC. In particular. the CSC is 

assumed to: (a) own its long-distance network;"' (b) provide service over unbundled loops 

purchased from the ILEC; (c) provide its own local switchmg; and (d) use aansport 

leased from a CAP. 

48. 

region long distance senices over its own network facilities.'" The ILEC is assumed to 

purchase bulk long &stance minutes from an IXC to transport calls from its subscribers 

that terminate outside of the ILEC's region.42 The ILEC earns terminating access charges 

on long-distance calls from subscribers outside the ILEC's regon to its local exchange 

subscribers. In addition. the ILEC e m  interstate and intrastate access charges on in- 

region calls origmated by other carriers operating in its region, and it pays applicable 

The ILEC in our hypothetical example is assumed to provide local services and in- 

terminanng access charges to other carriers whose in-region subscribers are called by 

*I Equivalently, the CSC could lease a network or purchase bulk capacity from a canier 
other than the ILEC. 
Local calls from the ILEC's subscribers to competing CLECs are assumed to be in balance 
and reciprocal compensation rates are assumed to be symmeaic. Thus. the ILEC's 
payments for onpazing local c a b  that terminate on CLEC networks equal the payments 
ILEC receivts for tmninating calls that originated on CLEC networks. 
These calls are terminated over the facilities of the access providers saving that regon 
and terminating access charges are paid on this traffic. 

" 

'' 
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ILEC customers.'' 
I 

49. We next evaluate the relative-marp incentive in thts example. We assume that 

the ILEC engages in exclusionary conduct by delaying or denying the provision of 

condinoned unbundled loops that the CSC needs to serve single-line business customers. 

As a result, the CSC's subscriber growth (in t e m  of number of customers) is reduced. 

We assume that the ILEC expands its own output to make up for the reduced output of its 

competitor, leaving the usage-sensitive market price for the various retail senices 

unaffected . 

50. 

in the retail market the ILEC gains monthly revenue of approximately S89.50 per 

subscriber diverted from the CSC. These revenues are derived from the sale of both local 

and long-distance service. Our underlying assumptions lead to the ILEC's having retail 

costs of about $37.50 per subscriber per month. The resulting retail m a r p  is 

approximately 652.00 per month p a  customer divefled from the CSC.45 

Based on the assumptions described in more detad in the Appendix A we find that 

5 1.  On the wholesale side, for every customer diverted from the CSC, the ILEC 

" As with local calls, intra-region traffic is assumed to be in balance and net payments are 
assumed to be zero. 
Note that consumers are worse off as the result of the ILEC's exclusionary behavior- 
they are-denied the benefits of the lower monthly charge and the convenience noted in 
footnote 39 supra. 
In explaining this scenario, we find it clearer to include the profits fiom terminating access 
in the retail side of the incentive. Only the unbundled loop margin is included on the 

" 
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?; sacrifices the m a r p i  earned 1 on an unbundled loop. We assume that the price per loop IS 

S 14.50 and the long 'm incremental cost is $12.00. Thus. the assumed wholesale margin 

is $2.50. If instead we used short-run m a r p a l  cost (which is assumed to be zero). then 

the upsaeam marpn would equal $14.50. 

1 

52. Applying these assumptions to calculation of the refarive-margin incenrivc, we 

fmd that the exclusion is highly profitable. Using either short-Iun or long-run incremental 

costs, the retail margin is substantially larger than the access mar_&. The retail margin 

exceeds the access margrn by approximately $37.50 (Le., $52.00 - $14.50) even takmg 

the marpa l  cost per loop to be zero.L6 The difference rises to approximately $49.50 

(1. c., $52.00 - S2.50) in the longer mn, using the long run incremental cost for the loops. 

Given the way in which we have parametrized our example, h = l .47 Substituting the 

relevant values into Equation (3)  shows that when the diversion ratio is equal to unity. 

exclusionary conduct increases profits in the absence of detection and regulatory 

sanctio9. 

5 2 .  

even if the diversion ratio 6 is less than one), it is still likely that exclusion would be 

Even if the ILEC does not capture all of the customers lost by the CSC (that is, 

wholesale side. This choice of labeling has no effects on the conclusions. 
This comparison uses the long-run incremental cost of the loop ($12) when computing the 
retail margin, and the short-run m a r N  cost (SO) of the loop in computing the whoiesale 
margin, and thus is c o m a t i v e .  
This follows fiom the assumption that the CSC reaches each of its customers through an 

'' 
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profitable. Ignoring the risk of sanctions, as long as the diversion ratio exceeds 28 

percent. the exclusion is profitable using the short-run marginal cost of loops. Using 

long-run costs, exclusion is profitable as long as the diversion ratio exceeds 5 percent 

The diversion ratio is likely to be much closer to unity in the light of the ILECs' near- 

monopoly positions in local exchange markets and the likelihood that they would 

disadvantage all of their CSC rivals simultaneously. Thus, the ILEC in th~s example 

would likely have strong incentives to delay or deny the provision of unbundled loops to 

the CSC. These exclusionary incentives would then have to be balanced against the risk 

of regulatory detection and sanctions. In the light of imperfections of regulation, the fear 

of regulatory sanctions is unlikely dominate the incentives to exclude. 

54. Whle the scenario is hypothetical, the example suggests that ILECs like SBC and 

.-entech can have s ipf icant  incentives to engage in exclusionary behavior even in the 

absence of the merger. As shown in Section V, these incentives would be even larger if 

the proposed merger were allowed to be consummated. 

C. The Exercise of ILEC Market Power Harms Efficiency, Competition, 
and the Public Interest 

5 5 .  Competing telecommunications providers obviously are h m e d  when an L E C  has 

s i m c a n t  market power and exercises that power by setting inefficiently high monopolistic 

access pnces by dcnymg, delaying, or de-g the access below the efficient level. The 

unbundled loop purchased from the ILEC. 
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adverse effects on consumers and effkiency go beyond thts h a m  to competitors. These 

broader adverse effects raise ierious public policy concerns. The market suffers 

efficiency losses because the incentives to invest in R&D and physical infrastructure to 

provide these competitive local and long-&stance services are reduced. Moreover. the 

costs of retail services will be increased, which can be expected to raise the retail prices 

paid by consumers and thus lower consumer welfare and suppress output below efficient 

levels. 

D. Regulators Will Be Unable to Prevent the Anticompetitive Exercise of  
ILECs’ Market Power Over Innovative New Access Arrangements 

56.  In the light of these welfare-reducing effects of h s  exclusionary conduct, there is 

a public interest in limiting such behavior. This is, however, very difficult for regulators 

to do for two fundamental reasons. First, as discussed in the remainder of t h ~ s  part. 

regulation is imperfect at detecting and correcting such conduct, particularly for new and 

innovative forms of access. Second, as discussed in Section VI below, the potential for 

continued consolidation of the large ILECs will further reduce policy makers’ ability to 

exercise effective oversight. SBC and Ameritech have argued that, even if there were 

problems with the potential exercise of market power, regulatory oversight could 

sufficiently handle any potential problems.u Analysis of the facts indicate otherwise. 

A a  See. Merger of SBC Communications Inc. and Amerrrech Cotporation: Description of 
[he Transaction, Public Interest Showing and Relared Demonstrations, filed with the 
Federal Communications Commission July 24, 1998, at 90-9 1. “Within SBC’s or  
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Even if the Commission were / to believe that it can prevent serious abuses in the standard 

provision of ‘‘plain vanilla” interexchange access-a position that some market 

participants might dispute-hture interconnection and access issues will be much more 

difficult to For existing interLATA arrangements, poiicy makers have built up 

experience over a number of years in detecting and addressing problems with the 

8 

provision of access. The development of performance standards has been facilitated by 

the possibility of benchmarkmg, whereby the performance of one ILEC is judged in 

comparison with the performance of other ILECs. In this regard, it is sipdicant that 

these standards were set when ILECs had less incentive to engage in exclusionary or 

discriminatory behavior than they do in the present economic and regulatory 

environment. 

hentech’s regions, the merger will not in any way alter or diminish the ability of others 
to compete in local exchange markets. Neither competitors, state commissions nor this 
Commission will allow any backsliding in the market-opening process.” 
For example, a recent &davit submitted by Dale Hatfieid observed that the ILECs have 
been substytially increasing the extent to which their networks are intelligent, a change 
that increases the ILECs’ ability to tailor their services to individual customers. “But this 
very ability to customize means that the BOCs or other [ILECs] can ‘ h e  tune’ their local 
exchange networks to Favor (a) their own interexchange operations over their 
interexchange d e r  competitors andor (b) their own end user customers over the end 
user customers of their intmxchge competitors. Stated another way, the incumbent 
local exchange Carriers, including heritech, will have additional-and generally more 
subtle-methods of discrimination available to them.” p o t e  omitted.] Mdavit of Dale N.  
Hatfieid OR Behalf of MCI Telecommunications Corporation, Before the Federal 
Communications Commission, In the Matter of Application of Ameritech Michigan 
Pursuant to Section 271 of the Telecommunications Act of 1996 to Providt! In-Refion, 
InterLATA services inMichigm. CC Docket No. 97-137 (June 5 .  I997), at 15. 
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57. The situation is quite different for access between ILECs and CLECS. and for 

access in support of 'new intirexchange and combined services. Access arrangements 

berween ILECs and local service providers are far from fully set in place. Both market 

pamcipants and regulators have little experience with how these arrangements will work 

under commercial conhtions. Moreover, as both local and long distance service 

providers launch new services, there will be a variety of new, innovative access 

arrangements needed to facditate xDSL and other new technologies. For these 

arrangements, policy makers do not have the benefit of long experience in detecting and 

correcting problems. Nor have policy markers had the chance to develop comprehensive 

performance standards. Further, the donnat ion needed to regulate ILEC behavior may 

be exuemely dificult to obtain. How, for example, would the regulators rapidly 

determine that an ILEC was leaving unused (or undexused) equipment in a central office 

in order to block CLEC or CSC collocation? And what SOR of d e s  would govern 

interference among digttal signals in a binder group? In adbtion, as discussed in more 

detail in Section VI below, the merger will make benchmarking more difficult by 

reducing the number of ILECs and distorting their incentives. For all of these reasons, if 

SBC were to refuse to provide efficient new access arrangements, delayed or slowed 

deploy"& OT reduced the q d t y  of the access below the efficient level, regulators 

would face s i d c a n t  diffculties detecting the distomons and inducing SBC to correct 

its misbehavior. 
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5 8 .  The fact that SBC aqd Ameritech must obtain Section 27 1 approval before 

providing interLATA senices does not change th~s conclusion. Unless the Commission 

interprets the Section 271 standard as requiring that a Bell company face very substanrial 

actual local exchange competition before being allowed to offer in-region interLAT.4 

services, a Bell company’s meeting t h ~ s  standard will not imply that the company has a 

non-dominant market position. In all likelihood, CLECs and CSCs will remain dependent 

on the ILEC for the U N E s  they need to compete long after Section 271 approval has been 

u =anted. And CLECs, CSCs, and K C s  will remain dependent on the L E C  for various 

other access services as well. AU of the problems of detection and enforcement discussed 

above will arise whether or not Section 271 approval has been granted. And, perhaps 

most important, all of these problems will occur for the si&icant interim period prior to 

the granting of Section 271 approval. 

i 
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is threatened by exciusiorlary behavior by ILECs. Long, drawn-out litigation and 

regulatory proceedmgs wil l  not resolve the issues soon enough to facilitate the rapid entry 

and expansion that Sprint has planned.” This is unfortunate because such entry would 

help to bring increased competition to local exchange markets. While policy makers 

should not give up trylng to h t  exclusionary conduct through direct oversighg it is 

impomnt to ensure that competitive market forces can be used wherever possible. And it 

In summary, the roll-out of Sprint ION and similar services by competing carriers 
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is equally imponant that market conditions not be allowed to deteriorate in ways that 
I 

increase the incentive and ability of ILECs to exercise market power. As the next section 

explams, blocking the proposed merger is one way to promote competitive market forces 

and limit the incennves and ability for SBC and Ameritech to carry out exclusionq 

conduct.“ 

V. THE PROPOSED MERGER WOULD INCREASE SBC AND 
AiMERITECH’S INCENTIVES AND ABILITY TO EXCLUDE RIVALS BY 
DENYING ACCESS 

A.  

In the light of the strong network effects and the ILECs’ dominant position as 

Exclusion By One ILEC Benefits Other ILECs 

60, 

providers of local loop services, the ILEC provision of access services to other carriers 

under reasonable terms is essential to the ability of rivals to compete effectively in the 

local exchange and interexchange markets. As already discussed, ILECs have an 

incentive to raise rivals’ costs in order to acheve, maintain or enhance market power in 

the provision of local exchange and interexchange services. The proposed merger 

between SBC and Ameritech would increase their incentives to disadvantage CLEC, CSC 

and IXC competitors by foreclosing them from efficient access at reasonable prices. 

”’ Brauer A f i h t  at 20. 
Moreover. as discussed in Section VI below, blocking the proposed merger will preserve 
competitive benchmarks as a means of using market-generated information to improve the 
regulation of all large JLECs. 

5 1  
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6 1 ,  

straiehtfonvard. * In many instances, rival carriers require access from multiple ILECs in 

order to compete efficiently. The merger of two LLECs increases their incentives and 

ability to foreclose access to competing carriers because it allows each ILEC to capture 

the armcompetitive benefits that spillover to the other ILEC. 

The basic logic underlymg th ls  anticompetitive effect of the proposed merger is 
I 

1 

62. When a competing carrier’s abhty’ to sexve customers depends upon its ability to 

o b t m  efficient access arrangements at reasonable prices from multiple ILECs. the 

deaadation, - delay, or denial of access in one LLEC’s region may weaken the competing 

carrier in the regon of another ILEC. Because of these multi-market effects. one ILEC‘s 

exclusion of competitors from efficient access will create anticompetitive benefits for 

other ILECs. For example, when SBC raises the cost of access to the LxCs, CLECs or 

CSCs in its region, SBC’s foreclosure action may weaken the rivals’ ability to offer 

services in h e n t e c h ’ s  regon as well. If so, Amentech derives an anticompetitive 

benefit from SBC’s exclusionary conduct. Of course, before &e merger. SBC would not 

take t h l s  spillover benefit to Ameritech into account. However, after the merger, SBC 

will take this spillover benefit accruing to Ameritech into account. As a result of 

internalizing these spliloven, SBC’s incentives to raise rivals’ costs would be increased. 

Similarly, the merger would raise the merged entity’s incentives to engage in 

exclusionary behavior in Ameritech’s regon. 

63. Thus, thls analysis predicts that the merger would lead both SBC and Ameritech to 

search for new methods to exclude competitors and mtensify their exclusionary conduct. 
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n i s  may mean more s i p e c a n t  denials of access by both divisions of the merged entin,. 

further delays in pahang access, and lower quality access than would have been provided 
i 

absent the merger." The fact that SBC and h e r i t e c h  may have incennves to exclude 

without the merger does not alter h s  conclusion. Worsened incentives will mean more 

exclusion as each division is willing to undertake a greater risk of regulatory sanctions in 

return for the increased rewards from successful exclusion.s3 

64. As a result of h s  increase in exclusionary conduct, nvd carriers will be injured 

and will become less formidable competitors to the ILECs than they othtnvise would. 

<.) - -  SBC might argue that the merger reduces the amount of exclusion in that the merger 
would lead SBC to stop following an exclusionary policy towards Ameritech in markets in 
which they compete (such as the interexchange market), and vice versa. This could be a 
beneficial effect of the merger. However, it should not be given much weight by policy 
makers for two reasons. First, it will be offset by the incrwed exclusion of other 
competitors. Second, it would tum policy on its head to reward an ILEC's exdusionary 
conduct by permitting it 'to acquire its victims. This policy would increase SBC's 
incentives to exclude other rivals even more intensely because doing so would increase its 
abiiity to exclude others as well as lower the cost of acquiring them. 
Our analysis demonstrates that the merger increases SBC's benefits of exclusion as a 
result of internalidng the anticompetitive benefits that spillover to Ameritech and vice 
versa. As benefits increase, SBC's benefit-cost balance likely will lead it to expand its 
efforts to exclude rivals. In principle, these increased b e n c h  could be offset by increased 
regulatory sanctions in the event that exclusion is detected. However. state regulators in 
(say) Texas are unlikely to bring sanctions against SBC for exclusionary conduct towards 
CLECs or CSCs in (say) Illinois or Connecticut. Nor has the Commission shown any 
inclination to increase regulatory sanctions in response to mergers. Moreover. even if this 
scenario were plausible, there are offsetting effects. In particular. SBC may have 
econoqk of scope in defending itself from such charges in multiple state proceedings. 
And, even if there is a chance of sanctioning SBC, entrants may not be willing to wait 
around at a disadvantage for the outcome of the proceedings. In any we, the whole point 
of encouraging CLEC and CSC entry is to reduce the need for regulation over time; it is 
not to expand the need for regulation by permitting mergers that enhance the ILECs' 

'' 
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Consumers also will be haxmed , as competition is weakened. Service prices likely will be 

higher, and quabties ’and choices will be lower, leading to a reduced level of consumer 

welfare. To the extent that the disadvantaged competitors have differentiated products or 

would have lower costs or hgher quality than the ILECs in the absence of dscnminanon. 

efficiency will be reduced and consumer harm will be further magnified. 

I 

65 .  The merger of SBC and Ameritech also will increase their abiliy to engage in 

exclusionary conduct that raises rivals’ costs in three ways.” First, the regulators will no 

longer be able to monitor, detect, and prove the existence of exclusionary conduct by 

SBC by using Ameritech’s conduct as a benchmark, or vice versa. Second. after the 

merger, SBC and Ameitech may gain the ability to coordinate and r a t i o n h e  their 

exclusionary conduct to make detection and proof more diffi~ult.’~ By controlling both 

ends of access, the integrated company may be better able to evade regulatory oversight 

of the quality of the access it provides by better rationalizing its exclusionary tactics. 

incentives to exclude. 
In addition to the issues discussed here, the increased incentive to exclude discussed 
already can be stated as an increased ubifity to exclude. If one treats the merger as SBC 
acquiring Ameritech, then SBC gains an increased ability to exclude SBC’s interexchange 
rivals by raising the5 costs of interconnecting to the Ameritech local exchange network. 
In the previous paragraph we neated these effects as an increase in heritech’s incentive 
to exclude. rather than as an increase in SBC’s ab* to exclude. Regardless of how it is 
stated, the effect is the same. Rivals’ costs will be raised, or their service qualrty reduced. 
leading to reduced competition in the interexchange market. 

While SBC and Amerittch emphasize the possible sharing of “best practices” post-merger, 
they may well share “worst practices” (fiom a public interest perspective) too. 

54 
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Finally, SBC may benefit from economies of scope in fighting regulatory battles in 

multiple state foTunis.’6 

I 

I 

B. 

Because of their importance in understanding how the proposed merger would 

The Sources of Anticompetitive Spillovers 

66. 

increase SBC and Amentech’s incentives to engage in exclusionary conduct, we examme 

the cross-market lrnkages that give rise to anticompetitive spillovers. We will then 

develop the logc more fully using graphical and algebraic analysis. 

1. Exclusion of Rival IXCs 

6 7 .  

of LXCs. so we begm with them. An K C  providing Ea& among regons requires an 

interconnecnon at both ends of the call. If the ILEC providing terminating access to the 

IXC denies or degrades that access, then an ILEC compemg with the LXC to offer long 

distance senice at the ongmating end also will benefit. Thus, in the interexchange 

market an exclusionary access policy by one ILEC towards IXCs will spill over and 

benefit other LECs in other regions. 

Compemg carriers’ dependence on multiple I L K S  is most easily seen in the case 

. 

68. 

competitors require access to the local exchange network from two repons, the region in 

Consider the case of foreclosing efficient interconnection to rival IXCs. IXC 

In addition. to the extent that state proceedings do not take place simultaneously. SBC can 
gain a reputation among entrants as a firm that excludes rivals, and thereby may deter the 
entrants fiom attempting to enter to begin with. or it may slow down their entry plans. 
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which the call is origmated and the region in whch the call is terminated. In most cases. 

KCs  will have to pufchase aicess from the respective ILEC. As a result. foreclosing the 

Ixcs from efficient interconnection in its region will raise rivals’ costs and thus may give 

the ILEC in that region market power in the downstream interexchange market in that 

region. Thls market power may be exercised with a hgher interexchange market share. 

hi&er pnce or some combination of the two. Moreover, the IXC competitors in Region 

-. whose calls o r ipa t e  in Region 2 h d  terminate in Region 1, are dsadvantaged by 

inferior terminatmg access in Region 1. It follows that, if ILEC 1 forecloses the IXC 

competitors in Region 2 from efficient terminating access in Region 1, then those IXCs 

also will be placed at a competitive &sadvantage in Region 2, providing an 

anticompetitive benefit to E E C  2. Exclusion of the IXC competitors by ILEC 2 

provides an analogous benefit to ILEC 1 .  

2. Exclusion of rival CLECs 

69. Exclusionary access policy by one ILEC directed toward multi-market CLECs can 

also benefit other ILECs. Th~s wtll occur when harming the CLECs in one regon 

weakens their ability or incentives to compete in another region. That is, if a CLEC 

suffers lower quality or higher costs, reduced market share, and lower profitability in one 

region, those factors will reduce the likelihood that it enters other regons as well. Even 

if the exclusionary conduct in one market does not deter CLECs’ entry altogether, it may 

lead the CLECs to enter at a lower scale, with higher prices, or reduced service offerings. 

Either way, the CLECs will become less of a competitive threat to both ILECs. 
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70.  These cross-region effects can d s e  for several reasons. First even if the multiple 

local markets are distinct, th&e may be common research, product developmenf 

supporting software development, and promotional costs for a CLEC e n ~ a n t . ~ ’  In 

deciding whether to enter the business at all, a potential carrier will evaluate its overall 

expected profits for en-.’ Thus, the potential entrant would take the sum of its expected 

market-specific profits across all of the areas into whch it is contemplating entering and 

compare h s  sum with the development and other common costs. If the market-specific 

profits sum to less than the required return on their capital and common costs, then entry 

will be unattractive. Thus, an ILEC’s actions that reduce the profitability of enuy in one 

regon can lower the likelihood of entry in all regions. 

7 1.  

profitable to enter or the extent to whch a CLEC finds it profitable to make investments 

Exclusionary actions also may reduce the speed with which a CLEC finds its 

that improve its senice quahty. Suppose that the exclusion reduces the potential customer 

base in the frrst regon for a CLEC. That lower p.>ten~al customer base means that its 

rate of return on investments will be lowered. For example, suppose that a contemplated 

investment in product quality would allow a CLEC to increase the number of people that 

would be attracted to its service. If its potential customer base is reduced by 

exclusionary conduct in the fint region, then fewer new customers can be obtained and it 

For example, SBC itself emphasizes in its filing that there are signrficant development and 
roll-out costs for local enuy that can be spread across markets if an entrant pursues a 
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would earn a lower return on that invesment. As a result the investment may not e m  a 

large e n o u d  ” r e m  to juse‘undertalung it. In that case, potential new customers in the 

second region also would be denied the quality improvement, so the CLEC would not be 

able to expand there either. Thus, the ILEC in the second region will gain from the 

exclusionary conduct of the ILEC in the first region. 

7 2 .  There also may be economies of scope associated with offering senice in multlple 

local markets that affect variable costs (e.g., reduced costs of obtaining certain pieces of 

equipment whose use varies with the number of subscribers or calling volume). In h s  

case. exclusion that reduces the entrant’s volume in one market increases the entrant’s 

vanabie costs in the other markets in which it is competing. 

3. Exclusion of rival CSCs 

3- 1 3  

across other regons for the reasons i d e n ~ e d  for both lXCs and CLECs above. First as 

with IXCs. a CSC may need terminating access from multiple ILECs. Second, a CSC 

may be offering advanced services that arc subject to service-specific network effects 

( / .e. ,  each senice dcrives value from the fact that it is offered in a lot of places and allows 

many end USM to communicate with one another). Exclusionary tactics in one regon 

can weaken a CSC’s ab- to sell its entire suite of combined senices in other regions 

Exclusionary access policy by one ILEC b e c t e d  towards CSCs can weaken them 

multi-market strategy. See Affidavit of James S. Kahan July 20, 1998 
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by reducing customers' perceived 4 quality of the advanced senices that are included in 

that suite. These effects arisd when on-net features do not extend to off-net 

communications. Thrd, as with CLECs, even ifthe multiple local markets are distinct. 

there may be common fixed costs across markets, joint investment decisions. or other 

sources of economies of scope. 

74. Sprint ION is an example of a combined senice that extubits such multi-market 

dependence. Denymg appropriate collocation, integration of OSS, and other tactics will 

weaken Sprint's ability to offer its ION suite of combined senices. The full roll-out of 

Sprint ION will trigger the need to spend hundreds of d i o n s  of dollars for billing 

systems and other software platforms, centmkzcd databases, centralized network 

engineering and monitoring facilities, and national advertising." For example. just the 

s o h a r e  to run the Sprint Senice Nodes has an estimated cost of $100 million.59 Multi- 

market effects also arise because Sprint will have to bear hgher costs to carry traffic for 

which one end is forced to either origmate or terminate off of the Sprint ION network as a 

result of SBC exclusionary conduct.60 

'* These c"on  costs are discussed in much greater detail in the Afiidavit of Gene Age. 
October 14, 1998 ("Agee Affidavit'? at 7-9. 

J9 A p e  A@dPvtt at 8. 
'' These costs arise fiom the need to translate the transmission. See Agee Aff idat i t  at 12. 
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C. Graphical Analysis 

The incentive‘s to puriue such a vertical foreclosure strategy-and the ways in 75. 

wtuch the merger increase the incentives to exclude-can be illusuated graphically. The 

impact of the merger in internalizing anticompetitive spillovers is illustrated in Figure 1. 

The top diagram shows the profitability to ILEC 1 in its downstream market from 

increasing the effective cost of competing CLECs, IXCs or CSCs. Profits are maximized 

when ILEC 1 ‘s m a r p a l  benefits of exclusion equal the marginal costs. Non-price 

exclusionary access conduct is costly to the ILEC in terms of the likelihood of being 

interdicted and penalized by the regulators, the resource costs of avoiding detection and 

the possible efficiency losses in the ILEC’s own operation caused by foreclosing rivals. 

Absent a merger, ILEC 1 wdl choose toset rivals’ access cost at the level at which its 

profits are maximized (point C* in the diagram). 

7 6 .  The middle panel shows the spillover profits achieved by ILEC 2 when ILEC 1 

increases the terminating access costs (or degrades the access quality) of carriers that 

compete with ILEC 2. ILEC 2’s profits rise from the increase in its rivals’ access costs 

because ILEC 2 becomes more attractive to consumers relative to its disadvantaged rivals 

and because ILEC 2 does not share in the costs of exclusion carried out by ILEC 1.‘l 

Before the merger, ILEC 1 would ignore these anticompetitive benefits to ILEC 2. 
- 

6’ This figure reflects the fact that state regulators in one state are unlikely to bring sanctions 
against SBC for exclusionary conduct towards CLECs or CSCs in another state. 
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However, after the merger, ILEC 1 would take the profit spillover to ILEC 2 into accounr 

in decidmg the level of costs ‘to mflict on competitors. The bottom panel shows the 
I 

combined profits of ILEC 1 and ILEC 2 as a function of the discriminatory treatment of 

competitors in Region 1. Joint profits reach a maximum at a higher cost level (C** in 

the diagram) than before the merger. T h ~ s  is because the benefits to ILEC 2 are taken 

into account by the merged entity, whereas they were not before the merger. 

7 7 .  The merger will increase SBC and Amentech’s incentives and ability to exclude 

rivals. If rivals require the inputs from multiple ILECs in order to compete effectively, 

then the merger of two ILECs increases the incentives to foreclose access to 

interconnection and access inputs, by allowing each ILEC to “internahze” the benefit it 

- eives to the other ILEC by foreclosing access. T h ~ s  overcomes a coordination problem 

that TWO independent ILECs would othenvise have. 

7 8 .  This graphcal analysis dustrates how a merger between two ILECs increases the 

incentives of each ILEC to pursue an cxclusicnw access poky .  Thus, we would expect 

that a merger would lead the ILECs to attempt a greater degree of exclusion than they 

each would attempt independently before the merger. Coupled with the fact that their 

ability to exclude also increases, the conclusion is clear: A merger between SBC and 

h e r i t e c h  would increase the magnitude of the exclusionary access problem and thereby 

harm consumers and competition. 

47 



D. Quantifying the Impact of the Merger on SBC and Ameritech's 
Incentives to Fxclude 

79. h h s  part we analyze the maq tude  of these anticompetitivc spillovers. The 

effect of the merger on internalizing these spillovers can be gauged by extending the 

analysis of the relative-margrn and price-increase incentives discussed earlier. We 

illusrrate the methodology by extendmg the relative-margn incentive. Th~s  incentive is 

based on the assumption that an ILEC benefiting from exclusionary conduct reacts to the 

weakening of competition by h o l h g  its retail senicc prices constant and increasing its 

retail output levels. 

80. 

merser ILEC 1 balances the value of these increased retail sales against the foregone 

profits from lost sales of access services to other carriers. Recall from our earlier analysis 

that ILEC 1 earns expected net benefits fiom exclusionary behavior d equal to 

Suppose that ILEC 1 is choosing its level of exclusionary behavior before the 

8 1. Now consider ILEC 2, which is affected by competitive spillovers &om ILEC 1 ' s  

exclusionary behavior. Suppose that these spillovers permit ILEC 2 to increase its retail 

output by Q x A q ( d )  units. Suppose also that ILEC 2's sales of access services to other 

caniers fall by cr x AQ"(d) as the result of the exclusionary behavior by ILEC 1. In h s  

case, the change in ILEC 2's profits is 

82. In choosing how much exclusionary conduct to undertake in ILEC 1's repon, the 
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merged entity would aggregate the effects in both Equations ( 5 )  and (6) .  .4ssuming - that 

the retail and access 'margins are identical in both geographc markets, the total gain 

would be 

I 

( I  -0) x { ~g(d) d- ~g(d) x mu } - S(d) . 62 

The merged entity's gross incentives to engage in exclusionary conduct-which are 

balanced against the threat of regulatory sanctions-are 1000 percent larger than those of 

the independent ILEC 1 before the merger. A similar analysis can be canied out with 

respect to the incentives to engage in exclusionary conduct in ILEC 2's region. 

82. 

exclusionary access conduct undertaken by the LECs. With respect to CLEC entry, 

The magmtude of the spdlover parameter CJ depends on the target and the type of 

exclusionary conduct by one ILEC can benefit the other ILECs in a number of ways. For 

example. because of shared developmen< roll-out, and upgrade costs and because of 

other economies of scope, exclusionary conduct that deters entry and expansion in one 

region can lead to a comparable degree of deterrence in the other region by reducing the 

overall profitability of a CLEC's multi-market entry or expansion strategy, with the result 

that the CLEC is either slowed or deterred from entering the other region. T h ~ s  type of 

deterrence could suggest a spillover rate of around unity for each of the mergng ILECs, if 

62 A similar k"tai net benefit can be derived with respect to the increased-price 
incentives. In principle, it is also possible to mix the incentives. The benefit to the one 
LLEC could involve increased output whereas the benefits to the other ILEC could involve 

49 



the expected sales of the CLEC I entrants were the same in both regions and the exclusion 

detened entry or expansion in both reglons.6' In h s  case, the merger would double the 

s moss incentive to exclude rivals. 

i 

84 

example. suppose that exclusionary conduct in one region reduces the number of CLEC 

subscribers m that region by a small amount and that there are shared development costs 

that must be recovered from product sales in both regions. On the one hand this could 

lead to no deterrence effects in the other region at all, if the economics of entry in the 

other region remain profitable, in whch case Q would equal zero. On the other hand a 

small reduction m the number of subscribers in the fint regon could tip the profitability 

of entry in the other region to be negative and thus deter entry altogether in that second 

repion. In that case. c would be very large. 

\lore extreme values of Q also could arise from th~s type of entry deterrence. For 

8 5  

CSCs. In the case of CSCs, there also is an interexchange component, which creates 

another mechanism for spdovers. Moreover, when on-net features do not extend to off- 

net communications at equal cos& exclusionary tactics in one region can weaken a CSC's 

ability to sell its suite of combined services in other regions by raising the CSC's costs 

Similar considerations arise when the targets of the exclusionary conduct are 

higher prices. 
If the CLECs would get more customers in the second ILEC's reeon absent the 
exclusion. say because that region is larger, then the Q would exceed unity. If the second 

'' 
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and/or reducing customers’ perceived quality of its senice suite. These effects would 
I 

tend to increase the value of Q. 

86.  Exclusionary conduct duected at piah vanilla E C s  also can have a spillover 

effect. .As discussed earlier, exclusionary conduct by SBC against IXCs in its region will 

raise thelr costs. T h ~ s  will disadvantage those IXCs in competing against h e r i t e c h  for 

interexchange customers in its region. In h s  case, Q would depend on the fiacrion of 

the interexchange traffic of Ameritech’s rivals that flows from Amentech’s regon to 

S B C S . ~  

VI. THE SBC-AMERITECH MERGER WILL WEAKEN REGULATORS’ 
.ABILITY TO LIMIT EXCLUSIONARY CONDUCT BY OTHER ILECS 

8 7 .  The proposed merger’s impact on SBC and Ameritech’s incentives to engage in 

exclusionary behavior can have harmful effects on competition and consumer welfare that 

I EO beyond the combined regon of the two m e r p g  carriers. These broader effects can 

anse because the Commission and state regulators may rely on inter-firm comparisons to 

limit the exercise of L E C  market power in the provision of access. The proposed merger 

would weaken the ability of regulators to use benchmarkmg to ensure appropriate access 

arrangements. 87. As already discussed, the proposed mergw would eliminate 

regon were smaller. then the Q would be less than unity 

It is our understanding that 16.8 percent of all Sprint interexchange minutes that originate 
in hentech’s region terminate in SBC’s region. 

6-1 
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h e n t e c h  as a benchmark for SBC and vice versa. By reducing the number of 

benchmarks, the efficacy of h e  benchmarlung process is reduced. This loss of 

benchmarks will be exacerbated if the Bell Atlantic/Nynex acquisition of GTE is 

pemtted to proceed. Indeed if there are few enough major ILECs remaining. they ma!’ 

have the incentives and ability to reach a tacit understanding to reduce their cooperation 

with rival caniers, so that no ILEC serves as a useful competitive benchmark. 

88. 

out exclusionary access policies creates an additional benchmarlung problem. 6 5  Suppose 

that the Commission were to approve the merger and then relied on SBC’s conduct as a 

The fact that the merger enhances SBC and Amentech’s joint incentives to carry 

benchmark against whch to grade other ILECs’ access policies. Because. as discussed 

above. the merger would increase SBC’s unilateral incentive to discriminate against 

nvals. the merged entity can be expected to offer less competitive access arrangements. 

.After the merger, SBC and Ameritech’s conduct will not reflect best practice, but rather 

the outcome of a more discriminating ILEC than before the merger. Hence, h s  conduct 

will become a less useful basis of comparison in assessing the competitiveness of other 

ILECs’ access conduct. That is, ifthe other ILECs follow the same practices as SBC, 

that conduct does not imply that they are acting competitively, since SBC has an 

- ‘’ A variety of benchmarking issues are discussed in detail in the Declaration of Joseph 
Fanell and Bridgn M. Mitchell, “Benchmarlung and the Effects of ILEC Mergers,” 
October 14. 1998. Our focus here is on how the proposed merger would reduce the value 
of benchmarks based on the post-merger conduct of SBC and hen tech .  

52 



enhanced incentive to exclude. The best benchmark is a firm with no incennves to 

8 

exclude, not the opposite. 

89 

overall anncompeanve effects of the merger will be enhanced beyond the SBC- 

Amentech regons. Not only will SBC and Ameritech mcrease their magmade of 

exclusionary conduct, the loss of the benchmarks also will permit other ILECs such as 

Bell .4tlantic/Nynex to increase the magmtude of their exclusionary conduct as 

By reducing the value of SBC and Amentech as competitive benchmarks. the 

6i  

VII. CONCLUSION 

90. 

proposed merger might be to increase regulatory oversight. However, regulatory 

authorities are unable to prevent this discrimination and foreclosure very effectively. 

First. as discussed earlier, regulation is imperfect at detecting and correchng such 

conduct, parricularly for new and innovative f o m  of access. Second, the potential for 

continued consolidation of the large ILECs will further reduce regulators’ ability to 

One response to the increased threat of discrimination and foreclosure from the 

O6 When Bell AtlanticMynm chooses the magnitude of its profit-maximidng exclusionary 
conduct, it will have the incentive to take into account the likelihood that it is sanctioned 
by regulators. That likelihood is reduced if SBC and Ameitcch merge since its post- 
merger incentives to exclude are increased. Thus, Bell AtlantiJNynex will have an 
increased incentive to exclude because the SBC/Ameritech merger dmeases Bell 
AtlanusMynex’s risk of a sanction. 
Of course. this effkct flows both ways. If the proposed merger of Bell Atlantic and GTE 
is permitted to p r o c d  the adverse effects of SBC’s proposed merger with Amentech 
will be magntfied by the loss of Bell Atlantic and GTE as independem benchmarks for 
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exercise effective oversight. For example. if their merger is approved. Bell Atlantic and 

GTE also would be lost as &dependent benchmarks for SBC and Anentech. Third 

because a merged fm becomes a poor competitive benchmark the anncompentive 

effects of each merger extend beyond its region into other regions. 

9 1,  If i t  is allowed to proceed, the proposed merger of SBC and Ameritech will 

increase the incidence of exclusionary conduct and regulation will be unable to prevent i t  

The result will be to hinder the development of local competition and to slow the 

introduction of innovative new services for both local and long &stance. For these 

reasons, the proposed merger of SBC and Amentech poses a threat to the public interest. 

F?II. APPENDIX 

92. 

market and retail market m a r p s  presented in the text of Part IV.B.3.6' 

In t h s  appendu; we provide details of the calculations underlying the access 

A. The Access Margin@ 

95. Given the CSC's business model described in the text, the (operating) margn per 

customer earned by the ILEC in the access market is the price of an unbundled loop less 

SBC and others. 
In the footnotes, we relate our assumptions to rough estimates of the corresponding 
figures for actual Carriers. These estimates are intended solely to demonstrate that the 
figures in the hypothnical example are plausible. 
As discussed in the t a  we find it clearer to explain the exclusion scenario by including 
the profits 6om terminating access in the retail margin. This choice of labeling does not 
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its cost. We assume that the I price is S 1 4 ~ 0 . ’ ~  and the long-run incremental cost is 

Si2.00.71 Thus, in ik capaci;), as a wholesaler of loops, our hypothetical ILEC stands to 

lose $2.50 per month in the long mu when the CSC purchases one fewer unbundled loop 

from the ILEC. In the light of the fact that loop cosrs are largely sunk in the short mn. 

shon-run mar_gal costs are close to zero, and the short-run access margln is close to the 

wholesale price of $14.50. The charge for collocation in a given central office is assumed 

to be tnsensitive to the number of customers and their usage levels, and thus it is not 

affected by ILEC exclusionary actions that slow the growth of the CSC but do not fully 

deter it. 

B. The Retail Margin 

Current prices of the individual elements of combined service sold to a single-line 94. 

business customer include: the monthly fee for local senice and usage charges for local 

affect our conclusions. 
Talung a weighted average of the default proxy ceilings set by the FCC in its Local 
Competition Order, (In the Matter of Implementation of the Loco1 Competition 
Provisions in the Telecommunications Act of 1996. CC Docket No.  96-98, First Reporr 
and Order, released August 8. 1996. Appendix D) with the number of single-line business 
lines taken from Hatfield Model version 5.0a (The HatfieldMdel. Hattieid Associates 
Inc.. Boulder, Colorado, January 27, 1998) used as the weighting factor. one obtains an 
estimafd wholesale price of unbundled loops of S 14.22. 

This is the estimated cost of an unbundled loop obtained by t&ng a weighted average of 
the Hatfield Model estimates for 49 states, using single-line businesses as the weighting 
factor 
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calls (assumed to be $22.007); the Subscriber Line Charge (assumed to be $3.50"): usage 

charges for long distance calls (assumed to average $46.50 per month"). and terminatinc - 
access on long distance calls ori-ginating out of region (assumed to be $7.50"). Summinrr - 

a 

-. - In 1996. the national average monthly rate for a single line business for local service. 
including the cost of 200 messapes per month if flat rates were not available. was $32.54  
(Federal Communications Commission, Statistics of Common ('arriers. 1996, (SO('(? at 
Table 8 . 5 ) .  

In 1996. the average singie-line business Subscriber Line Charge was $3.56. (SO('(' at 
Table 8.5). 
Ths hypothetical figure can be compared with actual data. InterLATA and intraLATA 
revenues are separately estimated as follows. (1) InterLATA Revenues. Total (interstate 
plus intrastate) InterLATA originating and terminating billed access minutes are obtained 
From Table 2-6, 1996 SOCC. and divided by 2 to obtain long distance minutes. The 
number of business, public payphone, and residential lines was obtained from Table 2-5. 
1996 SOCC. The long distance minutes were apportioned to business and residential 
customers so that the average business line (defked to include single-line and multiline 
businesses and public payphones) had twice as many interLATA minutes per line per 
month as the average residential line. (Bridger Mitchell. Incremental Costs of Telephorrr 
.Acce.s.~ and Local (Jse, Rand Repon R-3909-ICTF. RAND Corporation Santa Monica. at 
5 2 .  cites evidence that business long distance use per line is twice residential use.) Finally. 
the monthly minutes of use per business line was multiplied by $0.1 16. the average 
revenue per minute for direct dialed interstate calls (Trends in Telephone Senice, Federai 
Communications C o d s s i o n  Released January, 1998, Table 14.3)' to obtain interLATA 
revenue per line of $28.15. (2) InnaLATA Revenues. Mitchell's study (op cit)  of 
California customas contained data on intraLATA revenues per line for business and 
residential customers. His data showed that single-line business customen had average 
intraLATA toll bills of $18.50. for 103 minutes of use. and an avcrage revenue per minute 
of SO 18. 

The number of actual interstate toll minutes o r i g ~ ~ t i n g  outside SBC's region were 
obtained fiom the Hatfield Model 5.0a and multiplied by the fraction of SBC's terminating 
minutes that onginate outside SBC's region (Source: Sprint proprietary data). These 
minutes are thm apportioned to single business lines. assuming as before that businesses 
have twi& the usage p a  line as residentid users do. The number of business and 
residential lines is obtained fiom the Hatfield Model. The revenue is obtained by 
multiplying these business minutes by an access charge of $0.03 per minute. (1997 
Monitoring Repon, Federal-State Joint Board. Table 5 -  12. access charge per conversation 
minute divided by 2). This procedure yields an estimate of $7.34 per month per line. 
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these revenue components, the hypothetical ILEC earns an average of S89.50 per month 

per customer purchasing its local and long distance ser~ices . '~  

9 j .  

of providing combined service include: the network cost per line of local semce. local 

calling, and access to long distance POPS (assumed to be S 16.50 n). the cost of customer 

service (assumed to be $8.00 per line"), the cost of long distance calls (assumed to be 

S7.0079) and the cost of terminating calls from the ILEC's long distance subscribers to 

subscribers served by other interexchange access providers (assumed to be %6.0OS0). The 

To compute the retail mar_ein. we subtract costs from revenues. The ILEC's costs 
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This number is likely to understate the actual average revenues that an ILEC would earn 
because it ignores revenues from vertical services. 
This figure can be compared with the long-run incremental cost of local exchange and 
exchange access service reported in the default mns of the Hatfield Model. The model 
reports the cost per line of the unbundled network elements required to provide local 
exchanse and exchange access senice for the 50 states. The (single-business line) 
weishted average of this cost across 49 states and Washington D.C. is $16.34 per line. per 
month. The computed costs included the cost of a network connection local usage and 
access to an IXC's POP. 
The Commission estimated that the avoided costs of an ILEC that loses a customer to a 
reseller of local senice is 17-25 percent of the retail price. (/mplementatioti of the Local 
('ompetition Provisions in the Telecommunications Act of 1996, First Report and Order. 
CC Docket Number 96-98. rel. August 6. 1998, at 7933). Applying these percentages to 
the average retail price of local service, we obtain customer care costs of 45.53 to $8.14 
per line per month. 
The average cost of long-distance Service for an actual ILEC can be estimated by 
multiplying total long distance minutes used to calculate long distance revenue by $0.02 
per minute ( i e . ,  350 minutes x $0.02 = $7.00). The unit cost was obtained fiom Roben 
Crandali and I.eonard Waver". Talk is Cheap. Brookings. 1996, at 92. 
ILECs' a d  average costs of purchasing terminating access from other networks can be 
estimated using a process similar to that used to compute ILEC's terminating revenue 
above. The resulting figure is $5.89 per line per month. 
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total costs of providing local and long-distance services combined service in our 

hypothetical example is thus $37.50 per month, per single line business subscriber. The 

I 

I 

resulting retail mar-gin is $52.00 = $89.50 - S27.50. 
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FIGURE 1: EFFECT OF MERGER ON INCENTIVES 

59 
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h o l d  Professor of Business A d " h 0  ' 0  

Director, Center for Tdecommunications and Digital Convergence 
univ- of califomia at Berkeley 

Joint appointment in the Economics Depamnent and School of wlsimss. Initial appixrtrnent as 
an associate professor July 1987. Promoted to full professor July 1989. Granted an endowed 
chair July 1995. Restarch on competitive strategy in systems markas, Saategic standafd 
setting, vertical imgnhon, st~ateglc alliances, and coopcmive rescarch and developmcm. 

Analysis and Policy Grwp. Teach MBA courses in business snategy and microeco"ics, and 
docrod courses in accounting and microeconomics. Author of economics textbcok. 

chaired serategic Planning Commmct, policy and Planning Commmee, and the Economic 

Junurrn / 994 10 Chief b I l O K & t  
Jonuan I996 Federal COmmUnidbm C0"irrbn 

Responsible for integrating economic analysis into all aspects of Commission policy making. 
R e p o d  directly to the Chairman of the Commission. F o r m u  and implemaned regulatory 
policies for all industries under Commission jurisdiction, including cable and bmadcast 
television, and local, long distance, and wireless telephony. Managed teams of lawyers and 
economists to design regulatory policies and procedures. Sigruficantly satngthcned 
Commission's ability to gatha industry data and conduct empirical studies. Extensive public 
speaktng to specialist and galeral audiences in the united stales and abroad. 

60 



EDUCATION 
1 
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Benchmarking and the Effects of ILEC Mergers 

Declaration of 
Joseph Farrell and Bridger M. Mitchell 

Executive Summary. We discuss the role of comparative information, benchmarking, and 

relative-performance schemes, both in traditional telecommunications regulatory activities 

(including support of universal service) and in the active promotion of competition called for in 

the Telecommunications Act of 1996. As has been widely recognized in the United States and 

internationally, benchmarking is a powerful and beneficial tool in a wide variety of such 

contexts. We discuss average-practice benchmarking (as for price caps and high-cost support), 

best-practice benchmarkmg (as for number portability and interconnection), and heightened 

scmtiny of worst practices (as for interconnection and access reform). Mergers among large 

ILECs sipficantly weaken the power and effectiveness of benchmarking. 
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I. The Value of Benchmarking 

Until facilities-based competition i widespre I tors will be called upon 

Incumbent Local Exchange Carriers (ILECs). Benchmarkmg, also h o w n  as yardstick 

o regulate 

competition, or relative-performance evaluation, is a very valuable regulatory tool because it 

helps regulators, customers, and nascent competitors become better informed about incumbents’ 

capabilities. This can enable society to achieve some of the benefits of competition even before 

workable market competition exists. In this report, we explain how the practice of benchmarking 

can and does work in US.  telecommunications, and why the ability to compare the performance 

or behavior of large ILECs is therefore valuable and not lightly to be sacrificed. 

A. The Fundamental Information Disadvantage 

The modem economic analysis of regulation’ starts from the view, which is wholly 

consistent with our own experience in telecommunications regulation, that regulators generally 

have much less accurate and less complete information about the opportunities and constraints 

facing a regulated firm than does the firm itself. 

For example, the firm is likely to be much better informed than regulators about its 

economic costs (and perhaps even its accounting costs) and the extent to which the firm might be 

able to reduce those costs if given sufficient incentives to do so. The same is true of other 

aspects of performance, such as measurable service quality or delivery intervals. The firm will 

’ Set, for example, David P. Baron, “Design of Regulatory Mec- and Institutions,” p. 1347, in R 
Schmalensee and R W a g ,  e&., Handbook of Indusnial Organizazion, Volume 2, p. 1347-1447, (Amsterdam: 
Elsevier Science Publrshcrs), 1989. 
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also be better d o n n e d  about “softer” qualitative indicators, such as the level and types of access 

to unbundled network elements, provisioning and ordering practices, and harder-to-measure 

quality characteristics of services. Most especially, a single regulated finn is likely to be far 

better informed than its regulators about the opportunities for innovation. 

Modem economic analysis traces much, if not all, of the problems of efficient regulation 

to this fundamental information disadvantage. If regulators knew what the firm could, and could 

not, accomplish With efficient effort, they could design an incentive system that simultaneously 

brings prices close to costs and also creates efficient incentives for the firm.* Because the 

regulator is imperfectly domed, however, its efforts to control the firm’s pricing almost 

inevitably conflict with creating incentives for efficient behavior. Regulation in the public 

interest is the art of trading off these two goals. As a result, anythmg that reduces the regulator’s 

’informational disadvantage is likely to help achieve more efficient outcomes. 

B. The Ratchet Effect and Incentive Regulation 

Regulation often a ims to keep prices comznensunte with c03ts 2nd not to a!low a firm to 

exploit its monopoly position by charging excessive prices. Because of the information problem 

outlined above, regulators have often used a dominant h ’ s  historic costs as a basis on which to 

set future prices; absent better information, past costs may be a sensible predictor of future costs. 

‘ See, for example, David Sappington and Dennis L. Weisman, Designing Incentive Regulaaon for the 
Telecommuntcamns I n d u s ~ ,  The MIT &ss and the AEI Press, 1996, p. 3. 
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However, this ‘‘Cost of service” approach creates an incentive problem, h o w  as the 

-, 
i ratchet effect. Consider a regulated firm that, by exerting some unverifiable effort, or incuning 

some costs that are difficult to identify, can reduce its verifiable costs. If regulators adjust the 

prices the firm is allowed to charge, to keep them aligned with its verifiable or recorded costs, 

the h n ’ s  incentive to undertake h s  effort, or incur these costs, will be weakened. A similar 

ratchet problem can arise if the h ’ s  prices for existing services are adjusted downwards by 

regulators - through a cost-allocation proceeding or otherwise - in response to the f i ” s  

introduction of new and profitable senices. 

The ratchet effect is generally recognized as one of the most troubling inefficiencies 

associated with traditional “costsf-senice” or “ratesf-return” regulation. For this reason, and 

others, regulators have increasingly turned from cost-plus regulation to incentive regulation 

mechanisms, most notably price caps. For example, the Federal Communications Commission 

first used price caps to regulate the interstate retail prices of dominant Interexchange Caniers 

(LXCs) and currently applies price caps to the interstate access charges of large LECs. Once the 

initial level of a fix”s price index has been established, the index (net of inflation) must be 

adjusted annually by the X-factor - the estimated annual rate of productivity gain - and by any 

exogenous changes in costs. 

An ideal price cap would perfectly predict the optimized path offitture productivity 

improvement by each ILEC and employ that as the X-factor. The firm’s future prices would then 

be independent of its actual productivity performance, and the firm would thus have the correct 

incentives to achieve productivity gains; at the same time, consumers would not have to pay 

charges or fees in excess of cost. 
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Regulators can, of course, only estimate this optimal X. Because they have very limited 

infomation, they cannot have complete confidence that the right value of X has been chosen.’ 

Given this (rational and proper) limited confidence, however, a further problem arises. Lfthe 

monopolist’s profits are higher than expected, it may be difficult to insist that the chosen X-factor 

was correct, and there will be pressure to revise the X-factor upward. Similarly, if the monopolist’s 

profits are lower than expected, there will be pressure to revise the X-factor downward. There may 

also be perceived legal rehctions on the regulatois ability to sustain a price-cap comaint  for a 

carrier whose rate of r e m  falls too low. 

I 

However, any such expost revision recreates the ratchet g e c t  - a good performance today 

results in a higher target in the future. If a regulated b anticipates this effect, it foresees that 

some of the rewards for good current performance will be counterbalanced later when a higher 

level of performance is demanded. Anticipating the adjustment, the &m Will exert less effort to 

improve its performance than it would if its future prices were (as in the ideal price cap) 

independent of its own performance. Thus, the ratchet effect, in tandem with other “softenings” 

of incentives, such as sharing d e s  and low-end adjustments, undermines the desirable incentive 

properties of price-cap r e w o n  for a single monopolist, and blurs the distinction between price- 

cap regulation and old-fashioned cost-plus regulation. If regulators lack the information needed to 

set and confidently adhere to a choice of X over a long period, a substantial portion of the potential 

gains fiom incentive regulation may be unartatnab le. ‘ Thus, ideal price caps are unreahstic, and 

’ As FCC chairman Kennard recently remarked, “[s]ome say the current X-factor of 6.5% is too low, others say it is 
too hgh” Press Statement by chairmaa W i h m  E. Kennard on Access Charge Reform, October 5 ,  1998. 

‘ See, for example, Statement of Senley M. B e s q  Reply Comments of the National Cable Television Association, 
Inc., In the Matter of Policy and Rules Concming Rules for Dominant Cam’en. CC 87-3 13, August 3, 1989. 



realistic price caps for a single monopolist do not fully overcome the fundamental information and 

incentives problem. 

These problems are by no means restricted to the regulation of interstate access. Another 

important area in which very similar issues arise is the following. To provide universal service 

support, regulators must determine an appropriate level of support for sewing customers in a 

high-cost area Clearly the revenues available from customers - not only for supported services, 

but also available “follow-on” revenues - should enter into this calculation. Yet, there would be 

a ratchet problem if a high-cost carrier’s subsidy were reduced dollar-fordollar in response to 

increases in the pe r -he  revenue that it achieves. Better infoxmation on the potential for such 

revenue increases, fiom sources that do not create such a ratchet effect, would allow the 

Commission and the Joint Board to calculate smc ien t  subsidies without adverse incentive 

effects. 

C. Limiting Exclusionary Conduct 

The Comnission, of course, do% milch more than simply set the maximum prices for 

interstate access charges. In most or all of its activities, better infomation about the actual and 

potential abilities of dominant firms would help the Commission to combine efficient incentives 

with protection of consumers. We restrict ourselves here to one important and topical example. 

Especially since the passage of the Telecommunications Act, the Commission has rightly 

been concerned to open up local exchange and exchange access markets to competition. Because 

of the special features of those markets, Congress judged that mere removal of legal barriers to 

entry would be insufficient, and instead set up a competitive scheme under which LECs are 

required, even against their interests, to cooperate with competitors. L E C s  control local network 

services and resources that are essential to rival Competitive Local Exchange Carriers (CLECs). 
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Similarly, IXCs and competitors offering combined local and long-distance voice and data 

services rely, to v-g degrees, on interconnection and access arrangements with the ILECs. 

Until facilities-based local competition is sufficiently widespread (or can be rapidly created by 

these competitors), therefore, state and federal regulators must enforce ILECs’ duties to provide 

such cooperation. 

This is a very difficult regulatory task and requires information that is difficult to acquire. 

The ILECs’ competitors - particularly those Wishing to offer innovative services - often require 

new network services and access arrangements, in particular for interconnection to the local 

network and collocation of competitors’ equipment at KLEC facilities. Especially in these cases, 

the Commission is unlikely to have sufficient independent information about what arrangements 

are technically feasible, how the particular arrangements s e c t  the quality of service provided to 

rivals, and what costs the ILECs must incur to supply them. As a result of this information 

problem, there is a real risk that ILECs may refuse to provide access, engage in delay and slow 

deployment, and then finally only offer senice at degraded quality, or (especially) offer new 

services in an inefficient manner.’ 

D. Benchmark Regulation Ameliorates the Information and Incentives Problem 

Fortunately, telecommunications regulators in the United States have a p0wmfb.l tool that 

can greatly improve their acquisition of information relative to that of a regulator facing a single 

monopolist. Using information about a number of similarly-situated ILECs, the regulator can set 

benchmarks or yardsticks by which to assess past performance of an individual ILEC and 

’ See Declaration of Michael L. Kaa and Steven C. Salop, ‘Vsing a Big Footprint To Step On Competition: 
Exclusionary Behavior and The SBC-Ameritech Merger,” October 14, 1998 (henceforth Katz and Saiop). See ais0 
B. Douglas Bernheim and R D. Willig, The Scope of Competition in Telecommunications, The American Enterprise 
Institute for Public Policy Research, Working Paper, October 25,1996, Chapters 3 and 4. 
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establish incentives for its future performance. Benchmarks improve the operation of incentive 

. regulation for two closely related reasons. 

First, comparisons against the performance of a number of other ILECs provide the 

regulator with more informotion. In the case of price caps, additional infomation increases the 

regulator’s ability to estimate the actual, but unknown, efficiently-achievable performance (X*) 

of a regulated ILEC. This not only tends to make the chosen X-factor closer to the correct level, 

but should strengthen the regulator’s resolve (crucial to achieving the incentive benefits of price 

caps) not to renegotiate in the face of unexpectedly profitable or unprofitable results for an 

individual company. In other cases, comparisons with other ILECs allow the regulator better to 

assess what practices are technically feasible, to scrutinize u n d l y  poor performance, or even 

to set as a standard the best practice. In short, the regulator’s information problem is 

ameliorated. 

Second, if future performance standards to be applied to an ILEC are based on a 

benchmark such as industry-wide average productivity, then an individual ILEC’s own behavior 

affects those future standards to only a lirmted extent. As a result, the ILEC has less incentive to 

alter its current behavior to account for future revisions in the performance standard than it would 

if that standard were based primarily on the ILEC’s own past performance. In short, the 

regulated firm’s “ratchet” incentive problem is ameliorated. 

E. Value of Benchmarking Widely Recognized 

This observation that benchmarking is a valuable tool of efficient regulation is neither 

novel nor surprising. In contrast to “ideal” but infeasible price-cap mechanisms, the use’ of 

benchmarks based on average pdormance is a robust regulatory tool that greatly reduces the 

ratchet problem without the need for the regulator to obtain extraordinary levels of information. 
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Similarly, the use of benchmarks makes it much easier for regulators to make credible long-term 

commitments to desirable incentive mechanisms. Best-practice benchmarking and the use of 
:3 

comparative information to focus heightened scrutiny on poor practices are similarly robust and 

valuable tools of regulation and emerging competition. 

Since the divestiture of the local bottleneck portions of the former AT&T into seven 

independent holding companies, the Commission has C O I T ~ Y  recognized that the ability to 

make benchmark comparisons among BOCs, RBOCs, and ILECs in general constitutes an 

important regulatory tool. As described more fully in the attachment to this Declarati~n,~ since 

the 1984 divestiture of the Bell System the Commission, the Justice Department, and the Courts 

have all acknowledged and relied upon the ability of regulators to employ benchmarking. The 

existence of a number of large, independently-managed ILECs provides a range of technical, 

economic, and operating experience from which the Commission can draw to assess proposed 

regulatory actions, establish performance standards, and set parameters in incentive-regulation 

formulas. 

The U.S. Court of Appeals for the District of Columbia Circuit noted: 

[Tlhe existence of seven [RIBOCs increases the number of benchmarks 

that can be used by regulators to detect discriminatory pricing. . . . Indeed, federal 

and state regulators have in fact used such benchmarks in evaluating compliance 

with equal access requirements. . . and in comparing installation and maintenance 

practices for customer premises equipment.’ 

See “Benchmark Comparisons,” Attachment A to Ameritech’s Comments on the Report and R e c o ~ e n d a t i o n s  of 
the United States Concaning the Line-of-Business Resaictions (United Stares v. Warern Elecm’c Co.), 1987, D.C. 
Cir. Civ. ActionNo. 82-0192, filed&. 13, 1987. 

’ United States v. Western Elecm’c Co., 993 F.2d 1572, 1580 (D.C. Cir.), cert. denied, 126 L. Ed. 2d 438 (1993). 
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Outside the United States, other regulatory bodies and competition authorities have also 

recognized the value of benchmarking in dealing with monopoly or dominant h. For 

example, in the United Kingdom the regulator of the water and sewerage industry uses industry- 

wide data to set a price cap for each firm.’ The European Commission has adopted benchmarks 

for evaluating access prices that are based on the lowest interconnection rates charged in each 

Member State. These examples are discussed in more detail below. 

11. Forms of Benchmarking 

Although there are many ways in which benchmarking may be implemented, it is helpful 

to consider three categories: the use of averages, the use of best practices, and the use of 

heightened scrutiny of worst practices. 

A. Average-Practice Benchmarking 

In its price-cap regulation of interstate access charges, the Commission has rightly 

expressed concern that reviewing the level of the X-factor every two years and updating it 

periodically, if undertaken on an ILEC-specific basis, would substantially weaken the incentive 

for the ILEC to improve its productivity (the ratchet effect). However, different ILECs’ 

capabilities for productivity improvement are highly correlated, because many of the same 

technological opportunities, new products, and demographic trends apply to all. Consequently, 

this is a suitable opportunity for a relative-performance scheme, in which price changes can be 

set based on industry-average rather than on &er-specific productivity meas~~res .~  

E Office of Water Services (OFWAT), “Future Charges for Water and Sewerage Senices,” July 1994, pp. 17-19. 

’ FCC 97- 159, &e Cap Performance Reviewfor Local Erchange C a m . m ,  Fourth Report and Order in CC Docket 
No. 94- 1 and Second Report and Order m CC Docket No. 96-262, adopted May 7, 1997, reieased May 2 1, 1997, 
paras. 167 and 18 1 (henceforth Rice  Cop P d o m n c e  Review for Local Exchange Com’ers). 
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When the average is made up of a large number of ILECs, each constituting only a small 

share in the industry average, the resulting ratchet effect is small. That is, each single LEC’s 

incentive to increase its productivity is only modestly weakened through the ratchet effect: its 

own productivity experience is only a small part of the industry averages that will affect the 

updated standard in the future. In setting X-factors in price caps for access services, the initial 

level of charges for each ILEC was established on the basis of that ILEC’s historic costs, while the 

X-factor whichthat determines the annual reduction in the access price index is set based oil 

indusny-wide trends in productivity. Specifically, the Commission has adopted measures of 

annual productivity increases based on studies that estimate productivity changes using historical 

data for large LECs. Several studies use RBOC-only data or data for RBOCs plus several larger 

independents. 

Similarly, in setting high-cost support for Universal service, the Joint Board decided to base 

subsidies on the difference between an estimate of cost and an average of monthly revenue per 

residential line.” The assumed ‘kd“’ customer revenue per line is intended to be based on 

industzy-wide average figures that will evolve over time. 

In th~s subsection, we discuss the use and efficiency of such “average-practice 

benchmarking,” in which each ILEC is held to a standard that depends on @ a q  or expected) 

industry-wide performance rather than its own. 

To fix ideas, suppose that annual adjustments to each ILEC’s access charges are constrained 

by an industry-wide benchmark - a pice index based on an industry-wide average of all ILECs’ 

productivity changes -rather than directly determined by the performance of the individual ILEC. 

l o  Federal Communications Commission, CC Docket 9645, I n  the Manu of Federal-State Joint Board on 
Universal Service. Report and Order, adopted May 7, 1997, released May 8, 1997, para. 259. 
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Roughly speaking, the ratchet effect under such a price cap regime is proportional to the 

extent to which an ILEC‘S lower costs affect the access prices that it rtceives. Suppose, for 

example, that a large ILEC has 20% of the nation’s access lines and that it reduces its own interstate 

access costs by $1 per line. Under “average-performance” benchmark regulation, the h ’ s  profits 

will initially rise by the amount of its lowered costs, $1 per line.” In due course, the Commission 

will recalibrate the X-factor to account for the nationwide improvement in average productivity. 

How much of the gain h m  this productivity improvement is thus recovered h m  the more 

efficient ILEC? 

Fmt, we should note that under the access pricecap system as it exists, no change would be 

likely for some period of time. There are lags in reporting cost data, in estimating recent industry- 

wide productivity gains, and in implementing a new X-factor based on such estimates.” In 

addition, the Commission has tended to adjust the X-factor rather than the levels of access charges 

(thus bringmg levels down only graduall~).’~ With all this in it may be reasonable to 

suppose that., on average, the level of interstate access price responds to the hypothetical $1 

reduction in per-line costs some three to five years after that reduction takes ~1ace . l~  

‘ I  Ttus assumes that the firm’s prices do not change. If the firm instead chooses to lower its prices below the cap, 
profits wi l l  presumably rise by mon -by a revealed-preference argument. When regulation is binding, however, 
thrs is unlikely to be a major consideration. 

n In setting the currently applicable X-factor m May 1997, the Commission relied on a series of multi-year averages 
of the total factor producavity of the FtBOCs and gave the most weight to averages calculated between 1987 and 
1995. The new 6.5% X-factor was then made effective h m  1996, the beginning of the ”im access charge 
period. A c e  Cap Performance Review of Local Exchange Cam’m, para 139. 

l 3  In principle, such a feedback could lead to all kinds of complexities. But it seems likely that m the mc&um- or 
long run then will tend to be convergence of levels. In this connection, the fact that the new X-factor set in 1997 
was made effective from 1996 may suggest an interest in levels as well as in rates of change. 

“ This analysis addresses only the Federal component of the problem States M e r  in their treatment of ILEC 
productivity ~mprovements. Many states apply price-cap regulation to the inbastate charges of large ILECs. In 
some, the rates mirror the intentate access rates, but in othm it is not clear to what extent rcgulaaon relies on 
benchmarks. 
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A large ILEC with 20% of the nation’s access lines keeps its $1 per h e  saving for perhaps 

four years; after that it keeps just 80% of it, because recalibration based on industry-wide average 

performance recaptures 20% of the saving.” At a real discount rate of lo%, the net present value of 

the ILEC’s gross private return per line is the sum of these discounted savings for many years, or 

approximately 

$(1 + .91 + .83 + .75) + .8*(.68 + .62 + .56 + .....) = $9.50 

compared to the 

$(1 + .91 + .83 + .75 + .68 + ...) = $11 

that it would gain if its prices never had to respond to its cost reduction - the case of an “ideal price 

cap.”’6 Thus, under these assumptions, the adjustment of the X-factor “taxes” away approximately 

14% @e., 9.50/11 = 3 6  = 1 - .14) of the ILEC’s incentive to reduce its access costs. 

This compares with a 68% tax ifthe price facing an individual ILEC were adjusted, with 

the same timing, based on its own recorded perfomance.” In other words, the relative- 

performance scheme, m this case average-practice benchmarkmg, leads to a very substantial 

improvement in these incentives. As we will discuss below, however, as LECs consolidate by 

merger, the ratchet disincentive that concems the Commission becomes considerably more 

severe. 

I s  Note that access lines that arc not controlled by ILECs whose performance enters into the productivity estimates 
should not be counted in the assessment of these shares. 

l 6  The numbers 1, .9 1, .83, .75. .68, . . . are successive powers of the one-year discount factor ( U1.10). 
” The ILEC retains only the fim four terms above, %(1 + .91 +.83 +.75), or $3.49, out of the gnxs present value of $1 1. 
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B. Best-Practice Benchmarking 

A second, and perhaps even more important, use of benchmark or yardstick techmques is 

less formal and can be applied to qualitative as well as quantitative characteristics of lLEC service 

offerings. Rather than calculating an indutywide average figure and applying it to all ILECs, 

regulators may be able to use a “best” practice offered by one ILEC to learn what is possible for all 

and to require a l l  ILECs to implement it. 

Interconnection arrangements for rivals may be particularly suited to “best-practice” 

benchmarkmg. Under the 1996 Telecommunications Act, an ILEC has the duty to provide 

interconnection at any technically feasible point within its network.” By probing the practices of 

individual ILECs, the Commission endeavors to assess whether ILECs’ claims about technical 

feasibility are warranted, and to monitor the quality of interconnection. It can then establish as a 

standard for all ILECs a benchmark based on the best observed (or offered) practice. 

Number Portabiliq Example 

A telling e x a r q k  s fks l  q x ~ t i c e  beachinarki.ng is provided by the standards established 

for local number portability. In the Commission’s proceedings, many ILECs claimed that the 

Location Routing Number (LRN) method was not a cost-effective way of implementing local 

number portability and instead proposed initially to implement a querysn-release (QOR) 

method. Specifically, six RBOCs, GTE, and USTA petitioned the Commission to be allowed to 

use the QOR implementation, claiming they would achieve significant cost savings by using thls 

method.” If implemented, however, the QOR method would result in lowerquality service on 

‘* Telecommunications Act of 1996, Sec. 251 (c)(2)(C). 

” FCC 97-74, Telephone Number Portability. First Memorandum Opinion and Order on Reconsideration, re lwed 
March 11, 1997, para. 34. 
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calls to telephone numbers ported to competing local carriers and thus help ILECs to exclude 

rivals kom local service markets. A single exception (Ameritech) planned to deploy the LRN 

method, which provides equalquality service to calls of all carriers, at the outset. 

The Commission concluded, on the basis of this experience, that it was feasible for all 

ILECs to implement the LRN method. It found that the LRN method would most likely result in 

long-run cost savings and +hat the QOR method, if implemented, would harm competitors who 

must rely on ILEC networks in order to route calls.’’ As a result, the Commission adopted best- 

practice performance standards based on the LRN method.” Had Ameritech joined the other 

large ILECs in claiming that LRN was impracticable, it seems unlikely that the Commission 

would have had the knowledge or confidence to require such standards, or to do so on the same 

timetable. Dependmg on the relative strength of Ameritech’s motive for impiemeriting LRN and 

SBC’s motive for not doing so, LRN might well have been substantially delayed had the 

proposed merger of SBC and Ameritech been accomplished (or even contemplated) at the time. 

Efects of Best-Practice Benchmarking 

Broadly, we analyze the effects of best-practice benchmarking by considering two 

aspects. First, setting aside incentive issues for the moment, best-practice benchmarking diffuses 

“best practice” across ILECs. If the practice judged best is indeed best, this is a desirable effect, 

and the more so, the greater the diversity in ILECs’ initial practices or proposals. Second, we 

must consider incentive effects. 

~~~~ ~ 

*O Id., paas. I3 and 38. 

’’ Id., para. 38. 
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The incentive effects of best-practice benchmarbg differ b m  those of average-practice 

benchmarking. Suppose that an ILEC b o w s  that best-practice benchmarking Will ultimately be 

applied, and that there is no reward for initially employing what tums out to be the ‘best” industry- 

wide practice and no sanction for initially using other practices. Then, although many 

complexities could arise, a first cut is that the ILEC’s incentive would be the same as that of a 

single monopolist. The reason this is true, of course, is that any one ILEC’s choice matters only if 

it tums out to be ‘%-” in whch case that choice will be applied to all ILECs, including the one 

who chose it. So, each ILEC has an incentive to select a practice as if its own choice will apply to 

it (even though, in fact, that may not happen). The prospect that this kind of best-practice 

benchmarking will be Uniformly applied after all ILECs’ choices are observed does not then affect 

each ILEC’s  incentive^.^ 

Because the incentive effects are likely to be modest or unclear, if ILECs were identical, 

there would be no gain from best-practice benchmarking. However, experience shows that there is 

often considerable diversity among ILECs’ choices. 23 These differences might result from 

differences in (a) strategy (e.g., one ILEC may seek early Section 271 approval whereas another 

This analysis assumes that there is no reward to being the best nor punishment for not being the bess but simply a 

Enuana seeking to purchase unbundled network elements from ILECs propose that regulators set detailed 
low-cost ex post &semination of best pracnce. Obviously, other possibilities could be considered 

performance standards for maximum times for quotations and for delivery of senice, cost-sharing arrangemens, 
and s& service conditions. They hquendy document a wide range of actual practices mss large ILECs. For 
example, Nor&point c ” n i U t i o n s  observes that some ILECs’ requmnents for ordenng collocation nqune a 
CLEC to have state certification, and that these conditions &lay collocation by a minimum of six months compared 
wth other ILECs that have tariffed physical collocation. Northpoint also notes that obtaining collocation quotations 
from SBC in Texas requrrrd almost four months, whenas Ameritech provides quotes within 10 days. Similarly, 
charges for collocation-related services vary p t l y  across ILECs. For example, application fees raage fiom SO 
(Pacific Bell) to $7500 (Bell Atlantic North); cage construction charges vary from S10,OOO (Georgia) to more than 
$ 100,OOO; power, heating and ventilation and zastallation charges vary from $2,000 to S 12,000; and charges for 
OSS access vary from $G (Florida) to W O O  per month (SWBT). Ex Pant, Letter from Steven Gorosb, Vice- 
President and General CouaseI, N o m i n t  Cortununications, to Ms. Magahe Roman-Salas, Secremy, Federal 
Communications Comnkion (July 7,1998), (Uansmitting attached documen6 Proposed Remediesfor Promoting 
DSL Competin’on, on file with Fedcral Communications Commission u1 CC Docket Nos. 98-1 1.98-26; 98-32; and 
98-91. 
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seeks to maximize barriers to local competition), (b) d m d  structure, (c) previously established 

state regulatory requirements, or other factors. Whatever the source, it is clear that ILECs often 

make rather different choices from one another. 

The next question then becomes whether the differences primarily reflect different efficient 

choices, or whether they reflect different degrees of candor or of cooperation, in addressing a 

hdamentally similar problem. If they reflect Merent efficient choices, it could be inappropriate 

to impose a “one-size-fits all” policy. E, however, the differences reflect different attitudes towards 

cooperation, then promulgating the “best” of the ILECs’ initial choices throughout the industry is 

desirable (provided any costs of changmg other ILECs’ behavior are not too large). Moreover, 

given the complex and novel problems sometimes posed by interconnection requests, different 

responses may simply reflect different arbitrary choices. 

Thus, in the case of number portability, the Commission found that the observed diversity 

was not a matter of different efficient choices, but rather that Ameritech’s proposal could be taken 

as inciicating that tkietc was scope to implnaent LRN generally. 

Recognition of the Value of Best-Practice Benchmarking 

The value of best-practice benchmarks has been recopzed by the Commission, the 

Department of Justice, competitors of the ILECs, and the ILECs themselves. In particular, the 

Commission has relied on the diversity of ILEC practices to determine the feasibility of 

regulatory standards and yardsticks for a wide variety of practices, as the following examples 

illustrate: 

Technically feasible interconnection. The Commission concluded that 

interconnection or access at a particular point in one LEC network is evidence of the 
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technical feasibility of providing the same or similar interconnection in another ILEC 

network.24 Further, the Commission found that successful interconnection at a 

particular level of quality in one network is substantial evidence of the feasibility of 

interconnection at the same level of quality in another network. 

Access to OSSfitnctions. The Commission found that ILEC competitors would be 

severely disadvantaged, if not precluded altogether, from fairly competing if they are 

unable to obtain the functions of presrdering, ordering, provisioning, maintenance 

and repair, and billing for network elements and resale services in substantially the 

same time and manner as the incumbent. The Commission observed that ILECs now 

provide IXCs with different types of electronic ordering and trouble interfaces, and 

that some ILECs are testing and operating interfaces for real-time access to OSS 

functions. These performance yardsticks enabled the Commission to conclude that 

providing nondiscriminatory access to OSS functions is technically feasible.25 

Shared transport. The Commission observed that Bell Atlantic, " E X ,  and PacTel 

offer shared transport in conjunction with unbundled local switching, and rejected 

Amentech's objection that it was unable to measure and bill for shared transport.26 

Open architecture. In commenting favorably on a DOJ consultant's report, the 

Commission observed that "reliance on benchmarking also improved the 

'' FCC 96-325, Implementation of the Local Competition Provisions in the Telecommunications Act of 1B6,  First 
Repon and Order, CC Docket No. 96-98, adopted August 1, 1996, released August 8, 1996, para. 204 (henceforth 
Local Competition Order). 
tli Local Competition Order, para. 5 18-520. 

l6 FCC 97-295, In the Mutter of Implementation of the Local Competition Provisions in the Telecommunications Act 
of 1996, l b r d  Order m Reconsideration and Further Notice of Proposed Ruiemnbng, adopted August 18, 1997, 
released August 18,1997, para. 26, h 77. 
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Commission’s regulation of interconnection and monitoring of network 

perfo~mance.”~’ That report2’ cited a plan by Ameritech to introduce a new type of 

“Feature Node Service Interface” interconnection at local switches which led the 

Commission in its Third Computer inquiry proceeding to require other RBOCs to 

submit open-archtecture proposals. 

a Trunk-side interconnection. The Commission received an extensive cellular industry 

report on cellular interconnection and requested public comments on that report. 

Based on the infomation collected, the Commission concluded that trunk-side Type 2 

interconnection is the most efficient method of interconnecting a cellular carrier’s 

network to an LLEC’s wireline network. Findmg that some LECs had made Type 2 

interconnection facilities available to cellular carriers, the Commission concluded that 

Type 2 interconnection was feasible. The Commission also found that, even if delays 

were incurred to lay cable or obtain equipment, a carrier should require no more than 

six months to provide Type 2 interc~mect ion.~~ 

a Cageless collocation. In the current Section 706 proceeding, the Commission 

observed that US West currently offers a cageless collocation arrangement. The 

Commission also noted that SBC permits CLECs to share collocation space instead of 

requiring each CLEC to occupy a dedicated cage. The Commission requested 

‘’ FCC 97-286, In the Applications of met Corpomnon Transferor and Bell Atlantic Corporation Tranrferee, For 
Consent to Transfer Control of “Ex Corporation and Its Subsidiaries. Memorandum Opinion and Order, 
adopted August 14, 1997, released August 14, 1997, h 175. 

Peter W. H k ,  The Geodesic Nerwork: I987 Report on Cornpetinon in the Telephone Industry, 1987. 

l9 2 FCC Rcd 18, In the Matter of The Need to Promote Competition and Eficient Use of Spect” for Radio 
Common Carrier Services, Declaratory R b g ,  adopted Apnl30, 1987, released May 18, 1987,2914 (paras. 31- 
33). 
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comments to det&e whether such arrangements should be presumed to be 

technically feasible at other LEC premises.” 

Operating expenses. A Commission staff analysis of models submitted for use in 0 

estimating the costs of supplying Universal service and unbundled network elements 

evaluated the input requirements of cost proxy models. The staff found that much of 

the variation in the models’ estimates of the monthly cost of network elements is 

accounted for by differences in the treatment of operating e~penses.~’ One approach 

suggested by the staff for improving the cost estimates is to use, as a yardstick for 

operating expenses, the minjmum actual costs achieved by a sample of companies 

that report annually to the Co“ i s s io~ l .~~  

Line-of-business rest&ions. In support of its 1987 comments recommending 

elimination of the line-of-business restrictions, Ameritech provided an extensive 

summary of “the widespread and effective use of benchmark comparisons” since the 

divestiture established seven independent RBOCS.~~ It noted that in proceedings 

before the Department of Justice, the District Court, and the Commission, private- 

sector firms compared deployment and endsffice conversion schedules, 

presubscription activities, ordering procedures, and rate levels for wholesale senices, 

3o FCC 98-1 88, In the M a t i m  of Deployment of Wireline Senices “‘ng Advanced Telecommunications 
Cupabili ry... M e ”  Opinion and Order, and Notice of Proposed Rulemaking, adopted August 6, 1998, 
released August 7, 1998, pam 139. 

’ I  J. Atlanson, C. Bamekov, D. Konuch, W. Sharkey, and B. Wimmer, The Use of Computer Models for Estimaring 
Forward-Looking Economic Costs: A StafAnalysis, Janna~y 9, 1997, para. 64. 

’’ Id, para. 68. 

33 A copy of Ammitech’s summary is included as an attachment to this Declaration. Attachments to Ameritech’s 
Comments on the Report and Recommtndations of the United States Concerning the Linesf-Busmess Resmctions, 
March 13, 1987, Civil Action No. 82-0192. 
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among others. As one example, Amentech observed that the Commission imposed 

on all RBOCs an dlocation plan for routing of default t d 5 c  that was modeled after 

the practice proposed by a single company, Northwestern Bell, whereas all other 

RBOCs proposed routing the default traffic to AT&T.M 

0 €qua2 access. In evaluating RBOCs’ compliance with the divestiture decree, the 

Department of Justice has tended to define regional company equal access obligations 

based upon the highest level of performance achieved by any of the regional 

companies. The DOJ compared and contrasted the equal access progress of the 

RBOCs on issues including: (1) availability of equal access; (2) conversion of 

conforming end offices; (3) cellular radio equal access; (4) equal access for 800 and 

900 senices; and ( 5 )  equal access from public telephones. For each issue, the DOJ 

used the highest level of performance achieved by an RBOC as a benchmark in 

assessing the progress ofthe others.3s 

0 Overhead costs. The levels of overhead costs included h the rates for unbundled 

network elements, including collocation services, are of particular concern to carriers 

that must interconnect with ILECs. In a California Public Utilities Commission 

proceeding, Sprint recommended that a markup for overhead costs be lrmited to 15%. 

To reach this proposed standard, Sprint analyzed ARMlS data filed with the 

Commission and noted that two RBOCs consistently had markups less than 1 5%.36 

Id., para. A-16. 

’’ Report of the United States to the Court Concerning the Status of Equal Access (D.D.C.; Oct. 3 1,1986). 

’‘ PUC of the State of Califomi& R93-04-003,1.93-04-002, Direct Tesmony of David T. Rearden on Behalf of 
Sprint Communications Company L.P. on Pacific Bell UNE Pncmg Issues, redacted version Apnl8, 1998, p. IO. 
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Best-Practice Benchmarking Abroad 

I Best-practice benchmark regulation is not limited to the United States. The European 
/ 

Commission has adopted a type of best-practice benchmark approach to assessing prices for 

access to public switched telecommunications networks and recommending maximum 

interconnection charges. The Commission established “best current practice” interconnection 

charges that are based on the three Member States with the lowest interconnection rates (the UK, 

France, and Denmark). The Commission’s methodology establishes a benchmark range, With the 

low rate set somewhat below the lowest access price available. Starting J a n w  1, 1999, the best 

current practice rate for local interconnection, for example, is the range 0.5 - 1 .O Eurocent (0.6 to 

1.2 US cents) per minute (at peak rate). The interconnection benchmark rate will establish an 

incentive for national regulators in a number of countries to reduce hgh interconnection rates. 

As of May 1998, eleven of the fifteen Member States had local interconnection rates that 

exceeded the upper end of the benchmark range and in five of those states the rates were more 

than 80% above the upper benchmark value.37 In the context of antitrust cases brought under the 

European Union’s competition law, an interconnection price that is more than 100% above a best 

practice rate will be taken to signal a substantial likelihood of an abuse. 

’ 

In the United Kingdom, the Director General of Water Senices uses comparative 

information on water and sewerage companies in a variety of ways, but with particular emphasis 

on best pra~tices.~’ 

” European Commission 98/51 lEC, Recommendation Amendmg Recommendation 98/195/EC on Interconnection 
in a Libcrahed Telecommunications Mazkct (Part 1 - Interconnection Pncmg), July 29, 1998. 

la See the Monopolies and Mergm Commission’s discussion of the Director General’s comments, in its analysis of 
the proposed merger of Wessex Water Plc and South West Water Plc: Monopolies and Mergers Commission, A 
reporr on the proposed merger, October 1996, pam 2.70 (henceforth Monopolies and Mergers Commission). 
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C. ‘Heightened SCmtby for Poor Performance” Benchmarking 

A third form of benchmarking is the identification of problem cases. The Commission 

makes extensive use of comparative data that it collects fiom ILECs to assess the performance of 

individual companies in setting rates, delivering service of satisfactory quality, and enforcing 

existing regulatory standards. In its investigations, the Commission frequently relies on several 

years of data for each ILEC and buttresses preliminary findings concerning individual companies 

with comparisons across companies. In this way, the Commission is able to identify extremes of 

sub-standard performance. The Commission can require the poorly-performing ILEC to “catch 

up,” impose regulatory sanctions or, at a minimum, instigate heightened regulatory scrutiny of 

the laggard ILEC. Not only does this potentially improve outcomes expost, but the possibility 

that regulators may discipline sub-standard performance should improve ILECs’ incentives ex 

ante. Again, absent multiple ILECs, the Commission would often lack the information to do any 

of these things with much confidence. Below we list the factors at issue. 

0 Collocation. The Commission has evaluated the reasonableness of LECs’ charges for 

physical collocation services provided for interexchange access in tems of an 

industry-wide ben~hmark.~’ Collocation was a relatively new service for which little 

or no historical cost data and operating experience were available and for which LECs 

must make estimates of costs. For its statistical investigation, the Commission relied 

on direct cost estimates of 14 LECsa that offered collocation and had at least one 

j9 FCC 97-208, In the Maner of Locd EEchange Carrim ’ Rates, Term, and Conditions for Expanded 
Interconnection Through Physicol Collocation for Special Access and Switched Transport, Second Repon and 

Paclfic Bell, Nevada Bell, Southwestern Bell Telephone Company, Southwestern New England Telephone 
Company, Ameritech Operating Companies, New York Telephone and New England Telephone and Telegraph 
Company, BellSouth Telecommunications, Inc., US West Communications, Inc., GTE Telephone Operating 

Order, CC Docket NO. 93-162, =leased June 13, 1997. 
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physical collocation customer. The Commission aggregated the LEC data for seven 

collocation functions: floor space, DC power, cross-connection and termination 

equipment, security installation, security escort, construction, and entrance facility. 

To minimize the impact of LEC estimation mors, it first excluded any cost estimate 

that exceeded the sample mean by more than two standard deviations (for that 

collocation function). The Commission then calculated the simple (unweighted) 

mean of the direct costs for each function and the sample standard deviation of the 

mean. 

Deciding that it should recognize that some LECs may reasonably provide 

service somewhat less efficiently than other LECs, the Commission set the mean plus 

one estimated standard deviation as a maximum cost standard. Direct costs that 

exceed th~s value are disallowed, unless the LEC could justify the higher costs. The 

Commission used this methodology to ensure that the LECs’ direct costs would fall 

w i h  a “zone of reasonableness” and stated that the strict use of an average or median 

as the standard of reasonableness might not reflect the relative imprecision of the 

LECs’ cost estimates for a new ~ e n i c e . ~ ’  In doing so, the Commission rejected a more 

lenient standard, observing that “all LECs have ample incentive to inflate the direct 

cost of physical collocation because these are the rates that they are imposing on the 

intcrwnnector-customers against which the LECs compete in the interstate access 

market.””’ Thus, the Commission’s procedure sets a benchmark for identifying poor 

Companies, Cincinnati Bell Telephone Companies, Lincoln Telephone and Telegraph Company, Rochester 
Telephone Corporation, and Central Telephone Companies. 

“ Id., para. 147. 

42 Id., para. 148. 
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performance that is based on both the average and the variance of industry-wide 

experience. 

Overhead costs. ILECs recover their common costs and costs of overhead activities 

by marhg-up  the direct costs of services. The Commission observed that assigning 

high overheads to the LEC facilities upon which interconnectors rely to provide 

competitive senices, while assigning low overheads to services against whch 

interconnectors seek to compete, is anticompetitive and that actions to raise rivals' 

costs through this mechanism can be pr~f i tab le .~~ In its review of tariffs for virtual 

collocation, the Commission issued a detailed request for overheads and cost support 

data. Using the data submitted by the ILECs, the Common Carrier Bureau selected 

point-to-point DS 1 and DS3 senices as a yardstick to evaluate the overhead loadings 

assigned to Virtual collocation s k c e s . "  The Commission found that the LECs' 

loadings for DS 1 and DS3 services varied widely, and observed that three RBOCs 

that used some of the highest overhead loadings also impose the highest total charges 

for virtual collocation 

cokluded that most of those LECs' vutual collocation rates were likely to be 

unreasonably high, and prescribed maxi" permissible overhead loadings for 

virtual collocation services equal to the loadmgs for the comparable DS 1 and DS3 

services. By collecting comparative data on ILEC practices, the Commission was 

better able to detect and remedy potentially exclusionary conduct. 

0 

On the basis of h s  investigation, the Commission 

FCC DA-94- 142 1, Order, December 9, 1994, para. 23. 

Id., para. 17. 

'' The LECs proposed to assign generally hgh loadmgs to collocation charges while assignmg low loadmgs to 
comparable services. 
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Non-pnmaly lines. In its Access Charge Reform Ordera the Commission modified 

the method for recovering common line costs and instituted a new flat, per-line charge 

(the Presubscribed Interexchange Carrier Charge - PICC) assessed on the customer’s 

presubscribed IXC. The new access charge regime requires LECs to distinguish 

between primary residential lines and non-primary residential lines. The rates for 

both the Subscriber Line Charge, which is paid by the end user, and the PICC are 

higher for non-primary residential lines. As a result, an ILEC with lower penetration 

of non-primary lines may be allowed to charge higher per-minute access fees. 

The Commission investigated the penetration ratios for non-primary residential 

lines and found that several ILECs’ reported penetration ratios were increasing over 

time, but that the penetration ratios of SNET (now part of SBC) were much lower than 

expected. As “an initial test of reasonableness” the Commission calculated the 

average penetration of non-primary (second) residential lines for all price-capped 

LECs. The Commission tentatively concluded that SNET had under-represented the 

number of non-primary residential lines and ordered SNET to document in detail the 

procedures and data used to estimate non-primary residential lines and to present 

evidence to justify its low penetration 

be required to undertake further measurements until the Commission formally 

SNET has contended that it should not 

establishes a definition of non-primary residential lines in a current proceeding.*8 

L6 FCC 97-158, In the Muner ofAccess Charge Reform, First Report and Order, CC Docket No. 96-262, adopted 
May 7, 1997, released May 16, 1997. 

‘’ FCC 98- 104, In the Maner of 1998 Annual Access TamfFilings, Southwestem Bell Telephone Company 
Revisions to TamfFCC No. 73. Memorandum Opinion and Order, Order Designating Issues for Investigation, and 
Order on Reconsideration, CC Docket 98-104, adopted July 29, 1998, released on July 29, 1998, paras. 15-19. 

48 CC Docket 98-104, D W  Case of the Southern New England Telephone Company, In the Maner of I998 Annual 
Access TanflFilings, August 3 1, 1998. 
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Surely, however, the availability of this kind of comparative information places the 

Commission in a much stronger position to defend consumers against the possibility 

that an ILEC imderstates the penetration of second lines. 

Again, we note that US. telecommunications is not the only forum for such comparisons. 

For instance, the U.K.'s Director General of Water Senices has promised stricter scrutiny for 

companies reporting relatively high 

III. Effects of Mergers on Benchmarking 

In this section we use the analysis and discussion above to assess the effects of mergers 

among large ILECs on the efficacy of benchmarking. The Commission has recently clearly 

recognized that a merger of two RBOCs weakens its ability to use benchmarking to regulate 

effectively: 

A reduction in the number of separately owned firms engaged in similar 

businesses will likely reduce h s  Commission's ability to identify, and therefore 

to contain, market power. One way that this can happen is by reducing the 

number of separately owned and operated carriers that can act as "benchmarks" 

for evaluating the conduct of other carriers or the industry as a whole." 

In this section we discuss the effects of ILEC mergers on the forms of benchmarking we have 

&scussed above. We confirm that mergers can harm benchmarking - both through reducing 

available information even ZILECs do not change their substantive behavior, and also by 

worsening their incentives under benchmarking. 

49 Office of Warm Services (OFWAT), UK, Setting Pnce Limits for Water and Sewerage S m c e s :  The Framework 
and Approach to the 1994 Periodic Review. November 1993, p. 19. 

5o FCC 97-286, para. 147. 
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A A Merger Reduces Information from Benchmarking Even When Behavior is Unchanged 

Even ignoring incentive effects, if a merger leads to more aggregated reporting, valuable 

information is lost. In this sub-section we give a statistical formulation of this common-sense 

obswvation, intended to help analyze when it is likely to be important. After establishing the 

formulation, we discuss a rather stark best-practice example w i r e d  by the number portability 

example above. Then we discuss effects on the use of average-practice benchmarking, both in 

terms of accuracy of the “average” as an estimate of an underlying parameter, and in terms of the 

effect of loss of observations on the confidence with which the Commission can wield this 

important tool. Finally, we note that these effects have been recognized elsewhere. 

In many cases, after a phase-in period, the merged h n  may adopt a common practice in 

such matters as pricing of services, availability of network components, and provisioning 

’ practices. Post-merger, only a singe data point for these practices is then available for the two 

previously independent firms. In particular, useful financial information is likely to be reported 

at the firm level (aggregating across the merged operating companies). Even where the merged 

finn also reports company-by-company results, those values can be less useful than data fiom 

independent h. Thus, the U.K.’s Monopolies and Mergers Commission (MMC), in 

considering the potential loss of independent observations through the merger of two water and 

sewerage companies, found that “the use of sub-company data is very much a second best . . . 

first, that there are major cost allocation difficulties in the use of sub-company data and secondly, 

. . . such data exhibit less variation and are hence less informative than they would be if they 

reflected the input of independent ma~gement .”~’  

’‘ Monopolies and Mergers Commission, para. 2.76. 
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Our setting is the following: Each of n ILECs (prior to a merger) reports a statistic x,, 

where i = 1 . , ., n. Each x, is drawn from a distribution with some parameter(s), say b, and thus 

contains information about b.” The Commission wishes to learn something about b, perhaps in 

order to set a performance standard. We note that because different mors in establishing a 

benchmark (setting too stringent a performance standard versus too lax a standard) often have 

asymmetric costs, the Commission should care not only about a posterior mean of b but also 

about measures of posterior dispersion (such as variance). In other words, as we remarked above 

in the concrete context of “ideal” price caps, (warranted) confidence in the benchmark is 

important. 

We then ask: How does a merger that effectively aggregates some of the xi  before they are 

reported affect the Commission’s ability to infer b from the infomation it receives? While there 

are cases in which such a merger has no effect (at this level of analysis), the conditions for such 

neutrality are stringent and unlikely to hold in many regulatory contexts. 

A Best-Practice F~~rtipl~ 

Let us begm with an example in which one can see quite starkly how information can be 

lost in going to a single “merged” report based on what would otherwise have been independent 

observations x ,  and 3. Consider once again number portability as an illusmition of best-practice 

benchmarking. Here, a model that captures our (and perhaps the Commission’s) thinking is that 

an unknown (to the Commission) parameter b is equal to 1 if LRN is reasonably implementable 

’’ The analysis is simplest if the xi arc independent and identically dstributed, but that is not necessary for the basic 
insights. 
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in the near future, and is equal to 0 if it is not. For each firm i the observation xi is, with 

probabilityp, equal to b (which may of course be 0 or I), and, with probability 1 - p ,  equal to 0.s3 

Then, a sufficient statistic for b is the maximum of the x,. An admissible (and sensible) 

decision rule is to require LRN implementation if and only if that m a x i ”  value is 1 : this is 

best-practice benchmarking. If instead of independent reports, only a merged report xlk? is 

available, the information on b is undamaged only in the special case where the merged report 

xlk? is constructed so as to equal m a [ x , ,  x2]. 

However, that is an unlikely form of aggregation. When, in fact, LRN is practicable, but 

only one of the merging partners wishes to offa it, it would be remarkable if the joint decision 

were always to offer LRN. A more reasonable hypothesis would be that when the partners have 

diffking preferences it is equally likely that the merged h would offer LRN or not. In our 

notation, if (say) x ,  = 0 and x, = 1, then xIQ2 is equally likely to be 0 or 1. In that case, as with 

almost any aggregation rule, observing xlk2 is strictly less informative than observing both x ,  and 

X?. 

With this “equally-likely” aggregation rule, we can rather easily quantify the loss of 

useful mformation fiom such a merger. The key observation is that xlB2 has the same distribution 

as a single draw xi. To see this, note that with the “equally likely” aggregation rule, the 

probabilitythatx,, = 1, conditional on b = 1, is gwen byp’ + 0.5b (1-p) + (1-p)pl =p.% 

Conveniently, in this formulation, h m  the point of view of best-practice benchmarking, the 

53 That is, with probabilityp firm i offcrs LRN, if indeed, it is practicable, and with probability I-p it does not, even 
if it would be pracricable. 

s.p Re-merger, the probability that at least one of these two firms would reveal the feasibihty of LRN is 1 - (1 -p)’. 
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merged finn is just like one of the original firms: mathematically, the merger then is equivalent 

(from this point of view) to a simple reduction in n. 

For example, if pre-merger n=8 andp=.125 (perhaps a natural value to look at if we thmk 

in texms of the number portability experience, where one firm out of eight voluntarily 

implemented LRN), the probability that LRN is made available is given by 1- (1 -p)“  . 

Substituting for p and n, we see that this probability is 0.66. Now, suppose that two of the eight 

h s  merge. Then, the probability falls to 1 - (1 -p)’ = 0.61. Similarly, if the eight original 

finns are reduced to four through four mergers, the probability falls h m  0.66 to 1 - (1 -p)‘ = 

0.41. These are substantial effects. 

Efects of Merger in the Use of Averages 

Next, consider the reduction in information due to merger as it affects the use of average- 

practice benchmarkmg. We develop two points. First, the best point estimate of the underlying 

parameter b - loosely, an “average” - may in fact depend on more than a simple weighted 

average of h s ’  reports, so that “the average” may be less accurately calculated after a merger. 

Second, losing information on variation among ILECs may rationally cause a loss of the 

confidence needed to use an average as a benchmark, and may make regulators or competitors 

more tentative in their use of such averages. 

For a concrete example, we examine price-cap performance. We can view xi as finn i’s  

productivity performance, and model this performance as the sum of two tems - a “normally 

achievable” performance b, plus an idiosyncratic ‘‘emf’ ei With mean zero. Thus, from the 

information point of view, the Commission is comfortable in applying the average-performance 

benchmark to firm i to the extent it believes that benchmark is a reasonably good estimate of 

what firm i is capable of acheving. 
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With standard aSs~mptions, a consistent estimate of b is obtained simply by averaging the 

observations xi. If the error terms are uncorrelated across firms and their variances are known 

and proportional to the squared shes of the ILECs (where size is measured, say, by number of 

lines), then an efficient estimate of b is the size-weighted “sample mean” or average of the x,. 

In this special case, the “neutrality” result mentioned above holds: the estimate of b, and 

its statistical precision, are unaffected by a merger between 

productivity following a merger is reported only at the consolidated level. Lntuitively, since the 

optimal use of all the xi was merely to take the weighted average anyvay, nothing has been lost if 

two observations were merged into a “within-group” weighted average before being reported. 

1 and 2 even if achieved 

But even modest changes in these assumptions bring us back to the fact that, in general, it 

is strictly more informative to observe all the diversity. For instance, consider the case where, as 

is the case for price caps, the covariance structure of the e, cannot be taken as b o w n  and 

diagonal. Some unobserved effects in the m o r  term may be common to several firms in a gven 

year and other unobserved effects may persist for several years for a singk h. Because the 

covariance structure cannot be taken as known LI priori, an efficient estimate of the performance 

will not use solely the weighted mean of the observations xi.’’ The Commission’s inferences 

about b will then be predictably less accurate if it has reliable access only to the weighted mean 

of x ,  and x, rather than to both of these variables. In other words, a merger hurts the process. 

More generally, the Commission often lacks strong apriori knowledge of the variance 

with whch the observations xi are distributed around the unknown b. This is particularly likely 

in a sui generis proceeding as compared with one designed to measure recent changes in 

’’ For example, generalized least squares estimation uses the observanons x, to estimate a covariance structure and 
thus to construct a more efficient estimate of the unknown parameter 6. 
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productivity. Specifically, consider the standard Bayesian model in which the x, are independent 

draws from a normal distribution with unknown mean b and unknown standard deviation q and 
I 

in which the prior distribution of b and of log(0) is the improper uniforms6 The observer's point 

(posterior mean) estimate of b is the average of the xi.  As above, this is unaffected by the 

reporting only of average information. But nevertheless the posterior &stribution of b depends 

on the separate observations xi.  Obsening only pre-averaged data increases the posterior 

variance of b, because the observer has less information and thus must be less coddent .  

For example, suppose we begin with n=8. Then the posterior variance is given b y 7  

[(n-l>/(n(n-3))].#, an expression that depends on the sample variance ?, but whose prior 

expectation is equal to (7/40)d. Now if a series of mergerss8 reduces n to 4, we will have half as 

many observations, each of which is now normally distributed around the unknown b with 

(unknown) variance $/2. The prior expectation of the posterior variance of b is now e q d  to 

(3/4)d/2 = ( 1 ~ 4 0 ) d .  The result of this (semi-hypothetical) wave of ILEC mergers is that (in 

prior expectation) the posterior variance on b more ?ha doubles. As a remlt, the Commission 

must be less confident in its estimate of industry performance and more circumspect in 

establishing any performance standard. 

As this conclusion suggests, the Commission often wishes to make a rule but to be 

reasonably confident that it is not unduly harsh. In many problems, including price caps and 

56 Set, for instance, George G. Judge, R Carter Hill, William E. Griffiths, Helmut Liidccpohl, and Tsoung-Chao 
Lee, Introducrion to the Theory and Practice of Economeria, 2"6 Edition, 1988, p. 150. 

Set Judge et al., p. 152. 

'* We make ths version of the comparison to avoid the analyhcal complexlty of having just one prc-averaged 
(paired) observation. However, we note that ifthe SBUAmcritech and Bell A b t i d G T E  mergers were to take 
place, since the passage of the Telecommunications Act, the eight largest ILECs would in fact have been reduced to 
four. 
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universal service support, this can be formulated as a desire to set a performance standard y as 

demanding (say, as low) as possible but such that the probability that y is less than the u n h o ~  

b is acceptably low. Statistically, this amounts to h d m g  a confidence interval. 

In most instances, the degree of variability will not be h o w  in advance, and the 

Commission must generally rely on experience reported by the ILECs to arrive at a suitable 

confidence interval (in estimation terms) or band of tolerance (in behavioral terms). In th~s way, 

the data will be used for more than a point estimate of b. 

An example that comes close to explicitly formulating the problem as the choice of a 

confidence interval is the FCC's proceeding on physical collocation. In this proceeding, which 

began in 1993, the Commission analyzed the cost estimates of 14 ILECs. The Commission had 

available different numbers of observations for the different collocation functions, depending on 

the types of facilities used by the companie~.'~ The number of observations ranged from 12, for 

DS 1 cross-connection and termination equipment, to just 3 for one type of security installation. 

Four of the companies (Pacific Bell, Nevada Bell, Southwestern Bell, and SNET) are 

today part of SBC, and two others (Bell Atlantic and " E X )  are merged into Bell Atlantic. If 

Ameritech and SBC merge, what was 14 will become 9; if, in addition, Bell Atlantic and GTE 

merge, the number drops to 8. Ifthe Commission's calculations were repeated beginning from 

just 9 ILECs, the number of observations would decline to 8 for DS 1 cross-connection and 

termination, and remain at 3 for the security installation. A merger of Bell Atlantic and GTE 

would further reduce the range for some collocation functions. 

59 And after removing very tugh cost estimates (those that exceeded the sample mean PIUS two sample standard 
deviations). 
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The reduced number of direct cost estimates increases the variability of the Commission’s 

cost standard for a zone of reasonableness - the sample mean plus one sample standard 

deviation.@ In a W e w o r k  of Bayesian estimation of a parameter b and its distribution, the 

Commission must have reduced confidence that its mean-plus-one-standard-deviation interval 

actually covers the range of costs of efficient ILECs. To achieve the same degree of confidence 

with fewer observations, the Commission would have to increase the size of the interval. 

However, the Commission rejected such a lax interval. 

As the number of ILEC observations is reduced by mergers, the Commission’s power to 

constrain excessive pricing by this kind of benchmarking is weakened and the tools for setting 

bands of reasonable costs ultimately become ineffective. To make this point most starkly, 

consider an industry with just two Grms, and suppose that the Commission were to stick to the 

“mean plus one standard deviation” standard. Let the two observations be x, and x, 2 x,, so that 

the sample mean is (x, + xJ2, and the sample standard deviation is 42 (x2-x1)/2. The 

Commission’s zone of reasonableness, which allows everything up to one sample standard 

deviation above the sample mean, is now so large that even the maximum observation, x,, is 

certain to be judged reasonable! In other words, the technique now has no bite whatsoever. The 

standard would have to be even more lax, if that were imagmble, if the Commission took 

account of the lower probability that a one-standarddeviation allowance would truly cover 

sampling variation because of the low numbem61 

6o We simulated the sample mean plus 1 sample standard deviation in repeated aials with 12 observations and then 
with 9 observations &awn h m  a n o d  population with mean and variance equal to the sample mean and sample 
variance for DS 1 cross-connection and termination. We found that the reduced number of observations increased 
the standard deviation of the mean plus 1 standard deviation by 15.9%. 

6 1  With 1152 and independent normal moa, the classical probabihty that the sample mean plus 1 sarrrple standard 
deviation exceeds the population mean is only 0.75. (75% of the standard t distribution with one degree of fieedom 
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Regulators Recognize the Problem 

In summary, we have seen how mergers reduce the flow of infoxmation for benchmarking 

purposes, even if we assume away all incentive effects of the merger. Indeed, this effect has 

been recognized both by the Commission and by others. For instance, the Commission has 

noted, “[mlergers between incumbent LECs Will likely reduce experimentation and diversity of 

viewpoints in the process of opening markets to competition.’*2 Similarly, in the U. IC, 

benchmark comparisons are used to compare the efficiency of monopoly water and sewerage 

companies operating in different geographic districts and to set company-specific price caps. The 

essential value of having comparative data fiom independent firms is recognized in the statutory 

requirements. Under the 1989 Water Act, the Monopolies and Mergers Commission (MMC) is 

required to take account of the loss of comparative information that would result f?om a merger 

of water companies.63 The MMC recently examined a proposed merger between two water and 

sewerage companies and applied this standard. 

Two studies submitted to the MMC provided estimates of likely losses due to (1) loss of 

the obsentation of a best-practice firm at some stage in the future, and (2) setting of less stringent 

price benchmarks because of greater uncertainty. The MMC noted that many other dimensions 

in which comparators are used in the comparative process had not been valued, and it recognized 

that individual companies also make particular contributions in specific comparative exercises. 

In summary, the MMC found that, although it was unable to quantify exactly the loss fiom 

removal of one firm (South West Water) fiom the comparative process, ‘tve are satisfied that it 

lies below 1 .) To define a zone of reasonibleness that would have 90% probabihty of including the population 
mean one would have to allow variabihty of 3 standard deviations. 

62 FCC 97-286, para. 152. 

Water Industry Act, 1991, Part II, 34 (3). 
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would be a substantial one.’* The MMC blocked the proposed merger that would have reduced 

the number of independent sewerage services companies from ten to nine. It found that “no 

remedy, even in the shape of very significant price reductions, would be sufficient to compensate 

for the loss of [south West Water Services] as a comparat~r.’“~ 

B. Unilateral Incentive Effects 

A merger between firms with market power that compete in a product market has 

anticompetitive incentive effects that are well understood by competition authorities.% The 

“unilateral” effects stem from each merging party’s new incentive to help, or not hurt, its new 

partner. 

When two firms compete in a product market, each has opportunities to engage in behaviors 

that (i) are socially desirable, (ii) are profitable for that firm, (iii) reduce the profits of the other fixm, 

and (iv) therefore are less likely to take place after a merger between the firms. In the case of 

product-market competition, “lowering price towards mar@ cost” is the paradqpatic example of 

such bzhvbr ,  alUtoclgh q d c y  k p 3 v k m ~ ~ i ,  innovation, and other effects are diso (and in someq 

cases more) important. For this reason, antitrust authorities will challenge a merger between such 

firms if consumers lack adequate other alternatives, and if the change in incentives is likely to lead 

to significant worsening of the firms’ offm to consumers. 

When two regukd, geographically-separated ILECs face competition-bycomparison 

through benchmark regulation, similar economic forces are at work. The socially desirable actions 

Monopolies and Mergm Commission, para 2.83,2.85. 

6J Monopolies and Mcrgm Commissios para 1.14; quoted in S.G.B. Cowan, “Competition in the Water Industry,” 
w o r d  Review of Economic Policy, Vol. 13, No. 1, Spring 1997, p. 85. 

66 U. S. Department of Justice and the Federal Trade Commission, Honzontuf Mmger Gudelines, April 2, 1992 
(revised Apnl8, 1997). 
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to consider now include: (a) lowering recorded access costs, (b) introdwing new services that raise 

the average revenue per line, (c) cooperating more l i l y  with regulation and with the introduction of 

local competition, and (d) once ILECs are offering in-region long-distance service, cooperating in 

difficult-to-enforce ways with rival IXCs. In each case, each L E C  may sometimes be willing to 

take such actions, but in general such actions would hurt other ILECs. After a merger, the merger 

partners intemahze those cross-effects and become less likely to take such actions. In addition, as 

Katz and Salop argue, a merged firm may have stronger incentives to deny competitive 

accommodations and engage in exclusionary conduct toward rivals than has either merger 

partner ~eparately.~’ When reflected in discriminatory conduct, these incentives worsen the 

comparative information available and impair average-practice, best-practice, and other forms of 

benchmarking. 

1. Unilateral Incentive Effects of Merger under Average-Practice Benchmarking 

Average-practice benchmarking sets h s  into a form of competition with one another 

even if they do not compete in any conventional product market. As John Vickers has expressed 

it, if two agents face a similar incentive scheme in which each agent’s rewards are based both on 

its own and another‘s performance, the agents ‘lare in competition in the sense that the reward of 

each partly depends on performance relative to that of the other agent.”68 The establishment of 

benchmarks thus creates “competition-by-comparison” between h s  that do not directly 

compete with each other in the Same geographic markets. 

As one might expect fiom this observation, mergers between lixms whose performance is 

regularly compared under benchmarking can have adverse unilateral incentive effects that are 

67 Kaa and Salop, Section VI. 
a John Vickers, “Concepts of Competition,” w o r d  Economic Papers, January 1995, Vol. 47, No. 1, p. 10. 
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very similar to the corresponding anticompetitive effects of mergers among direct product- 

market competitors. Thus, consider the effect of a merger on the benchmark used for price-cap 

regulation. After the merger, each of the on& firms will intemalize the effect of its productivity 

improvements on its partner’s profits. Compared to before the merger when the firms were 

competitors-by-comparison, th~s effect is a negative one.@ 

If (say) SBC lowers its recorded access. costs, it is likely that the X-factor(s) set at a 

subsequent price cap performance review will be greater as a result. The increased X-factor will 

make Ameritech (as well as other pricecap JLECs) less well OK Post-merger, the incentive for the 

merged firm to reduce its costs in the former SBC’s area will herefore be lower than the incentives 

SBC faced pre-merger. Symmetrically, Ameritech’s incentive to increase efficiency also declines. 

To continue the example used earlier, after a merger of two ILECs, each of which has 20% 

of the total access lines, a larger ILEC, with 40% of the access hues, keeps only 60% (Le., 100% - 

40%) of the cost reduction after the readjustment has taken effect. Thus, this larger ILEC’s gross 

private present-value return per line becomes 

S;(l + .91 + .83 + .75) + . 6*(.68 + .62 + .56 + .....) = $7.99 

so that this larger ILEC faces a “tax” of 27% (Le., 7 9 / 1 1  = -73 = 1 - .27). The point is that a 

cost-reducing action by one of the on@ firms will reduce the access price that can be charged by 

its partner. The prospect that access charges will be adjusted in the light of the firm’s own 

productivity experience creates a ‘’tax’’ on the increased profits that each of the merged ILECs 

69 Although ILECs in different geographic arcas are also suppliers of complemeno - each supplies o r i p t i n g  
access for calls tamhating in the other’s temtory - th.ls effect is surely small compared to the effects considered 
here. 
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-. realizes h m  investments that increase its productivity. As a result of the merger, the amount of 
‘1 

i 

“tax” increases because the effect on the mergmg partner is internalized. 

We note that a simple comparison of these illustrative numbers - a 27% “tax” versus a 14% 

tax - may not fully convey to non-economists the difference in impacts. Economic logic tells us 

that the harm caused by a tax, or by a distortion of incentives away h m  the efficient level, is 

broadly proportional to the square of the distortion. Thus, a “tax” that is twice as large causes not 

twice as much, but approximatelyfour times as much, economic 

Clearly these numbers are illustrative, rather than precise, calculations. However, we 

believe that they correctly suggest that an increase in the share of nationwide lines controlled by a 

single company, such as would occur under the proposed SBUAmeritech merger, substantially 

worsens the ratchet effect created by periodic revision of the X-factor. Under a system of 

benchmarking that uses indutywide  averages of cost performance, the larger the ILEC, the worse 

the ratchet effect. 

S t ~ d i e s  cflhc effect of corporate tax rates and tax credits on research and development 

spending suggest that R&D expenditures are relatively price-elastic with respect to tax rates.7’ This 

’O This observation is a seaple of economic analysis. Roughly, it can be explained as follows, for the simple case in 
which projects’ gross reams arc approximately unifondy disui%uted (at least in expectation). In expectation, a tax 
that is twice as large wil l  discourage about twice as many efficient projects, because it puts twice as large a range 
“below the threshold” In additiq the average discouraged project is approximately twice as valuable m p t a x  
(ix., efficiency) terms. 

” See, e.g., Bmnwyn Hall, “R&D Tax Policy Durmg the 1980s: Success or Failure?“, Tar Policy mrd the Economy 7: 
2-35,1993; Phdq Berga, ‘Tax Incaivntives for R&D: What Do the Data Tell Us?”, COMcil on Reseatch mrd 
Technology, Washington, photocopied, 1992; James Hines, “On the Sensitivity of R&D to Delicate Tax Changes: The 
Behavior of U.S. Multinationals m the 198Os,” m Albert0 Giovannini, Glenn Hubbad, and Joel Slemrod (eds.), 
Studies in Intmzional  Taxation (University of Chicago Press: Chicago), 1993; Theofanis Mamuneas, and M. 
Ishaq Nadm “public R&D Policies and Cost Behavior of the U.S. Manufacturing Indusmes,” Journal of Public 
Economics 63: 57-81,1996. 
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effect makes it more likely that, as a result of a merger, the firms will allocate fewer resources to 

activities that would reduce costs but would also &ect a benchmark.'2 

Finally, while a merger between SBC and Ameritech does not affect the immediate 

incentives of "third" ILECs (such as Bell South) under an average-performance scheme, there is 

nevertheless a plausible effect on their actions. In particular, Bell South may be less likely to trim 

its own excess costs if SBC and Ameritech face weakened incentives to trim theirs.'3 The net result 

can be expected to be a slower rate of productivity improvement throughout the industry, and 

consequent harm to consumers, as competition-by-compan is weakened through merger. 

The merger of SBC and Ameritech would also impair the effectiveness of average-practice 

benchmarking in the universal service support program, and for very similar reasons. To illustrate, 

suppose that SBC introduces new services that are valued by consumers, and thereby raises its 

average revenue per line. In due course, this will be reflected in a higher revenue-per-he 

benchmark for calculating high-cost support. As a result, carriers collecting high-cost support 

funds based on the d i f f m c e  between their estimated costs of serving high-cost areas and the 

benchmark revenue per line will receive less support. If SBC's merger partner, Ameritech, is such 

a canier, post-merger SBC will internalize this effect and it will have less incentive to introduce 

such new services. In the same fashion, Ameritech will have a reduced incentive to introduce new 

revenue-increasing services because it will take into account the potential for reduced support that 

could flow to SBC in its high-cost service areas. 

'' This effect must be set against any merger-specific economies of scale in innovation. We note, however, that 
because licensing of innovations among ILECs faces no obvious barrim, one might be suspicious of claims that 
such economies of scale art merger-specific. 

'' Although there is no first-order effect on Bell South's incentives to cut its costs, if it k o m e s  richer and "fatter" 
(as it will if merging ILECs cut back on their cost-reduction), it may nevertheless @erhaps because of managenal 
princrpal-agent problems) experience cost inflation itself. Set Michael J e w n ,  "Agency Costs of F m  Cash Flow, 
Corporate Finance, and Takeovm," American Economic Rm'ew, 76:2 (May, 1986), pp. 323-329. 
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I 2. Unilateral Incentive Effects of Merger under Best-Practice Benchmarking 

A merger will similarly weaken the effectiveness of best-practice benchmarlang because 

of the adverse (unilateral) incentive effects of taking a merger partnefs interests into account. In 

our analysis of this problem, we distinguish two cases: (a) the merged firm sets a common 

practice for both partners, and @) formerly independent (now merged) firms maintain two 

different practices. Although the analysis is somewhat different, the key themes and qualitative 

result - a loss of effectiveness for best-practice benchmarking - are the same in both cases. 

When the merged firm sets a common practice, if h" practices can be represented 

numerically (as with collocation charges or overhead rates), the common practice value of the 

merged firm is likely to lie strictly between the practices that the parties would have set 

separately absent the merger. As noted above, under best-practice benchmarking, only the best 

observation among all firms ultimately coun"~. Thus, either the merger makes no difference 

(because neither merging party would have provided that best observation), or the merger moves 

the fim with the best practice toward the other partner's preferences (because the best-practice 

firm now internalizes the effect on its partner). In the latter case the merger produces an 

undesirable change. 

For example, suppose that Ameritech as a stand-alone RBOC would offer collocation 

charges of $X, an offer that tums out to be !'best practice" among the ILECs, while SBC as a stand- 

alone entity would offer higher charges of $Y. In the absence of a merger, Ameritech's offer would 

be imposed as the benchmark, and SBC would be h t e d  to charges of $X. Post-merger, 

decisionmakers for the merged company select a common charge for both partners that " i z e s  

their total net benefit. As we noted above, one would expect this single policy to be set somewhere 

between the two pre-merger policies, SX and $Y, wbch implies that it would be higher than $X. 
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Consequently, post-merger the observed best practice is inferior to the best practice absent the 

merger. 

h some cases, the merged firm will maintain different practices. In this case, too, there is 

an incentive to “shade” the previously independent choice in the direction of the less cooperative 

merger partner’s preference. To illustrate this incentive, suppose that the Commission were to use a 

best-practice standard to establish maximum rates for collocation services and that each ILEC 

recognizes in advance that best-practice benchmarking is likely to be applied to collocation charges. 

Acting independently, each ILEC would offer collocation charges reflecting its own cost conditions 

and strategic goals, as well as other factors such as the intensity of state regulatory scrutiny. 

However, if the firms merge, Amexitechs decision-makers would take into account that 

SBC’s preferred charges are SY and that the practice that Ameritech sets, S X ,  may be selected by 

the regulator as best-practice and applied to SBC as well. The decision-makers who maximize the 

joint profits of the merged companies, or even take SBC’s preferences into account more weakly, 

would shade the offer of SX towards SY - that is, the offered collocation rate would be higher. As 

a result, the benchmark charges would end up higher either the shaded offer remains best practice, 

or another ILEC’s offer, (by assumption higher than S X ) ,  is now best practice. 

It is important to note that even if (in this example) Ameritech’s influence brings SBC’s 

preferred charge down from %Y towards %X, under best-practice benchmarking this reduction 

does not matter.” While a merger between an ILEC that (in a particular matter) is cooperative 

with new competitors and one that is inmmigent may moderate the behavior of both, under best- 

’‘ Assuming, that is, that Y is not so ‘‘moderated’ as to fall below X. 
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practice benchmaking it is only the merger’s effect on the cooperative ILEC that affects the final 

result. 

In summary, then, there is an adverse incentive effect of a merger when the mergmg fin” 

practices are compared by regulators and best practices are promoted. This is distinct from, 

although analogous to, the adverse incentive effect of the merger under average-practice 

benchmarking. 

C. Coordinated Effects and Risk of Collusion 

Recall from our discussion above that, under competition-by-comparison (as under 

product-market competition), each ILEC can undertake actions that are socially desirable and 

profitable but that h a m  the interests of other ILECs. A merger can increase the threat that a 

common understanding will develop (explicitly or implicitly) not to engage in such behavior. 

We believe that a substantial decrease in the number of relevant independent firms (and for some 

purposes only large ILECs may be relevant h s )  can significantly increase this threat. 

This, too, is riot a novd point. l aded ,  tbe c c ~ s s i o c  has observed that., although 

ILECs have a common interest in ” k h g  their cooperation with regulators and competitors 

who are seeking to open their local markets to competition, “On any particular issue, however, 

one incumbent LEC may have an incentive to cooperate with its competitors, contraxy to the 

interests of other LECs,” an incentive that may arise from regional differmces between the 

ILECs.” The Commission rightly observed that if two major ILECs merge, the incentive for an 

individual lLEC to “jbreak ranks” and cooperate with pro-competitive processes may be reduced. 

The number-portability example that we described earlier strilangly illustrates such a possibility. 

’’ FCC 97-286, para. 154. 



in the product-market case, such parallelism is more likely the smaller the number of 

large ILECs. In large part, this is because of the diversity discussed above in the context of best- 

practice benchmarking. That is, with many ILECs, it is more likely that there will be one or two 

mavericks on any complex issue. With a large number of players, an ILEC contemplating 

aggressively cutting costs or boldly innovating will be less inclined to w o w  about offendmg the 

others by breaking an otherwise united fiont. By contrast, as the number of ILECs is reduced by 

merger, they become more likely to be able to coordinate their behavior and refiair h m  socially 

desirable actions. In this sub-section, we expand on this point. 

As above, suppose first that each of n independent LECs  will, with probability p ,  take 

the socially desirable action. We next investigate the tradeoff between unilateral incentives to do 

so and coordinated incentives to maintain a united fiont. Suppose that an ILEC may, for its own 

' reasons, prefer to take the socially desirable action in a matter at hand, but would also derive 

future value if a united position is maintained that would provide benefits in future regulatory 

matters. By hypothesis, if this ILEC goes along with the putative united front, it incurs some 

private cost c. This private cost, and even the fact that it is positive, are likely to be difficult for 

others to observe. 

An ILEC in this position trades off c against the possibility that its action determines 

whether the united h n t  - which it values at B - is maintained. (It may value this because of the 

prospect of pnfening the united h n t  on future matters, for instance.) Then this ILEC will 

reflect that, apart h m  its own action, with probability q,, = (I -p)"-' the h n t  is united, so that 

its own action determines whether the united fiont is maintained. As a result, it will cooperate 

with the united front if, and only if, qn B > c. 
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Observe now that the probability qn is decreasing in n for a gven value ofp,  so that 4, 

I increases with a merger. Also recall that (under a reasonable symmetric model of how conflicts 

between merger pa r tnq  are resolved) a merger can be modeled simply as a reduction in n. So, a 

merger will make it more likely that a united front is maintained, conditional on each ILEC’s 

choice ofp.  This effect, which we discussed above in subsection IU.A, has nothmg to do with 

incentives (it holds p constant), but is purely a statistical (infomation) effect. 

There is also an incentive effect, however. This is best seen in a Bayesian equilibrium of 

an incomplete-information game among the ILECs. Suppose for instance (plausibly enough) that 

each ILEC’s value of maintaining a united front, B, and/or its value of c for a particular matter, 

are private information. Then this ILEC will maintain the united front if and only if, for its 

particular values, c/B is less than the perceived probability qn that all others will maintain the 

* united front. As a result, the probability that it chooses, instead, to be a maverick isp(qJ, a 

decreasing best-response function. 

Taking as given other ILECs’ choices ofp, any one individual ILEC’s incentive to 
1 

maintain the united front is increased by a merger. Because there is no point in playing on the 

team if others fail to do so, an increase in the perceived probability qn that all others will do so - 

such as follows from a reduction in n holdingp constant - therefore also makes each individual 

ILEC more inclined to go along with the (perhaps) united front and less inclined to be a 

maverick. Thus, the merger causes each ILEC’s optimizedp to fall, even if it takes others’ 

values o f p  to be fixed (unaffected by the merger). Furthennore, if the ILEC recognizes this 

effect, it will know that others’ values o f p  have, in fact, fallen, so that q is now even higher, 

further remforcing its own incentive to reduce itsp. 
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This analysis illustrates how a reduction in n can make maintenance of a united front 

more likely, both statistically, given each ILEC’s p (as analyzed above), and also behaviorally, 

through the effect onp. Thus, a decrease in the number of h s  through merger can increase the 

likelihood that the ILECs will achieve a united front inimical to cooperation with regulators and 

competitors. 

D. Effects of Merger on “Purified” Benchmarks. 

Yardstick competition can in principle eliminate the ratchet effect in average- 

performance benchmarking by setting a separate h - spec i f i c  benchmark for each firm. The 

Commission appears generally to have avoided this practice, possibly because of the difficulty of 

arguing persuasively that a common standard is being applied to all firms. Another problem is that, 

to the extent there are durable h - spec i f i c  effects or modest numbers of firms, as an estimate of 

what an individual firm is capable of achieving, a purified benchmark is statistically inefficient - 

although efficient in incentive tenns. 

Whztever the merits aud defats o i p u i k !  t a c h d f c s ,  our goal here is to understmd ?he 

effects of a merger among large ILECs. The primary effect of such a merger on purified 

benchmarking is that each merging ILEC’s “target” or performance standard must become 

“noisier,” because purified benchmarks impose the constraint that (for instance) Ameritech’s 

performance receive zero weight in setting a target for SBC, and vice versa Since it would be very 

unlikely absent the merger that no weight would be given to Ameritech’s performance in setting an 

efficient purified benchmark for SBC, this is a loss. 

This analysis applies when the regulator sets a very simple “average” purified benchmark- 

A related effect, however, applies to non-mergmg parties as well. That is, the ability to adjust a 

benchmark for b-spec i f ic  effects is impaired. “Where econometric analysis is needed before 



comparisons can be drawn between companies with diverse operating envirOnments, it is important 

that the number of separate observations relative to the number of explanatory variables that should 

be included in any model is s~fficient.”~~ 

I 

W .  Conclusion 

Our discussion of the use of comparative and benchmark techniques by 

telecommunications regulators illustrates one of the important losses from mergers among large 

ILECs. We note again that not only regulators but also customers and suppliers of complements 

(such as IXCs), as well as nascent competitors, can and do compare ILECs against one another. 

The loss of one of a relative handful of large ILECs would substantially damage efficient 

regulation, including the interconnection regulation necessary for the growth of competition in 

local exchange and exchange access markets. 

” Monopolies and Mergers Commission, para. 2.43. 
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THE BENEFITS OF BENCHMARKING AS RECOGNIZED IN MFJ PROCEEDINGS 
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The Benefits Of Benchrnarkiag As Recopized In MFJ 
Proceedings 

The Federal Communications Commission has observed that 

the ability to make benchmark comparisons arising from the Bell 

System's formation of seven autonomous regional local exchange 

companies, in place of the monolithic pre-divestiture Bell System 

operating company structure, constitutes an "important regulatory 

toolll whose benefits have been recognized on numerous occasions 

since the MFJ was proposed and implemented.1 During the course 

of various MFJ-related proceedings, the Commission, the Justice 

Department, and the Courts all acknowledged and relied upon the 

ability of regulators to employ benchmarking in a variety of 

contexts. In addition, the RBOCs themselves, in their own court 

filings, repeatedly emphasized the importance of the benchmarks 

created by the AT&T divestiture in enhancing the ability of the 

Commission and other regulatory authorities to detect and deter 

anticompetitive conduct.2 

Even before the MFJ was approved and implemented, the 

Justice Department, in its Competitive Impact Statement, 

implicitly recognized 

benchmark approach to 

noting that while the 

the value of the ability to utilize a 

enhance the effectiveness of regulation, 

proposed consent decree did not mandate 

1 See In the Amlications of "EX Comoration Transferor, and 
Bell Atlantic Comoration Transferee, for Consent to 
Transfer Control of "EX Comoration and Its Subsidiaries, 
Order, FCC 97-286, 12 FCC Rcd 19985 at q q  148-149 (1997). 

>ration Transferor, and 
Bell Atlantic Comoration Transreree, for Consent to 
Transfer Control of "EX Comoration and Its Subsidiaries, 
Order, FCC 97-286, 12 FCC Rcd 19985 at q q  148-149 (1997). 

2 - Id. at 'II 149. 
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consolidation of the BOCs into any particular number of entities, 

AT&T affiliates had indicated that there would be multiple 

entities, and further stating that 'Ithe Department will take into 

account, as appropriate, the potential impact of the proposed 

configuration of BOCs on the likelihood that the [MFJ's] non- 

discrimination requirements will, in fact, be achieved.Il3 

While the District Court did not explicitly address the 

issue of benchmarking in its 1982 opinion approving the proposed 

AT&T consent decree, with certain modifications,4 the Court 

specifically cited the ability to make such comparisons in 

rejecting the Justice Department's proposal to alter one of the 

Court's proposed modifications, i.e., the provision allowing the 

RBOCS to ''provide, but not manufactureit all types of customer 

3 United States v. Western Elec. Co., 47 Fed. Reg. 7170, 7174- 
75 (Feb. 17, 1982) 
Competitive Impact Statement). 
approval of the proposed GTE consent decree, the Department 
specifically cited the ability of regulators to utilize the 
divested BOCs as benchmarks against which to evaluate the 
conduct of the GTE operating companies ('fGTOCsii), to ensure 
the GTOCs' compliance with the equal access standards 
included in the proposed decree. 
com., 48 Fed. Reg. 46634, 46657 (October 13, 1983) (United 
States Department of Justice, Competitive Impact Statement). 

contrast, in his 1984 order approving the proposed GTE 
Consent Decree, Judge Greene noted that "GTEts 
implementation of equal access will be judged not only 
against the requirements of the decree, but also against two 
objective benchmarks: 
provision of equal access; and ( 2 )  the provision of equal 
access by the [GTOCsl in the cities not served by Sprint.Ii 
United States v. GTE, 603 F.Supp. 730, 735 (D.D.C. 1984). 

(United States Department of Justice, 
Subsequently, in urging 

United States v. GTE 

4 United States v. AT&T, 552 F.Supp. 131 (D.D.C. 1982). In 

(1) the Bell Operating Companies' 
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premises equipment.5 

Department's request to limit the BOCs to the provision of 

residential and single-line business CPE, the Court noted inter 

alia that concerns with regard to the potential for BOC 

discrimination in the installation and maintenance of CPE were 

alleviated by the fact that "claims of one Operating Company that 

it had particular difficulties or problems with the equipment of 

manufacturers it did not sell could be readily undermined by a 

comparison with the practices of the other six companies.Il6 

subsequent order, the District Court itself utilized the other 

six RBOCs as benchmarks in concluding that Pacific Bell's refusal 

to provide access to its lines for services originating from 

AT&Tts coinless public telephones constituted a violation of the 

MFJIs equal access requirement, noting in its opinion that Ii[a]ll 

the Operating Companies except Pacific Bell appear to be 

providing the required access. 117 

In explaining its refusal to grant the 

In a 

In its 1987 Report to the District Court concerning the 

line of business restrictions imposed on the RBOCs under the MFJ, 

the Justice Department gave considerable weight to the 

5 United States v. AT&T Co., 1982-2 Trade Cas. (CCH) 1 64,980 
at 73,150-73,151 (filed August 23, 1982) (D.D.C.). 

6 

7 

- Id. at n.8. 

United States v. Western Elec., Inc., 583 F.Supp. 1257, 
1258, n.4 (D.D.C. 1984). Elsewhere in its opinion, the 
Court observed that "Pacific Bell seems to be the only 
Operating Company to have taken the position that it ieed 
not qrant access to AT&T unless and until ordered to do so 
by ifs state regulatory body." Id. at 1259, n.11. 
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conclusions reached by the Department's consultant, Dr. Peter 

Huber, concerning the value of benchmarks, specifically noting 

that "[Dr. Huberl believes that the existence of seven BOCs 

provides benchmarks that are likely to be useful to the 

regulators in identifying attempted abuses of the remaining 

bottleneck monopolies. ' '8 In his report, Dr. Huber found that 

reliance on benchmarking had improved the effectiveness of the 

Commission's regulation in the area of interconnection in 

particular, observing that: 

Benchmarking one LEC's performance against 
another in the post-divestiture marketplace 
has proved an effective regulatory tool. 
Laggard or eccentric LEC performance stands 
out when eight large holding companies [i.e., 
the seven RBOCs and GTE] line up for periodic 
regulatory inspection. . . .9 

8 Report and Recommendations of the United States Concerning 
the Line of Business Restrictions Imposed on the Bell 
Operating Companies by the Modification of Final Judgment 
("DOJ Report and Recommendations1') (filed February 2, 1987) 
at 44. 

9 Peter W. Huber, The Geodesic Network: 1987 ReDort on 
ComDetition in the TeleDhone Industry, at 3.24 (1987). 
Elsewhere in his report, Dr. Huber observes that: 

. . . the FCC's ability to use one RHC's 
performance to benchmark another's makes 
regulatory oversight considerably easier than 
it once was . . . [Ilf regulators themselves 
sometimes fail to spot network 
idiosyncrasies, adversely affected parties 
generally do not. . . . 

- Id. at 5.17. 
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Dr. Huber also cited the positive impact of benchmarks in other 

areas of regulation (e.a., cost allocation) as well.10 

recommending elimination of the RBOC manufacturing prohibition, 

the Department cited "the emergence of multiple independent 

benchmarks for regulatory comparison of cost allocation and 

equipment purchase decisions" as one of two "major changes" which 

served to significantly reduce the potential for anticompetitive 

In 

cross-subsidization.11 

In its own filings with the Court in the MFJ Triennial 

Review proceedings, the Commission itself described the positive 

impact of the new benchmarks created by divestiture on its 

ability to constrain anticompetitive conduct by the BOCs. 

response to the Justice Department's Report and Recommendations, 

In its 

the Commission observed that: 

The divestiture itself makes it easier for 
the Commission to protect the competitive 
process. 
companies effectively established independent 
benchmarks for comparing BOC performance.12 

The creaticn of scvz3;1 rcgimsl 

1 0  - Id. at 3 . 5 4 - 3 . 5 5  and 6.39 (noting that "benchmark 
regulation can be used quite effectively to weed out 
idiosyncratic LEC tariffs and cost allocations - -  which 
might otherwise be tailored to advantage the LEC-affiliated 
ISP . " ) 

11 DOJ Report and Recommendation at 165. 

12 Comments of the Federal Communications Commission as Amicus 
Curiae on the Report and Recommendations of the United' 
States Concerning the Line of Business Restrictions Imposed 
on the Bell Operating Companies by the Modification of Final 
Judgment ("DOJ Report and Recommendations") (filed March 13, 
1987) at 10. 
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The commission went on to report that it had "been able to take 

advantage" of the benchmark approach to determine "minimum 

standards or maximum rates.Il13 

Commission again noted that 

regulating a monolithic Bell System and overseeing independent, 

competitive BOCs is the ability to compare o r  'benchmark' the 

actions of the separate companies. " 1 4  

.) 

In a separate filing, the 

[a] critical difference between 

The RBOCs themselves - -  including the parties to the 
transaction which is the subject of this application and other 

already completed and proposed mergers - -  were particularly 
vociferous in emphasizing the benefits arising from their 

creation as seven independent entities, each of them available 

for regulators to use as tlbenchmarksii in their efforts to 

identify and constrain anticompetitive discrimination and cross- 

subsidy. 

instant application, Ameritech, in response to the Justice 

Department's Report and Recommendations, included a lengthy 

attachment cataloguing the "widespread and effective use of 

benchmark comparisons since 1982" by the FCC, the Justice 

Department, the Court, and the private sector "in ways that would 

Indeed, the comments filed by one of the parties to the 

13 Id 

1 4  Responsive Comments of the Federal Communications Commission 
As Amicus Curiae on the Report and Recommendations of the 
United States Concerning the Line of Business Restrictions 
Imposed on the Bell Operating Companies by the Modification 
of Final Judgment ( "DOJ Report and Recommendationsll ) (filed 
April 27, 1987) at 5. 
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have been inconceivable prior to divestiture.~'ls In its comments 

to the Court, Ameritech asserted that the "division of the local 

exchange networks among seven independent companies has greatly 

enhanced the delectability of any monopoly abuse and the 

effectiveness of regulation, 'I adding that I' [t] he utility and 

effectiveness of such 'benchmark comparisons' among the regional 

companies is demonstrated by the extensive record of their actual 

use.'I16 

It [nlo amount of sophistry can suppress the importance of 

benchmarks, It citing ''overwhelming evidence that divestiture- 

created benchmarks are being used effectively by regulators, the 

In a subsequent filing, Ameritech went on to argue that 

1 5  Ameritech Comments on the Report and Recommendations of the 
United States Concerning the Line-of-Business Restrictions 
(filed March 13, 1987), Attachment A at A - 2 .  

16 - Id. at 10-11. Similarly, in the introduction to its 
extended description of the post-divestiture use of 
benchmark comparisons, Ameritech observed that: 

Today the seven regional companies and GTE 
operate local exchange networks of 
approximately the same size. The actions and 
decisions of any of these eight independent 
firms establish 'benchmarks' by which the 
actions and decisions of the other seven can 
be evaluated. 

The presence of benchmark comparisons makes 
competition more effective because customers 
can make more informed decisions. 
important, the presence of benchmark 
comparisons permits regulators and others to 
evaluate the merits of an operating company's 
actions or decisions even in circumstances 
where direct competition is absent. 

Equally 

Ameritech Comments, Attachment A, at A-1. 
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Department and the industry as safeguards against any potential 

anticompetitive conduct or regulatory abu~e.~ll7 

The other party to the merger which is the subject of 

this application, SBC , in its response to the DOJ'S Report and 

Recommendations, also emphasized the importance of benchmarks, 

obserring that: 

Perhaps the most profound change in the 
telecommunications industry since the 
announcement of the settlement that resulted 
in the MFJ is the existence of the seven RHCs 
as independent, publicly held 
companies. . . . The integrated Bell System 
was literally beyond comparison. Neither 
regulators, financial markets, nor the public 
had a benchmark against which the practices 
of AT&T could be measured. 

The creation of the seven RHCs completely 
changed those circumstances. The FCC can now 
monitor the rates, performances, and business 
practices of the seven RHCs to detect 
potential anticompetitive activities.nla 

In its comments to the Court, SBC further asserted that the 

existence of the seven RBOCs as benchmarks provides l ' a n  effective 

deterrent against even subtle attempts to abuse any advantages 

1 7  Ameritech's Response to Comments on the Report and 
Recommendations of the United States Concerning the Line-of- 
Business Restrictions (filed April 24, 1987) at 23; also see 
Ameritech's Reply to Responses to Comments on the Report and 
Recommendations of the United States Concerning the Line-of- 
Business Restrictions (filed May 22, 1987) at 3-7. 

Comments of Southwestern Bell Corporation on the "Report and 
Recommendations of the United States Concerning Line of 
Business Restrictions (filed March 13, 1987) at i, 9-10. 

18 
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that might arise from the ownership of local exchange 

telecommunicatioqs facilitie~.~~l9 
1 

comments submitted by another RBOC, Pacific Telesis 

(PacTel), which has since been merged into SBC, echoed the same 

theme, citing the "division of the Bell System into eight parts 

and the new ability of regulators to measure the BOCs against 

each otherii as factors which have resulted in "an increased 

ability of regulatory agencies to identify and safeguard against 

improper discrimination and improper cross-subsidies."20 

Subsequent filings and expert testimony submitted by PacTel to 

the Court emphasized the ability of regulators to "use the other 

BOCs and GTE as benchmarksii in specific areas such as 

interconnection and procurement.21 

The comments filed by other RBOCs which are not parties 

to the pending application included similar statements 

highlightins the bclnzfita ef hsvicg seven independent entities 

available to utilize as benchmarks. 

within Bell Atlantic, noted in its comments to the Court that 

prior to divestiture "courts and regulators had practically no 

opportunity to develop Ibenchmarksif1 and observed that 

"EX, which is now subsumed 

19 rd. at ii. 
20 Comments of the Pacific Telesis Group in Support of the 

Recommendations of the United States (filed March 13, 1987) 
at 9-10. 

2 1  Further Comments of Pacific Telesis Group, Pacific Bell, and 
Nevada Bell (filed April 27, 1987) at 75, 89, 95; also see 
Affidavit of Jerry A. Hausman at f q  2 6 ,  56, 60. 
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11 [d] ivestiture changed all this" by establishing seven 

independent companies, thereby providing [a] f inn, constant and 

readily available basis . . , for comparing the actions of any 

one against the actions of another. "22 Similarly, BellSouthl s 

response to comments on the DOJ Report and Recommendations noted 

that the existence of seven RBOCs will "facilitate the detection 

of questionable competitive practices by allowing each BOC to 

serve as a benchmark for the 0thers.~l23 In its comments to the 

Court, U S WEST asserted that concerns with regard to the 

potential for anticompetitive cross-subsidies and discrimination 

in favor of RBOC-affiliated interexchange operations were 

unfounded, noting that "each of the other RHCs would provide a 

check or benchmark for the conduct of any one of them.li24 In 

this respect, U S WEST observed, "the effectiveness of federal 

2 2  Response of "EX Corporation to the Comments filed on the 
Report and Recommendations of the Department of Justice 
(filed April 27, 1987) at 22-23. 

23 BellSouth Response to Comments on the Justice Department 
Recommendations and Memorandum in Support of Motion for 
Relief from Section II(D) of the Modification of Final 
Judgment (filed April 27, 1987) at 16; also see Comments of 
BellSouth Corporation on the Justice Department 
Recommendations Concerning Section II(D) of the Modification 
of Final Judgment (filed March 13, 1987) at 22, noting that 
tf[~]ince there are now seven Regional Holding Companies, 
regulators can and do compare the activities of all so that 
the practices of any BOC manufacturing affiliate can be used 
as a benchmark to detect undesirable conduct by other BOCs.li 

Authorities in Support of Its Motion for Relief from Line of 
Business Restrictions Imposed by Section II(D) of the 
Modification of Final Judgment and Responding to Comments, 
(filed April 27, 1987) at 147. 

2 4  Memorandum for U S WEST, Inc. Presenting Points and 
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and state regulatory agencies has been significantly enhanced by 

divestiture. 
, 

Affidavits submitted by the RBOCs in connection with 

their joint request for removal of the MFJ information services 

restriction, filed in the proceedings which followed the 1990 

Court of Appeals' decision remanding this issue to the District 

Court, also emphasized the importance and effectiveness of the 

benchmarks created as a result of the AT&T divestiture. 

such Affidavit, for example, Professors Kenneth J. Arrow and 

Andrew M. Rosenfield observed that ll[dlivestiture also has made 

effective regulation easier by helping regulators evaluate and 

control the conduct of the RBOCs through the use of 

'benchmarks,'" and noted that "the use of such benchmarks has 

already become standard practice at the Antitnst Division, the 

FCC and state public utility commissions.Ii26 

Messrs. Arrow and Rosenfield went on to assert that II[t]he 

availability of benchmarks greatly increases the probability that 

any attempt to discriminate in the provision of regulated service 

In one 

In their affidavit, 

2 6  Reply Memorandum of the Bell Companies in Support of Section 
VI1 Motions f o r  Removal of the Section II(D) (1) Restriction 
on the Provision of Information Services, Reply Affidavit of 
Kenneth J. Arrow and Andrew M. Rosenfield, fl 4 3 ,  citing the 
use of benchmarks by regulators Itin evaluating compliance 
with equal access requirements and in comparing installation 
and maintenance practices for CPE." 
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to information senice competitors would be detected and defeated 

quickly. "27 

In its initial 1987 ruling in the MFJ Triennial Review 

proceeding, the District Court acknowledged the RBOCs '  argument 

that, in contrast to the'situation that existed prior to 

divestiture, "now . . . benchmarks exist by which the performance 
of one of them can be measured against that of the six others.Il28 

However, the Court rejected the notion that this fact constituted 

a sufficient "changed circumstance" to justify modification of 

the MFJ line of business restrictions, observing that "the 

possibility of the existence of benchmarks was necessarily 

included in the decree assumption which imposed the restrictions 

upon the several successors of the Bell System.ii29 The Court 

a l s o  found that the RBOCs could take individual and collective 

27  .I Id - -- also see Affidavit of Sanford J. Grossman, 7 2 8  
("divsstiture has also increased the likelihood of detection 
by allowing regulators and competitors of the BOCs to 
compare one BOC to the other," and accordingly it is "very 
unlikely, as an institutional matter, that a BOC or its 
managers would undertake anticompetitive actions now"), and 
Reply Affidavit of Dennis W. Carlton and George J. Stigler, 
11 4 4 - 4 5  (citing the AT&T divestiture and the existence of 
seven RBOCs as having Itimproved significantly the ability of 
regulators, antitrust authorities and rivals to detect and 
defeat attempts to behave anticompetitivelyA). 

2 8  3, 673 F.Supp. 525, 547 
(D.D.C. 1987). 
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action of various sorts to prevent the successful use of a 

benchmarking approach. 30 

The D:C. Circuit, in its 1990 Order resolving RBOC 

appeals of the District Court's ruling, agreed that "as the 

District Court noted, the mere existence of seven BOCs in place 

of the prior unified Bell System is not by itself a significant 

factor" sufficient to justify a modification of the decree.31 

The Court of Appeals concluded, however, that it was appropriate 

to consider "the asserted existence of 'benchmarks' for comparing 

BOC performance" in determining whether the standard for removal 

of the line of business restrictions established in 

Section VIII(C) was met.32 In its opinion, the Court of Appeals 

.noted that tf[alccording to appellants and the FCC, these 

benchmarks would make it far easier to regulate the BOCs than the 

o l d  Bell System if the BOCs were permitted to enter other 

markets," but found that 'Ithe district court still legitimately 

30 In its opinion, the Court noted that Ifthe Regional Companies 
are free, by virtue of the regulations proposed by the FCC, 
to adopt entirely dissimilar accounting and other 
procedures, making impossible intelligent benchmark 
comparisons between and among them." - Id. at 5 4 7 - 5 4 8 .  In 
addition, the Court observed, 'Ithe Regional Companies are, 
of course, quite capable of cooperating with each other, if 
necessary, to defeat any benchmark-type comparison scheme." - Id. at 5 4 8 ,  n. 97. 

31 United States v. Western Elec. Co., 900 F.2d 283, 299 (D.C. 
Cir. 1990). 

32 - Id. 
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imposes on the petitioning BOCs the burden of making the 

' requisite showing. 1133 

In considering whether the District Court's refusal to 

lift the MFJ manufacturing restriction was justified, the Court 

of Appeals observed that Ifwhile the risk of cross-subsidization 

cannot be eliminated completely, FCC regulation - -  especially the 
availability of benchmarks to enforce effective accounting rules 

- -  would 'significantly mitigate' it.Il3-4 Ultimately, of course, 

the Court of Appeals affirmed Judge Greene's decision maintaining 

the MFJ interexchange and manufacturing restrictions, but 

reversed and remanded the District Court's determination that the 

information services restriction should be modified, but not 

eliminated. 35 

Subsequently, in its 1993 opinion affirming the 

District Court's decision on remand removing the information 

servicss restriction, the D.C. Circuit found that the existence 

of the seven RBOCs and the resulting use of benchmark comparisons 

had in fact materially enhanced the effectiveness of regulators, 

concluding that: 

There is a lot of evidence that the break-up 
and other recent developments have enhanced 
regulatory capability. . . . [Tlhe existence 
of seven [RIBOCs increases the number of 

~ ~~ 

33 - Id. 

34 - Id. at 302. 

35 - Id. at 311. 
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benchmarks that can be used by regulators to 
detect discriminatory pricing. . . . Indeed, 
federal and state regulators have in fact 
used such benchmarks in evaluating compliance 
with equal access requirements . . . and in 
comparing installation and maintenance 
practices for customer premises equipment.36 

On the basis of its finding that the availability and use of 

benchmarks had enhanced the ability of regulators to constrain 

anticompetitive conduct by the RBOCs and other factors, the Court 

of Appeals determined that removal of the MFJ information 

services restriction was appropriate.37 

Following the Court of Appeals I ruling, the RBOCs 

renewed their efforts to secure removal of the remaining M F J  line 

of business restrictions, and in July 1994, four of the RBOCs, 

including SBC, filed a Motion to Vacate the Decree.38 In their 

supporting memorandum, the RBOCs again cited their existence as 

seven independent entities, available for regulators to use as 

benchmarks, as a significant factor supporting removal of the M F J  

interLATA 

st at ing 

and 

that: 

manufacturing line of business rest .rictions, 

The story is quite different today. To some 
extent, the Decree itself is responsible for 

36 United States v. Western Elec. Co., 993 F.2d 1572, 1580 
(D.C. Cir. 19931, cert. denied 126 L.Ed. 2d 438 (19931, 
citing the Arrow/Rosenfield, Grossman, and Carlton/Stigler 
affidavits described above, sunra n.26-27. 

37 - Id. at 1582. 

3 8  Motion of Bell Atlantic Corporation, BellSouth Corporation, 
" E X  Corporation and Southwestern Bell Corporation to 
Vacate the Decree (filed July 6, 1994). 
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making regulation effective. As the Court of 
Appeals has explained, 
independent BOCs are not the old AT&T'. . . . 
Each BOC serves as a benchmark against which 
the Commission can measure the performance 
and behavior of the next; such comparisons 
were quite impossible before divestiture.39 

The RBOC's memorandum went on to note that ''[tlhe FCC also uses 

an automated system known as ARMIS to track BOC accounts over 

time and to compare the accounts of different BOCs, giving it 

'unprecedented capability' to exploit the 'benchmarking' 

[tl he seven 

possibilities created by divestiture.Il40 

In addition, a number of the affidavits submitted in 

conjunction with the RBOCs' motion emphasized the enhanced 

ability of regulators to utilize benchmark comparisons between 

and among the seven RBOCs and GTE to more effectively constrain 

the potential for discrimination and cross-subsidization in 

various areas, e.cr., interconnection/access, procurement. The 

joint affidavit submitted by former Commissioner Henry Rivera and 

two former FCC Common Carrier Bureau Chiefs, f o r  example, 

asserted that: 

Detection of interconnection problems today 
is easier than in the past as the result of 
two related developments. First, the break- 
up of the Bell System has produced numerous, 

39 Memorandum of Bell Atlantic Corporation, BellSouth 
Corporation, "Ex Corporation, and Southwestern Bell 
Corporation in Support of Their Motion to Vacate the Decree 
(filed July 6, 1994) at 29-30. 

4 0  - Id. at 35, citing Affidavit of James E. Farmer at q f  29, 31 
and Affidavit of Henry Rivera, Richard Firestone, and Albert 
Halprin at fll[ 80-81. 
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similarly situated regional companies. Each 
of these companies' performance can be used 
as a benchmark for the rest. Although these 
comparisons alone cannot conclusively resolve 
whether discrimination has occurred - -  each 
region is different because each has 
different network configurations and a 
different mix of equipment - -  the Commission 
has used these.benchmarks with great success, 
comparing BOC ONA plans and CEI proposals for 
such services as audiotex, protocol 
conversion, voice mail, electronic mail, 
remote monitoring, and computer storage. 
This is precisely the'opposite of the 
situation confronted by the Commission before 
the Decree, when the Bell Companies were all 
part of a single integrated entity. 

Second, the creation of numerous competing 
telecommunications companies has created a 
whole new class of sophisticated and 
aggressive whistleblowers. . . . [Llike the 
FCC itself, these companies often will deal 
with several BOCs; as a result, they are able 
to detect discrimination by comparing the 
behavior and performance of each of the 
companies with which they deal.41 

The affidavit submitted by Professor Gary S. Becker in 

conjunction with the RBOCs' motion also emphasized the value of 

benchinarking, in the areas of access and procurement, observing 

that: 

Even provision of interLATA services to 
within-region customers raises fewer risks of 
discrimination against competitors than it 
did a decade ago. Whether local exchange 
companies provide equal access is now 
routinely monitored by regulators. Also, 
service providers that require local exchange 
access, such as those offering long distance 
and information services, can readily compare 
the quality and price of access provided by 

4 1  Affidavit of Henry Rivera, Richard Firestone, and Albert 
Halprin, at q f  5 8 - 6 0 .  

-18- 



I 

other LECs in determining whether they are 
subjected to discrimination. . . . 
Even RBOC manufacture of equipment that does 
or can interconnect with its local network 
raises fewer competitive concerns than at the 
time the decree was entered. 
prohibition on manufacturing were eliminated, 
regulators would be helped in detecting 
discrimination against unaffiliated equipment 
providers by analyzing equipment purchasing 
patterns of the integrated RBOCs (and 
customers in their regions) against a variety 
of other benchmarks including the other RBOCs 
and other large LECs such as GTE.42 

If the 

Similarly, the affidavit submitted by Professors Arrow and 

Carlton noted that II[i]f the equipment manufacturing ban is 

removed, regulators would still be able to compare the purchasing 

practices of any of the RBOCs against those of the six other RBOC 

benchmarks as well as GTE and other large local exchange 

providers," and asserted that "[tlhis environment facilitates 

detection of attempts to discriminate against unaffiliated 

suppliers. 1143 

On April 11, 1996, the District Court issued an order 

terminating the MFJ effective as of February 8, 1996, the date on 

which the Telecommunications Act of 1996 was signed into law.44 

Pursuant to the Court's Order, all pending motions were dismissed 

as moot.45 Accordingly, there was no judicial determination as 

42 Affidavit of G a r y  S. Becker, 11 15, 17. 

43 Affidavit of Kenneth J. Arrow and Dennis W. Carlton, 26. 

44 United States v .  Western Elec. Co., 1996-1 Trade Cas. (CCH) 
71,364 at 76,837 (April 11, 1996) (D.D.C.). 

45 - Id. 
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to the merits of the arguments advanced in support of the RBOCS' 

Motion to Vacate the Decree. 
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Attachment A 

B m  COMPARISONS 

Divestiture has created the conditions for effective 

monitoring of the  nation's telephone operating companies by 

customers, competftors, the  Department of Justice, t h e  Court and 

others and for effective regulation by the Fader81 Communications 

Commission. 

local exchango nOhrork8 o f  approximately the ram. s izo .  

actions and deeiriona of any o f  the80 o i g h t  independent f ims  

Today. tho 80von rogional compuaior and GTS oporato 

Tho 

establiah "bonehmarks" by which the action8 and 

othor seven can be evaluated. 

The presence of benchmark comparison8 

decisions of tho. 

makes competition 

more effective becaure customers can make more informed decisions. 

Equally important, the presence o f  benchmark comparisons permits 

regulators and other8 to 8V8lu8to the merits of an operating 

company'. action8 or d O C l 8 l O n 8  oven in elrtumstanccs where direct 

competition is abmnt. Since divestiture, the regional companies 

have faced both burgeoning Competition and a proliforation o f  

benchmark8 affecting ne8rly everything they do. The upshot is 

that the regional companies l ive under a spotlight that may be 

unique in tho businesr community, 

The uae o f  hnchmark comparisons has become a standard 

Dractice of the regional companies' customers and competitors, as 

well as t h e  FCC and the Department of Justice. Benchmark compar- 

i s o n s  are used on large items and small items. They are used on 
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westions ranging from costs and profits, to network scheduling, 

to technical feasibility -- in short, wherever a regional company's 

decisions materially affect a competing economic interest group. 

This Attachment illustrates the widespread and effective use of 

benchmark comparison8 8inc. 1982. in wavs that would have been 

inconceivable prior to divestiture. 

1. USE OF BENCXMARX COMPARISONS BY THE PRIVATI SHCrOR 

The priv8t8 8octor -0  including carriers, customers and 

others -- has often used benchmark colapariron8 in proceedings 

before the Department of Justice, the Court, and the Federal 

Communications Commi ssi on: 

A.  Us. of Benchmark Comparisons before the 
DeDartment of JU8tiCe and the Court. 

0 In its August 6 ,  1984 Comments on the regional compa- 

nies' equal 8 C C e S S  compliance plans, ATQT made the 

following comparative assessments of those plans: 

- Contrasting the "w, Ameritech, Southwestern 
Bell and Northwestern Be11 plans for termi- 
nating equal access with the silence of the  
other regional companies. (AT&T Comments at 
6 )  

0 Comparing equal access conversion schedules. 
(Id. at A - 2 ) .  

0 -Contrasting the  BellSouth, U.S. West and 
" E X  plans to provide customer presubscrip- 
t i o n  lists with the silence of the other 
regional companies. (Id. a t  A - 6 ) .  

- Contrasting the  willingness of Ameritech, 
Pacific Bell and Southwestern Bell to provide 
Maintenance Limit data with the  silence of 
the other regional companies. (u. at A - 9 ) .  
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0 In its August 21, 1984 Comments on the regional compa- 

nies' compliance plans, MCI made the following compara- 

tive assessments: 

- Comparing access tandem deployment schedules. 
(MCI Comments at 3 - 5 ) .  

Comparing end office conversion schedules. (u. at 5 - 9 ) .  

Comparing access ordering requirements. (Id. 
a t  10). 

Comparing availability of toll usage data. 
(Id. at 1 4 ) .  

Comparing the Bell Atlantic, Pacific Telesis 
and Pacific Northwest B e l l  plans for alloca- 
tion of access capacity. (Id. at 16-19). 

- Comparing presubscription procedures and 
reports: (Id. at 23-31). 

- 
- 
- 
- 

- Comparing plans for calling card services and 
directory assistance. (Id. at 3 5 ) .  

Comparing plans for switched access from 
public telephones. (fd. at 36). 
Contraating Ameritech's inclusion of various 
equal access information in its compliance 
plans w i t h  the omission of that infomation 
by the other regional companies. 
E m b i t  4 ) .  

- 
- 

(fd., 

0 In its August 17, 1984 Comments on the regional compa- 

nicr' compliance plans, Satellite Business Systems made 

the following comparative assessments: 

- Contrasting Ameritech's commitment to deploy 
access tandems rapidly with other companies' 
plans for direct trunking. (SBS Comments at 
7 )  

"Southwestem Bell appears to have responded 
most completely of all the BOCs to the 
[transmission quality] information requests 

- 
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presented by the Department . . . "  (Id. at 
16). 

- Comparing presubscription procedures and 
reports. (u. at 2 7 - 4 2 ) .  

- Contrasting the plans of " E X ,  Southwestern 
Bell and Pacific Bell for calling card 
services with the silence of the other 
regional companies). (Id. at 4 4 ) .  

0 In its August 6 ,  1984 Comments on the regional companies' 

compliance plans, GTE Sprint made the following compar- 

ative assessments: 

- Contrasting Northwest Bell's plans to allocate 
undesignated traffic with other companies' 
default of that traffic to ATbrT. (GTE Sprint 
Comments at 6 ) .  

- Comparing availability of customer lists. 
(Id. at 3 - 9 ) .  

- Comparing plans f o r  access tandem deployment. (u. at 2 4 ) .  

0 In its May 10, 1985 letter from Michael Salsbury to 

Kevin Sullivan at the  Department, MCI compared the 

presubscription activities of each of the  regional 

companiaa w i t h  respect to four issues: 

1) Presubrcriptlon order confirmation; 

2 )  Conflict resolution; 

3 )  Notification of new customers; and 

4 )  Notification of installation timeliness. 

For example, MCI contrasted the presubscription conflict 

procedures (which have since been standardized through 

FCC directives) of Ameritech, " E X ,  and Pacific Bell. 

Letter at 8 n.8. 
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0 In its ReDort To The DeDartment of Justice on RBOC 

ComDliance With Eaual Access (Aug. 16, 1985) ,  MCI made 

numerous comparisons among the regional companies' 

presubscription procedures and reports, including: 

- Comparing regional company presubscription 
confirmations, customer information, billing 
practices and report formats. (Report Sec. 
I1 at 4-5) .  

- Comparing automated versus manual input of 
presubscription orders into switches. (Id. 
at 6 ) .  

- Comparing schedules for presubscription 
implementation. (u., Sec. I11 at 2 n.2). 

- Comparing prcsubscription report formats. 
(Id. at 3 n.3, 5 n.5). 

- Comparing methods of resolving presubscription 
conflicts. (Id. at 10 n.20). 

- Comparing charges for certain presubscription 
reports. (fd. at 11 n.20, 21). 

- Comparing Bell Atlantic and Ameritech posi- 
tions on verification of presubscription 
orders. (u. at 15 n.31). 

0 In arguing its position concerning its February, 1986 

requests for equal access at approximately 1400 regional 

company end offices, MCI made extensive comparisons 

w i t h  respect to those companies' equal access conversion 

schedules, procedures, and responses to the February, 

1986 MCI kequests. MCf's Obicctions To The RBOCs' 

Auuust 1 Filings Concemincr Bona Fide Reuuests For 

Euual Access Conversions (D.D.C.; Aug. 15, 1986). 

A- 5 



B. Use Of Bexrchmarks Comparisons Before 
Tha Foderal Communlcatlonr Commission 

Allocation Plan 

0 MCI compared Ameritech's proposed Allocation Order 

conflict resolution plan to BellSouth's plan. MCI 

concluded and argued to the Commission that Ameritech's 

proposal should be allowed, while BellSouth's proposal 

should be denied. RcDlv of MCI to Petition of Ameritcch 

and BellSouth. Invcstiuation of Access and Divestiture 

Related Tariffs, CC Docket No. 83-1145; Phase I (filed 

Sept. 26, 1985) .  

Bidirectional WATS 

0 MCI Telecommunications Corp. commented that "[iln 

contrast to t h e  behavior of the other LECs," Ameritech 

promptly provided MCI with unblocked, unscreened, 

two-way WATS'access lines. MCI commended Ameritech's 

efforts, particularly in light of the fact that other 

LEC8 have the same switching equipment a8 Ameritcch. 

"Amcritech's efforts lay in stark contrast to the 

promised slow deliveries of t h e  other LECs." ReDlv of 

MCf Telecommunications Com., Mid-Year 1986 Access 

T8riff Filincrs at 2-3 n.4 (filed July 25,  1986). 

Ecrual Access 

0 In its reply comments, Lexitel Corp. presented a chart 

comparing all operating companies' order verification 
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reports. Lexitel analyzed the operating companies' 

performance data and concluded that some operating 

companies performed better than others. 

Lexitcl argued that the  Commission needed to define 

equal access and establish availability requirements. 

Establishment of a ComDrehensive Definition of "Euual 

ACCOBE" to Local Exchancre Facilities to Ensure Ecrual 

OnDortunities for ComDetitive Provision of InterLATA 

Telecommunications Semiccs, RM No. 5196 (filed Dec. 5 ,  

1 9 8 5 ) .  

Accordingly, 

Generic Rate of Return Formula 

In its July 3 ,  1986 reply brief in Authorized Rates of 

Return for the Interstate Services of AT&T Communica- 

tions and Exchancre TeleDhone Carriers, CC Docket 

No. 84-800, Phase 111, GTE argued its position on 

interstate access rate of return methodologies by 

presenting data to the Commission that compared the 

following: 

- Tha regional companies' capital structure compo- 
nents. (Exhibit 3 ) .  

The regional companies' rates of return on common 
equity and rate base. (Exhibit 4 ) .  

- The regional companies' adjusted Commission 
quarterly DCF calculations. (Exhibit 5 ) .  
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Rate Levels 

0 MCI made numerous comparisons of operating companies in 

its January 7, 1985 Comments And Petition To Reject, 

Or. In The Alternative, To SusBend And Investiuate, 

Inverticration Of Access And Divestiture Related Tariffs, 

CC Docket No. 83-1145, Phase I and Phase If, Part I, 

Trans. No. 31. MCI'r comments included comparative 

charts on the following: 

- Intrastate private lint rates for NECA and Non-NECA 
BOCs. (Tables 2 and 3 ) .  

- Special access rates for Digital Data Service. 
( T a b l e  5 ) .  

- Special access rates between carriers for voice 

- Special access investment per circuit. ( T a b l e  6). 

- Special access demand data. ( T a b l e  7). 

grade service. (Table 4 ) .  

- .Forecart number of access connections and special 
access liner. (Table 8 ) .  

- Major unit investments used to allocate revenue 
requirements to rate elements. (Table 9). 

0 In its November 22, 1983 comments on the Investiuation 

of Accer8 and Divestiture Related Tar i f f s ,  Phare I, CC 

Docket No. 83-1145, Western Union Telegraph Co. 

presented tables to demonstrate local carriers' rate 

increases-. Specifically, the tables compared rates for 

identical two-wire voice-grade facilities within 

various mileage ,  transport and exchange/vire center 

categories. (Tables 12 to 15). Western Union also 

compared the 1978 Bell System rates to the 1982 separate 
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rates and the proposed special access rates. (Tables 

16 to 23). 

0 AT&T used an operating company comparison to dem- 

onstrate three rate alternatives to the Commission. 

AT&T's Amlication for Review, Investiqation of Access 

and Divestiture Related Tariffs, Phase I, CC Docket No. 

83-1145 at 21 (filed June 26, 1984). 

0 AT&T included a comparison of various operating 

companies' special access monthly charges for three-mile 

voice-grade facilities in its discussion of interim 

special access tariff arrangements as opposed to Docket. 

20099 tariff arrangements. Brief of Intervenor AT&T, 

The Western Union TelesraDh Co. v. FCC, Nos. 84-1177, 

84-1641, 84-1642, 85-1115, 85-1124, 85-1148, 85-1151, 

85-1183, 85-1204, 85-1300 at 12 n.24 (filed June 27, 

1986) .U 

I I. USE OF BENCBMARK COMPARISONS BY THE 
DEPARTMENT O? JUSTICE 

T h m  Department h88 m8do axtensivo u80 of boncbmark 

comparisona in defining decree obligations and In monitoring 

compliance with those obligations. With respect to equal access, 

the Department has compared each regional company's practices, 

1/ See a l s o  ATbrT's Application for Review, Investigation of 
Access and Divestiture Related Tariffs, Phase I, CC Docket 
No. 83-1145 at 3 (filed June 26,  1984) .  
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\ procedures, schedules and positions with those of the other 

regional companies. 

company equal access obligations based upon the highest l e v e l  of 

performance achieved by any of the regional companies. 

example : 

The Department has tended to define regional 
I 

For 

0 The Department reviewed the revised conversion schedules 

and other  responsive materials from each of the regional 

companies concerning MCI's February, 1986 requests for 

equal access at approximately 1400 end 0ffices.u 

Based upon the schedules of some of t h e  regional 

companies, the Department concluded that a 24-month . 

interval between receipt of a bona fide request and 

conversion is prima facie reasonable for conversion of 

nonconforming offices. In comparing the different 

regional companies' conversion schedules, the Department 

observed that the regional companies "that propose 

substantially to complete their conversions within 24 

months from the request . . . provide a 'yardstick' to 
which the  more extended schedules must be compared to 

2J SfC, 3.9.. Memorandum of  Ameritech On Its Equal Access 
Pcrformmce and the accompanying Affidavits of Gerald 1. 
Malik and Joseph F. Luby ( J u l y  31, 1986) ,  and Ameritech's 
Reply To The MCI, AT&T And Sprint Responses To Its Revised 
Equal Access Schedule, which was supported by the 
Supplemental Affidavits of William B. Wells, Harry N. 
Stephenson, and James R. Nette (Aug. 22, 1986). 
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determine whether they satisfy the decree standards." 

Memorandum Of The United States Recrardins BOC Schedules 

For  €mal Access at 15, (D.D.C.; 

Nov. 21, 1986). 

As part of its review of regional company responses to 

MCI's February, 1986 access requests, the Department 

noted that several companies were exploring the use of 

adjunct devices to provide equal access at nonconforming 

offices and requested detailed information from each of 

t h e  regional companies concerning their experience w i t h  

o 

and plans for such devices. 

requested so that the Department could evaluate the 

reasonableness of office conversions scheduled beyond a 

2 4  month interval and report to the Court its conclu- 

sions regarding use of such adjunct devices. See, 
=.g., J;rmnry 9 ,  1987 Letter from Nancy C. Garrison of 

t h e  Department to Kenneth E. Millard of Ameritech. 

Based upon ita review of information from each of the 

regional companies, the Department compared and con- 

trasted the  equal access progress of the regional 

companies on a wide range of issues, including: 

This information was 

o 

'Availability of equal access; 

- Conversion of conforming end offices; 

- Cellular radio equal access; 

- Equal access for 800 and 900 Services; and 

- Equal access from public telephones. 
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, W i t h  r espec t  t o  each of  these issues ,  the  Department 

used the highest  l eve l  of perfomancc achieved among 

the regional  companies a s  a benchmark i n  assessing the 

progress of  the  others .  ReDort O f  The United S ta t e s  TO 

The Court Concerninu The S ta tus  O f  Eaual Access ( D . D . C . ;  

Oct. 31, 1986). 

o The Department hag made extensive use of benchmark 

comparisons among the regional  companies' presubscrip- 

t i o n  procedures and r epor t s .  Based on those compari- 

sons, the Department has defined s p e c i f i c  information 

t h a t  should be reported promptly t o  c a r r i e r s  as p a r t  of 

t h e  presubscr ipt ion order ing and conversion process,  

including: 

- Notice of r e c e i p t  and d i s p o 8 i t i o n  of presub- 
s c r i p t i o n  orders ;  

- Notice of c o n f l i c t s  among presubscr ip t ion  
orders ;  

- Notice that a presubscr ipt ion order  has been 
superseded by a subsequent o rde r ;  and 

- Veri f ica t ion  of presubscr ipt ion order imple- 
mentation. 

Report Of The United S t a t e s  To The Court Concerning 

Ecnral Access Imolcmentation a t  9-10, 11-52 ( D . D . C . ;  

Fcb. 7, 1 9 8 6 ) .  

In comments i n  the FCC's  Third Computer I n a i r y ,  the  

Department noted t h a t  the exis tence of  seven regional 

o 

companies, separate  from AT&T and from each other, 
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[ I l n s t e a d  of being faced w i t h  a s ing le  
accounting proposal from an in tegra ted  ATQT, 
the Commission will have the benef i t  of 
d i f f e r e n t  accounting proposals from the BOCs 
and ATbtT, each o f  which w i l l  have the incen- 
t i v e  t o  devise a f a c i a l l y  e f f ec t ive  se t  o f  
accounting ru les .  The mul t ip l i c i ty  o f  
accounting approaches offered the  Commission 
may increase i t s  a b i l i t y  i n  the  f u t u r e  t o  
e s t a b l i s h  the types of regulatory t o o l  
necessary t o  prevent di8crimination and 
improper coat  s h i f t i n g .  

Comments Of The United S t a t e s  Dcnartment O f  J u s t i c e ,  cc 
Docket No. 85-229 at 41-42 (Nov. 13, 1985). 

o As p a r t  of i t s  review of  the regional companies' decree 

compliance p lans ,  the Department s o l i c i t e d  addi t iona l  

comment8 on those  plans from all i n t e r e s t e d  p a r t i e s .  

Appended t o  t h a t  Natice wae the Department's l i s t  of 

more than 41 benchmark comparisons t h a t  t h e  Department 

compiled through i t s  review of  those plans .  Notice Of  

Comment Period Reoardins The BOCs' ComDliance Plans 

( D . D . C . ;  June 29,  1984) .  

0 In the DOJ Resoonse To Publ ic  Comments On The GTE 

Consent Decree, the Department also concluded t h a t  

GTE'r equal access performance "can be t e s t e d  against  

the  ob jec t ive  benchmarks of the prac t ice8  of t h e  

dives ted  BOCa .. . . ." 48 Fed. Reg. 46,655 a t  46,657-68 

(Oct.  13,'1983). See a180 GTE Competitive Imoact 

Statement, 48 Fed. Reg, 22,026 a t  22,033-4 (May 16, 

1983) (any discr iminat ion by GTE against  interexchange 

A - 1 3  



carriers can be detected by comparison with the regional 

companies). 

I I I. USE OF BENCHMARK COMPARISONS BY THE COURT 

Coinless Public TeleDhones 

o In ordering Pacific Bell to provide access lines for 

AT&T’s cofnles8 public telephone8, the Court rejected 

various regulatory and public interest arguments by 

Pacific Bell and noted that “[all1 the Operating 

Companies except Pacific Bell appear to be providing 

the required access.” 

F. Supp. 1257, 1258 n. 4,  1259 n. 11 (D.D.C. 

United States v. AT&T, 583 

1984) .  

800 Service 

o The Court compared the reluctance of two regional 

companies to absorb the cost of a new billing system 

f o r  intraLATA 800 Service with the willingness of t h e  

other rcgionzrl compenies to do 53. 

AT&T, Mem. Opinion at 4 n . 4  (D.D.C.; May 4,  

United States v .  

1984) .  

Sale of CPE 

o The Court compared Bell Atlantic‘s attempt to sell 

embedded CPE to the  General Services Administration 

w i t h  the behavior of the other  regional companies, 

which had not attempted such sales. 

- AT&T, 578 F. Supp. 680, 684 n.13 (D.D.C. 1983). 

United States v .  
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I n s t a l l a t i o n  and Maintenance of  CPE 

o The Court s t a t e d  t h a t  "with ieven d i f f e r e n t  Operating 

Companies involved i n  i n s t a l l a t i o n  and maintenance, 

claims of one Operating Company t h a t  i t  had p a r t i c u l a r  

d i f f i c u l t i e s  o r  problems w i t h  the equipment o f  manufac- 

t u r e r s  it did not  se l l  could be readi ly  undermined by  a 

comparison w i t h  the prac t i ce r  of the o t h e r  s i x  compa- 

nies." 

Court considered it "qui te  improbable t h a t  the  Operating 

Companies would' run this r i s k  f o r  r e l a t i v e l y  l i t t l e  

gain." 

II 64,980 a t  73,151 n.8 (Aug. 23, 1982). 

"Given the high probabi l i ty  of d i sc losu re , "  t h e  

United S ta teb  v.  ATbrT, 1982-2 Trade Cas. ( C C a )  . 

Ecnral Access bv GTE 

o The Court recognized t h a t  "GTE's implementation o f  

equal access w i l l  be judged not  only against  t h e  

requirements of  t h a  d3cree, bu t  also against  two 

objec t ive  benchmarks: 

provis ion of  equal access;  and ( 2 )  t h e  provis ion of 

equal access by  the CTE Operating Companies i n  the 

c i t i e s  not served by Spr in t . "  

" r e l a t i v e l y  easy t o  detect ." 

CQID.. 603 F. Supp. 730, 735 ( D . D . C .  1984) .  

(1) the  B e l l  operat ing companies' 

Any v i o l a t i o n  would be 

United S t a t e s  v. GTE 
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IV. USE OF B&NCD!ARK COMPARISONS BY THE 
FEDERAL COMWNICATIONS COMMISSION 

The Commission not only compares one regional company 

to another but also Compares CTE to the regional companies and 

-7 vice versa. In discussing "equal access," for example, +he 

Commission recently observed: 

Because of inherent difference8 in equipment 
and size of carriers providing access facili- 
ties, the  Commission adopted requirements for 
t h e  larger exchange carriers, i.e., the Bell 
Operating Companies and General Telephone 
Operating Companies, which differ from those 
applicable' to t h e  generally smaller ITCs 
[Independent telephone companies]. 

Indiana Switch Access Division, File No. W-P-C 5671,'Mimeo No. 

3652 at 8 Il 16 (rel. Apr. 10, 1986) ("Indiana Switch Access 

Division"). 

Default Traffic 

o All operating companies except Northwestern Bell 

proposed routing to AT&T all interLATA calls originated 

by any customer who did not presubscribe to another 

interexchange carrier. Northwestern Bell proposed 

allocating non-presubscribing customers pro rata. 

Commission imposed an allocation plan on all the 

regional companies modeled after the Northwestern Bell 

plan,  encouraged other regional companies to use 

Northwestem Bell's customer material format, and 

required t h e  CTE operating companiee to adopt a North- 

western Bell-type plan. 

The 

Investiqation of Access and 

A-16 



Divestiture Related Tariffs, 50 Fed. Reg. 25982,  25987 

II 32 &. n.44 (June 24, 1985)  ("Default Traffic Plan 

Order" ) . 

Sales Asencv Plans 

0 Ameritech, " E X ,  BellSouth and U . S .  West submitted new 

or modified sales agency proposals to the Commission. 

The Commission compared the  plans and accepted only t h e  

BellSouth and U.S. West plans as being in compliance 

with the Sales Aqencv Order. 

the Furnishincr of Intrastate Basic Service and Customer 

Premises EuuiDment, 59 Rad. Reg. (P&F) 309, 311 3 

(1985) ("Reconsideration Order"). 

Sales Asencv Plans for 

o "EX and Ameritech submitted modified sales agency 

plans for approval. The Commission accepted b o t h ,  

commenting that Ameritech's amended plan conformed 

"essentially to the plan submitted by BellSouth and 

accepted by the Commission in the  Reconsideration 

- Order." 

Information Technologies Com.  and ODeratinq Companies 

and " E X  ODeratincr Companies, ENF 84-49 and 84-51 at 

q? 1, 6 (ral. Oct. 20,  1 9 8 6 ) .  

Amended Sales Acrencv Plans of American 

. Cellular Interconnection 

o Noting that some telephone companies had offered 

cellular carriers tmk-side connections ( T y p e  2 )  as 
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well as standard line-side connections ( T m e  1), the 

Commission in effect, required all telephone companies, 

including CTE and the regional companies, to make 

available Type 2 interconnection. The Need to Promote 

Competition and Efficient Use o f  Spectrum for Radio 

Common Carrier Services, 5 9  Rad. Reg. 2d (P&P)  1275, 

1284 II 3 (rel. Mar. 5 ,  1986) ("Cellular Interconnec- 

tion" ) . 

ComDarablv Efficient Interconnection 

0 The Commission in its Third Computer Incwiry proceedings 

reviewed proposals and comments from each regional 

company regarding nondiscriminatory access for 

information services. Ameritech's proposal to introduce 

a new network architecture, Feature Node/Service 

Interface, triggered the Commission's broader initiative 

to require similar proposals from the other regional 

c0mpanies.u "Because it is in the carrier's compet- 

itive self-interest to utilize efficient intercon- 

nections, we view Ameritech's proposal as an indication 

that an architecture with highly efficient interconnec- 

tionr can be designed." Amendment of Section 64.702 of 

the Commission's Rules and Requlations (Third Computer 

3J Third Computer Inquiry, 50 Fed. Reg. 33,581, 33,600 
flf 125-129 (Aug. 20, 1985). 
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Inuuirv), 104 FCC 2d 958, 1063-1064 li 212 ( 1 9 8 6 )  

("Computer I11 Decision"). 

Euual Access 

0 The Commission granted waivers f o r  recovery of equal 

access costs to "Ex and Bell Atlantic. The Commission 

compared other waiver requests to these and granted 

them if they were "consistent." The Commission a l s o  

based its rulemaking proceeding to establish permanent 

procedures for equal access cost recovery on " E x ' s  

and Bell Atlantic'r approaches. MTS and WATS Market 

Structure Amendment of Part 69 of t h e  Commission's 

Rules for Recovery of Eaual Access Costs* CC Docket No, 

78-72, FCC No. 86-595 at UT 8 & n.20, 11 (rel. Jan. 15, 

1987). 

0 The Commission modeled a proposal requiring all oper-  

ating companies to provide certain information to the 

IXCs serving their operating areas after a program 

implemented by Northwestern Bell. After reviewing 

comment8 in opposition to the  Northwestern Bell plan 

from other operating companies, the Commission decided 

not to impoae the requirements. GTE SDrint Communica- 

tions Com.. US Telecom, Inc.. Allnet Communications 

Services. Inc.. and United States Transmission Systems, 

Inc. Joint Petition f o r  ExDedited Rulemaking, 60 Rad. 

Reg. 2d ( P a )  763, 768-769, 770 UII 12, 13, 17 (1986). 
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0 The'Commiesion establ ished an equal access implc- 

mentation schedule t h a t  dist inguished the non-GTE 

independent telephone companies from GTE and t h e  

regional c0mpanies.w "[Alccess requirements adopted 

f o r  the  BOCs and GTOCs are  d i f f e r e n t  from those approved 

f o r  the ITCs . "  

- 111, 100 F.C.C.  2d 860, 874 0 47 ( 1 9 8 S ) . u  

MTS and WATS Market Structure Phase 

B i l l i n q  Information 

o The Commission granted Ameritech's waiver request  from 

c e r t a i n  Feature Croup A ( F G A )  usage surrogate require- 

ments. "Because we have concluded tha t  Ameritech's . 

proposal i s  a reasonable method f o r  developing usage 

surrogates ,  we bel ieve  i t s  use by other c a r r i e r s  could 

be appropriate  f o r  purposes o f  the f i l i n g  required by 

the Surrocrate Order. 

p e t i t i o n s  f o r  waiver from o t h e r  c a r r i e r s  who may wish 

t o  use the same method f o r  ca l cu la t ing  t h e i r  usage 

surrogates ."  

Accordingly, we w i l l  e n t e r t a i n  

P e t i t i o n  of Ameritech m e r a t i n s  ComDanies 

Indiana Switch Acces8 Division a t  9 9 16;  Pe t i t i ons  of MCI 
Telecomunicationa and CTE Spr in t  Communications Corp. 
Regarding t h e  Val id i ty  of Connecticut S ta tu te  and Dec i s ions  
of the  Connecticut Dep't of  Public U t i l i t y  Con t ro l  Relating 
t o  Unauthorized I n t r a s t a t e  T r a f f i c ,  
( r e l .  Oct. 27,  1986) .  

FCC 86-450 a t  9 0 37  

SJ Indiana Switch Access Division a t  I ll 3 .  
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f o r  Waiver of Feature Gram A Usase Surroqate  R e m i r e -  

ments, Mimeo No. 2788 ( r e l .  Feb. 24, 1986). 

SDread Spectrum Waivers 

0 The Commission granted Northwestern B e l l  a waiver t o  

c o l l o c a t e  enhanced technology i n  i t s  c e n t r a l  o f f i c e s .  

The waiver was granted subjec t  t o  numerous c o n d i t i o n s .  

These condi t ions  set  t h e  standard f o r  waiver r e q u e s t s  

by o t h e r  opera t ing  companies. 

prompt ac t ion  if t h e  other opera t ing  companies f i l e d  

waiver  requests c o n s i s t e n t  with the  C o m i s s i o n n ' s  

d i r e c t i v e s  t o  Northwestern Be l l .  ADDlied SDectrum 

Technolosies .  I n c . ,  58 Rad. Reg. 2d (P&F) 881, 888-90 & 

n.28 ( 1 9 8 5 ) . 4 /  

The Commission promised 

Generic Rate of  Return Formula 

0 The Commission proposed ass igning  each  exchange c a r r i e r  

t o  one of s eve ra l  " r a t e  of r e t u r n  groups."  Some 

o p e r a t i n g  Companies argued t h a t  each Bell reg ion  should 

be t r e a t e d  as a sepa ra t e  r a t e  o f  r e t u r n  group. In  

r e p l y  comments, Amerittch observed tha t  s u f f i c i e n t  

s imilar i t ies  e x i s t e d  among the r e g i o n s  t o  j u s t i f y  

grouping a l l  r eg iona l  companies t o g e t h e r  dur ing  the  

6J m, e.cr., The Mountain S t a t e s  Te l .  & T e l .  Co., AAD 6-1104, 
Mimeo N o .  3515 a t  U 1 ( r e l .  Apr. 2 ,  1986). 
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first two-year return period. 

hetitech's position, the Commission adopted a single 

Specifically noting 

rate.of return group for all exchange carriers -- t!!e 

regional companies, GTE and other independent telephone 

companies -- over the continuing objections of the o t h -  

er regionr. Interstate Services of AThT Communications 

and Exchange TeleDhone Cartiera, 5 1  Fed. Reg. 1795, 

1797 B 10 (Jan. 15 ,  1986). 

Rate Levels 

o The Commission contrasted with other regional companies' 

practices Southwestern Bell's (SWB)  requirement that . 

MCI's seven-digit FGA numbers be associated with WATS 

line usage. The commission decided to reject SWB's 

tariff. "In regard to the proposal that Other Common 

Carriers (OCCs) supply seven-digit numbers in conjunc- 

tion with terminating WATS access line service, it 

remain8 unclear why SWB does not use its own records, 

as have o t h e r  regions." Southwestern B e l l  TeleDhone 

a, T r a n r .  Nor. 1505, 46,  1249, 817, 853, 135, Mimeo 

No. 2199 at 6 (rel. March 6 ,  1987). 

0 In developing its Annual 1985 Access Tariff Filincrs, 

Phase If, FCC 87-50 (rel. March 9, 1987). the Commiss- 

ion made the following comparisons from information 

submitted by GTE and B e l l  operating companies: 
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- The Commission contrasted operating companies' 
methods of calculating cancellation charges. 
at l l V  94-100). 

(u. 
- The Comiseion compared operating codpanies' 

expedited order charge calculation methodologies 
to the "EX methodology. (Id. at all 112, 116-123). 

- The Commission compared operating companies' data 
on minimum monthly usage charges to review the 
reasonableness of those charges. (Id. at Ul l  39, 
42, 22). 

- The Commission chose BellSouth's proposed language 
as "an example of the clarity necessary to inform 
customers," after examining the operating companies' 
service interruption credit allowances. (Id. at 
1 5 6 ) .  

- The Commission decided that it "would accept as 
reasonable a notice period of up to two days, as  
suggested by BellSouth" for service discontinua-. 
tion. (Id. at II 182). 

0 Over an eighteen month investigation of individual 

access tariff rates, the Commission compared the rates 

proposed by each operating company for individual 

access rate elements as one basis for determining 

whether tne other operating companies' rates might be 

outside the zone of reasonableness and would, thus, 

require further investigation. The Commission also 

compared the  regional companies' and a ' s  proposed 

rate structures in arriving at a reasonable structure 

for varioua access rate elements. Investicration of 

Access and Divestiture Related Tariffs, 97 F.C.C.2d 

1082, 1098-99, 1100-1101, 1104 UU 39, 44-45, 52 

(Feb. 17, 1984) .  
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o With the benefit of AT&T'e analysis of those meth- 

odologies, the Commission compared the regional com- 

panies' various cost development methodologies. 

Investiuation of Access and Divestiture Related Tariffs, 

49 Fed. Reg. 23924, 23927-928 TU 21-27 (June 8 ,  1984) .  

. o After comparing and contrasting other regional companies' 

interim 800 service tariffs, the Commission granted 

Bell Atlantic's requested waiver of Part 69 of the 

rules because the Commission had "previously granted 

similar petitions filed by US WEST, "Ex and Ameritech 

for reasons that apply equally to Bell Atlantic." 

lnterim 800 Exchancre Access T a r i f f s ,  CC Docket No. 

86-279, Mimeo Nu. 5586,  at UlJ 2 ,  10 (rel. J u l y  3 ,  

1986) .  

Various regional companies filed petitions requesting 

waiver, clarification or reconsideration of an order 

requiring the removal of a l l  direct and indirect 

restrictions on the use of WATS access lines. 

comparing a11 the petitions, the Commission concluded 

"that Ameritech's request for a waiver of the current 

standard ordering interval is justified." 

rejecting-other regional companies' waiver requests, 

the Commission granted Ameritech's waiver " f o r  all 

carriers." 

Reg. 484, 409, 490 IIq 18, 22 ( 1 9 8 6 ) .  

o 

After 

While 

Midyear 1986 Access Tariff Filinss, 60 Rad 
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0 The Commission c i t e d  the troubles t h a t  one regional  

company had i n  developing an accurate cost  r a t i o  

between 2-wire and 4-ware service as  a reason t o  impose 

a r a t i o  on a l l  regional companies t h a t  d i f f e r e d  signif-  

i c a n t l y  from t h e  r a t i o s  r e f l ec t ed  by the regional  

companies who d i d  not profess  t o  have problems. 

Commission then placed the  burden on c a r r i e r s  t h a t  

bel ieved t h a t  a d i f f e r e n t  r a t i o  was appropriate  t o  

"make such a showing a s  the b a s i s  f o r  a request  f o r  

waiver . . .." Invest igat ion of  Special Access T a r i f f s  

of Local Exchanqc Carr ie rs ,  CC Docket No. 85-166 a t  

51-52 & n.152 98 105-106 ( r e l .  May 24,  1985) ("Spec ia l  

Access C o s t  Order") .  

The 

Protocol Waivers - Accountincr Plan 

0 The Commission used New Jersey Bell's protocol  waiver 

request  t o  establish standards f o r  revSewing s imi l a r  

ComDuter 11 waiver requests by the other operat ing 

companies a f t e r  d i r ec t ing  c e r t a i n  revis ions i n  New 

Jersey  Bell'r 

Tal.  Co., ENF 

0426 a t  14-15 

co8t  accounting plan.  N e w  Jersey Bell. 

84-22, Transmittal  No. 474, Mimeo No. 

32 ( r e l .  O c t .  24 ,  l98S).l/ 

2/ See, e . a . ,  Pac i f i c  Bell P e t i t i o n  f o r  Waiver o f  S e c t i o n  
64.702 of the  Commission's Rules and Regulations t o  
Authorize P r o t o c o l  Conversion Offer ings,  AAD 6-1326 a t  2 

(Footnote Continued) 
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Protocol Conversion - Marketincr Plan 
0 The Commission accepted various operating companies' 

proposals to market customer proprietary information 

because their. procedures "are patterned after those 

[ t h e  CommissionJ approved for New Jersey Bell and the 

other Bell Atlantic companies" and "are a l so  similar to 

those which the Commission approved when it relieved 

AT&T of t h e  separate subsidiary requirement for the 

provision of CPE."a/ In addition, the Commission com- 

pared each operating company's protocol conversion of- 

fering with the conditions established f o r  other 

operating companies in t h e  Protocol Waiver 0rder.v 

(Footnote Continued) 
7 13 (rel. Dec. 3, 1986) ("Pacific Bell Petition"); 
Southwestern Bell Telephone Co. Petition for Waiver of 
Section 64.702 of the Commission's Rules to Provide and 
Market Asynchronous Protocol Conversion on an Unseparated 
Basis, AAD 6-1473 at 2 1 13 (rel. Jan. 5, 1987) 
("Southwestem Bell Petition) ; Ameritech Operating 
Companies' Petition for Waiver o f  Section 64.702 of t h e  
Commission'B Rules (Computer 11) to Provide Protocol 
Conversion as an Adjunct to a Basic Packet Switched Network, 
AAD 6-1424 at 2 1 13 (rel. Oct. 20, 1986) ("Puneritech 
Petition"); The Bell Atlantic Telephone Cos. Petition for 
Waiver o f  Section 64.702 of the Commission's Rules to 
Provide Certain Type8 of Protocol Conversion, AAD 5-1296 at 
337 I 4 7  (rel. May 19, 1986) ("Bell Atlantic Petition"). 

8J See a l s o  Ameritech Petition at 6 1 55; Pacific Bell Petition 
Bell Atlantic Petition at 336 B 49. 

9J Petitions for Waiver of Section 64.702 of the Commission's 
Rules and Regulations, 100 FCC 2d 1057 (1985) ("Protocol 
Waiver Order" ) . 
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0 

Southwestern Bell Telephone Co. Petition for Waiver of 

Section 64.702 of the Commission's Rules to Provide and 

Market Asynchronous Protocol Conversion on an Unseparated 

Basis, AAD 6-1473 at 7 llll 18-21, 52 (rel. Jan. 5, 

1987) .W 

Non-Traffic Sensitive Cost Recovery Plans 

Five regions filed petitions seeking access charge 

waivers. Four regions proposed a fixed (non-usage 

sensitive) charge. 

usage sensitive scheme. Although the  Commission 

rejected a l l  petitions, it invited the operating 

companies to f i l e  waiver petitions requesting pennis- 

sion to implement plans similar to New England Tele- 

phone's proposal. 

Sectors of Part 69 of t h e  Commission's Rules, 60 Rad. 

Reg. ( P a )  142, 193, & 144 (1986). 

New England Telephone proposed a 

Petitions for Waiver of Various 

10/ See Ameritech Petition at 3 (I 20; Pacific B e l l  Petition at 3 
U 24;  Bell Atlantic Petition at 333 ITU 23-26. 
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I. INTRODUCTION AND QUALIFICATIONS 

1. 

Tilden Group, a consulting fm that applies economic analysis to issues of 

antitrust and regulatory policy. My work as an economist has been in the area of 

microeconomics, with a specialization in the study of antitrust and regulatory 

policies. In the course of my professional career I have had numerous 

opportunities to consider questions of market definition in the context of mergers 

and acquisitions generally. 

My name is John B. Hayes. I am a Senior Economist employed by The 

2. 

years. Most recently, I assisted in the Department’s evaluations of the Ameritech 

and SBC applications to provide in-region long-distance services. I have also 

taught courses at Georgetown University and advised government officials in the 

United States and other countries on antitrust and telecommunications policy. 

I was previously employed by the U. S .  Department of Justice for five 

3. I earned a Ph.D. in Economics from the University of Wisconsin, where my 

major field of study was Industrial Organization, A copy of my curriculum vitae is 

attached to this declaration as Appendix A. 

4. 

an analysis of the competitive effects arising from the proposed merger of Bell 

Atlantic and GTE; to iden@ the participants, together with their shares, in those 

markets; and to assess the competitive si@icance of these market participants. In 

reaching my conclusions I have relied upon the Bell Atlantic-GTE Merger 

Application and Hidavits offered in this proceeding, evidence submitted in state 

I have been asked by counsel for Sprint to determine the markets relevant to 

1 Application For Transfer of Control, , CC Docket. No. 98-184, filed October 2, 1998 
(‘iMerger Application”). 
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and federal section 27 1 proceedings, industry reports, previous Tilden Group 

analyses of telecommunications markets, and the relevant economic literature. 

Drawing on my training and experience as an economist, and my review of the 

relevant facts available to me, I find that the proposed merger raises significant 

public interest concerns. 

11. OVERVIEW 

5 .  

Commission (“the Commission”) describing the markets relevant to an analysis of 

the SBC-Ameritech merger, a matter that currently is pending before the 

Commission. The economic issues relevant to properly defined markets that were 

identified and evaluated in my prior declaration are in all significant respects 

unchanged in the current application. Because of these similarities, I have 

attached the relevant section from my prior declaration as Appendix B and will 

rely generally on the conclusions with respect to market definition described 

therein. Specifically, the product markets relevant to an analysis of the 

competitive effects of the proposed merger are local exchange and access markets, 

and the geographic markets relevant to an analysis of the merger are the local 

service areas of Bell Atlantic and GTE. In adbtion, there are three customer 

segments with distinct demand characteristics: large business customers, medium- 

sized business customers, and small business and residential customers. The 

demand characteristics of these segments are sufficiently different that the 

competitive effects of the proposed merger should be separately studied in each of 

these segments. 

I previously filed a declaration with the Federal Communications 

2 

L 

Appenduc B was previously filed with the C o m s i o n  on 14 October 1998 as section 111 
of the Declaration of John B. Hayes, ‘‘Market Power and the SBC-hentech Merger.” 
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6 .  

and access markets in the regions served by Bell Atlantic and GTE and assess the 

competitive significance of market participants in those service areas. My review 

of the evidence leads to the following principal results and conclusions: 

In this declaration, I provide evidence on market shares in local exchange 

While the market share data are incomplete, there is persuasive evidence that 
local exchange and access markets are hlghly concentrated for all customer 
segments and in virtually all geographic markets. Large business customers 
located in major metropolitan areas are more likely than others to have viable 
competitive alternatives for service, but even for these large customers choices 
are limited. Small business and residential customers, with few exceptions, 
have no alternative service providers available. Aggregating across customer 
segments and geographic markets, the market share served by competitors to 
Bell Atlantic and GTE never exceeds two percent in any state, and in most 
states the CLEC share is less than one percent. 

0 Bell Atlantic and GTE possess substantial market power in many local 
exchange and access markets, and they will continue to possess market power 
for years to come. Further, competitors and providers of complementary 
services, such as long distance and mobile wireless services, will continue to 
require cooperation from the incumbent, both for existing services and for new 
and innovative forms of telecommunications. 

0 The out-of-region entry strategy proposed by Bell Atlantic and GTE is unlrkely 
to benefit residential and small business customers in the near term. The 
proposed entry initially targets large and medium-sizcd business customers 
where competition is already developing. 

The merger of Bell Atlantic and GTE does not meet the Commission's public 
interest standard that the merger will enhance co~npetition.~ 

3 
In the Applications of "EX Corporation Tranrferor, and Bell Atlantic Corporation 
Transferee, For Consent to Transfer Control of "Ex Corporation and Its 
Subsidiaries, Memorandum Opinion and Order, FCC 97-286, released August. 14, 1997 
("Bell Atlantic-Nynex Order") at Mj2-3. 
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7. In the remainder of this declaration, I explain in detail the economic logic, 

factual analyses, and supporting data that have led me to the findings summarized 

above. 

111. 
IN LOCAL EXCHANGE AND ACCESS MARKETS 

BELL ATLANTIC AND GTE POSSESS DE FACTO MONOPOLIES 

A. Methodology for Assessing Market Power 

8. 

of an ability to exercise market power. In addition to market share, however, one 

must also consider other measures of structural characteristics of the relevant 

markets, indicators of market performance, and entry conditions. 

The courts have long recognized that market share is an important prechctor 

B. 
Markets 

Bell Atlantic and GTE Dominate Their Local Exchange and Access 

9. 

are limited, they provide persuasive evidence that Bell Atlantic and GTE have 

dominant shares of local exchange and access markets in each customer segment4 

While the data available to assess market structure in the relevant markets 

4 See also Petition of Bell Atlantic-Pennsylvania, Inc. For a Determination of Whether the 
Provision of Business Telecommunications Services Is Competitive Under Chapter 30 of 
the Public Utility Code, “Recommended Decision,” Docket No. P-0097 1307, July 24, 
1998 (“Bell Atlantic-Pennsylvania Business Services Petition”) at 4-5 (“. . . I conclude that 
BA-PA has not come close to establishing.. .that there is effective competition for business 
services throughout BA-PA’s service territory such that BA-PA would be unable to 
sustain price increases for its services. BA-PA’s presentation on the issue of competitive 
presence does not withstand even the most cursory review.”), and In the Matter of the 
Board’s Investigation Regarding the Status of Local Exchange Competition, “Report and 
Action Plan,” Docket No. TX98010010, July 1998 (“Status of Local Exchange 
Competition”) at 1-2 (“. . .the Board finds that there has not been any sigruficant statewide 
‘resale based’ or ‘facilities based’ local land line residential or small business telephone 
offerings to or switching of customers to CLECs from ILECs in New Jersey or the 
nation. ”). 
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Moreover, because CLECs must interconnect with the incumbent carrier, their 

ability to discipline efforts to exercise market power is to a considerable extent 

controlled by the incumbent. As there are no viable substitutes for local exchange 

and access services, Bell Atlantic and GTE could substantially raise prices or 

degrade the service they provide to competitors, unless they are prevented from 

doing so by regulation. 

10. 

Commission previously has found this to be true on numerous occasions.s Both 

the Commission and state regulators cap access charges for precisely this reason.6 

Moreover, the interconnection and structural separation provisions of the 

Telecommunications Act of 1996’ also are based on recognition of ILEC market 

power. In t h l s  declaration, I provide some evidence on the extent of the market 

power possessed by Bell Atlantic and GTE. Several alternative measures of 

market structure are examined, including: 

That the ILECs possess substantial market power is hardly news. The 

8 

5 
See, for example, In the Matter of Interconnection Between Local Exchange Carriers and 
Commercial Mobile Radio Service Providers, Notice of Proposed R u k ” g ,  CC 
Docket No. 95-185, released January 11, 1996 (“LEC-CMRT Interconnection 
Proceeding”) at 512 (“LECs unquestionably still possess substantial market power in the 
provision of local telecommunications services.”). 

S e e  In the Matter of Access Charge Reform, First Report and Order, released May 16, 
1997 at 11258-284. 

6 

I 

Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (1996). The 1996 
Act amends the Communications Act of 1934,47 U.S.C. $8 151 et. seq. 

See In the Matter of Implementation of the Non-Accounting Safeguards of Sections 271 
and 272 of the Communications Act of 1934, as Amended and Regulatory Treatment of 
LEC Prowsion of Interexchange Services Oripnating in the LEC’s Local Exchange 
Area, Notice of Proposed R u l h g ,  CC Docket No. 96-149, released July 18, 1996 at 
13  and In the Matter of Implementation of the Local Competition Provisions in the 
Telecommunications Act of 1996, Notice of Proposed Rulemakmg, CC Docket No. 96-98, 
released April 19, 1996 at 116-10. 
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shares of switched access lines; 
shares of switched minutes of use; and 
the existence of local service facilities, including collocation facilities and fiber 
facilities. 

1 1. My analysis concentrates on switched facilities because switched lines 

provide both local exchange and access services. Shares of switched lines are 

therefore a useful indcator of market structure in both local exchange and access 

rnarket~.~ As the Commission has observed, “[B]ecause interstate switched access 

is generally provided over the same ‘bottleneck’ facilities and by the same 

providers as provide local exchange and exchange access service, failure to create 

competition among local service providers necessarily means a lack of competition 

to provide interstate switched 

12. 

importantly, the data are not available by customer segment or local service area. 

My conclusions are therefore based on an examination of state-level data reported 

separately for business and residential customers. 

The publicly available data are limited in several respects. Most 

9 
Shares of switched access lines may not provide a useful measure of market structure for 
exchange access services provided to certam hgh-volume customers. Some high-volume 
customers, such as large businesses, can purchase dedicated, special access lines. There is 
evidence that CLECs have a greater share of special access lines than switched access 
lines. This is the case both because CLECs have been sellmg special access longer than 
switched access, and more importantly, because special access lines are &led at 
locations that have sufficient traffic volumes to support profitably multiple hgh-capacity 
access lines. Consequently, customers who purchase special access are precisely the 
customers that are most readily served by CLECs. Special access lines account for 16 
percent of total access lines and 19 percent of total interstate access revenues. 1997 
Preliminary SOCC, Tables 2.5 and 2.9.  

10 
Bell Atlantic-Nynex Order at T/3 1. 
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1. Switched Access Lines 

NH 
NJ 
NY 
PA 
RI 
VA 
VT 
wv 

13. Table 1 reports market shares of switched access lines within the Bell 

Atlantic states. Bell Atlantic’s share of switched access lines ranges from 98 

percent in Massachusetts and New York to 100 percent in West Virginia. 

Aggregating across all in-region states, Bell Atlantic’s market share is nearly 99 

percent. 

98.91% 99.96% 98.86% 
99.83% 9 9.74% 99.56% 
98.42% 99.59% 98.01% 
99.18% 99.37% 98.55% 
99.29% 99.86% 99.16% 
99.78% 99.92% 99.70% 
99.77% 100 .OO% 99.77% 
100.00% 100.00~/0 1 00.00% 

TABLE 1. BELL ATLANTIC MARKET SHARE OF LOCAL EXCHANGE LINES 

I I I ME 99.74% 99.99% 99.73% I 

Source: Second Local Competition Survey. 

14. Table 2 reports market shares of switched access lines within the GTE local 

service regions. GTE’s share of switched access lines exceeds 99 percent in all of 

its regions except Florida, where its market share is 98.73 percent. In 12 of the 15 

7 



states reported in Table 2, GTE serves virtually all of the switched lines in its local 

service area. 11 

TABLE 2. GTE MARKET SHARE OF LOCAL EXCHANGE LINES 

15. 

from the Second Local Competition Survey.12 The figures include CLEC 

customers served through resale and UNE loops in the CLEC share. These are 

two of the three methods that CLECs use to provide service. The publicly 

The market share estimates reported in Tables 1 and 2 are based on data 

I 1  
GTE reported data for 15 of its 28 states in the Second Local Competition Survey. 

Second CCB Survey on the State of Local Competition, available at www.fcc.gw (data as 
of June 30, 1998) (“Second Local Competition Survey”). 

12 
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available data from the Second Local Competition Survey do not include 

dormation on customers served over facilities owned by CLECs, the thud method 

that CLECs use to provide service. Tables 1 and 2 therefore do not include CLEC 

on-net customers. Because there are few CLEC on-net customers in most states, 

including them in the calculations would reduce the ILEC share by an insignificant 

amount. 13 

ii. Minutes of Use 

16. 

merger from whch to estimate the share of switched local service minutes carried 

by CLECs operating in BOC service areas.I4 Table 3 and 4 contain market shares 

of switched local service minutes for the Bell Atlantic and GTE states. 

There are publicly available data for the states directly affected by the 

15 Table 3 

13 
For example, Bell Atlantic’s combined share of residential and business customers, 
includmg CLEC on-net customers, in Delaware and Virgma are: Delaware - 98.52 
percent, as compared to the 98.59 percent reported in Table 1; Virgma - 99.47 percent, as 
compared to 99.70 percent reported in Table 1. 

By deh t ion ,  the CLEC share of minutes is equal to the number of minutes that origmate 
or terminate on CLEC networks dlvided by the total number of minutes that originate cr 
terminate in the ILEC service area. I have estimated the CLEC share by &vid.mg the 
number of minutes CLECs exchange with the ILEC by the total number of minutes that 
originate or terminate on the ILEC’s network. Tlus estimate necessarily understates actual 
CLEC shares of total local exchange and access minutes of use because it does not 
include, in either the numerator or the denominator, minutes for calls that travel entirely on 
CLEC networks. As these calls are unquestionably a tiny fraction of the total, this source 
of bias is small. For example, if customers have balanced calling patterns, i. e., customers 
make the same number of incoming and outgoing calls, and CLECs have a 5 percent share 
of customers, then the estimation method that I use would exclude one quarter of one 
percent (5  percent squared) of the total number of calls. 

The data are from the First CCB Survey on the State of Local Competition, available at 
www.fcc.gov (data as of December 31, 1997) (“First Local Competition Survey”). The 
First Local Competifion Survey data includes local, intrastate and interstate switched 
minutes. As the BOCs are prohlbited fiom Wrying interLATA minutes, the ,latter two 
categories are largely switched access minutes. 

14 
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shows that Bell Atlantic’s share of switched minutes ranges from 97.3 percent, in 

New York, to 100 percent, in New Hampshire. Bell Atlantic’s share of switched 

minutes, averaged across its entire service region, is 98.7%. Table 4 shows that 

GTE’s share of switched minutes ranges from 96.9 percent in Florida to 100 

percent in several states. 

entire service region, is 98.7%. 

16 GTE’s share of switched minutes, averaged across its 

TABLE 3. BELL ATLANTIC MARKET SHARE OF NETWORK MINUTES OF USE 

Source: First Local Competition Survey. 

16 
GTE reported identical numbers of minutes exchanged with CLECs in Missouri and North 
Carolina. Because one or both of these data points is llkely an error, I did not report the 
data for these two states. 

10 



TABLE 4. GTE MARKET SHARE OF NETWORK MINUTES OF USE 

17. Tables 3 and 4 also contain data on the distribution of minutes exchanged 

over trunks connecting CLEC and BOC networks. Inspection of these 

interconnection data reveals that the minutes exchanged across BOC and CLEC 

networks are notably unbalanced.” Tables 3 and 4 show that CLECs o n p a t e  far 

17 
Hawaii stands out as an exception to this pattern. 

11 



fewer minutes to BOC networks than they terminate from the incumbent’s 

network. If CLEC customers were equally likely to originate and terminate calls, 

these distribution data would show equal percentages of minutes originating and 

terminating on the ILEC’s network. The unbalanced distribution data in Table 5 

suggest that CLECs have been most successful at selling service to customers, 

such as Internet service providers, that terminate far more calls than they 
18 originate. 

18. 

ILEC and CLEC networks suggest that CLEC sales are concentrated in a limited 

market segment, an mference that provides a reason to be cautious about 

predicting CLEC success in a broader local service market. Adhtional analysis is 

needed to understand why CLECs have been especially successful in t h r s  market 

segment. Specifically, it is unclear whether the competitive advantages that 

CLECs possess in t h r s  segment are sustainable over time and will prove valuable 

in the broader market. 

The unbalanced or ipat ion and termination minutes exchanged between 

19. For example, CLEC success with Internet service providers may be partly 

explained by reciprocal transport and termination rates that are in excess of cost. 

If these rates are set above cost, then CLECs have an incentive to seek customers 

that terminate more calls than they originate. CLECs could offer such customers 

unusually attractive service rates because, net of reciprocal compensation 

payments to the BOC, they earn rents on call termination services sold to the 

ILEC. This type of competitive advantage would not extend to customers with 

1 8  
Bell Atlantic recently argued that Internet semce providers opera- on CLEC networks 
are dnving the traffic imbalance. Letter from Edward D. Young, 111, Senior Vice 
President and Deputy General Counsel, and Thomas J. Tauke, Senior Vice President for 
Government Relations, on behalf of Bell Atlantic, to William E. Kennard, Charman, 
Federal Communications Commission, dated July I .  1998. 

12 



balanced calling patterns because these customers would not provide transport and 

termination rents to the CLEC. Moreover, this type of advantage is not sustainable 

because it is not based on an inherent cost or other advantage possessed by 

CLECs.’’ 

iii. Local Exchange Facilities 

20. Because it is doubtful that resale will cre te sufficient competiti repres ure 

to significantly discipline BOC market power, it is useful to separately assess the 

shares of CLECs that are providing facilities-based local service. While offering 

valuable competition over some aspects of service, such as marketing, billing, and 

customer service, resale is of inherently limited competitive significance and is 

therefore less meaningful as a constraint upon the exercise of market power than 

facilities-based service.2o Facilities-based CLECs can offer additional competition 

along a number of dimensions, such as service innovation and network quality, 

where the capabilities of resellers are limited. Because resale rates are not based 

on the underlymg costs of the facilities, resale competition can do relatively little 

19 It is ironic that the BOCs are now w o r h g  to limit their transport and termination 
payments to CLECs, after they opposed Bill and Keep arrangements in the CMRS 
interconnection proceeding. LEC-CMRS Interconnection Proceeding at 38. Wireless 
carriers tend to origmate more calls than they terminate. Thus interconnection with 
wireless carriers at transport and termination rates set above cost would tend to generate 
net rents for the BOCs. 

See Bell Atlantic-Pennsylvania Business Services Petition at 2 1-24 (‘LA [resale] 
‘commtor’ is unable to differentiate its offering from BA-PA’s on quality, is unable to 
introduce innovative services, and cannot assert price pressure on BA-PA, since BA-PA 
dominates the reseller’s cost structure.” [citation ommitted]) and Status of Local Exchange 
Competition at 7 (“Although the ‘resale strategy permits CLECs to enter the market 
quickly, th~s strategy suffers from certain constraints in pricing and innovation for 
CLECs.”). 

20 
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to dnve retail rates down towards cost.’’ Facilities-based competitors also 

represent alternative sources of access services, while resellers do not serve d u s  

function. 

2 1, 

represents far greater competitor independence of the ILEC. For the purposes of 

competitive assessment, a key issue is whether one fm is dependent upon its 

competitors for key inputs. Clearly, CLECs who are reselling BOC service remain 

heavily dependent upon the BOC to provide service, contractual and regulatory 

protections notwithstandmg. In its merger analyses, the U.S. Department of 

Justice routinely recopzes  in merger analysis that firms dependent upon rivals for 

key inputs ( e.g., through a supply agreement designed to fix an anticompetitive 

outcome associated with an acquisition) typically are not as strong a competitive 

force as those that operate independently. Competition from firms that rely upon a 

rival for a key input, and whose basic ability to offer services is dependent upon 

contractual rights unwillingly imposed on a direct rival, are generally not 

“economically equivalent” to fully independent rivals. Of course, all CLECs, 

including facilities-based CLECs, are dependent on ILECs for interconnection 

services. 

Facilities-based competition also is superior to resale competition because it 

22. 

tiny fraction of total switched access lines.’* Table 5 details the CLEC share of 

Lookmg only at facilities-based service, the data show that CLECs serve a 

21 Hams and Teece, in an affidavit on behalf of Ameritech Michgan, appear to agree with 
thq stating that “for purposes of competitive assessment, self-supplied facilities and 
leased unbundled network el ements... are clearly dstinct from resale of services over the 
incumbent’s facilities.” Harris-Teece Michigan A f i b t  at 15. 

The New Jersey Board of Public Utilities has collected data on CLEC facilitles 
nationwide. They report that CLECs provide facilities-based senice to approximately 
2,500 of the 108 million local residential lines (or sipficantly less than 1/10 of 1 percent) 

22 
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facilities-based lines to business and residential customers in a number of Bell 

Atlantic states where there are sufficient publicly available data to calculate market 

shares of facilities-based lines. These data include access lines purchased as 

unbundled loops from the BOC and facilities owned by CLECs. Resold lines are 

counted as part of the Bell Atlantic share. Bell Atlantic’s share of facilities-based 

service to business customers ranges from about 98 percent in Pennsylvania to 

nearly 100 percent in the District of Columbia. In comparison, facilities-based 

service to residential customers is de minimus. The CLEC share of facilities-based 

service to residential customers does not exceed one-half of one percent for any of 

the states shown in Table 5 .  

PA 

VA 

TABLE 5. CLEC FACILITIES-BASED MARKET SHARE OF LINES 

~~ 

99.88% 98.05% 99.22% 

99.84% 99.56% 99.74% 

I DC I 99.98% I 99.95% I 99.96% I 
I DE I 99.89% I 99.77% I 99.84% I 
I MD I 99.92% I 99.66% I 99.82% I 

Source: See Appendvr C. 

and to approximately 400,000 of the 52 million local business lines (or approximately 7/10 
of 1 percent). See Status of Local Exchange Competition at 10. 
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C. 

23. 

Bell Atlantic and GTE than are business 

relative attractiveness to CLECs of the various market segments. Bernie Ebbers, 

WorldCom’s Chairman and CEO, has stated that “Not AT&T, not MFS or anyone 

else, is going to build local telephone facilities to residential customers. Nobody 

ever will in my The evidence on CLEC business plans and facilities 

locations examined in t l u s  section confirms that while competition for business 

customers is developing, there are limited prospects for competition to provide 

local service to residential customers. In a subsequent section I evaluate the likely 

impact of the out-of-regon entry strategy announced by Bell Atlantic and GTE on 

competitive conditions in local exchange and access markets. 

The Competitive Landscape for Business and Residential Customers 

Residential customers are far less likely to have competitive alternatives to 

In large part, th ls reflects the 

1 .  Residential and Small Business Customers Lack Competitive Alternatives 

24. 

indicate that most entrants into local exchange and access services markets 

principally are interested in attracting business, as opposed to residential, 

customers. 

business customers located in major urban centers. My analysis of the evidence 

shows that, consistent with national trends, CLEC facilities in Bell Atlantic and 

The announced business plans and actual marketing efforts of CLECs 

25 CLEC strategies largely concentrate on service to high-volume 

23 
See Status of Local Exchange Competition at 14 (“To date, virtually no land line 
‘facilities based competition’ in the residential market has occurred in Pennsylvania and 
New York.. . ”). 

Mike Mills, “Hangmg Up on Competition?,” Washington Post, June 1, 1997 at H1 

See Statzls of Local Exchange Competition at 5 (“The Board finds that a vase majority of 
the CLECs that are pursuing the land h e  facilities based entry strategy have only targeted 
business customers, at th~s time.”). 

24 

2s 
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GTE service areas generally are concentrated in major urban areas. With few 

exceptions, most CLECs have no plans to offer residential sewice in the near 

term. 

25. 

the residential and small business segment of local exchange and access markets. 

The major long-distance companies have scaled back or frozen their initially- 

ambitious plans to enter local markets, citing poor profitability.” Sprint, MCI, and 

AT&T, for example, have each testified that competitive entry through resale into 

the State of New Jersey’s local service markets would not provide a reasonable 

return on their investment, and Bell Atlantic’s own expert testified that CLECs 

would lose $3 per customer per month reselling Bell Atlantic-New Jersey’s 

26 

At the present time, there is only a limited potential for profitable entry into 

26 See “CLEC Officials, Wall Street P r d c t  Continued Growth, But Not in Local Residential 
Market,” Communications Today, November 4, 1997. Brooks Fiber/Worldcom has 
entered the residential local exchange and access services market on a facilities basis in 
Michugan, but it has not expanded its residential service. outside that state. 
Communica,Sons To&, op. cit. See also In the Matter of Application of Ameritech 
Michigan Pursuant to Section 271 of the Communications Act of 1934, as amended, to 
Provide In-Region, InterLATA Services in Michigan, Memorandum Opinion and Order, 
FCC 97-298, released August 19, 1997 (“Ameritech Michigan Order ”) at 765. It is too 
early to tell whether WorldCom will continue to pursue this strategy. 

In January of this year, MCI President Timothy Price announced that “as long as the 
current regulatory environment continues, MCI will not offer resale service to any new 
residential customers.” See January 22, 1998 MCI Press release, available at 
http://www.mci.com. This was soon followed by an announcement from AT&T’s 
c h a ”  Michael Armstrong that “the company has halted its efforts on the total services 
resale (TSR) method of local service entry but will continue to support its current local 
custome rs.... TSR discounts are not big enough to make it an economically viable way for 
AT&T to provide local service.” See AT&T Press release, Janua~y 26, 1998, available at 
http://www.att.com. AT&T claims to be 10s- $3 a month per local telephone customer. 
“AT&T Says It Loses Money on Local Telephone Service,’’ St. Louis Post-Dispatch, 
February 11, 1998. AT&T apparently is stdl w o b g  on its wireless local service plans. 

21  
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28 service. 

it has “concluded that a resale strategy alone cannot 

have also pulled back on their highly-touted plans,30 although a few cable 

companies, such as Cox, Cablevision and Mediaone, have recently begun offering 

telephony services over cable plant to limited numbers of custo~ners.~’ It is too 

early to tell whether the proposed AT&T-TCI merger will reinvigorate efforts to 

offer telephony over cable TV plant.32 Dan Miller, chairman of the Illinois 

Commerce Commission, explains the current limited competition for residential 

customers by observing: “What nitwit is going to go in and start competing where 

the prices don’t cover the 

GTE evidently agrees with this assessment of the prospects for resale, as 

Cable companies 

26. Mobile wireless service also is not currently a practical economic 

alternative to wireline local exchange and access service for the vast majority of 

customers. Mobile wireless service generally is not priced competitively with 

28 In the Matter of the Board’s Investigation Regarding the Status of Local Exchange 
Compefifion, “Comments of the Division of the Ratepayer Advocate,” Docket No. 
TX98010010, May 1, 1998 (available at www.njin.net/rpdpos-pape.htm). 

Declaration of Jeffrey C. Kissell (“fissell Declaration") at 3 .  

TCI, for example, dropped its cable telephony plans. See Mark Robichaux, “Bad Call: 
Malone Says TCI Push into Phones, htemet Isn’t Working for Now,” Wall Streer 
Journal, January 2, 1997 at A l .  Time Warner also suspended its cable telephony plans. 
See Stephan Somogyi, “Sages or Stooges?,” Upside, June 1997 9(6) at 62-68. 

See En Banc Presentation on the Status of Local Telephone Comperition, “Testimony of 
Alex Netchvoldoff,” January 29, 1998 (available at www.fcc.gov); and Carl Weinschenk, 
“Double Your Money-Or at Least Give It Your Best Shot,” Tele.com, November 1, 
1998 (available at www.teledotcom.com). 

See Leslie Cauley, “TCI, AT&T Look to Enter Partnershps With Cable-TV Firms on 
Phone Service,” Wall Street Journal, September 24, 1998 at B14. 

As quoted by Jem Stroud in “Competition is Key to Phone Deal’s Approval,”.St. Louis 
Post-Dispatch, May 17, 1998. 

29 
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31 
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basic wireline service for a consumer with a high volume of calling from a fixed 

site to nearby end users. 

limited in its ability to substitute for basic telephone senice by its relatively low 

data transmission rates, lower voice quality, and the fact that wireless customers 

pay for both incoming and outgoing calls. I am optimistic that wireless service 

will eventually compete with wireline service for a significant number of local 

exchange customers. The steadily decreasing prices, rapid network build-outs, and 

increasing penetration rates all speak to that possibility. But the fact remains that 

wireless service does not provide meaningful competition to wireline local 

exchange and access services at this time. 

34 To date, mobile wireless service has been further 

D. 
Need for On-Going Regulation in the Near Future 

Entry is Unlikely to Diminish BOC Market Power or Eliminate the 

i. Local Telephone Markets are Not Yet Open to Competition 

27. 

sufficiently opened their local telephone markets to competition. State authorities 

in Michgan, New York, New Jersey and Pennsylvania each have found that Bell 

Atlantic and GTE have not met their obligations under the Telecommunications 

Act to open their local service markets to competition. 

Despite their claims to the contrary, Bell Atlantic and GTE have not yet 

0 The Michigan Public Service Commission (“MPSC”) ruled that GTE’s 
“conduct to date does not give the Commission reason to believe that the 
company will permit competition.. .9,.35 The MPSC went on to note that it 

?4 See In the Matter of Second Application by BellSouth Corporation, BellSouth 
Telecommunications, Inc., and BellSouth Long Distance, Inc., for Provision of In- 
Repon, InterLATA Services in Louisiana, Declaration of Carl Shapiro and John Hayes on 
Behalf of Sprint, CC Docket No. 98-121, filed August 4, 1998. 

In the Matter of the Application of GTE Communications Corporation for the Issuance 
of a License to Provide and Resell Basic Local Exchange Service in Amen’tech 

35 
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issued final orders requiring GTE to act on its interconnection agreements with 
AT&T and Sprint in December 1996 and that GTE has failed to comply with 
those 

The New Jersey Board of Public Utilities issued a report fmdmg that there are 
“two major barriers to local land line telephone competition in New 
Jersey.. . .the most significant barrier to competition is the lack of standardized 
Operations Support Systems., . . The Board finds the second ‘major banier’ to 
competition is access to ‘unbundled network elements . 
An a h s t r a t i v e  law judge in New York ruled that “This record indicates 
unequivocally that Bell Atlantic-New York’s options alone.. .are unacceptable 
to support combination of elements to serve residential and business customers 
on any scale that could be considered mass market entry. Given this record, at 
this time, absent the provision of the element platform pursuant to the Pre- 
filing, Bell Atlantic-New York would be in compliance neither with 25 l(c)(3) 
nor, consequently, 27 1(~)(2)(B)(ii).”~* 

An adrmnistrative law judge in Pennsylvania ruled that “The credible evidence 
of record demonstrates that the collocation constraints described here have, in 
fact, acted to inhibit the growth of facilities based competition in BA-PA’s 
service t e ~ i t o r y . ’ ’ ~ ~  (emphasis in original) 

’ 9’37 

It is s ipf icant  that state commissions have found that Bell Atlantic does 

not currently satisfy the section 27 1 standard. Section 27 1 does not require that 

BOCs face effective competition before interLATA authority is granted. It instead 

requires only that local service markets be opened to competition. Successful 271 

Michigan’s and GTE North Incorporated’s &changes in the State of Michigan and 
Related Approvals, “Opinion and Order,” Case No. U-11440, December 12, 1997 at 4. 

Id. 
36 

Status of Local Exchange Competition at 1 1, 15. 

Proceeding on Motion of the Commission to Eramine Methoh by which Competitive 
Local Exchange Carriers Can Obtain and Combine Unbundled Network Elements, Case 
98-C-0690, “Proposed Find~ngs of A d m m m v e  Law Judge Eleanor Stein,” released 
August 4, 1998. 

Bell Atlantic-Pennsylvania Business Services Perinon at 36. 

38 
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applicants can, and they almost certainly will, retain substantial market power in 

local exchange and access markets even when interLATA authority is granted. 

These state commission rulings show that local exchange and access markets in 

Bell Atlantic’s territories have not yet been sufficiently opened to enable 

competition to significantly diminish the incumbents’ market power. 

ii. 
ILEC Networks 

CLECs Will Continue to Rely Upon ILEC Cooperation to lnterconnect with 

29. 

on-going regulation would not soon end. Because interconnection is required 

whenever multiple carriers provide service over disparate networks, entrants will 

continue to require high-quality and timely interconnection to the incumbent’s 

public switched network. Adequate interconnection is vital to successful 

competition in telecommunications markets because acceptable telephone service 

presumes an ability to reach any subscriber on the public switched network. 

Even if local service markets were fully opened to competition, the need for 

30. 

access, assuring adequate interconnection requires effective regulation. ILECs’ 

incentives to deny access arise because telecommunications markets exhlbit 

powerful network effects that can, if regulation is ineffective, be used to preserve a 

dominant provider’s market position. Because the incumbent supplies access to 

virtually all existing network customers, it is not dependent upon interconnection 

with CLECs to complete calls. In contrast, it is unavoidable that entrants will 

initially have fewer subscribers than the incumbent and will therefore depend upon 

interconnection with the incumbent to complete most calls. If networks are not 

adequately interconnected customers will prefer the incumbent’s service-even if 

it is otherwise mferior to the entrant’s-because they benefit from readily being 

able to make and receive calls on the public switched network. As the 

Commission has previously stated, absent enforceable interconnection rules, 

In addition, because ILECs have clear incentives to deny competitors 

21 



incumbents could use their existing control over access to the subscriber base to 

suppress entryS4O 

3 1. 

potentially limit their dependence on the incumbent by investing in duplicate 

network facilities. But building network facilities is costly, the-consuming and, 

from the public interest or cost-“izing perspective, potentially wastehl. In 

addition, network facilities are largely sunk costs that increase the risk of entry for 

CLECs, raising an additional entry barrier. And because facilities represent fixed 

costs, they increase the market penetration needed to achieve profitability. For 

these reasons, investments in network facilities are unlikely to W s h  

sipficantly CLECs’ dependence on interconnection in the near future. 

While CLECs have no realistic alternatives to interconnection, they could 

E. The Proposed Out-of-Region Entry Strategy Will Not Expand the 
Competitive Alternatives Available to Residential Customers in the Near 
Future 

32. 

for Bell Atlantic and GTE to expand into 21 urban centers outside the combined 

company’s service area. The merged compmy intends to leverage Bell Atlantic’s 

existing customer relationships with large businesses to build a presence in out-of- 

region markets. Once the merged company has successfully attracted enough large 

The Merger Application describes an out-of-regon entry strategy that calls 

41 

40 
‘We are concemed that existing interconnection policies may not do enough to encourage 
the development of CMRS, especially in competition with LEC-provided wireline service. 
. . . [I]t is important that the prices, terms, and condtions of interconnection arrangements 
not serve to buttress LEC market power against erosion by compeQtion.” LEC-CMRS 
Interconnection Proceeding at 12. 

Public Interest Statement at 6. 
41 
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business customers to recover its largely fixed investments in facilities, it will 

target consumer and small business 

33. 

and GTE aggressively entered residential local exchange and access markets, the 

benefits to consumers could be substantial. There is little reason, however, to 

suppose that this upbeat outcome is likely in the near term. Bell Atlantic and GTE 

have not explained how, after establishing service to the Fortune 500 companies 

that are the plan’s initial service target, they will be able to profitably serve 

residential and small business customers, Indeed, the strategy that Bell Atlantic 

and GTE have presented in t h i s  proceeding bears considerable resemblance to the 

If, through pursuing the proposed out-of-regon e n w  strategy, Bell Atlantic 

strategies followed by facilities-based CLECs like MFS, TCG and MCI Metro, and 

none of these carriers have found it profitable to enter residential markets on a 

significant scale, Bell Atlantic and GTE have not provided evidence to 

demonstrate why the out-of-region entry strategy would allow them to succeed 

where others have foundered. It is widely accepted that the customer service 

needs and marketing methods employed in the large business market segment 

differ in important ways from those in the small business and residential market 

segment. 

established brand name.@ Bell Atlantic and GTE have not explained how their 

out-of-region service experience with Fortune 500 companies will aid 

43 For example, an important asset for successw mass market entry is an 

42 
Kissell Declaration at 4-5. 

See Appendix B for a more detailed discussion of the hfferent demand pattems in the large 
business and residential and small business market segments. 

See Bell Atlantic-Nynex Order at 670 (“The remaining four most significant market 
participants distmguish themselves from the universes of actual and precluded competitors 
and of other market participants by their experience and strong brand reputation in the 
provision of telephone service to the mass market.”). 

43 
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development of the marketing shlls and brand name needed to successfully 

compete in the mass market. 

IV. CONCLUSION 

34. 

and access services markets. That market power largely stems from control of 

access to customers: SBC and Ameritech each sene  dominant shares of switched 

access lines in their service regions, and local service competitors require their 

cooperation to complete calls on SBC’s and Amentech’s local networks. Absent 

hgh-quality and timely interconnection, competitors will be unable to offer a 

viable service alternative. 

Bell Atlantic and GTE possess substantial market power in local exchange 

35. 

possessed by Bell Atlantic and GTE for years to come. First, the proposed merger 

eliminates a sigmficant potential entrant into each service regon. Second, as 

several state commissions have consistently found, local markets in the states 

served by Bell Atlantic and GTE are not yet sufficiently open to enable 

competition to thrive. Furthermore, Bell Atlantic and GTE control the pace at 

whch their markets are opened to competitors because they control access to those 

customers. 

In addition, entry is unllkely to sipficantly W s h  the market power 

36. 

oversight of Bell Atlantic and GTE would not soon end. Interconnection is 

required whenever multiple carriers provide service over dsparate networks. 

Because incumbent local exchange carriers have clear incentives to deny 

competitors access, assuring adequate interconnection requires effective 

regulation. 

Even if markets were fully opened to competition, the need for regulatory 
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37. T h s  merger does not satisfy the Commission’s public interest standard 

because it preserves the dominant market positions of Bell Atlantic and GTE and it 

fails to materially improve the prospects for competition in any relevant market.45 

~~~~ 

45 
Bell Atlantic-Njmex Order at 136. 
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Education 

Awards 

Current 
Position 

Professional 
Experience 

APPENDIX A: Curriculum Vita for Dr. John B. Hayes 

The Tilden Group, LLC 
5335 College Avenue 
Oakland, CA 946 18 

jhayes@tildengroup .com 
510-595-2707 

University of Wisconsin, Madlson, WI 
Doctor of Phlosophy in Economics, 1994 

University of Denver, Denver, CO 
Master of Arts in Economics, 1986 

Stanford University, Palo Alto, CA 
Bachelor of Arts in Economics, Stanford University, 1983 

1992 
1986 University of Denver Fellowship 

Federal Reserve System Board of Governors Dissertation Fellowshp 

Senior Economist, The Tilden Group, Oakland CA 
September 1997 - present 
Economic anaIysis to support antitrust litigation in hgh technology and 
communications industries. 

Economist, U.S. Department of Justice, Antitrust Division, Washington, D.C. 
1993 - 1997 
Economic analysis to support antitrust litigation and Federal competition 
policy. Advised and trained foreign competition agency personnel. 
Extensive telecommunications experience includes comments filed with 
the Federal Communications Commission and analysis of the AT&T- 
McCaw and Bell Atlantic-Nynex cellular mergers. 

Adjunct Professor of Economics, Georgetown University, Washg ton  D.C. 
1995 - 1996 
Taught an undergraduate course in industrial organization. 

Research Assistant, Wisconsin Vocational, Technical and Adult Education 
System, Madison, WI 

Economic analysis of labor market trends affecting enrollment in' the 
1989 - 1991 

VTAE system. 
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Project Manager, US WEST, Strategic Marketing Division, Denver, CO 
1987 - 1988 
Identified new business opportunities. Compared the performance of 
business units to industry benchmarks. Trained staff in the use of data 
resources for business performance analysis. 

Research Assistant, Medical Group Management Association, Center for 
Research and Ambulatory Health Care, Denver, CO 

Survey design, implementation, analysis, and presentation of results, 
Authored articles for the association newsletter and journal. Mantamed 
research databases. Prepared research proposals. 

1986 - 1987 

Research 1994 
Papers 

1994 

1993 

1992 

1990 

1990 

Hayes, John B. “Do Firms Play Exit Games? Theory and Evidence on the 
Strategic Role of Size in an Exit Game.” Ph.D. dissertation, Department 
of Economics, University of Wisconsin-Madrson. 

Hayes, John B. “An Exit Game with Continuously Adjustable Output and 
Efficiency Differences.” Workmg paper, Department of Economics, 
University of Wisconsin-Madison. 

Hayes, John B. “Do Finns Play Exit Games? Some Evidence on the 
Strategic Liability of Size.” Working paper, Department of Economics, 
University of Wisconsin-Mdson. 

Eisner, James and John B. Hayes. “Labor Market Information for the 
Trade and Industry Occupations.” Wisconsin Board of Vocational, 
TechcaI  and Adult Education, M d s o n ,  WI. 

Hayes, John B., Catherine M. Cotter, and Ronald J. Hustedde. “Labor 
Market Information for Business and Marketmg Occupations.” Wisconsin 
Board of Vocational, T e c h c a l  and Adult Education, Madrson, WI. 

Hayes, John B. “ O p t d  Exit Strategy in a Stochastically Declining 
Market.” Applied Microeconomics Workshop, Department of 
Economics, University of Wisconsin-Madson. 
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APPENDIX B: Relevant Markets for Public Interest Analysis 

A. Principles of Market Definition 

1. Ln assessing whether a carrier has market power, and whether a merger is 

llkely to harm competition, it is helpful to define relevant markets. Economists 

generally define market power as the ability to maintain prices above competitive 

levels for a sustained period of time.& Properly defmed markets are a useful tool 

for assessing the competitive effects of mergers and other business practices. 

2. 

collection of products or services to be included in the market; and (2) the 

geographx scope of the market. Within each dimension, economists determine the 

scope of a relevant market by the existence of demand s~bstitutes.~’ Those 

products that consumers view as good substitutes are properly included w i t h  the 

market. Products that consumers perceive as poor substitutes are excluded fiom 

the market. The Commission adopted this approach in the LEC In-Region 

Interexchange Order and the Bell Atlantic-Nynex Order.48 In a correctly defined 

market, a hypothetical monopoly producer of all of the products or services 

included in the market could profitably raise price(s) above competitive levels for 

a sustained period of time. In contrast, any market in which a monopoly producer 

Relevant markets are usefully defined along two dimensions: (1) the 

46 
Alternatively, one could define market power as the ability to maintain quantity or quality 
below commtive levels for a sustained period of time. 

U.S. Department of Justice and the Federal Trade Commission, Horizontal Merger 
Guidelines, April 2, 1992 (revised April 8, 1997). 

Regulatory Treatment of LEC Provision of Interexchange Services Origrnating in the 
LECS Local Exchange Area, Second Report and Order, FCC 97-142, released April 18, 
1997 (‘ZEC In-Regron Interexchange Order ”) at 727 and Bell Atlantic Nynex Order at 
50. 

41 
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could not sustain a price increase would not be a useful tool for assessing the 

possible exercise of market power following a merger. 

B. Relevant Product and Geographic Markets 

3. SBC and Ameritech provide a &verse and expanding array of 

telecommunications products and services. These products and services are 

usefully grouped into two categories. Retail services, such as Centrex and basic 

local senice, are provided in downstream markets to end users. Wholesale 

services, such as access and the provision of unbundled network elements, are 

provided in upstream product markets to other network providers. At both the 

wholesale and retail levels, many of these services could potentially be considered 

distinct relevant  market^.^' In this declaration I focus on the provision of two core 

services-basic local exchange service and access-that are fundamental to many, 

if not most, of the network services provided by the merging parties. Competitive 

conditions in these markets are likely to be similar to those in other markets 

relevant to an analysis of the competitive effects of the merger. 

4. An ability to complete calls ubiquitously over the public switched network 

is an essential characteristic of telecommunications. -4ccess services provided by 

ILECs are fundamental to this ability, as they allow carriers to complete calls on 

distant and disparate networks. Access services can take many forms. 

Horizontal access arrangements allow competitors to interconnect their network 

50 

49 
Long &stance services may be an additional relevant market. As SBC and Ameritech are 
new and comparatively small participants in long &stance services, I have not addressed 
long &stance services in this declaration. For similar reasons, I have not addressed 
bundled long &stance and local services. 

See lngo Vogelsang and Bridger M. Mitchell, Telecommunicahons Compehmn: The 
Lust TenMiles, MIT Press, 1997 at 12-17. 
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with the incumbent’s local exchange network. Vertical access arrangements 

permit providers of complementary services, such as long distance or wireless 

services, to originate and terminate calls on the local network. In this declaration I 

will use the term access expansively to refer to all forms of access to the local 

exchange network in a specific local service area.” As there are no viable 

substitutes to access, this sexvice is a relevant market.’* 

5 .  

includes the capabilities (1) to originate calls from a specific location and 

terminate them anywhere on the public switched telephone network, and (2) to 

receive calls from any point on the public network. As a practical matter, there are 

no viable substitutes for local service, and therefore t h ~ s  product constitutes a 

relevant market. 

Local telephone service, broadly defined, is a collection of services that 

6. 

networks and consequently, there are many distinct relevant product markets 

w i b  a local service region. It is also true, however, that within any particular 

geographic region there is a limited set of caniers that have facilities in place to 

provide local telephone service. Within this region, the range of competitive 

alternatives and, more importantly, the nature of competition between the 

alternative suppliers, may be very similar. It can be useful in such circumstances 

to aggregate these similar product markets and assess competition in the aggregate 

There are many specific locations to originate calls within local telephone 

SI 
It is worth nobng that this definition does not encompass special access arrangements that 
provide access to interexchange networks but do not directly provide access to a local 
exchange network. 

More narrowly defined access markets may also exlst. The competitive effects of the 
merger in more narrowly defined markets are unlLkely to dtffer substantially from those 
identified in this broadly defined market. 

52 
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market as a whole. Because consumers face the same set of choices within t h l s  

area, the competitive effects of the merger can be accurately analyzed withrn the 

aggregate market.j3 

7. 

a convenient way to simplify the analysis. When competition takes place 

simultaneously over multiple markets, it is often useful to gauge the competitive 

sipficance of market participants in an aggregate market that encompasses the 

full set of markets where f m s  simultaneously compete. Residential and small 

business telecommunications services in particular are marketed through mass 

media outlets which reach potential customers spanning large areas. The 

economies of scale inherent in this kind of marketing compel competitors to 

provide service to the entire area addressed by their marketing efforts. As a 

consequence supply concfitions, especially those in the residential and small 

business customer segment, provide an additional reason to assess competition 

within aggregate local service markets. 

8. 

well-defmed geographic areas. The competitive alternatives for service available 

to customers in these local service areas are generally sfliciently similar to treat 

each local senice area as a separate relevant market. 

9. 

observation that telephone calls are point-to-point (or in some cases point-to- 

multipoint) connections, so one could potentially think about each call from a 

For many telecommunications markets, such aggregation may be more than 

SBC and Ameritech provide local telephone service to customers in certain 

An alternative approach to defining a local service market begms with the 

53 
See the Bell Atlantic-Nynex 
45. 

Order at 75 1 and the LEC In-Region Interexchange Order at 
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54 
specific origination point to a specific termination point as a unique product. As 

there are no viable substitutes for specific point-to-point telephone connections-a 

call from the office to home cannot substitute for a call from the office to a 

client--each point-to-point connection constitutes a distinct relevant market.55 

10. Taking point-to-point calls as a product therefore leads once again to the 

conclusion that there are many distinct relevant product markets. For the same 

reasons described above, however, it is both convenient and analflcally useful to 

aggregate those markets where the competitive alternatives are similar. Such an 

aggregation leads to the same set of local service areas identified above. 

11. The two alternative approaches to market definition for local exchange 

services described in this section lead to an identical collection of relevant markets 

for an assessment of the competitive effects of the merger: the local service areas 

in SBC’s and Ameritech’s service regions. Economic analysis of the merger is 

unaffected by a decision to adopt one approach to market defintion over the other. 

C. Market Segments 

12. 

are sufficiently distinct that they require separate analysis. The Commission has 

previously determined that within local exchange and access services markets it is 

possible to identify three customer groups with distinct patterns of demand: (1) 

It is widely accepted that the patterns of demand for some customer groups 

54 
The Commission has taken this approach in several recent decisions. 
Atlantic-Npex Order at 75  1 and 754 and the LEC In-Region Interexchange Order at 7 5 ,  

Defining local service markets around point-to-point calls suffers from the defect that local 
service is not typically sold on a point-to-point basis. Instead, local senice is sold in a 
bundle that includes a general ability to terminate calls to any point on the local network. 
This fact indlcates that it may not be economically viable to offer local service on a point- 
to-point basis. 

S e e  the Befl 
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residential and small business customers, (2) medium-sized business customers, 

and (3) large business and government customers. 

distinguished by the different characteristics of their demands for local exchange 

and access services. 

13. 

who typically: 

56 These groups are 

The large business and government customer segment consists of customers 

generate traffic volumes that require multiple high-capacity lines (e.g., DS 1s 
and DS3s) for their local exchange and access services; 
purchase a wide array of complex telecommunications services such as ISDN, 
frame relay and Centrex; 
negotiate firm-specific contracts; 
have dedicated, professional telecommunications services managers on staff; 
and 
require a premises visit to initiate service. 

In contrast, residential and small business customers typically: 

generate traffic volumes that can be supported by one or two voice grade lines; 
e purchase local service together with vertical features such as call waiting or 

caller ID; and 
rarely require a premises visit to initiate service. 

The demand patterns for medium-sized business customers are intermediate 

between those of large business customers and residential and small business 

customers. Medium-sized business customers typically generate traffic volumes 

that require multiple voice-grade lines but not multiple high-capacity lines. 

14. Reflecting the complexity and scale of their purchases, local telephone 

service for large business and government customers is generally marketed through 

56 
Bell Atlantic-Nynex Order at 753. 
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dedicated account representatives who visit the customer’s premises to describe 

service offerings. In contrast, service is marketed to residential and small business 

through mass media and to medium-sized business customers by specialized f m s .  

15. 

telecommunications services, local service revenues are concentrated in large 

business customers. The largest one percent of local service customers account for 

roughly 30 percent of revenues.” Business customers of all types utilize 32 

percent of switched access lines nationwide; residential customers account for 67 

percent of all access lines; and pay telephones account for one percent.58 

Consistent with their hgh traffic volumes and demand for complex 

16. 

patterns that the competitive effects of the merger should be separately assessed 

for each market segment. Large, and to a lesser extent medium-sized, business 

These three customer segments exhibit suffciently different demand 

57 Vogelsang and Mitchell op. cit. at 29, citing Bypass of the Public Switched Network, 
Thlrd Report and Order, released May 26, 1987 at 32. 

5 8  
1997 Preliminary Statistics of Common Carriers, Federal Communications Commission, 
(“1 997 Preliminary SOCC ”) Table 2.5.  
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customers are most readily served by CLECs because their traffic volumes 

profitably support the provision of multiple access lines.sg As a result the 

competitive effects of the merger could differ significantly across the three 

customer segments. 

59 
The competitive effects for small business customers may, in fact, dffer sufficiently fiom 
residentid customers that it also would be usehl to separately assess effects in thls 
customer segment. Residential service generally is priced at lower rate than business 
senice. Tlus pricmg dfference could potentially support greater entry opportunities for 
CLECs in the small business segment than in the residential segment, even if traffic 
volumes for these two customer groups are comparable. 
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APPENDIX C: Data Sources for Table 5 

1. CLEC On-Net Lines. An estimate of fully facilities-based (on-network) 

CLEC lines was reported in the Atlantic 0 ACM survey,6o which contains data as 

of December 3 1, 1997. In order to maintain consistency in the table, I chose to 

obtain other data from this same time period where possible. 

2 .  

unbundled loops were derived from the following sources: 

Unbundled Network Element (UNE) Loops. CLEC purchases of 

0 First Local Competition Survey, data as of December 3 1, 1997. These data 

were used for the DC, Maryland and Pennsylvania estimates. 

0 Second Local Competition Survey, data as of June 30, 1998. These data were 

used for the Delaware and Virgmia estimates. 

New Jersey Board of Public Utilities reported that CLECs in New Jersey provided 

no residential lines and 6700 business lines.61 Given the Atlantic ACM survey 

estimate of 875 CLEC on-net lines in New Jersey, I estimated business UNE loops 

to be 5,825. 

3. 

not distinguish between residential and business loops. Using Brooks Fiber’s 

experience in Michgan, as reported in the Harris-Teece Michigan Afidavit,62 as 

Apart from the New Jersey data, the available data on UNE loop counts did 

60 
An Analysis of Local Switched Services Market Share in the Bell Atlantic-Delaware 
Regon, provided by Atlantic ACM. This survey was sponsored by various 
corporations, including Sprint Telecommunications. 

61 In the Matter of the Board’s Investigation Regarding the Status of Local Exchange 
Competition, “Report and Action Plan,” Docket No. TX98010010, July 1998 at 10. 

In the Matter of Application of Ameritech Michigan Pursuant to Section 271 of the 
Communications Act of 1934, as amended, to Provide In-Regon, InterLJiTA Services in 

62 
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well as Brooks Fiber’s report to the Michigan PSC that 90 percent of its residential 

customers are on unbundled loops and 10 percent of its residential customers are 

on fully facilities-based lines, I estimated that 46.25 percent of the unbundled 

loops reported for Bell Atlantic and GTE in the Local Competition Suwey serve 

residential customers. Tlus estimate probably overstates the fraction of unbundled 

loops serving residential customers, as Brooks Fiber targeted residential customers 

in Michigan more aggressively than did CLECs in other locations. 

4. 

users and those sold to competing local exchange carriers for resale, was provided 

by Bell Atlantic and GTE in the First Local Competition Survey. 

Total ILEC Lines, Total ILEC lines, including lines sold directly to end 

Michigan, Joint Affidavit of Robert G. Hams and David J. Teece On Behalf of Ameritech 
Michlgan, CC Docket 97-137 (“Harris-Teece Michigan Afldavlf’’). 
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BEFORE THE 
FEDERAL COMMUNICATIONS COMMISSION 

Washington, D.C. 20554 

In the Matter of 

Applications of GTE Corporation,) 

Transferor, 1 
and Bell Atlantic Corporation, ) 

1 CC Docket No. 98-1 84 

) 
) for Consent to Transfer of Control 

AFFIDAVIT OF KEVIN E. BRAUER 

I. Introduction 

Bell Atlantic's (BA) proposed merger with GTE Corporation (GTE) is a significant 

threat to Sprint's and other companies' ability to compete for telecommunications business 

in the home areas of BA and GTE and thus a threat to the welfare of telecommunications 

customer in their areas. If these companies combine, they will control vital last mile 

facilities to 58 million access lines across thirty-two states. This is more than one-third of 

the access lines in the United States. My affidavit will describe many of the blatantly 

anticompetitive actions of both BA and GTE, and why a merger of these two companies 

neither bodes well for the advancement of the Federal Communication Commission's 

("FCC's") pro-competitive goals nor brings benefits to consumers. %le GTE is not 

technically a Regional Bell Operating Company ("RBOC"), it is currently larger in terms of 

access lines and revenues than any of the original seven RBOCs. For purposes of this 

1 



affidavit, I will refer to the RBOCs and GTE collectively as the Incumbent Local Exchange 

Carriers (“ILECs”). 

I will explain the plans Sprint has to compete with the ILECs and detail some of the 

significant problems that the ILECs potentially cause Sprint. BA combined with GTE, has 

the power to harm local competition by providing poor access to their last mile and 

collocation space facilities as well as by refbsing to cooperate with competitors’ requests 

for new ways of providing essential inputs (new or existing) that may be needed for the 

provision of new services. The large scope of the combined company increases the 

opportunity for one company to negatively affect a very large part of the market. Based 

upon the serious roadblocks that Sprint has faced reselling BA’s local exchange service 

post-BA/NYNEX merger, I am deeply concerned that the BAIGTE merger will exacerbate 

the problems by compounding each companies’ anticompetitive tactics across a wider 

region. 

Before providing this detail, I will briefly set forth my relevant experience in the 

telecommunications field. I am the President of Sprint‘s National Integrated Services 

organization. As President of this organization, I am responsible for implementing Sprint’s 

new, innovative, state-of-the art technology platform and service. Sprint recently 

announced this new platform and service - Sprint ION, Sprint’s Integrated On-demand 

Network. 

I have held my current position for the last year. Before that, I was the President of 

Sprint Business, the group responsible for serving Sprint’s larger business customers. I 

have also sexed as a Sprint senior vice president responsible for developing and 
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implementing strategies related to Sprint emerging growth opportunities and held various 

vice presidential level marketing assignments. 

11. Sprint ION Deployment 

The Telecommunications Act of 1996 encourages both the development of 

competition in local exchange markets and the deployment of advanced services to 

consumers residing in the United States. Sprint ION assists in meeting both goals: it brings 

competitive communications offerings to current local exchange carrier (LEC) monopoly 

customers and it does this through the use of advanced technologies created for the data 

age rather than the technologies used in the provision of yesterday's plain old telephone 

service. 

The networks and technology deployed by traditional telephone companies, both 

local and long distance, rely upon circuit switches to route both local and long distance 

voice traffic using a time division multiplexing (TDM) technology. While voice comprises 

the bulk of the communications traffic today, data traffic is increasing rapidly. We are 

experiencing a rapid growth in use of the Internet and the developing capability of 

converting voice TDM traflic to a data format that can be carried on more modem data 

networks. Data traffic is growing at a much more rapid pace than traditional voice traffic 

and is expected to be the bulk of the communications traffic in the near kture. 

Sprint's new ION service integrates traditional voice TDM traffic, Internet traffic, 

Frame Relay traffic, and other data traflic on one customer access facility and carries all of 

this traffic in the asynchrunous transfer mode (ATM) data format through the Sprint 

network. The initial conversion of these various formats takes place at the customer 
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premises where all of the traffic is converted to ATM and transponed to Sprint's network 

for delivery to the terminating point. 

Sprint ION service will be capable of carrying the traffic of Sprint ION customers 

over any distance, whether the communication is delivered within a city, across a state, or 

across the nation, without regard .to artificial regulatory boundaries. For communications 

teminating to end users that are not Sprint ION customers, Sprint will convert the Sprint 

ION format to the format needed to communicate with the off-net non-Sprint ION 

customer. 

As Sprint deploys Sprint ION, it will focus customers on the efficiency gained by 

integrating all services on one access facility, increased fbnctionality provided to customers 

through increases in bandwidth, and innovations in customer control by providing the 

* customer with easy-to-use service configuration functionality. For example, a smaller 

customer will have the capability to create up to six voice communications channels where 

only one existed before and greatly increase the data throughput speed of its access to the 

Internet and other data applications. Configuration choices will be available to the 

customer through an easily used computer-based program. 

For businesses large and small, the Sprint ION technology will enable networked 

multimedia applications that efficiently link employees, customers, and external partners by 

providing virtually unlimited bandwidth to all work locations. This will facilitate 

E-Commerce to help reach new markets; interactive distance learning for employees at all 

locations; management of a telecommuting and/or geographically dispersed workforce; and 

real-time video desktop collaboration, connecting both internal and external participants at 

multiple locations. 
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Sprint intends to offer Sprint ION service to large businesses using dedicated access 

and to smaller businesses and residential customers initially via Digital Subscriber Loop 

("xDSL") access solutions. Sprint has plans to provide Sprint ION service in metropolitan 

areas containing over 65 percent of the population of the United States. 

Initially, in late 1998, Sprint will offer Sprint ION service to a select group of 

customers in seven cities. In early 1999, the number of customers to whom and the number 

of cities where Sprint ION service is offered will increase dramatically. 

Later in 1999, Sprint will begin offering Sprint ION service to smaller customers as 

alternatives to dedicated access service become available. One method of supplying the 

additional communications bandwidth required for Sprint ION service to these smaller 

customers is xDSL technology. Sprint will collocate xDSL equipment in selected ILEC 

central offices to gain access to ILEC unbundled network element (UNE) loops. A 

data-capable loop, one free of problems that degrade its potential performance, when 

connected to xDSL technology at the customer premises and in the central office, provides 

the bandwidth necessary for Sprint to offer Sprint ION service. Sprint's collocation 

program will extend into the year 2000. 

In the latter half of 1999, Sprint expects to increase the fbnctionality of Sprint ION 

service to include the ability to combine what had previously been local voice calling with 

other communications on the all-distance Sprint ION platform. The addition of this 

capability will allow a customer to integrate its local service with other services through a 

single Sprint ION service using a single access facility to the customer premises. At this 

point, Sprint will be providing facilities-based competition for the business of the local 

customer 
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Sprint anticipates that ION service will not only appeal to many of its current voice 

and data customers, but also to additional customers seeking innovative communications 

solutions to both local and long distance communications needs. The typical consumer 

profile that is likely to be interested in Sprint ION services uses two or more local lines, an 

Internet service provider, custom calling features or packaged services, and has long 

distance usage. If the RBOCs gain authority to provide long distance service within their 

current operating areas, Sprint ION service will compete with the RBOCs for local and 

intraLATA toll services as well as in-region, interLATA service previously offered only by 

interexchange companies. 

xDSL Availability 

Sprint has considered using xDSL services offered by the ILECs. However, the issue of 

whether the ILECs need to offer this service to competitive telecommunications carriers is 

the subject of on-going proceedings at the Federal Communications Commission. Several 

of the ILECs have asserted that xDSL services should not be available to competing 

camers for either resale or UNE use. While GTE filed and recently received acceptance of 

an interstate ADSL tariff offering, by GTE’s own admission, the offering was developed 

with its retail operation in mind, and does not meet the needs of Sprint ION with respect to 

broadband service availability. In fact, GTE’s tariff would effectively prohibit direct 

connection to Sprint as a network service provider in that it is limited solely to those 

instances where the data-only service is directly connected to an Internet service provider 

’ See the petitions of Bell Atlantic, US WEST, and Ameritech that were addressed in the FCC’s August 7 ,  
1998 memorandum opinion and Order in CC Docket No. 98-147, et al. (FCC 98-1 88). Bell Atlantic and 
SBC have sought reconsideration of the portion of that order requireing ILECs to provide conditioned 
loops that are capable of use for xDSL service, and US WEST has sought judicial review of the order in - 
the D.C. Ciruit (Case No. 98-1410). 
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(I'ISP'I). The ISP to which the service terminates must be specified in order for GTE to 

provide the service Sprint ION service will not terminate directly to an ISP. Rather, the 

service purchased by Sprint is required to terminate directly to the Sprint network, with any 

and all successive terminations handled by Sprint from that point forward. 

GTE's stated plans in its interstate tariff description and justification (GTOC 

Transmittal No 1148 dated May 15, 1998) to offer ADSL service in 30 markets exclude 

numerous states where GTE has local exchange operations, including Alabama, Alaska, 

Arkansas, Arizona, Idaho, Iowa, Kansas, Nebraska, Nevada, New Mexico, Oklahoma, 

South Carolina, and West Virginia. The lack of ADSL in GTE's operating territories in 

many of these states could degrade the value and deployment of Sprint's ION service. 

Even where ILEC xDSL service may be arguably available to Sprint, the 

deployment of xDSL by ILECs, as offered, does not meet the needs of Sprint for use in 

providing Sprint ION service. Sprint ION is an integrated, all-distance senice that 

combines local and long distance, voice and data. The ILEC deployment of xDSL is a data 

only service that places additional equipment at the central office and the customer 

premises (via a POTS splitter) to strip off plain old telephone service (POTS) voice traffic 

(both local and long distance) to the ILECs circuit switched local exchange and exchange 

access network. This stripping of voice tratlic defeats one of the primary benefits of Sprint 

ION - integration of voice and data using Sprint's ATM based network. In fact, GTE's 

ADSL tariff requires, as an essential component to the purchase of its ADSL service, that a 

companion local service offering be in place. As I stated earlier, Sprint ION will not 

require a separate POTS voice line, but will integrate all forms of end user trafnc for 

transport over a single xDSL circuit in an ATM data format. Thus, GTE's requirement is 
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inefficient from a network standpoint and makes resale of GTE cost prohibitive as the 

essential intermediate supplier of last mile xDSL services. 

Sprint desires to use the xDSL facilities and equipment of the ILECs, particularly in 

smaller offices where Sprint’s collocation of its own xDSL equipment is not as economical 

because the number of potential customers is low. In these offices, sharing the xDSL 

equipment makes sense from a cost standpoint for all parties. Unfortunately, it appears that 

competitive obstructionism by the ILECs may well overcome the merits of cost sharing. 

111. ILEC Roadblocks to Competition 

General 

Competition has been slow in coming to telecommunications markets. Long 

distance markets began truly opening to competition upon the divestiture of the RBOCs 

from AT&T. In the landmark antitrust litigation that brought about the RBOC divestiture, 

evidence convincingly indicated that the RBOCs had used their market power to impede 

the entry of competitors into the long distance marketplace. The remedy for this anti - 

competitive activity was separating the potentially competitive long distance market from 

the local exchange monopoly market. When this occurred, and the RBOCs no longer had 

an incentive to block long distance competition, actual competition in the long distance 

market blossomed and resulted in the highly competitive long distance marketplace the 

American consumer enjoys today. In addition, due to the potential for anti-competitive 

activity, GTE agreed to a consent decree placing certain restraints on it and its long 

distance operations. 

Before the divestiture, evidence indicated that the RBOCs used their monopoly 

position to disadvantage competitors as they attempted to enter the long distance market. 
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It was shown that the RBOCs provided better terms and conditions to their own long 
-1 

distance affiliate than to competitors, that the RBOCs provided higher levels of service to 

their long distance affiliate than to competitors, that the RE3OCs flatly refised to provide 

needed facilities to competitors, and that the RBOCs disparaged competitors. Given the 

fact that the RE3OCs had, and continue to have, a near monopoly on the facilities needed to 

sene  end users, these actions precluded effective competition in the long distance market. 

Operational Support Systems 

The ILECs retain the capability to harm potential competition in local markets and 

they have the incentive to exercise that power in a negative manner to delay meaningfkl 

local exchange competition. The ILECs' near monopoly in access to local customers is the 

key to their continuing ability to impact local competition by failing to provide quality 

access to those monopoly facilities to companies such as Sprint. W I e  the 

Telecommunications Act of 1996 requires major ILECs to open their local markets to 

competition and to treat competitors at parity with itself in terms of Operational Support 

System (OSS) capabilities and access to facilities, the difference between words and action 

is clearly evident in the behavior of the ILECs. GTE has been defiant of many of the Act's 

requirements since its inception. For example, the Act and many SprintlGTE 

interconnection agreements require automated access to the customer service record 

(CSR), and access to the unbundled network elements platform (UNE-P) that greatly 

facilitates the use of UNEs. GTE remains in violation of these agreements, borne of state 

PUC rulings, and has simply refised to provide an automated interface to CSR data. 

Repeated requests for automation of this access by Sprint have been rebuffed by GTE, 

which first stated that it was still not required to automate ths interface, then stated that 
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such access was unavailable due to system limitations, and then stated that future system 

enhancements would allow this fimctionality to be provided by the fourth quarter of 1998. 

As we stand now in the fourth quarter 1998, G E ’ s  current position is that, due to budget 

cuts, all automation and development and implementation activities related to automated 

access to the CSR would cease until the third quarter of 1999. Thus, if Sprint requests 

access to a CSR today (nearly two years after the execution of interconnection agreements 

requiring such automation), it must provide a written request to GTE, and GTE commits to 

provide the information via fax within 24 hours of the request - a far cry fiom the virtually 

instantaneous access that GTE’s own customer senice and sales personnel have to this 

information on an existing customer. 

In the case of BA, over the past six months Sprint has dedicated significant 

* resources towards the development of application-to-applications interfaces with BA. To 

date, Sprint has not achieved parity with the BA pre-order, order or trouble/maintenance 

OSS Systems. For pre-order systems, in mid-October 1998, Sprint at long last received 

the final documentation necessary to initiate mapping of BA pre-order systems. This final 

baseline document was received after several interim, incomplete versions had been 

distributed. Sprint has only begun the process to evaluate this final baseline documentation 

and proceed with computer programming. Therefore, parity with BA’s pre-ordering 

systems has not been achieved. 

For ordering systems, Sprint received the final ED1 Issue 8 documentation in mid- 

July 1998 and initiated a large work effort to map the ED1 transactions and validate 

business rules. Following clarification of BA’s specifications, Sprint initiated software 

programming efforts. In early September, BA issued an emergency release of the ordering 
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specifications requiring business rule changes. Sprint is coding to the current ED1 

specifications but has not completed those efforts. Therefore, parity with BA’s internal 

ordering systems has not been achieved. 

For trouble/maintenance systems, BA’s only option is the graphical user interface (GUI). 

The GUI has inherent flaws that ensure that parity will never be achieved. Specifically, CLECs 

must enter trouble information into their own individual trouble/maintenance systems. Then, the 

CLEC must reenter much of this same information into the GUI. This dual entry is not at parity 

with BA’s own single entry system. Thus, the basic design of the GUI does not allow for parity, 

Sprint is active in setting industry standards for pre-order, order and trouble/maintenance 

systems During Sprint’s evaluation of BA North systems (those used in the old “ E X  areas), 

Sprint identified twenty-nine proprietary data elements that were non-industry standard. Any one 

of these elements, standing alone, does not create an interface development requirement that is 

overly burdensome. However, this large number of proprietary fields does create a large work 

effort to customize Sprint’s OSS systems to accommodate BA’s non-standard system elements. 

Further, many of these unique non-standard data elements are not utilized by BA South, (the area 

served by the original Bell Atlantic), which may have its own set of non-standard data elements. 

Globally, Sprint is forced to develop several iterations of code for these ILEC-specific proprietary 

data elements. Such multiple development unnecessarily increases Sprint’s costs and delays 

Sprint’s ability to achieve parity with BA’s retail operations. 

In the situations where Sprint has used the GUI for service order and repair, Sprint has had 

numerous connection problems. Sprint’s GUI users are required to obtain authorization from BA 

to log-on to the GUI system and BA has delayed that authorization for many weeks. During this 

delay our new customer service agents were unable to log-on to BA’s systems. Further, the dial- 
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up log-on process has been fraught with problems where when connecting to the GUI, Sprint 

encountered hours of busy signals, ring-no-answer, and disconnections. This has all be 

complicated by the fact that BA has changed log-on procedures and its help desk rarely answers 

telephone calls. 

State Commission ComDetition Rulings 

Both BA and GTE have claimed that they have met their obligations under the 1996 

Act.’ However, in several cases examined by state public utility commissions, both 

companies have been found to have failed to meet the OSS, access and Section 271 

competitive checklist requirements of the Act. For example, Sprint actively participated in 

the New York Public Service Commission’s proceedings regarding BA’s compliance with 

the Act’s checklist requirements. Bell Atlantic has been unable to demonstrate that it has 

satisfied the check list and other requirements such as OSS parity, access to UNEs, and 

collocation on reasonable terms and conditions in New York or any other state. BA has 

not even attempted to gain FCC approval of its 271 obligations. Recently, the New Jersey 

Board issued a report finding that there is no significant residential or small business local 

telephone competition in New Jersey, and it identified BA’s lack of standardized OSS and 

access to UNE combinations to be two major barriers to entry. 

GTE has been one of the leaders in challenging the Act’s provisions before state 

regulators and the courts. In fact, GTE vigorously opposed Sprint’s 252(i) election of the 

AT&T/GTE interconnection agreements in each instance where Sprint sought such an 

’See, e.g. testimony of Dan Whelan, President of Bell Atlantic-Pennsylvania, where he went through 
each item of the 14 point competitive checklist and proclaimed them to be “done.‘ At the beginning of his 
testimony, he told the Commission that Bell Atlantic’s “goal here today is to convince you that we have 
complied totally and fully with the 1Gpoint checklist and that the public interest demands our entry.” 
Implementation of the Telecommunications Act of 1996; Bell Atlantic-Pennsylvania’s Entry into In-Region 
IntraLATA Services Under Section 271, Docket No. M-960840, April 3, 1997 Hearing Transcript at 8-18 
(PA. P.U.C.) The Commission did not find that the checklist had been met. 
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election, claiming that Sprint had no right to elect under this provision of the Act because it 

had already entered the arbitration process with GTE directly. None of these states upheld 

GTE’s claim and Sprint has elected the AT&T/GTE interconnection agreement in each 

instance where that agreement was ripe for election. The only tangible result of GTE’s 

litigious approach to Sprint’s market entry initiatives is to add to Sprint’s legal costs and 

extend the time that Sprint is required to spend securing an effective interconnection 

agreement with GTE. Even when it was made abundantly clear by the PUC or federal 

district court that Sprint was entitled to the 252(i) election it sought, GTE executed the 

agreement, but footnoted the signature, stating that GTE does not consent to the 

agreement and that it was executed under the duress of a state PUC order requiring such a 

signature 

Similar contractual problems have occurred with BA. Sprint has twice signed 

interconnection agreements prepared by BA only to have BA fail to sign and file the 

contracts in a timely manner. The first instance occurred when Sprint signed and then 

delivered a New Jersey interconnection agreement on May 19, 1998 while BA signed on 

June 2, 1998 (a two week delay) and then filed the document with state regulators until 

July 31, 1998 (an additional two month delay). The same scenario is reoccurring with the 

Pennsylvania SprintlBA interconnection agreement. In the Pennsylvania situation, Sprint 

signed the Bell Atlantic prepared contract and then returned it to Bell Atlantic on 

November 4, 1998. As of the preparation of this affidavit, it is Sprint’s understanding that 

Bell Atlantic will not sign the contract and that it will not be filed with state regulators. 

BA’s bad faith negotiating practices and delay places Sprint’s Pennsylvania market entry in 

jeopardy. BA’s unilateral action to withhold finalizing good faith negotiations in 

13 



Pennsylvania also places Sprint’s market entry plans in Washington, D. C., Maryland, 

Virginia, West Virginia and Delaware in jeopardy. Sprint and BA had agreed to use the 

New Jersey contract as the template for Pennsylvania and these other states. BA’s ability 

to refuse to enter into contracts that, at its whim, it chooses to reject after thorough 

negotiations with Sprint underscores its ability to hamper competitive entry in its markets. 

The conclusion to be drawn from these failures is that neither BA nor GTE have 

embraced competition and relaxed their hold on local markets. 

Today, all long distance carriers remain largely dependent upon the ILECs for 

access to their customers. In this regard, Sprint is like other interexchange carriers. As 

Sprint expands from its long distance customer base to serve all-distance Sprint ION 

customers, Sprint is dependent upon both BA and GTE for last mile wire line access to end 

users. As I explained previously, Sprint ION service will reach customers through either a 

dedicated access line purchased by Sprint from an ILEC (in most instances), through an 

xDSL loop and collocation space leased from an ILEC or, potentially through a resold 

ILEC xDSL service if a compatible service becomes available at a reasonable price. In all 

of these cases, the ILEC owns the last mile of access (although CAP alternatives may be 

available for dedicated access to some degree). In the case of xDSL collocation, the ILEC 

also controls the central office space where xDSL equipment must be located to connect 

with the copper loops of the ILEC in order to function. In the case of xDSL service 

provided by the ILEC, the ILEC controls the total xDSL access facility. 
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Performance Measurements 

The ILECs have many ways to exercise their ability to harm Sprint in its drive to 

compete in the local market with the ILECs. In order to compete in the local market Sprint 

needs efficient, standardized OSS that allow productive and timely pre-ordering 

information and ordering of facilities and services from the ILEC. These systems should 

provide parity performance with the systems used by the ILEC itself in its retail operation. 

As has been found by many state commissions and the FCC, these standardized systems do 

not exist today. Even when measurements are established by an industry work group 

including BA, as in New York's Carrier-to-Carrier measurements work group, BA has not 

complied with its agreement to provide such measurements as Design Record Layout 

Timeliness, OSS Repair Response Time, and the entire category of percentage of orders 

completed within a presubscribed period. 

Automated flow-through without manual intervention is another critical issue 

associated with OSS. CLEC orders must flow-through the ILEC system at parity with the 

ILEC orders. To date, neither BA nor GTE have provided any empirical, verifiable data 

regarding the flow-through of their own orders. Without such measurement, Sprint has 

concluded that CLEC orders are not processed with the same speed and precision as BA or 

GTE retail orders. 

Further, Sprint installation and maintenance orders must be worked in the same time 

frame as ILEC end user orders and both sets of customers should receive parity treatment. 

Parity service does not exist today, and ILECs resist creating measurements to quantify the 

disparity. The FCC has a proceeding proposing model measurements, but it has not 

suggested it will require use of these measures. Further, many states lack reasonable 
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measures that identify and quantify the disparity. In New York, where the Commission is 

working toward meaningfid measurements, it was noted in a BA proceeding that 

installation of CLEC UNE loops takes three times longer than BA’s provision of its own 

retail service. 

In a facilities-based environment, the ILEC must also provide quality and timely 

interconnection, reasonable collocation conditions, and reasonable, cost-based pricing. In 

Sprint’s view, these conditions have not yet been met and there are significant questions 

concerning the ground rules for meeting these needs. Take interconnection as an example. 

Sprint ION service is an integrated all distance, local and long distance, voice and data 

product. Sprint’s efficiency depends on aggregating all of the customers’ traffic over a 

single access network and Sprint’s efficiency is improved through a single interconnection 

*with the ILEC. It remains unclear whether ILECs will allow Sprint to operate in this 

manner 

Costing Issues 

The L E C  has control over each of the elements that relate to its monopoly control 

over last-mile facilities. The failure to provide any one of these hnctions on a reasonable, 

timely, and cost effective basis has great impact upon Sprint’s ability to succeed in the local 

exchange market. As discussed, the terms and conditions under which these elements are 

offered (if they are offered at all) do not allow for viable access for competitors. 

GTE’s position in the interconnection arbitrations was that, in the face of TELRIC 

costing requirements, it was entitled to recovery of the monopoly embedded investment in 

the derivation of interconnection and unbundled network element prices. GTE did not 

prevail on this point but it is my understanding is continuing to press this issue by litigating 
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what it claims are constitutional rights to embedded cost recovery. If successhl, these 

efforts would saddle new market entrants with a full allocation of the firm's total embedded 
e \  

\ 
I 

1 .I 

investment. But even if unsuccessfd, GTE will still have succeeded in creating additional 

uncertainty and risk for new entrants. 

Parity 

In general, the ILECs have failed to provide sound and capable OSS for CLEC use 

in ordering services and facilities from the ILECs. This failure results in a better level of 

service for ILEC end users than for the customers of competitors. The ILECs have also 

failed to provide panty service regarding installation and maintenance of their facilities used 

to serve customers of their competitors as compared to that provided their own end users. 

These two problem areas create both a real and customer perceived quality gap 

between the ILECs' service and the services of their competitors. In addition, these 

problems greatly and needlessly inflate the operational and customer service costs of 

competitors because time is spent manually processing orders and following up with 

customers and the ILEC concerning ordering, installation, and maintenance. This 

inefficient customer service activity significantly raises the cost of customer acquisition and 

keeps competitors from being successful in the market. Further, the OSS and related 

problems with the ILECs result in a significant loss of revenue to Sprint due to delayed 

cut-over of service, loss of customers, and damage to Sprint's reputation as a quahty 

telecommunications provider. Sprint continues to face actual unresolved problems in this 

area. 

There are numerous issues of operational parity that Sprint continues to fight with 

GTE on a daily basis and that GTE has still not resolved. I will highlight only three of the 
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problems to illustrate the anticompetitive stance that GTE takes in its approach to opening 

its local markets to competition. 

First, and perhaps most serious, is GTE’s continued billing of its own retail 

intraLATA toll to Sprint’s California local end user subscribers. At the time Sprint chose to 

enter the California market as a competitive local service provider, it chose to resell GTE’s 

intraLATA long distance product. However, Sprint discovered that its local subscribers 

were continuing to receive GTE intraLATA toll bills. In July, 1997, GTE was made aware 

of the problem, and the issue was formally logged for resolution. After many months of 

analysis and claims that the problem was “fixed”, it was finally determined that system 

limitations prevented the recognition of a Sprint local subscriber account on the GTE 

system as being a Sprint account. Specifically, indicators in the GTE system that are 

supposed to identify the customer record as a Sprint account were not present, causing 

GTE’s system to r e c o p z e  the account as still being an active GTE retail account. While 

this caused Sprint subscribers to receive GTE intraLATA bills, many of these Sprint 

customers were being disconnected by GTE for nonpayment of the GTE bill - a bill that, by 

GTE’s own admission, never should have been issued in the first place. 

In one instance in particular, an end-user brought Court action against Sprint, the 

California PUC, and GTE. In ruling on the case, the presiding magistrate found all 

culpability resting with GTE, thereby exonerating both Sprint and the CPUC from any 

wrongdoings. M e r  numerous missed commitments by GTE, Sprint issued an ultimatum to 

GTE in July, 1998 (a full year after the problem was identified) - either fix the problem 

permanently and systematically, or face formal legal action. In response, GTE took steps 

(that are still in place today) to manually examine each Sprint account for the missing 
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indicator and edit the customer record if it is in error, pending a systematic solution. Each 

attempt at a systematic solution has failed, and Sprint’s customers are still receiving GTE 

bills, Even GTE’s band-aid solutions have failed and have only served to exacerbate the 

problem. 

Second, GTE charges Sprint three times the amount that it charges its own end 

users for a change of the primary interexchange carrier (PIC). In response to Sprint’s claim 

of anticompetitive and disparate treatment, GTE contends that it must process a local 

service request (LSR) to make the PIC change triggering a separate “service order charge”, 

while GTE’s retail operation does not charge their end users this “service order charge” 

because they are able to input the order directly into their system without the need for a 

service order. However, their input of the order is equal to the input of Sprint’s LSR. 

Additionally, GTE has established procedures such that Sprint will never be able to input its 

orders directly into the GTE retail system - all changes to Sprint customer accounts must 

be made via the LSR. Thus, Sprint will effectively never be able to avoid this charge, 

causing significant cost disparity, not to mention the numerous failure points introduced in 

the LSR process. 

Finally, due to GTE’s manual processing of Sprint’s LSRs, Sprint is experiencing a 

high number of LSRs that are, by GTE’s own admission, rejected back to Sprint in error. 

All of Sprint’s LSRs require manual intervention by GTE, which leaves them open to 

human interpretation and error. Rejects cause undue delay in the provision of service. 

GTE’s erroneous rejections of Sprint’s LSRs only serve to exacerbate this problem because 

Sprint must then engage in extensive dialogue with its customers and problem solving, 

causing expense on the Sprint side and ultimately resulting in poor quality service to 
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Sprint’s end users. To place GTE’s actions in perspective, GTE defined parity as being 

parity between new entrants, not the common definition which is parity between the ILEC 

and new entrants. It is easy to see that, from this ideological position taken as a baseline 

assumption for implementation of the Act, that anticompetitive behaviors day-to-day are 

not unexpected. 

xDSL Facilities 

In situations where new facility installation is required, the ILEC routinely fails to 

provide timely notification of facilities availability issues, which often prevents Sprint from 

meeting its due date commitments to customers. This forces the re-scheduling of work 

activity, causing not only increased cost to Sprint, but also inconvenience to customers and 

vendors At best, this puts Sprint in the position of appearing inept and unresponsive to its 

customers, and at worst results in loss of the customer. 

These problems may well be worse when Sprint begins to provide Sprint ION 

through xDSL and unbundled loops. xDSL technology provides the ability to cany 

high-speed digital signals over the existing twisted-pair copper local loops. The 

performance of the xDSL equipped local loop will largely depend on the condition of the 

individual copper pairs and the presence of other digital signals Many existing local loops 

will require individual treatment in tenns of conditioning in order to cany the high-speed 

digital signals directly to the customers’ premises. As I detailed above, the standard to 

which these loops must be conditioned has not been established in many states. Further, an 

inventory of xDSL capable loops is unavailable. 

Another problem is the assessment of the addressable market for xDSL services ir 

BA and GTE temtones. In its requests for physical collocation with GTE and B q  Sprint 
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asked for information on the scope of the market that was addressable for a broadband 

solution. Specifically, Sprint asked that BA and GTE provide, in conjunction with its 

estimate of physical collocation costs, the average loop length, the percentage of customers 

that reside within 18,000 feet of the central office, and the percentage of customers that 

reside behind digital line concentrators - each measure being a minimal but illustrative 

measure of the number of customers that can realistically be offered broadband services. 

To date, BA has not offered this market assessment data, and GTE has explicitly refused to 

provide the requested information. 

Additionally, the ongoing performance of the conditioned loops depends largely 

upon whether other digital signals are carried within the same cable sheath or binder, thus 

raising the concern of interference from these other signals. Because the IL.EC exclusively 

controls access to the monopoly loop, the conditioning of the loops, and the placement of 

digital signals within a binder group of loops, Sprint is at risk from lLEC discriminatory 

treatment. The fact is that standards for these binder groups have not yet been established 

in most states and only a few states currently have proceedings underway related to this 

significant problem. The fact remains that the ILEC can refuse to provide loops to Sprint, 

or simply provide poor quality loops that can affect Sprint's ability to either deliver service 

or to deliver quality senice in a timely fashion. 

XDSL NRCS 

Even if the ILEC performs loop conditioning, it may not actually perform the 

required conditioning at a reasonable charge. Where the xDSL capable loop has not been 

identified as a UNE, the cost of conditioning has not been established. Excessive charges 

for either UNE loop provisioning or for loop conditioning result in a situation where the 
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provision of competitive local service is not economical. Indeed, not all of the ILECs have 

agreed to perform the necessary conditioning work or will only do so only at excessive 

rates. 

xDSL DLC 

In addition to these problems affecting UNE loop availability, many ILEC loops are 

behind Digital Loop Carrier (DLC) equipment that prevents the provision of xDSL service 

on these loops. At this point, availability of UNE loops behind a DLC is a very contentious 

and unresolved issue at both the FCC and the states. While there are potential solutions to 

this problem, the ILECs as a rule have rehsed to entertain requests to collocate CLEC 

equipment at ILEC DLC locations and to perform sub-loop unbundling for the twisted-pair 

copper from the DLC to the end user premises. Since many new residential and business 

* developments are served by ILEC DLC equipment, the ILECs are denying CLECs access 

to these upscale customers by refbsing to perform sub-loop unbundling and collocation at 

DLC equipment locations. 

XDSL oss 
There are additional loop-related potential problems for local service competitors. 

Generally, the ILECs have not committed to provide timely information about which loops 

can be, or are already, conditioned for xDSL. This lack of efficient OSS pre-ordering 

systems causes competitors significant problems qualifjmg potential customers for service 

and fbrther frustrates their ability to meet customer expectations and provide finn orders 

for service when contacted by a customer. 
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Collocation 

Sprint ION initiatives can also be impaired by unreasonable collocation practices. 

An increasingly troublesome problem is the publicly documented ILEC claim of lack of 

space in ILEC central offices for physical collocation of the equipment of competitors. The 

ILECs have tended to make claims of space unavailability even when such space is 

reasonably available. Public complaints indicate the ILECs have generally been unwilling to 

provide detailed floor plans or allow walk throughs so that CLECs can independently verify 

that ILEC claims of lack of space are reasonable. This very conflict is an issue against BA 

in a current docketed Massachusetts complaint proceeding. Moreover, in New York, an 

administrative law judge found BA-NY's collocation methods to be unacceptable to 

support mass local market entry. 

Collocation - Warehousing 

In many instances where ILEC central offices appear to be full, there is unused 

equipment that has not been removed or administrative personnel that are not essential for 

the performance of network functions. This takes up space that could otherwise be 

reasonably used for collocation purposes. In most of these instances, the unused equipment 

could be removed and personnel not essential to the operation of the network could be 

economically relocated, thus freeing space for collocation. 

Additional lack of space claims are due to unreasonable warehousing of space for 

potential use by the ILEC, including for the ILEC's own deployment of competing 

advanced services. An ILEC reserving a reasonable amount of space for its own use (not 

that of an affiliate) for one year for actual, planned activities should be permissible. 

Unfortunately, it appears that current ILEC warehousing goes far beyond this reasonable 
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standard and has resulted in unfounded claims of collocation space unavailability. For 

example, GTE took the position in an arbitration related to the development of an 

interconnection agreement with Sprint that it should be able to reserve central office space 

for the placement of its equipment for a full five years. Undoubtedly, when central office 

space is becoming increasingly scarce, an ILEC’s ability to “lock up” space for its own 

exclusive use for an extended period would serve to limit the availability of space to 

entrants Without collocation, there can be no competitive xDSL-based competitive 

services using the ILEC UNE loops. 

Collocation - DSLAM 

Competitors may be further hampered in their collocation activities by unreasonable 

ILEC refusals to allow collocation of essential equipment, including DSLAMs (digital 

subscriber line access multiplexers-the central office end of xDSL technology) which they 

claim provide too much functionality to be eligible for collocation. 

For example, prior to allowing the placement of equipment in its collocation space, 

GTE is requiring Sprint to execute an Equipment Limitation Agreement containing the 

following limitation language: “Sprint agrees that their collocation equipment installed at 

all GTE collocation sites will be utilized for OAM&P (Operations, Administration, 

Maintance, and Provision) purposes only. Also, Sprint agrees that their equipment, 

including, but not limited to, DSLAM and other similar equipment, will contain no 

intelligent router function, thereby limiting its use to that of transmission equipment or 

multiplexer/ integrated line concentration functions only.” The bottom line is clear - unless 

Sprint signs the agreement restricting the use of its equipment, it will be prohibited From 

placing Sprint ION equipment in the collocation space. 

24 



Collocation - Timeframes 

i Another collocation problem that has arisen involves excessive delays in delivery of 

physical collocation quotes and finished space. Competitive DSL providers have reported 

delays in excess of one year in some cases. These delays are unreasonable and preclude 

competitors from bringing their senices to market. They may in some instances discourage 

entry by some competitors entirely. Further, in a recent New York proceeding, facilities- 

based CLECs were nearly unanimous about BA's inability to meet the commission imposed 

timelines for collocation construction. This inability to meet collocation timeline 

commitments directly impacts CLECs' ability to enter markets and provide competitive 

services. 

ILECs have also reportedly imposed other artificial and unreasonable barriers, 

including unjustified minimum space requirements, unjustified certification requirements, 

and excessive collocation charges that appear to have no relation to cost. Some DSL 

companies have reported instances where the ILEC has refused collocation absent state 

CLEC certification, even though the FCC ruled in its Interconnection Order that ILECs 

could not refuse to negotiate interconnection with CLECs based on whether state 

certification had been obtained. 

For example, Sprint recently requested 100 sqft. of collocation from BA in four 

central offices. Bell Atlantic was willing to provide collocation as requested in only one of 

the four locations. One office was rejected because BA stated that no space was available. 

Sprint requested the central office floor diagrams to confirm the validity of this denial, but 

this request was also rejected. In another central office, Sprint was informed that space 

was not available today but may be available in the kture.  This order is still on hold. In a 
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third central office, BA quoted a price of nearly $100,000 for 100 sqft. of space. These are 

all examples of the roadblocks to competition that CLECs face when attempting to 

collocate and bring competition to the BA market. 

Collocation - Alternatives 

A hrther complication is the lack of ILEC-offered alternatives to physical, caged 

collocation when space truly is limited. Virtual collocation arrangements typically require 

the CLEC to relinquish control over the installation and maintenance of its own equipment, 

and thus are offered only on a basis that is substantially inferior to physical collocation. 

Similarly, only a small number of the ILECs have offered cageless collocation, but even 

then, BA's cageless offering is at the artificially inflated prices they charge for physical 

collocation. Sprint estimates that the same floor space can accommodate twice as much 

equipment using cageless collocation versus the traditional physical collocation 

arrangement. However, BA has priced cageless collocation at the same or higher level as 

physical collocation even though logic suggests cageless should be less than half the cost of 

physical collocation. The absence of economically viable alternatives to physical 

collocation where space is a genuine limitation is another potential impediment to Sprint 

ION in particular and true competition in general. 

As indicated above, Sprint intends to serve large customers via dedicated special 

access facilities acquired from the ILECs. %le the ILECs currently have an adequate 

system for ordering these access circuits, Sprint is also concerned that the ILECs will begin 

to degrade this capability when it is used for Sprint ION senice that will facilitate 

competition with the ILEC on a local level. Degradation of this capability could seriously 

harm not only Sprint ION deployment, but could also harm ongoing Sprint long distance 
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operations Not counting trouble reports, Sprint’s long distance ann sends thousands of 

new access orders per month to ILEC (many if not most of which are special access) and 

thus remains highly dependent upon the ILECs’ congenial provisioning of access 

Collocation - Pricing 

When it comes to the prices that Sprint must pay to secure the physical space in 

ILEC central offices, Sprint is by and large at the mercy of the ILEC. Absent state action 

that required TELRIC based pricing for physical collocation (of which there are very few), 

prices for physical collocation are established pursuant to the antiquated hlly distributed 

cost methodologies once endorsed by the FCC prior to the Act Even when the ILEC’s 

physical collocation prices are established at the state level, tariff application can be very 

suspect For example, GTE is attempting to charge Sprint double for the placement of 

power In the instance where Sprint has ordered A& B feeds of power to its collocation 

space, GTE is charging Sprint for the A feed and the B feed separately, when technically, 

these feeds are inseparable GTE is the only ILEC that is interpreting the application of 

prices for power in this manner 

Comdex Services 

Further, in the early phases of Sprint ION deployment, competitive local service will 

be provided through resale of ILEC local services to Sprint customers. The ILECs 

currently do not have adequate OSS systems in place to serve the larger, more complex 

customers that are the initial target market for Sprint ION The OSS systems that do exist 

are largely dedicated to simple orders 

Sprint has eyperienced first hand in GTE’s area the multitude of problems that arise 

from ILEC manual processing of orders - they get lost, deia\cd, changed in ILEC data 
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entry, and/or erroneously rejected. This leads to a poor level of service to Sprint and its 

customers, There are many examples of GTE improperly processing Sprint’s orders 

resulting in erroneous order rejection. One blatant example is GTE’s processing of Sprint’s 

directory listing orders. Since GTE processes all directory listing orders manually, all of 

Sprint’s listing orders are open to human misinterpretation which has resulted in multiple 

erroneous rejects. Just in the past six months, over 95 % of all directory listing orders have 

been rejected for invalid reasons or for reasons undeterminable by Sprint. There have been 

numerous joint planning and problem resolution meetings with GTE and performance by 

GTE has not markedly improved. Sprint is concerned that history will repeat itself and 

that the ILEC will harm Sprint’s market entry by poor manual performance on these 

complex resale orders and xDSL capable UNE loop orders. 

CLECs are often frustrated by the lack of properly documented ILEC product 

information and OSS ordering codes. Even when Sprint understands an ILEC product, 

pricing information is needed to make a rational business decision. Sprint has formally 

requested such information from BA. However, to date such product, pricing and ordering 

information has not been provided. As in any vendor/customer relationship, the vendor 

must supply a simple easy-to-use price list with ordering codes. Such price lists with 

ordering codes are common supplier marketing information in American industry today. 

Wholesalers often refer to these price list ordering codes as stock numbers, item numbers, 

or part numbers. BA, as a wholesale provider of services, must supply an easy to  use price 

list for customers to make a purchase decision and order BA services. BA has committed 

to handle product inquiries on a case-by-case basis, however, such a resolution is slow and 

inadequate in a competitive market and is a significant hurdle to competition. 
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Many of the problems I have discussed have been hlly documented in state 

regulatory proceedings, 706 petitions and proceedings, and FCC dockets. Some may well 

be on the way to being fixed through the complaint process or rulemalungs. But as a 

provider of a technically new and dynamic service such as Sprint ION, Sprint is concerned 

not only with repairing each known misstep but with the problems that will inevitably arise 

in the future. Stated another way, the problems identified to date by Sprint and others do 

not define a closed set of discrimination opportunities. Especially with the dynamically 

changing technological environment that characterizes telecommunications, each h ture  

modification, no matter how marginal, presents the ILECs with another opportunity to 

delay or deny access. 

We are too often told by ILECs “we don’t provide that” or “there’s no provision in 

the tariff for that,” This intransigence may sometimes just reflect a monopoly supplier 

attitude, but where there is an additional competitive incentive to delay or deny an input, 

companies like Sprint are especially at risk. I also fear that, if incentives to discriminate 

worsen (as they would with this merger), it would be virtually impossible to gain full 

cooperation from the ILECs, even with vigorous regulatory enforcement. As soon as 

watcffil regulators insist that ILECs provide one particular arrangement based on a 

specific complaint, the ILECs will simply turn to yet another vulnerability to exploit. 

In addition, even if regulators were able to recti@ each instance of obstructionism 

as it occurred, the time required to resolve the complaints would inevitably impede our 

ability to deploy Sprint ION in a timely way in the combined BNGTE territories in 

particular. By reducing the number of Sprint ION subscribers in the BNGTE service 

areas, the attractiveness of Sprint ION to consumers in other parts of the country will also 
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be reduced. As a result, the ability of Sprint ION to provide competition to ILECs in 

general and BA and GTE in particular will be diminished until, if ever, BA and GTE 

provide Sprint with all of the arrangements required for Sprint ION to be fully competitive. 

Because of their last mile bottleneck, the ILECs are the gatekeepers to large blocks 

of geography in the United States. Negative action by any one ILEC relative to Sprint ION 

last mile access and collocation impacts the geographic scope of Sprint ION. A reduction 

in the geographic scope of Sprint ION significantly reduces the attractiveness of the senice 

to customers as the “on-net” benefits are curtailed. 

While one ILEC causing deployment problems for Sprint ION is very troublesome, 

the creation of an entity capable of impacting 58 million access lines across 32 states is an 

even larger concern because of the larger scope of the geography one supplier can affect 

and thus impact the deployment plans and potential success of Sprint ION. As larger and 

larger geographic regions of the nation become problem areas for Sprint ION deployment 

due to the activity of a single supplier, the potential for Sprint ION meeting its f i l l  

competitive promise is significantly compromised. 

IV Summary and Conclusions 

To summarize, because BA and GTE have monopoly control of last-mile 

facilities essential for access to end users, and central office space essential to deploy 

xDSL technology, they have the ability to adversely impact local service competition 

and the introduction of new services by denying access to these facilities or degrading 

performance associated with these facilities. Because these L E C  last-mile facilities 

will be used to compete on a local basis, the ILEC has an incentive to discriminate 

against Sprint and other potential competitors and provide poor OSS performance, 
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installation and maintenance performance, and access to facilities. The control these 

carriers enjoy over essential inputs can be used to damage competition in the markets 

for local, long distance and new services. These problems will only be exacerbated if 

BA and GTE are allowed to merge. 
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AFFIDAVIT OF GENE AGEE 

I. Introduction 

In this affidavit I discuss the economies of scale and scope inherent in the 

traditional public switched telephone network (“PST”3 and Sprint’s ION network. My 

affidavit will also discuss the technological and financial imperatives, which are the 

drivers of a Mtional deployment strategy. 

My name is Gene A g e  and I am employed by Sprint as a Director of Finance at 

Sprint National Integrated Sewice (“NIS’~. I received a Bachelor of Science degree in 
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Accounting from southem Illinois University, Carbondale, Illinois in 1979 and a Masters 

in Business Administration eom the University of Missouri at Kansas City, in 1998. As 

a Certified Public Accountant, I have experience in public accounting with Peat, 

Marwick. Mitchell and Company from 1979-1 982 and private accounting as a manager 

of internal audit at Pizza Hut an# director of internal audit for Interstate Bakeries 

Corporation from 1982-1 987 and 1987-1 989, respectively. I joined Sprint Corporation, 

then known as United Telecommunications, in October 1989 working in the Local 

Telephone Division as Manager of Regulatory Accounting for Missouri and was 

promoted in 1994 to Revenue Director for Minnesota, Nebraska and Wyoming. In 1996, 

I became Director of Decision Support for the National Integrated Senices organization 

of Sprint. In that capacity I direct a financial analysis team assessing the economic value 

of Sprint's entry into emerging local telephone markets. 

I 

My group analyzes the financial impact of products and packages of services 

offerings including local exchange, long distance, Internet, wireless, data and customer 

premises equipment for all market segments. As part of my responsibilities, I must 

understand the economies of scale and scope inherent in technology deployment, the role 

of increased geographical deployment in recovering fixed costs, and the diffmnce 

between fKed and variable cost I have been deeply involved with the financial analysis 

that supports Sprint ION and understand the various cost components required to deliver 

the Sprint ION platform. 
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I1 Definition of T e w  

r-l The discussibn of ecdnomies of scale and scope must begin With a clear 

understanding of the concepts and terms used. By economies of scale, I refer to an 

entity’s ability to benefit fiom lower unit costs as volume increases. By economies of 

scope, I refer to an entity’s ability to benefit from a national service offering. Fixed costs 

are those costs that are constant regardIess of the actual number of customers served or 

units produced. Examples of fixed costs include all costs of research and development, 

software licensing, billing systems, operating support systems, communications 

databases, and control systems. Variable costs are those that vary directly With the actual 

number of customers served or units produced. An example of variable cost would be 

access charges incurred by inter-exchange carriers to originate or terminate calls over the 

PSRJ. Finally, semi-fixed costs are those costs that remain fvred for a given level of 

activity, but then increase at critical points by some given amount. An example of semi- 

fixed costs would be costs associated with expansion of service into a new geographic 

area. 

111 Economies of Scale and Scope for the PSTN 

All telephone service providers incur many costs that are largely fixed and do not 

vary markedly based on the number of customers. The costs of providing the PSTN 

using today’s software intensive technologies involve both high fixed and semi-fixed 

costs. Semi-fixed costs arise in the form of equipment deployment that must occur in a 

geographical area in order to provide service. Much of the hardware used on a local 

basis in telecommunications, such as individual switches or copper wire to a new sub- 

division, may be added in a semi-fixed fashion. Much of the technological k&Aructure 
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of a teiecommhcations h, however, is either software related, and is thus a fixed cost 

(as discussed below), or reprksents core network hardware and is available in minimum 
8 

sizes or definite ranges of sizes. Where this is the case, the telecommunication firms can 

benefit from increased utilization, so that these fixed and semi-fixed costs are spread 

across more users. 

Examples of costs that are largely fixed include the costs of: (a) software that 

dnves the services offered in the network; (b) back office systems that maintain customer 

and facility records; and (c) billing systems. Switching systems, whether they are 

traditional circuit switches such as a DMS 100 or 250, a Lucent SESS, or new generation 

A T M  switches are in reality sophisticated computers that rely on extensive software 

programs to work. Interoperability between the core network switching systems and 

other network components also requires extensive software. In some instances, an 

equipment supplier develops this software on a speculative basis. In other instances, the 

software is custom built at the expense of the user. To the extent that the software is 

custom built or that licensing of the software requires a significant up-front payment that 

does not depend upon the volume of machines in use, significant fixed costs exist 

The costs of billing systems arc another example of fixed costs to the service 

provider. The largest component of a billing system is software that contains the 

instmctions on how to read and rate individual transactions, integrate multiple services, 

and provide a bill to the customer. This software is complex, significant in size, very 

expensive, and the size of the software program is independent of the size of the user. 

Thus, after investing in billing software development, a telecommunications company has 

a fixed investment that results in a lower unit cost for each additional customer billed 
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through the software. The billing systems used by long distance providers are not 

adequate for the provision of local service, and so long distance companies looking to 
I 

provide local services must invest in new systems (or modify existing ones) as an 

incremental cost to local market entry. 

Voice and data telephony providers use other complex and costly software 

programs to run their businesses in addition to those used in billing. For example, these 

systems known in the industry as operational support systems (“OSS”) are used to keep 

records of the facilities used by each customer, the services that each customer subscribes 

to, the facility/service routing tables, customer history, and historical service 

performance. The programming of each of these OSS is complex, expensive, and the 

cost is basically independent of the size of the user. 

Increasingly, centralized databases play a role in the provisioning of 

telecommunications services. Examples include 800 number databases, local number 

portability databases, calling party name databases, line infomation databases (“LIDB”), 

and other advanced intelligent network (“AN? databases that arc used to create new 

services through the manipulation of software triggers. A single pair of these databases, 

paired for redundancy purposes, is all that a company requires. 

Much of the design and control of the network can be handled b m  a centralized 

point. The use of paucd, redundant network control facilities brings economies of scale 

and scope as additional networks to be monitored and controlled are added at the 

centralized network monitoring point. Further, network designers, using standardized 

computer programs and network components, can design network deployments for all of 

the nation from a centralized point using common software. As additional engineering 
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work is performed using a Common s o h a r e  platform, economies of scale and scope are 

realized. I 

What is occurring in the industry is the creation of large and complex software 

platforms, centralized databases, and centralized nework engineering and monitoring 

facilities whose cost is largely independent of the size of the company deploying this 

technology. As a result of the largely fixed investment, great economies of scale and 

scope are created and available in the telecommunications industry. 

The result is that any provider of a new service must consider the largely fixed 

costs of the offering, as well as its ability to recover these costs. Any provider of a new 

service will have to incur some or all of the types of fixed costs described above before it 

can offer that service. In addition, providers typically incur additional fixed costs over 

time as they improve and add functionality to their service. A company that has 

relatively small scale and scope has much higher per-unit costs for these functions than a 

company with larger scale and scope. The differences in the scale and scope of 

companies using these platforms and facilities translates into real marketplace differences 

in pricing as a smaller scale company struggles to compete with a larger company that 

can allocate recovery of it high fixed costs over a much larger customer base. 

IV. Sprint ION Costs 

Earlier this year, Sprint announced its new Sprint ION strategy which seeks to 

create and extend a single data network to the customer's premise to provide integrated, 

all-distance, voice, data and video services. Sprint owns national long distance networks 

today which provide voice and data services to both businesses and consumers over, 

distinct and separate networks. The existing all digital, fiber optic long distance network 
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will be become the backbone for the transmission of all traffic types. Sprint's previous 

investment in the digital, fiber optic network allows itto quickly migrate to an end-twnd 
t 

high speed, high bandwidth data network. 

.Although Sprint ION leverages the existing long distance fiber optic network, 

Sprint must expend substantial additional capital to develop and implement Sprint ION in 

order to extend our network to the customer premise and offer a new service to 

customers. This new investment will have primarily fixed and semi-fixed cost 

characteristics. During the keynote address at Internet World, Sprint Chairman and CEO, 

Bill Esrey, disclosed that "we've already invested more than %2 billion in building the 

network, and we have another $400 million in investments lined up."' The remaining 

development investment, as outlined by Mr. Esrey, is smaller than the facilities 

investment required to deploy ION. 

Sprint will need to deploy Sprint Service Nodes ("SSN"). The SSNs are physical 

assets deployed in target markets than run Sprint ION enabling software. The incremental 

cost for deploying an SSN includes acquiring the physical facilities and hardware as well 

as establishing physical connections to Sprint's long-distance network and the 

incumbent's local exchange facilities. These deployment costs are driven by both 

markets selection as well as the location of Sprint ION customers within the mark& and, 

once installed are relatively insensitive to volume. 

In ad&tion to the SSNs, Sprint ION SerYice to many business and consumer 

locations require the integration of all customer traffic over a common access facility 

through the use of an digital subscriber line access multiplexer @SLAM), located a$ the 

CEO Chairman, Bill Ewy, Internet World Keynote Addrrg chrsgo IL, July 15, 1998. 
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central office. Total estimated initial investment that will be required for the physical 

asset deployment of SSNs and DSLAMs is in excess of $400 million. 
8 

Sprint ION must also develop the SSN software. Software defines how tramc 

negotiates the nebvork and provides premium functionality to differentiate Sprint ION 

from other communication offerings. Software costs are driven by software feature 

specifications. Key software in the SSN includes the previously unavailable capability to 

offer quality voice service over packet-switched networks and the capability to 

dynamically allocate bandwidth by the customer. The Sprint ION Service Node will also 

provide what is known in the industry as ‘‘class 5 features”. These include software 

capabilities such as call-forwarding, caller ID, call waiting, and speed dialing that have 

previously been available in the network only through circuit switches. 

Software development is a significant fixed cost that is insensitive to volume, and 

once developed, software has significant economies of scope through deployment in 

service nodes across a national footprint. The software to run the SSN is standardized and 

is being developed for Sprint at an estimated COS of $1 00 million. 

Sprint is also undertaking sigdicant modifications to existing systems and the 

construction of many new systems to support its Sprint ION service. For example, 

Sprint’s existing long distance billing system is not capable of performing local billing or 

billing products like Sprint ION. Modification of this system and other support systems 

required to meet the needs of Sprint ION will cost $320 million. 

Sprint must incur each of the costs noted above to offer its Sprint ION senice to 

customers. The estimates of development and initial deployment cost exceed $800 , 

million. All of these costs are either fixed or semi-fixed costs. 
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V. Additional Fixed Cost Activities 
J 

There are additional e'conomies of scale and scope available to 

telecommunications companies. A prime example is mass advertising economies. The 

development of a mass advertising campaign is very expensive from a production 

standpoint. Examples of such advertising media include national television, national 

magazines, and national newspapers such as the Wall Street Journal and USA Today, 

Economic effkiency is gained as the geographic scope of the target market is increased. 

It is much more economic per customer to use national television to reach a market which 

include all of the United States than to use it to reach only potential customers in the 

State of Texas. As the size and scope of the target market increases, the cost per 

presentation to potential customers via national advertising campaigns is reduced. 

Sprint has already begun national advertising of Sprint ION Senice using the 

television medium. Through television, business customers nationwide are being told 

that they will be able to subscribe to Sprint ION. At the Sprint ION announcement, 

Sprint presented information to the national press and received nationwide newspaper, 

television and other print media coverage. Sprint is using nationwide mass media to 

deliver its Sprint ION message to potential business and residential customers. Sprint 

spent $290 million promoting its nationwide products in 1997 and anticipates a similar 

campaign for its suite of products that now includes Sprint ION. 

Today, Sprint serves over 16 million businesses and consumers in the United 

States. A national customer base lowers acquisition costs, accelerates acquisition time, 

and, as described above, provides the opportunity to spread national marketing costs 
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The national scope of Sprint ION can also leverage the existing national dishbution and 

affinity programs such as ARRP and Radio Shack used to sell current Sprint services. 
t 

VI Sprint ION’S Value to Customers 

Sprint ION has value to customers by offering cost savings and increased 

functionality and features. Sprint ION allows customers access to multiple services over a 

single, broadband access facility with managed bandwidth capabilities. These features 

enable users to make more efficient use of telecommunications services and networks 

than they are able to do today under the PSTN platform. Customers’ access costs are 

lower than when they must use multiple, separate access facilities, one for each type of 

service. As a result, custom& can be expected to have greater access capacity and 

capability, which in turn means the ability to exchange communications they otherwise 

could not. In other words, ION effectively will allow customers to utilize senices they 

would not choose to utilize (or utilize to the Same degree) at prevailing prices. 

Thus, Sprint ION provides additional features and functions. At the consumer 

level, an access circuit that today provides only one plain old telephone service (“POTS? 

line would be capable of providing up to six POTS-like lines, or a combination of 

narrowband and broadband services managed by the customer on a dynamic, as-needed 

basis. The need for and costs of multiple physical access lines in order to make or 

receive calls (and avoid busy signals) while another member of the household is on the 

Internet, formample, is eliminated. As another example, the Intemet access that blocked 

calls today over the analog loop can occur over the digital Imp not only simultaneously 

with a voice call but also at much greater speeds. For business users, network use also 

becomes more efficient. Today, for example, an ordinary private line customer with a 
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dedicated access link is able to pass traffic at given speeds or below subscribed for in 

advance. If the private line strvice is integrated on Sprint ION, however, the customer’s 
a 

data traffic could use the much larger integrated access link to pass the M i c  at much 

higher speeds, again on a dynamic, as-needed basis. With Sprint ION, business 

customers no longer will be forced to choose between leasing an expensive, fixed high- 

bandwidth pipe which sits underutilized much of the time or forgoing the greater 

bandwidth. 

Customers realize savings as multiple, stand-alone services (e.g. local voice, 

frame relay, Internet traf€ic, ATM, and long distance voice) are moved from separate, 

inefficient access facilities to a single, more efficient, integrated access facility. The 

integrated facility also will facilitate increased functionality and flexibility for 

communications between locations served by Sprint ION. 

In telecommunications, the value of the increased functions and features at the 

originating end of the transmission is, of course, constrained by the capabilities at the 

terminating end. The 111 hctionality of ION will be available to ION subscribers only. 

For example, video conferencing and other broadband applications between and among 

households will be possible if those households are Sprint ION subscribers. In the 

private line example, the off-net location would restrict the transmission to a subscribed 

maximum speed rather than higher speeds available on a managed bandwidth basis over 

the Sprint ION integrated access link. 

Clearly, new products and services like Sprint ION are most beneficial if 

they are widely distributed and connected via a reliable network For example, the first 



fax machine had little value 

and utilized, the value of all fhx machines increased. The same will be true of Sprint’s 

a single machine. As more fax machines were purchased 
8 

ION network. The more customers utilizing a single broad band pipe to their premise 

and complete on-net Sprint ION traffic, the greater the value of the Sprint ION network 

to all users. Video telephony has little value if only a handful of people have the 

capability. However, much like the Internet, the value of the Sprint ION network is 

enhanced once many customers are networked together. Thus Sprint’s ION envisions 

multiple ION Service Nodes and users all connected over a broadband network to 

provide new and innovative products and services through sprint ION. 

In addition, Sprint ION customers will realize savings over off-net calling prices 

as traffic is transported on-net. Sprint’s costs for carrying traffic that only either 

originates or terminates on the Sprint ION platform are different h m  the costs that 

Sprint incurs for Sprint ION on-net traffic where both the origination and termination 

point subscribe to Sprint ION service. Sprint confronts different and lower costs for 

carrying on-net calls than carrying off-net calls. For on-net calls, Sprint can carry the 

entire call between customer premises without needing to translate the transmission from 

or to the traditional circuit-switched platform. For switched voice Scryices (traditional 

long distance) involving of€..net facilities, Sprint will incur additional costs to perfom the 

necessary translation h m  ATM protocol at a Sprint Service Node before 

receiving/delivering the call h m  or to an off-net, circuit-switched environment. Of 

course, these calls involving off-net transactions also incur per minute access charges that 

are assessed by the incumbent local exchange carriers. Thus, for traffic that either . 

originates or terminates to locations that are not served by Sprint ION, additional costs 

I2 



are incurred above those required to carry a call connected via Sprint ION at both ends. 

Sprint plans to recover these higher costs through applying traditional Sprint product 
I 

pricing, or some form of higher pricing that reflects the difference in costs, for service to 

off-net locations. 

When both ends of a call are on-net, all of the cost benefits described above are 

realized. The greater the penetration of Sprint ION in the marketplace, whether within 

multiple locations of a single customer, or across diverse customers, the greater the 

savings that a Sprint ION customer may achieve. If Sprint ION does not reach some 

level of critical mass by being available across the nation to a large portion of a 

customer’s locations or if only a small portion of a customer’s call complete on-net, there 

may not be sufficient savings related to Sprint ION to justify movement from the status 

quo. 

Market realities and the cost profile of Sprint ION to the customer lead to the 

conclusion that a customer that can maximize its on-net Sprint ION traffic is most 

attracted to Sprint ION service. This means that the unavailability of Sprint ION senrice 

in one region of the country has a chilling impact upon the ability of Sprint to market 

Sprint ION service in other areas of the country because it is more difficult for the 

customer to achieve the benefits promised firom Sprint ION on-net transactions. Without 

these cost savings and increased functionality generated through contacts with other 

locations 

remain with their current service configuration because of customer inertia - a customer 

without a compelling reason to change carriers or services will not do so. 

csill receive Sprint ION traffic on-net, many customers will choose to 

13 



VI11 Conclusion 
I 

Many of the costs of firms providing voice and data telephony are largely fixed or 

sunk costs that arc independent of the size of the firm providing the service. As the scale 

and scope of the firm increases, the sunk or fixed costs become a smaller portion of the 

total costs of the fm. Sprint will have to incur such fixed and semi-fixed costs to offer 

its new Sprint ION service customers. Other carriers also will have to incur such costs in 

order to develop and offer new local or combined local and long distance services. 

The value of the Sprint ION service to customers increases as the number of 

customers and geographic scope of Sprint ION service increases. Customer savings and 

the value to customers of Sprint ION sewice are maximized as more Sprint ION 

customers come on-net. The lack of availability of Sprint ION in a region will cause 

significant h a m  to the Sprint ION value proposition and harm the value of Sprint ION to 

customers. 
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I hereby swear, under penalty of perjury, that the foregoing is 

true and correct, to the best of my knowledge and belief. 

ene Agee 

Subscribed and sworn before me this 12* day of October, 1998. 

My commission expires: 
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APBIDAVIT OF STgvEN SIGNOFF 

1. My name is Steven Signoff. I am Vice President of 

Strategic Business Development for the Sprint Business unit of 

the long distance division of Sprint. I began my professional 

career at Sprint in 1989 in the finance organization. 

then, I have served as executive assistant to the president of 

the National Markets Group and the president of the Small and 

Medium Business - Marketing Group. Other positions have included 

director level assignments to lead Sprint Quality efforts and 

Strategic Planning. In 1996, I served as an executive on 

Since 

assignment to France Telecom in Paris, France for eighteen' 

months. I returned to the United States in June of 1998 and was 



appointed Vice President of Strategic Business Development, 

leading the functions 6f strategic planning, business 

development, global alliance management, business transformation, 

program management, market research and competitive analysis. 

I 

2 .  I have been asked to provide this affidavit in 

connection with Sprint's participation in the FCC's proceeding to 

review SBC's proposed acquisition of Ameritech. 

specifically, I have been asked to evaluate the claim made in the 

Application that the merger is necessary for SBC and Ameritech to 

provide local services outside their regions, particularly 

through the proposed "National-local' strategy. I have reviewed 

both the public interest section of the Application and an 

affidavit submitted by James K a h a n .  SBC and Ameritech argue that 

the merger is necessary to allow them first to accumulate 20 in- 

region incumbent markets and then launch service in 30 other 

domestic markets (as well a number of foreign markets) all in an 

effort to 'follow the [in-region] customer.' The outcome of not 

doing this, they claim, is to risk losing their in-region 

More 

customers to competition. 

3 .  I address and respond to a number of assertions and 

assumptions in this "National-Local-Global' strategy. 

strategy assumes that SBC and Ameritech must 'follow the 

customer.' 

they must position themselves to sene at least 70%- 80% of the 

telecommunications requirements of the largest customers. This 

is characterized as one of their "most f.lndamental assumptions." 

Kahan at Q 48.  While no specific basrs f a r  the 70-80% figure is 

The 

- 
The Application states that the parties believe that 
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given or explained, the Application assumes that the largest 

users w a n t  sole sourceasupply arrangements: “Customers now see an 

opportunity to obtain what they want -- the option of having one 
principal source of service, one source of contact and 

consolidated lines across the nation and across the world“. 

I 

Kahan Aff. at page 10, also page 12. Another fundamental 

assertion is that SBC A d  Ameritech cannot adequately enter out- 

of-region markets unless they have a secured customer base in 

each local market they enter: 

does not believe these strategies are viable and does not 

contemplate out-of-region entry into local exchange markets.” 

Kahan Aff. at p.31. 

“In the absence of the merger, SBC 

4 .  As described in greater detail below, these assertions 

bear little resemblance to Sprint‘s marketing experience. 

users frequently and wite deliberately divide their 

telecowications requirements among different providers, and so 

there is no particular reason to believe that only those 

suppliers geographically positioned to sene a set percentage of 

any one customer’s needs will be considered. 

entry into local markets will most often require marketing to 

target customers without any pre-existing relationships. 

the largest purchasers of telecommunications services are 

sophisticated purchasers, and because SBC and Ameritech each are 

independently recognized by this group of customers as 

established, experienced providers of telecommunications : 

services, I believe M r .  X a h a n  has placed too much emphasis on 

prior business relationships and brand recognition in this 

Large 

Also, competitive 

Because 
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context. I discuss these issues in more detail below. 
I 

, . p  5 .  It m y  be helQful to begin by recognizing that the 

National-local strategy comprises competition in three distinct 

marketplaces: long distance , in-region local services, and out- 

of-region local services. I assume here that interLATA authority 

has been granted, since otherwise this strategy appears to make 

no sense at all. As a businessman, I believe these markets 

present v e v  different sorts of challenges, particularly for 

local monopolists such as SBC and Ameritech. The long distance 

market is very competitive, especially so in the market for the 

largest users. Local markets, on the other hand, each are 

dominated by a monopoly provider only just beginning to see a 

very small and fragile amount of competition. Here, the 

incumbent advantages are substantial, especially until the rules 

for opening these markets are fully set and implemented. 
i 

6. I have set forth this set of differences because it 

seems to me that the strategy described in the Application seems 

to confuse them. For example, the need for national coverage is 

one I would agree with f o r  the provision of long distance 

services to large users, but it is merely a wish in the context 

of local services, given the very limited opportunities for 

competition here. A l s o ,  the description of out-of-region local 

entry does not appear to account for the competitive problems 

that exist in these markets. I think it is important to consider 

these very different stages of competition in any discussioq of a 

strategy to package them all together. 

- 

4 



I 

i Fol1 ow the CUS torher 

7 .  The strategy described in the Application is contingent 

upon two assumptions. First, it assumes that the successful 

deployment of the strategy requires that a very large number of 

large business customers are headquartered in, and can be 

"followed" from, SBC's service territories. Second, it assumes 

that, in order to sell services to these customers, a supplier 

must serve everywhere (or almost everywhere) the customers' 

operations are located. As an initial matter, I would note that 

if SBC and Ameritech were correct that in fact the largest 

customers demand sole source supply, then 70-80% coverage 

wouldn't suffice; only 100% coverage would meet the stated 

requirement. Of course, not even the pre-divestiture Bell System 

had this coverage. 

8. The Application insists that SBC or Ameritech will be at 

risk of losing their existing, in-region local customer base 

simply because they could not 'follow the customer' for all 

purposes in all locations. 

First, K a h a n  assumes that SBC's competitors w i l l  be able to offer 

100% coverage, and so SBC must position itself to match them. 

Secondly, he assumes that large buyers w i l l  w a n t  to purchase all 

of their telecommunications requirements from one source. The 

problems with these assumptions are explained below. 

There are two key assumption here. 

- 

9: Suppliers will generally not be able to offer sole 



source arrangements for the largest users for Some time to come, 

at least not where loch1 services across several geographic 
I 

regions are needed. Given the limited amount of local 

competition that has developed to date, it will be a long time 

before anyone will be so situated. In Sprint's experience, the 

RBOCs, including SBC and Ameritech, have vigorously resisted 

cooperating in the effort to lower barriers to entry into local 

markets. I have no reason to believe that this resistance will 

subside to any material degree in the near future. While it is 

true that legal changes should make it eventually easier for one 

company to offer local services in more and more markets, this 

has not yet occurred and is unlikely to occur for some time. 

10. Thus, while partnering is described. in Mr. Kahan's 

testimony as a poor alternate, it is Sprint's experience that 

multiple sourcing is necessary and will remain so for a long tine 

until competitive local services are more readily available. 

11. As discussed, M r .  Kahan's need to 'follow the customer' 

also assumes that most or all large users desire single source 

supply arrangements. This is not Sprint's experience, even if 

one were to consider only long distance services contracts. Many 

large buyers deliberately do not purchase all their 

telecomications needs from a single source. In Sprint's 

experience, large users often divide up their requirements in 
- 

numerous ways, e . a L ,  purchasing voice and data lines from 

distinct providers, splitting their requirements among corqeting 

providers by volume or by geography, purchasing services 

primarily from one carrier and using another as redundant or 

6 



backup source, etc. 

12. Buyingcpattehs also vary with the locus of . 

decisionmaking for these users, and these too can vary widely. 

While one would expect to see some centralization of the 

decisionmaking, the degree of centralization can vary materially. 

A large multinational business with multiple subsidiaries across 

the country and abroad' may purchase its telecommunications needs 

by groups of subsidiaries in accordance with its corporate 

organization, by region of the country, national versus foreign, 

etc. Some of these differences are due to variations in the 

telecommunications needs of specific companies. 

communications with the public is a priority, such as with retail 

businesses, localized (or decentralized) decisionmaking may be 

Where local 

more common. In contrast, where the greatest teleconamutications 

needs are internal to the company between and among a number of 

geographic areas, more centralized decisionmaking may occur. 

Other differences can be due to managerial preferences and such 

other factors independent of the underlying telecommunications 

needs. 

cases. 

The point is that no one pattern captures the majority of 

13. Just by way of example, Sprint is one of a number of 

suppliers to a Fortune 100 multinational conglomerate whose 

corporate polices expressly prescribe the use of multiple vendors 
- 

for purposes of redundancy and price leverage in negotiations. 

Another example is Sprint's wholesale contract to supply a,'large 

telecommunications company for only voico purposes; the same 

buyer has separately purchased its data transmission 

7 



requirements. Of course, the most public example is the federal 

government’s procurement of telecommunications services, which is 

also divided among multiple carriers. 

14. Of course, some buyers do want sole source contracts. 

But in o u r  experience, no one particular pattern fairly 

characterizes these largest users as a group. 

15. I would note my agreement with M r .  Kahan in his general 

observation that the legal changes of the past several years can 

and likely will lead to changes in the marketplace. M r .  K a h a n  is 

of course correct that, over the time period in which local 

telecommunications services were provided on a legal monopoly 

basis, buyers had no choice but to purchase local services in 

different regions from distinct local monopoly vendors. Once 

local markets are actually opened up to competition, carriers 

will be in a position .to sell more services to customers. I 

disagree, however, with Mr. K a h a n s  assumption that where we are 

inevitably headed is a market where all buyers purchase all their 

needs exclusively from one vendor. Although local service is no 

longer provided as a legal monopoly, its provision has not thus 

far been integrated to any great extent with the provision of 

long distance service. 

16. Nevertheless, I agree with Mr. Kahan that one-stop - 
shopping will in the future become more important to customers. 

My view is that such a trend is likely because it is most 

efficient from an engineering standpoint to provide all seeices 

- voice and data, local and long distance - over a single packet- 
switched, broadband network. This is the reason for the 

8 



introduction of Sprint ION service. "y knowledge, neither SBC 

nor Ameritech has a sirhilar vision oE the future, however. Both 

apparently intend to continue to p r a v i &  voice service, as they 

traditionally have, over circuit swietrdbd networks, and to 

separate t he  provision of data serviice onto packet switches. If 

voice and data continue to be provF&d separately, there would 

appear no overriding reason for buyers to utilize e single 

vendor. On the contrary, under such circumstances, the ever- 

increasing importance of data may l d t o  an increase in buyers 

driven by quality consideration f o r  this set of services, leaving 

their voice requirements t o  other sqgdliers. In fact, bfr .  

Kahan's affidavit sets data (IP) apart from other 

telecommunications services, notwitbstmding his emphasis on the 

importance of serving all customers w i t h  all services. 

8 

17. The 'follow the customer' assertion also assumes that 

large users are heavily influenced by existing busbess 

relationships. 

relationships can be helpful in obtaining additional business 

from a customer, it is not sufficient iby itself and is far behind 

other factors in terms of importance, %specially f u r  large users 

who are sophisticated purchasers of tdeconarmnications services. 

This is especially true where the 1- user is setting out to 

contract for some substantial set of telecommunications needs 

(such as when an existing contract is near expiration), as 

compared with a buyer looking only to add incrementally to its 

existing services already under contract. 

While the existence OZ standing business 

- 

18. The telecommunications s e c e s  industry is made up of 



many companies. 

competitors, there is d smaller group of well-established firms 

with recognized expertise and experience in this field. 

fims are in some cases household names, as with the major long 

distance carriers. 

enjoy this recognition only in-region, but among large 

telecommunications users, that employ full time 

telecommunications managers, their names are known throughout the 

country and globally. 

described as a hurdle in the application, is one already achieved 

by SBC and Ameritech. 

Among the hundreds (if not thousands) of 

These 

SBC and Ameritech seem to assume that they 

Thus, the value of brand recognition, 

19. It is helpful to consider in this context how large 

business users make their telecommunications purchasing decision 

when they have competitive alternatives to consider. 

purchase telecommunications based on a variety of factors. The 

two factors that are unequivocally most important are price and 

quality. 

telecommunications needs are typically under substantial 

pressures to obtain the best services at the lowest cost. 

in a typical procurement effort, large users will not merely 

extend existing serrice arrangements but will open up the 

contract opportunity to the industry at large. 

managers may be reluctant to put too much of their business at 

risk with ‘newcomer’ suppliers, SBC and Ameritech are recognized 

and established suppliers and would not be considered risky 

choices on the basis of name recognition. 

Large users 

The managers responsible for their companies‘ 

Thus, 

Again, while - 

2 0 .  The follow the customer strategy places heavy emphasis 

10 



on existing in-region relationships. It is not clear to me 

exactly what is meant By this. 
8 

If all SBC and Ameritech are 

saying by this is that, as the incumbent monopoly, they have 

substantial advantages in securing additional business from their 

customers, no one could really disagree with that statement. To 

the extent they believe that they will win all of a customer's 

business simply because they serve that customer in-region, more 

specifically, because that customer's headquarters is located in- 

region, I disagree. If nothing else, they will have to compete 

out-of-region for business now held by another monopoly 

incumbent. 

21. It is important to consider the logical conclusion of 

the assertion that carriers wIll enjoy overwhelming advantages in 

gaining the business of large customers headquartered in their 

region. 

really compete for the large users but rather "divide" them based 

on the location of their headquarters. Moreover, if one accepts 

the story, it would mean that a carrier that lacks an in-region 

It would require the conclusion that carriers would not 

monopoly base to work from could not survive in this market 

environment for semices to large users. 

2 2 .  SBC and Ameritech seem to be arguing that they need to 

merge not so much in order to compete but rather to expand the 

size of their incumbent base so they can better leverage their 

monopoly outside the bounds of their current area. Thus, their 

story predicts a decrease in competition - -  in both local and 
long distance services -- as customer3 are divided up based on 

the location of their headquarters. Nota also, then, their story 

11 



would.sem to require the conclusion that SBC and heritech are 

likely to lose tfie business of those large users which have 
I 

branch operations in their regions but are headquartered in 

another region, something I doubt that either company would want 

to concede. 

2 3 .  The underlying assumption that this will simply be a 

battle of a few giants'is something else I question. The history 

of telecommunications shows that size and reputation alone won't 

guarantee market success. We have witnessed the success of new 

entrants into both local and long distance services; many of 

these firms were initially start-up companies. While of course 

buyers may seek assurances of quality and reliability in dealing 

with new suppliers (as well as with experienced providers), some 

large sophisticated purchasers are willing to take risks and may 

test new entrants with at least some portion of their business 

and expand the relationship if they're satisfied.. If this were 

not the case, then we would not be witnessing the tremendous 

growth for resellers and smaller facilities-based firms. 

2 4 .  The Application provides a rather complicated set of 

figures to explain why the merged entity would have to reach 5 0  

markets to succeed. It suggests a detailed analysis has been 

undertaken of the teleconrmunications requirements (by volume and 

location) of each Fortune 500 company headquartered in either 

SBC's or Ameritech's region. It is really not possible to 

coment on these assertions without additional inforxration,as to 

how these numbers were derived. Sprint is not aware of any 

specific, publicly available data SOUTCO that would accurately 

12 



and corgzehensively report this sort of data. 

underlying basisifor the assertion, however, there is no 

Without the 
I 

particular reason to think that any particular number of markets 

must be entered simultaneously for the National-local strategy to 

succeed. 

2 5 .  Further, it is not at all clear how one can accurately 

divide telecormunications requirements across geographic markets 

without specific customer information. Certainly some 

assumptions would have to be made about the percentage of dollars 

spent on local versus toll services, and on voice versus data 

services. These patterns could variably considerably across the 

Fortune 500 companies. Because the 70-80% figure is so cmcial 

to the stated need to enter 50 markets, its underlying rationale 

should be examined carefully. And because the means by which t he  

conclusion that 50 markets must be reached is also hidden, that 

too should be subject to rigorous scrutiny. 

G1 obal presence 

26. The Application also claims that the merger is 

necessary to this strategy because it will allow for the 

combination of the international assets of the two firms. But 

the merger would not materially improve either firm's 

international presence given the secondary nature of most of the 

markets in which each holds interests. For example, such major 

areas of international comerce as Japan, Germany and Brazil are 

missing from the even the combined foreign assets. 

combined firm would have to enter these locations on its own or, 

- 

The new 
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far more likely will have to partner in order to serve customers 

with coverage of, the major foreign markets. 
I 

Secured entry 

2 7 .  M r .  Kahan states that it would not be prudent for 

either SBC or Ameritech to enter out-of-region markets alone 

because neither company alone would have sufficient base of 

secured business flowing f rom in-region customers. 

inconsistent with Sprint’s experience. 

local telecommunications services that serving the customer in 

one locale is a necessary prerequisite to obtaining that 

customer’s business in another location. Obviously existing 

customer relationships may help, but they are not essential. As 

I have discussed above, SBC‘s name would be widely recognized in 

Ameritech’s region (and elsewhere) among the large 

This too is 

It is in fact rare in 

telecommunications users. 

2 8 .  M r .  K a h a n  does not specify what advantages they seek to 

gain from this broader customer base: if he is describing and 

ability to exploit incumbent advantages, then all he is saying is 

that they want a larger monopoly base from which to capture 

additional service requirements. 

at least soma of the more apparent leverage opportunities may be 

foreclosed by law. 

potential customer if one has available proprietaq information 

about the customer‘s telecommunications usage, but I understand 

the new law and FCC regulations substantially inhibit SBC or 

Ameritech from sharing this information with their competitive 

But it is my understanding that 

- 
For example, it may be helpful to market to a 
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affiliates. 4 

, 8 

2 9 .  It is in fact the unusual case that a 

telec~mmunications supplier can enter a new geographic area 

through an existing customer base. Competition will require each 

new entrant to prove itself in the new marketplace. 

success to date of new entrants that target only certain 

geographic areas of the country proves the assumption wrong. 

Again, the 

30. There are of course scale economies in providing local 

telecormunications services in a particular market. 

minimum scale required has been substantially reduced from 

earlier days, due to a variety of factors. 

to the availability of and reduced costs of smaller s i z e d  

switches as well as regulatory.requirets allowing for resale 

or leasing of unbundled elements (where the incumbent has made 

these meaningful opportunities). 

of the 1996 Act's requirements for resale and unbundled network 

elements access was precisely to allow for graduated e n t r y  into 

However, the 

In part, this is due 

As I understand it, the purpose 

local markets. 

31. In sum, a number of assertions and assumptions 

underlying the 30 market strategy are contrary to market 

experience. 

I hereby swear,  under penalty of perjury, that the foregoing 

is true and -correct to the beat of my knowledge and b He:/ 

Subscribed and s w o m  before me this 12th d f October, 



1998. 
4 

1 

Notary Public 1 

i 
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Bell Atlantic and GTE Appeals 
Under the Telecommunications Act of 1996 

Bell Atlantic 

Circuit Court Appeals of FCC Orders 

Bell Atl. Tel. Cos. v. FCC, 131 F.3d 1044 (D.C. Cir. 1997) (provision of 
interLATA services under Section 272(e)(4)). 

U S W. v. FCC, Case No. 97-95 18 (10th Cir.) (number portability appeal). 

Texas Office of Pub. Util. Counsel v. FCC, Case No. 97-60421 (5th Cir.) 
(universal service appeal). 

SBC Communications, Inc. v. FCC, 138 F.3d 410 (D.C. Cir. 1998) (Section 
27 1 Oklahoma appeal). 

BellSouth Corporation, et al. v. FCC, Case No. 98-1087 (D.C. Cir.) (Section 
27 1 Louisiana appeal) (case since dismissed pursuant to BellSouth stipulation). 

USTA v. FCC, Case No. 97- 1469 (D.C. Cir.) (price caps appeal). 

Southwestem Bell v. FCC, Case No. 97-2618 (8th Cir.) (access charges 
appeal). 

Southwestem Bell v. FCC, Case Nos. 97-3389,97-3576, 97-3663, 97-4106, 
1998 U.S. Dist. LEXIS 18352 (8th Cir. Aug. 10, 1998) (appeal of third order 
on reconsideration of commodshared transport). 

Iowa Utils. Bd. v. FCC, 120 F.3d 753 (8th Cir. 1997), 
879 (1 998) (local competitiodinterconnection order appeal). 

granted, 118 S. Ct. 

District Court Appeals 

MCI v. Bell Atl., No. 97-3076 (D.D.C.). 

Bell At1.-Del. v. McMahon, AT&T, No. 1:97cvOO312 (D. Del.) (appeal of 
SGAT). 

8 

Bell At1.-Del. v. Delaware Pub. Serv. Comm'n. AT&T, No. 1:97cv005 1 1 (D. 
Del.). 

MCI v. Bell Atl., No. 2:98cvO0109 (D.N.J.). 

MCI v. Bell At1.-Pa., No. 1:CV-97-1857 (M.D. Pa.). 



MCI v. Bell Atl.-Va., No. 3:97CV629, 1998 U.S. Dist. LEXIS 17558 (E.D. 
Va. July 1, 1998). 

Circuit Court Ameals of FCC Orders 

U S W. v. FCC, Case No. 97-95 18 (10th Cir.) (number portability appeal). 

Texas Office of Pub, Util. Counsel v. FCC, Case No. 97-60421 (5th Cir.) 
(universal service appeal). 

USTA v. FCC, Case No. 97-1469 (D.C. Cir.) (price caps appeal). 

Southwestem Bell v. FCC, Case No. 97-2618 (8th Cir.) (access charges 
appeal) . 

Southwestem Bell v. FCC, Case Nos. 97-3389,97-3576,97-3663, 97-4106, 
1998 U.S. Dist. LEXIS 18352 (8th Cir. Aug. 10, 1998) (third order on recon of 
commodshared transport). 

Iowa Utils. Bd. v.  FCC, 120 F.3d 753 (8th Cir. 1997), cert. granted, 118 S. Ct. 
879 ( 1998) (local competitiodinterconnection order appeal). 

District Court Ameals 

GTE v. Codon. AT&T, No, C 97-1756, 1998 U.S. Dist. LEXlS 17556 (N.D. Cal. 
Sept. 29, 1998). 

GTE v. Codon, MCI, No. C 97-1757, 1998 U.S. Dist. LEXIS 17556 (N.D. Cal. 
Sept. 29, 1998). 

GTE v. Clark, MCI, No. 4:97cv211 (N.D. Fla.). 

GTE v. Johnson. Sorint, No. 4:97cv234 (N.D. Fla.) (dismissed for lack of case or 
controversy based on Sprint's election of AT&T/GTE interconnection agreement). 

AT&T v. GTE, No. 4:97CV300-RH (N.D. Fla.). 

GTE v. Naito, AT&T, No. I :97cv00739 (D. Haw.). 

AT&T v. Contel of Minn. d/b/a GTE, No. 97-901 (D. MM.). 

GTE v. Johnson. Western Wireless, No. 4:97cv03224 (D. Neb.). 

GTE v. Johnson. AT&T, No. 4:97cv032 18 (D. Neb.) (consolidated) 



AT&T, GTE v. City of Dallas, Case No. 3:98-CV-0003, 1998 U.S. Dist. LEMS 
8932 (N.D. Tex. June 8, 1998) (preemption of municipal ordinance). 

GTE v. Wood. MCI, No. M-97-078 (S.D. Tex.). 

GTE v. Wood, Sprint, ACSI, No. M-97-115 (S.D. Tex.). 

GTE v. Wood. AT&T, No. M-97-138 (S.D. Tex.) 

GTE v. Morrison. AT&T. Cox Fibemet, MCI, Case No. 3:97CV493, 1998 U.S. 
Dist. L E X S  7881 (E.D. Va. May 19, 1998). 

Sprint v. GTE, No. C97-699 (W.D. Wash.). 

MCI v. GTE, Nos. C97-742, C97-905, C97-928, 1998 U.S. Dist. LEXIS 11335 
(W.D. Wash. July 7, 1998). 

0068677 02 

GTE v. Washington Utils. & Transu. C o m ' n .  AT&T, No. C98-491 (W.D. 
Wash.). 
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