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PROCEEDIL NGS

MR, ROGERSON. Good norning, and wel cone to the
FCC round table on the econom cs of nergers between | arge
i ncunbent | ocal exchange carriers.

In 1996 when the Tel ecom Act was passed, there
were eight |arge regional tel ephone conpani es providing
| ocal tel ephone service, seven Baby Bells and GIE. Since
this time the FCC has approved two nergers between these
firms, reducing the nunbers to six, and right now the FCC is
faced with proposals for two nore nergers that would further
reduce the nunbers down to four; specifically Bell Atlantic
is proposing to nerge with GIE, and SBC is proposing to
merge with Aneritech

Well, the two conpanies resulting fromthese
mergers would control two-thirds of the |ocal tel ephone
lines in the United States. Furthernore, the argunents that
proponents of these nergers are making to support them are
the type of argunents that if the FCC accepted t hem m ght
wel | al so cause the FCC to accept further consolidation
anong the remaining four, perhaps to bring us down to two
sone peopl e have suggest ed.

Therefore, | think that the FCCreally is at a
defining nmonment for tel ecomunications policy and that the
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7
decisions that the FCC is going to nmake about these nergers
could well affect the structure of the telecomindustry for
years to cone.

The issues that we have to evaluate, and | was
actually getting very close to the climx here, Mke. |
prom sed themall that you would show up at about this
poi nt ..

The issues that the FCC has to evaluate really are
very conplicated, the FCC has di scovered going through al
of these. Critics of the nergers have told us at the start
well, it is not all that conplicated at all. You used to
have eight, and you are on your way to two. That is on the
face of it anti-conpetitive.

The proponents of the nergers have cone back to us
and told us well, these six current |ILECs basically do not
conpete with each other at all. They are each in their own
region and serving their own people, and there is very
little conpetition between them They have shown very
little interest in conpeting out of region, and even when
t hey have shown interests in conpeting out of region they
have shown very little aptitude.

To the extent that there has been conpetition in
| ocal telephone markets, proponents of the nergers tell us
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that it has basically just been supplied by |ong distance
conpanies trying to becone |ocal conpanies as well and by
start up conpani es.

Proponents of the nergers have argued to us that
nost conpetition in |ocal tel ephone markets is being
provi ded by | ong di stance conpani es and by i ndependent start
up conpanies. They argue that plenty of conpetition is
bei ng provided by these types of firns, and, in any event,
whet her Baby Bells nmerge or not is irrelevant to the issue
of conpetition in |ocal markets because they do not conpete
wi th each other.

In fact, they nake a stronger argunent than this.
They cl ai mthat although these Baby Bells have been too
smal | and anem c to conpete out of region thus far, if only
they were allowed to bulk up a little nore, in fact, they
m ght becone very dynam c conpetitors out of region and
actually increase conpetition if we allow these nergers.

Vell, critics of the nergers do not take this
lying dowmn. They say yes, it is true that in fact the Bells
may not conpete with each other that nuch right now, but
there is every indication that they woul d have begun to
conpete with each other tonorrow or six nonths from now or
surely by next year.
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The problemwi th these nergers, critics say, is
not that they are going to destroy conpetition that is
occurring today, but they are going to destroy conpetition
that surely would have occurred but for these nergers.
Wel |, proponents cone back and say this is highly
specul ative, and they do not think it is true. Then we wll
see what the critics say to that. | think they say they
think it is true. W will find out.

The issues do not stop here. It turns out there
are a nunber of other distinct possible benefits and harns
of these nergers that econom sts and ot her interested
parties have raised. Wuat | have tried to do today is to
organi ze the round table that we are going to have into
sessions that will kind of go systematically through the
argunents that have been presented as the FCC sees them and
expose each one to the full |ight of day and have sone
vi gorous argunent and debate about each of them

We have a very distingui shed panel of econom sts
who are joining us today to help us go through these
argunents, and I now would like to take a nonent to
i ntroduce them

| amBill Rogerson, and | amthe chief econom st.
Starting to ny right is Dennis Carlton fromthe University
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10
of Chicago. He has submtted an affidavit on behal f of
SBC-Aneritech in favor of the nerger. Robert Crandall from
the Brookings Institute submtted an affidavit on behal f of
BA- GTE, and he was in favor of that nerger.

Joe Farrell from UC Berkeley submtted an
affidavit on behalf of Sprint in opposition to the mergers.
Rob Gertner fromthe University of Chicago submtted an
affidavit on behalf of BA-GIE. Rich Glbert from
UC-Ber kel ey submtted an affidavit on behal f of
SBC- Aneritech. Mchael Katz from UC- Berkeley submtted an
affidavit on behalf of Sprint.

Bob Litan fromthe Brookings Institute and Roger
Nol | from Stanford, these guys apparently could not find
anyone to get themto pay themto wite a paper, but they
went ahead and wrote a paper anyhow, so they have published
a Brookings research paper jointly co-authored that is
critical of the nergers.

Finally, Jeff Sheperd fromthe University of
Massachusetts has submtted an affidavit in support of a
consuner group on behalf of a consunmer group called the
Texas O fice of the Public Uility Council that is generally
critical of the nergers.

The agenda for today. Do people have copies of
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it? Were they available? This has been a deep secret.
None of our panelists do either. Apparently |I can change
this as | go al ong.

VWat the agenda in front of nme says is we have
di vided the round table into four equally | ong sessions.
Really what | have tried to do is focus on what seened to be
the four big issues that there has been a | ot of debate
about. W are going to consider themeach one at a tine.

The first issues are what are the potenti al
benefits of these nergers, and how big are they? The
second, third and fourth sessions are going to each focus on
separate theories of harmthe different parties have
advanced that are critical of these nergers, so there are
three quite distinct different theories of harns that have
been put forward to the FCC that we have to eval uate and
deal wth.

Session Two wll be devoted to the issue of
whet her or not these mergers will affect the FCC s ability
to do benchmarking. Then we will have a break. Session
Three will be devoted to whether or not these nergers wll
have effects on actual or potential conpetition.

Finally, Session Four will be devoted to whether
or not these nergers will increase either the incentive or
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12
the ability of the large ILECs to act anti-conpetitively
against their rivals. Then we wll have a very brief
concl udi ng session where we can wrap up.

The way | amgoing to run each session is | have
asked two to three people to each take five mnutes at the
start of each session to basically set out the framework of
i ssues for us to give us a basic pro, what the argunent is
bei ng made, and the basic con, what the structure on the
ot her side is.

After we have had each of these people give us a
basic framework for what the issue is, | amgoing to turn it
| oose to the entire panel, and | hope they will all question
each ot her vigorously and so on.

I f they are not questioning each other vigorously
enough, | amgoing to turn it |loose to the audience. 1In
fact, | amgoing to turn it |loose to the audience even if
you are questioning each other vigorously, so | should admt
that now. Probably about five or ten mnutes before the end
of each session | amgoing to turn to the audi ence and ask
the audience if they have any questions that they would |ike
to address to our panelists.

Let's get started then. The first session is on
potential benefits of the nmergers. Do these nergers have
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benefits? If so, how big are they, and why do we know t hey
exist? | have asked Dennis Carlton, Robert Certner and
Roger Noll to each make five m nutes of opening renarks.

VWat | will do is when you have one mnute left,
Dennis, | will tell you you only have 30 seconds |eft, okay?
Go ahead, Dennis, if you would like to start.

MR. CARLTON. Thank you. It is a pleasure to be
her e.

The nerger of SBC and Aneritech will create a
nati onal conpetitor that can quickly provide a broad range
of services for both residential and business custoners.
The benefits of stinulating conpetition in the provision of
t hese services are undeniable and large. SBC plans to offer
a wde variety of services, including |local, |ong distance,
I nternet and custom zed data services for both residential
and business custoners in a one stop shopping environnent.

The national/local plan is SBC s response to the
rapi d changes in demand and supply for telecomunications
services. As far as | amaware, no one has seriously
di sputed that the national/local plan is a sound business
strategy whose inplenentation will significantly increase
conpetition.

The validity of the national/local plan is
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confirmed by the fact that the other nmjor providers of
t el ecommuni cati ons services are heading in precisely the
sanme direction, the nost prom nent being the three nmgjor
i nt erexchange carriers, M WrldCom AT&T and Sprint. It
is no surprise that the objections to this transaction
principally are being nmade by the very firns that SBC pl ans
to challenge in the marketpl ace.

Opponents claimthat the national/local plan
shoul d not be considered a nerger specific efficiency. They
have made two basic argunments which are glaringly
i nconsistent. On the one hand, they claimthat SBC wll not
really carry out the plan. MJ WrldCom goes so far as to
call the plan a rouse. On the other hand, opponents al so
claimthat the plan is not nerger specific because either
SBC or Aneritech would carry out simlar plans absent the
ner ger .

Qpponents are wong. The claimthat SBC s
commtnment is not credible can be easily dism ssed. There
is sinply no reason to believe that SBC would willfully risk
m srepresenting itself before consunmers, investors, Congress
and the FCC. Just yesterday on the front page of the Boston
G obe there was an announcenent of how SBC woul d of fer new
| ocal service in Boston.
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The claimthat SBC or Anmeritech would carry out
the plan in the absence of the nmerger is sinply unsupported
specul ation. The issue is not whether SBC could finance the
plan by itself. The issue instead is whether in the absence
of the merger SBC woul d have the necessary economc
i ncentive to undertake such an aggressive plan in such a
short tine.

There is no evidence what soever to support the
position that it would be profitable for SBC to undertake
t he national/local plan absent the nerger. Acting al one,
SBC woul d face higher costs and greater risk of failure in
pursuing the national/local plan than under the nerger.

For exanple, either firmwould need to deploy nore
managers proportionately, nore engineers. |In the absence of
the nerger, they could not carry through with their foll ow
to headquarters, follow to a honme custoner plan, as easily
as they could after the nmerger. 1In the absence of the
nmerger, the plan would be less attractive financially, and
it would be perfectly rational for SBC or Aneritech to
decide not to pursue this risky strategy.

G ven the race now underway to of fer packages of
services on a nationw de basis, delays in establishing a
national footprint translate into a reduced |ikelihood of a
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proj ect success and, therefore, the reduced likelihood that
a project of this scope and speed woul d be undertaken. The
fact that nergers can create a national footprint should be
no surprise. WrldComs acquisition of M and AT&T' s
acquisition of TCG had simlar notivations to accelerate the
depl oynent of packages nationally of end to end service.

Furthernore, in addition to the national/l ocal
pl an, the nmerger is expected to bring additional
efficiencies. SBC expects to realize significant savings
fromthe Aneritech transaction, including nore than $1
billion in annual cost savings by 2003.

SBC has a proven track record in achieving
projected cost savings. |In the Pac Tel nerger, they are
ahead of schedule in achieving nore than $1 billion in
annual cost savings by the year 2000.

In sum the substantial benefits fromthis merger
are indisputable.

MR. ROGERSON. Dennis, you have 30 seconds.

MR CARLTON. Ckay.

MR. ROGERSON: | am not j oking.

MR. CARLTON: In sum the substantial benefits
fromthis nmerger are indisputable. The nerger creates a
nore potent national service provider for business and
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residential custonmers. The notion that this nerger should
be stopped because soneone hopes that each conpany woul d on
its own enbark on a simlar planis faulty. Consuners
shoul d not be deprived of the benefits of this transaction
on the basis of unfounded specul ati on.

Thank you.
MR. ROGERSON: Thanks, Denni s.

Now Rob Gertner fromthe University of Chicago.

MR. GERTNER: Thank you, Bill, for the opportunity
to participate in today's round table. | look forward to
di scussing the econom c inpact of these mergers. In ny
remarks, | wll address the pro-conpetitive benefits of the

mergers, focusing on the Bell Atlantic-GIE nerger.
The tel econmuni cati ons market is changing rapidly.
Der egul ati on and new technol ogy are transform ng the
i ndustry. Not surprisingly, other industries facing such
fundamental shifts have seen major changes in the identity,
scope and scal e of conpetitors.
These changes are characteristics of deregul ated
i ndustries, such as airlines, trucking and energy, as well
as technol ogically dynam c industries such as conputer
sof tware and hardware and tel ecommuni cations equi prment.
Many of these changes include significant
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consol idation through nmergers and acquisitions. Conpetitive
adaptation to such a change in environnent is fundanental
for achieving economc efficiency. This is especially true
in industries such as local telecommunications where the
geogr aphi cal and product scope of the conpani es has been
determ ned by regul ation rather than market forces.

Certainly proposed nergers must be anal yzed
carefully by regulatory authorities for potenti al
anti-conpetitive effects, but regulators should be m ndful
of the value of conpetitive responses to a changi ng
envi ronment .

These nergers are between | arge conpani es.

Al t hough this may nmake sonme people worry, it is wdely
accepted that big is bad is a flawed way to think about
mergers. Instead, we nmust evaluate carefully the likely
i npact of the nmergers on conpetition and consuners.

Opponents of the nergers present a variety of
obj ections to both proposed transactions, but their economc
argunents | ack enpirical support. A careful analysis of the
institutional and conpetitive environnments in which these
firms conpete show that the opponents' concerns are not
econom cally significant.

On the other hand, the pro-conpetitive strategic
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rationales for the nmergers are strong. The nost significant
benefit fromthe Bell Atlantic-GIE nerger follows fromtwo
sinple prem ses that are widely accepted by all parties,

i ncl udi ng regul ators and conpani es opposi ng these nergers.

The first premse is that the ability to provide
facilities based bundl e services on a wi de geographic scale
is an inportant strategic asset for teleconmunications
providers. |ndeed, the major opponents of these
transactions are pursuing simlar strategies in simlar ways
by acquiring firns that are allowing themto offer
portfolios of teleconmunications services on a national or
near national basis.

For exanpl e, AT&T has recently conpleted severa
maj or acqui sitions and announced a new busi ness strategy
based on offering bundl ed tel ecomruni cati ons services. The
FCC, in proceedi ngs on these nergers, has acknow edged the
i nportance of bundl e services, and the pl eadi ngs incl ude
statenments from many busi ness custoners that they value such
servi ces.

The second prem se is that existing custoner
rel ati onshi ps provide an inportant conpetitive advantage in
the evolving market. Wade rangi ng evidence supports this
view. The evidence includes the cost incurred by
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i nt erexchange carriers and wireless carriers to induce
custoners to switch service, the difficulty GIE has had in
selling services out of its |ocal exchange region, consuner
surveys and the strategi es adopted by nunerous conpanies to
sell new services to their existing custoners or to nake
acquisitions to gain access to an expanded custoner base.

The Conm ssion also agrees with this prem se. For
exanple, in the Bell Atlantic-N nex Order, the Conm ssion
argued that the major interexchange carriers are anong the
nost inportant potential conpetitors in |ocal markets
because of their existing custoner bases and brand
recognition.

The merger of Bell Atlantic and GIE will have
significant pro-conpetitive benefits. GIE' s GNI and
| nt ernet backbone and Bell Atlantic's custoner base are
strongly conplinmentary assets. The conbination of these two
assets wll create a strong facilities based bundl e services
conpetitor. Furthernore, the nerged firmwll use GIE s
exi sting presence in or near many geographi cal dispersed
markets to facilitate tinmely and efficient entry.

The benefits to consuners will include the
presence of another national or near national provider of
bundl ed tel ecommuni cations services. This increased
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conpetition should result in |ower prices and greater
consuner choi ce.

Busi nesses will be able to receive the sanme set of
advanced services at all locations. They wll be able to
coordi nat e upgrades and service throughout their
organi zations with a single provider that understands their
t el econmuni cati ons needs. Consunmers wll be able to reduce
transaction costs and coordi nation costs by having a single
provi der.

MR. ROGERSON: You have 30 seconds |eft, Rob.

MR. GERTNER. In addition to these benefits, the
merger will result in significant cost savings. Bel
Atlantic and GIE estimate that the nmerger will lead to $2
billion annual cost savings within three years of the
ner ger .

There is an inportant reason to not be skeptical
about these benefits, given the experience that they have
had in their previous nmergers in neeting these targets. The
pro-conpetitive benefits of the nmerger is clear. It would
be unwi se to forego these benefits because of potential
harns that are unlikely and for which there is no enpirica
support.

Thank you.
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MR. ROGERSON: Thanks, Rob.

Roger Noll from Stanford University.

MR. NOLL: | amstill in awe of the new buil di ng.
What did you guys have to do? Usually in the Silicon Valley
when you walk into a new building like this you know t hat
the conpany is successful and about to have an I PO and can
| buy stock.

| do not have a prepared statenent because | did
not have to clear it with any lawers. That is actually one
of the advantages of not com ng here representi ng sonebody.
VWhat | want to do is step back and say how shoul d we think
in general about nerger policy in the context of the past 15
years of history in the tel econmunications industry and then
put these things in perspective, the argunents about
benefits.

It seens to nme that the entering prem ses here
have to be two. The first prem se has to be in the best of
all possible worlds, if a firmbelieves it has a superior
busi ness strategy and wants to undertake a series of
aggl onerati ons, whether horizontal, vertical or adjacent, to
achi eve that business strategy we would normally just get
out of the way and let themsink or swmon placing their
own bets. That is the whole point of having a decentralized
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mar ket based system

Then we ask the question what is there about the
hi story of tel ecomrunications that m ght cause us to say
this is not the right way necessarily to think about the
problenf That is to say that we m ght want to | ook beyond
the kinds of statenments we have just heard about the |argely
firmspecific benefits that would arise fromthis activity.

Now, of course, that is not necessarily bad
because the premse is the first specific benefits arise
because they are sonehow nore able to pl ease consuners.
Therefore, they nmake nore noney by doi ng good, as well as by
doi ng wel | .

The answer here is quite sinple, and that is that
we have a history of precisely these argunents defending the
presence of ubiquitous nmonopoly in the industry not only in
the U S., but everywhere in the world.

That is to say that the history of this industry
is one in which we have been told throughout the |ives of
everyone in this roomthat the nature of this industry is
you are better off if there is just one guy out there who
does everything, and you just sit back and do not worry your
pretty little head about which particular alternative is
offering better services, that it is just sonething that you
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shoul d not worry about.

We know what you want, and it is to get the
conpl ete bundl e of tel econmunications services froma single
ubi qui tous provider, which is a different argunent than the
national nonopoly argunment. It is an argunent about
conplexity, information inpactedness and, on the supply
side, the integratedness of the whole tel ecommunications
enterprise.

We have a long history of |ooking back at things
i ke the introduction of conpetition in the U S. and other
countries, things like the divestiture which created seven
RBOCs i nstead of one, all of which prior to the act being
taken were predicted to inpose substantial cost.

The flip side of the argument about benefits is
that the introduction of conpetition and the introduction of
di vested RBOCs in multitudi nous nunbers was that there was
going to be a big, positive cost inpact. |ndeed, the
majority of state regulators at the tinme i mediately
foll ow ng divestiture gave energency rate relief to the
RBOCs on the grounds that the act of undertaking divestiture
was going to nake themless efficient. These then energency
rate reliefs, within a matter of about 18 nonths, were all
resci nded because they were unnecessary.
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The is the first inportant background point. As a
subsidiary of this, the only point that | think one needs to
keep your eye on all throughout this argunment --

MR. ROGERSON. Roger, in 30 seconds --

MR. NOLL: Right.

MR, ROGERSON. -- | amgoing to tell you that you
have 30 seconds.

MR, NCOLL: Ckay.

MR. ROGERSON: | think you needed this extra
war ni ng.

MR. NOLL: Bill, I can still rescind that Ph.D

Now that | thoroughly lost ny train of thought,
the right level of analysis is the industry, not the firm
That is extrenely inportant to bear in mnd. The issue is
what is happening to consuners in all markets, those who
want to bundl e their own packages, as well as those who get
t hem by thensel ves.

VWhat is happening to the cost of the firns that
have not nerged, as contrasted with the firnms that have? W
know that the long run cost trend in local carriers is in
fact that real costs are declining. To say that the nerged
entities have had | ower costs since the nerger is not to say
very much in an industry where costs are falling. | am not
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saying it is not true. | amjust saying the right |evel of
analysis is not the firm It is the industry.

Finally, one nore point before Bill gets here,
which is think about this in the context of the
Tel ecommuni cations Act. If it is the case that the vision
of the Tel ecommuni cati ons Act of havi ng ubi quitous,
vertically integrated conpetition is true, then within a few
years we are not going to care about these nergers. Wthin
a few years, if these benefits are real, the conpanies that
W Il succeed will be the vertically integrated ones, and we
will not care if nergers take place.

If the vision of the Act is not true, then we are
going to care a great deal if we in fact de facto recreate
the old AT&T and undo all the conpetition and all the
benefits fromthe conpetition that we have observed in the
| ast 15 years.

MR. ROGERSON: Thanks, Roger.

Ckay, guys. Let ne turn you loose. Rich, go
ahead.

MR. G LBERT: | just want to respond to Roger, if

This is not about creating a nonopoly. This is

about creating firnms that can conpete on a national and on a
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gl obal scale wth other integrated tel ecommunications
provi ders, such as AT&T-TCl -Tinme Warner, Alliance and M
and Sprint, and the global players as well, the French
Tel ecom and British Telecomand NIT and such. This is the
playing field that we are dealing with. This is not about
creating a nonopoly.

On the merger benefits side, | just want to focus
on the in region benefits, since others have tal ked about
the national/local strategy out of region benefits to say
that this is not a speculative analysis. This is based on
evi dence, and the evidence is that we have a track record
now fromthe acquisition of Pacific Tel ephone, Pacific
Tel esys, by SBC, and we have for this nerger we have $1.4
billion annually in projected cost savings.

At SBC-Pac Tel we had sonething simlar, about $2
billion, and the evidence right nowis that those
efficiencies are right on track. W have $50 nmillion in
annual cost savings on tandem and trunk design. W have $88
mllion in operator services, $134 mllion in directory
publ i shing. These are com ng in proven, denonstrated
efficiencies in region, so we do not have to specul ate.
This is fact.

MR. ROGERSON: kay. Rich has said that if you
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have two conptrollers you can fire one, etc., and there is
real efficiencies then to having two firns conbine into one,
right; just plain, old horizontal efficiencies because there
are all sorts of things you do not have to do tw ce.

s that true? |Is there evidence to support it?

Is that a significant reason for allowing this nmerger?

Bob?

MR, CRANDALL: | think |I agree with Roger that you
cannot find evidence of the technical economes of scale in
sonething |like that that would drive these nergers; that in
fact there has to be sonething el se.

| think what is driving it is a desire to reach
out and becone a national presence and conpete against the
Sprints and AT&Ts of this world, but we should not
underestimate the inpact of these nergers in creating
efficiencies; that is, shaking out inefficiencies.

Right within this roomthere are people who have
been estimating cost nodels that show that forward | ooking
cost nodels give you nuch | ower cost than the enbedded costs
of these conpanies. There is a reason for that. These
conpani es have been subject to nunbing regulation for
decades, and that is part of the problem

In every industry that | know of that has gone
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t hrough a maj or change of the increase in conpetition
whether it be fromforeign trade or fromderegul ation, there
has been a huge shake out of managenent. | renenber in the
airlines we had to retire Frank Bohrman to sell used cars in
Ari zona.

In the case of the steel industry, the only |arge
steel conpanies that have survived and wll survive are the
ones who brought in new managenent. You need to shake up
t hese organi zations. You get enornous efficiency gains from
doing it, and one of the ways you do it is through nerger.

Even in this industry, AT&T has not really gotten
its act together until it brought in a CEO from outside. |
think you really need to allow these firnms to sort things
out. You need to allow these nergers in order to get these
efficiencies. You have gotten a lot of themso far, and |
think you can get a | ot nore.

MR, ROGERSON: Bob?

MR LITAN. Is this on? Can people hear ne? Yes?
kay. On efficiencies, and then | want to go back to
potential conpetition in the national plan.

You can get a change in managenent w thout a
merger, so | do not see how the nerger is a condition for
achieving these efficiencies. W wll still have nunbing
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state regul ation even after these nergers if that is causing
i nefficiencies.

| am going to go back to the |local plan and
address several points that Dennis raised. First, he said
that the firnms | guess in the case of both of them that
they will both have enhanced incentives by nerging the two
of themto enter out of region. To ne, that is not
sel f - evi dent.

| would Iike to see that explained, especially in
light of my second point, which is you woul d presune that
t hose incentives were operational after SBC bought Pac Bell,
and | did not see the conbined SBC-Pac Bell running around
with a national plan. Wy is it that they need anot her RBOC
to make the national plan a reality?

The third point that Dennis raised is well, why
woul d SBC m srepresent itself about this plan? | do not
t hi nk anyone has to accuse them of m srepresenting. The
fact is that plans change all the time in this industry.
AT&T rolled out a resale plan, only to basically rescind it
and switch strategy to go to the cable strategy, realizing
that resale at |east was not going to work.

The point is that the FCC in advance has no way of
knowi ng how credi ble any particular promse is. The prom se
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may be credible at the tine. It may be advanced in ful
faith, but it nmay change because business strategi es change.
After all, in the wake of these nergers SBC may say | ook, we
want to spend all of our attention concentrating on in
region, and we will get to outer region |ater. They could
do that maybe four or five nonths after the nmerger, which
| eads to the final point, and that is | was trying to think
creatively.

The FCC could take SBC at its word and say al
right, if you are going to promse 30 newcities, we wll
make that a condition of the nerger. Al right. | nean,
SBCin a way is taking an enornous risk by making this plan
and inviting the FCC to attach this condition.

In ny outline that I have handed out and | w |
address later, | point out that there are problens in
i nposi ng such a condition, and that is it is hard to
operationalize. SBC could enter and then w thdraw six
months | ater and say well, we tried; it did not work, so
there would be no way to enforce it.

Alternatively, you could inpose a hold separate
Order on the conpanies and then say well, you can basically
merge after you go ahead and enter, but hol ding separate for
several years may elimnate the efficiencies and probably
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elimnate the appetite of the managenent for doing the deal.

Al of this is to say that the FCC shoul d not
di sm ss, though, out of hand the notion that you attach this
as a condition if in fact SBCis really serious about this,
but | question the prem se to begin wth.

MR. CARLTON: May | respond?

MR. ROGERSON: Yes. R ght. Jeff Sheperd wants to
take a shot at you, too, but first I would |ike to have you
specifically respond to the question why is it that
SBC- Aneritech will have an increased incentive to enter and
pursue a national strategy after this nmerger?

MR. CARLTON: Ckay. | would like to actually
respond also to sonething related that Roger said. | would
i ke to make three points.

First, there is a distinction between ubiquitous
nmonopoly and one stop shopping. |If you have many peopl e
provi ding a bundl e of products, you do not call that
ubi qui t ous nmonopoly. | would call that conpetition anong
many people to provide a bundled product that is desirable,
and that is what seens to be going on in people' s pursuit of
a national strategy.

Second, a nerger like SBC s that is prom sing
conpetition out of region strikes ne as the antithesis of a
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merger creating a nonopoly.

Now, to go directly to Bob's two points, what are
the increased incentives --

MR, ROGERSON. Get to Bill's one question, too, at
some poi nt.

MR. CARLTON: Well, the first point was yours,
Bill.

VWhat are the increased incentives as a result of
this merger? 1| think there are two or three points here.
First, there is absolutely no evidence that absent the
merger, either conpany on its own woul d undertake the sane
i nvestnents, the sane project.

Now, what are the increased incentives? The
national/l ocal plan is based on the premse that foll ow ng
your custoner gives you an advantage. Wat does fol |l ow ng
your customer nmean? You have custoners with headquarters in
your territory. You have relations wwth them You can then
followthem If you are nerged, you have nore custoners in
your territory that you can then follow Therefore, you
have nore custonmer contacts. That is the first point.

It is aslightly different strategy than what the
other say three large I XCs are followng. It is a different
strategy, and it would be materially affected if there were
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not a nerger.

Second, and in fact | have a table in ny report
that shows precisely that if each conpany tried to do it on
their owm, say if Aneritech tried to expand into 15 extra
cities, it would only cover what they believe is around 31
percent of their in region custoners, while with a nerger if
they could nerge and then expand into the national/l ocal
plan they will cover 80 to 81 percent of the right coverage
for their in region customers, which then nmakes it easy for
themto expand out of region. That is the first point.

The second point. Wy is it easier? If you |ook
at what happens when a smaller conpany has to expand rapidly
conpared to a |l arger conpany, if you require a
proportionately | arger increase, which you would if SBC on
its own had to undertake the sane national/local strategy of
going into 30 cities, that is a nuch |arger proportional
i ncrease. You would have to expand nore managers, nore
engineers. It is nore costly.

We know adj ustnent costs rise with the speed of
expansi on. \at does that nean? That neans that the speed
with which this strategy will be deployed is certainly going
to be much slower if you require the conpanies to do it on
their own.
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What does a slower strategy nean in a race to
capture custoners with swtching costs? It neans the
strategy will be likely |less successful, so you have | owered
the profitability of the strategy, and you have reduced the
speed of the policy. Both of those are reasons why the
incentive is greater and would bring benefit imediately to
consuners.

This is precisely why you saw the large | XCs or
one reason why you saw the large I XCs while they are
invol ved in nmergers and acquisitions in order to build up
not de novo, but take existing assets, put themtogether
qui ckly in order that they can get a national footprint.

You coul d have made the sanme argunment with respect
to those acquisitions. The point is when you start with an
inefficient industrial structure dictated by regul ati on, not
by marketpl ace efficiencies, you don't have the efficiently
sized firnms, and acquisitions can get you to that place
qui cker.

MR, ROGERSON. Ckay. Wit one second. | just
want to summarize in 30 seconds what | believe the answer
was.

| f SBC nerges with Ameritech, the business plan
for entering out of region will be nore profitable than if
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SBC did it by itself.

Now t he question | want to ask all of these
panelists is will the business plan for SBC to enter out of
region be profitable; naybe not as profitable, but still
profitable?

MR. CARLTON. At the sanme speed? At the sane
speed?

MR. ROGERSON. Joe, go ahead.

MR. FARRELL: Good norning, everybody. W are
present today at a historic occasion because --

MR. ROGERSON: | think you are not answering ny
guestion, Joe.

MR FARRELL: | am | am W are present at a
hi storic occasi on because Dennis has just revol utionized
merger policy by giving argunents which prove very generally
that creating larger firns al ways enhances conpetition
because it is easier and nore profitable for a larger firm
to expand and take nore custoners than it would be for the
conponent smaller firns to do so. The argunent seens to
prove a bit too nuch.

Now, one way of thinking of all this is to step
back and say what is the right geographic market definition
for analyzing this kind of merger? Cearly | think as far
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as nost custoners nunerically are concerned, the big issue,
of course, is the last mle bottleneck, and that is an issue
that is defined in the custoner's own | ocal market.

The cl ai ns about the national/local strategy and
wanting to becone a national, if not international,
conpetitor are really a statenent that it is inportant also,
or perhaps even instead, to analyze a market for custoners
who have nmultiple |locations and so the question then becones
phrased in that way, and this is just a rephrasing, but |
hope it is a useful one.

| f you take that seriously, and obviously you have
to al so renenber the other custoners, but if you take that
seriously should we say because the geographi c market scope
is now national, if not international, rather than |ocal,
should we say that neans that it is trenmendously inportant
to allow this conmpany or this pair of conpanies to becone
better at serving that market? Cbviously, yes.

Shoul d we say, on the other hand, that it is
really inportant not to allow all of the potential entrants
into that national market because there is nobody serving
that national market yet, to remain potential entrants into
it?

We have a situation where there are zero conpanies
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currently who are in this alleged geographic market. You
have a nunber of potential entrants, nanely those who are in
the smal | er geographic markets and coul d expand. The
guestion is how do you think about a nerger as a step
t owards havi ng sonebody in that market, which at the sane
time reduces the nunber of firns that could cone into that
mar ket ?

MR, SHEPERD: Since | was prom sed or nentioned
at sone point --

MR. ROGERSON. Right. GOkay. Go ahead.

MR. SHEPERD: | am Jeffrey Sheperd. | am nuch the
ol dest person on this panel. | have seen regul ation working
for so many decades.

| would Iike to speak as a col | eague, not as
anot her advocate anong this group. The econom sts use
usual ly much the sane logic, all of us. It is just the
judgenents of anmpunts that differ nore or less. That is why
we get into these traps of advocacy argunents, specul ation
agai nst speculation. | would like to suggest instead that
we think of a different concept or, as Roger suggests, get a
bi gger perspective on these issues.

The points | would |like to stress at this point
are two. One, the sector is in a very unstable period right
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now, and conpanies rightly have a sense of risk that they
are about to be blindsided by sonebody else's nerger if they
do not do theirs. That is really the FCC s econom c
problem They are facing a cascade of nergers, sone of
which | think are plainly irrational, but driven by fear,
driven in an arnms race.

There is actually a literature on arns races which
woul d hel p understand why we are here and why, as you say,
this is acritical nonent. |If the FCC draws the |ine now
and says let's hold back, we will not |et anybody nerge at
least if they dom nate their markets for awhile unti
conpetition is established on the strength of these powerful
conpani es, then, as has been said, it will not matter once
conpetition is going, nergers. W can let themrinp.

| amafraid if we spend instead the tine today
debating this specific nerger or any of them of course we
wll match two sided specul ati on agai nst each other, and we
will not get anywhere. | think we all know nost of the
details of both of these plans. Instead, the FCC needs sone
nmore col | egi al econom ¢ gui dance on how to sort things out.

MR. ROGERSON: Ri chard?

MR. G LBERT: M first suggestion is that we
shoul d put these things up if we do not want to speak.
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(Laughter.)

MR. G LBERT: It would be nore efficient. Just a
standard of conventi on.

| actually just have a brief comrent, which is on
what happened after the SBC-Pac Tel, why, you know, did we
not stay out of region entry there. The fact is that SBC
did have a plan around that tine, and their plan was to use
the wireless platformof their out of region wreless
services as a platformto enter into | ocal service.

They tried that in Rochester, and it was extrenely
unprofitable. It did not work at all. | think you can see
that that is a need for change, a need for reval uing how
they are going to deal with a national entry strategy.

MR, LI TAN. But does that not discount then any
prom ses now?

MR. G LBERT: Well, it is true that there is
change. O course there is change, but --

MR. LITAN. It just says that the FCC shoul d not
give a lot of weight to that.

MR. G LBERT: -- they tried it, and it did not
wor k.

MR. LITAN. | nean, that point says if | was the
FCC, | would not give a ot of weight to that.
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MR. G LBERT: You have to eval uate each proposal
What it is saying is that what we thought m ght work, which
woul d have been an easier strategy with need for |ess
capital, less scale, did not work. You have to go to the
next step.

MR. ROGERSON: M chael ?

MR. KATZ: Now | feel like | should go out in the
audi ence and do a bad TV talk show. Mybe that is what this
is turning into. Jerry Springer will be for the afternoon
session. W wll get to see the real action.

| just want to comment on a few things that have
been said before. When Bob Crandall tal ked about | ooking at
the internal efficiencies or shaking out the inefficiencies,
and he tal ked about shaking it up through nmerger as Bob
Litan addressed, he al so nentioned in passing saying that
conpetition is a great way to shake things up, and | agree
with that.

| think that experience in a variety of different
i ndustries shows that, which | think, though, is not
sonmet hing that argues in favor of these mergers, but it is a
source of concern. | would just note for nowit is
sonet hi ng we shoul d cone back to.

When we di scuss the | oss of benchmarks, | think
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the focus in that session will be on the |oss of regulatory
benchmar ks, but there is also the | oss of benchmarks, this
is conpetitive benchmarks, used by industry. | think when
we are going to talk about internal efficiencies we need to
think about it there. Simlarly, when we get to the session
on the issue of local conpetition, we are going to have this
same i ssue.

| do not want to go into it now. Sonme people have
already started the later sessions. That is sonething that
we need to note, and it is by no neans clear that this is an
argunment in favor of the nergers. W wll hear nore about
that | ater.

| want to build on something that Joe Farrell said
about argunents in favor of these nergers being too strong.
| think the question maybe to ask everybody, particularly
t he proponents, though, is do they advocate having a single
| LEC for the country? Do they think it would be fine to put
the Bell system back together, and we can debate the part
about |ong distance, but at |east at the |ocal exchange
| evel ?

It seens to me there are two reasons to ask that
guestion. One is | think it brings out the positions nore
sharply. Second, it may be a relevant question for the
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Comm ssion. | think there is going to be the question of
after these nergers, if they are allowed, then the next
merger will cone along, and the argunent will certainly be
made well, it is not that big a deal, given the nergers that
have taken pl ace.

In fact, if nothing else, they should break up the
remaining ILECs into little pieces and just nerge one little
pi ece at a tine, each one being not that big a deal. 1In the
end, of course, it is going to be a huge deal. It seens to
me that is something that needs to be thought about.

Finally, | just wanted to nention sonething el se.
Joe was tal king about | ocal markets and the focus on
custoners and to what extent there were national custoners.
| think it is inportant to recognize. He was talking about
end user custoners, but also what is going on is there are a
ot of carriers that are custoners.

We keep hearing about how Sprint and AT&T and MC
are the rivals of the ILECs that are proposing to nerge,
but, of course, the other thing that needs to be taken into
account is they are big custonmers of them They are quite
concerned about buying access services at a national |evel.

Now, obviously they cannot do that from any one
| LEC at this point, but there is a relevant national market

Heritage Reporting Corporation
(202) 628-4888



44
there, or at least it is sonmething that needs to be taken
into account at the national |level, and that is true even if
t he individual custonmers are not national.

MR. ROGERSON: Okay. This is the nmonent we have
all been waiting for. Questions fromthe audience? Wuld
anyone fromthe audience like to ask any of our panelists a
pointed, witty, thoughtful question? OCkay. How about other
gquestions?

| think there is soneone at the back. Stan Newmran
fromthe FCC?

MR. NEWVMAN: Yes. Could the panelists who are
representing the merging conpanies explain how nuch cap X
you plan to spend out of region and how many subscribers you
think that cap X will capture for you?

MR. ROGERSON: Wio would like to handle that?
Okay. None of themw Il. Roger?

MR. CARLTON. Well, | can say that those figures
are in the testinony, the exact nunbers. The plans have
been fil ed.

My understanding is the initial investnent that
they are tal king about is sonething around in SBC s case
sonething like $3 billion plus all the expenditures on
managers and engi neers and the |i ke, and al so that does not
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include all the expenditures that have been nmade to date.

My under st andi ng of the penetration they hope to
achi eve, which was your question, in those cities that they
are in, you know, they do have projections over tinme. The
exact nunbers | cannot recite off the top of ny head. |
think they are sonewhere between penetration rates of ten

and 15 percent in those cities.

MR. G LBERT: | nean, the nunbers | have seen are
$23.5 billion in operating costs over ten years, | think $2
billion in up front expenditures, 80 switches in 30 cities,

not counting 14 foreign locations and 2,900 mles of fiber
internally in the U S

MR. CRANDALL: Let nme just nmake one point. W are
here to discuss the economc issues in this case. W are
not here with fiduciary responsibilities to the stockhol ders
of these conpanies. Therefore, we do not know precisely
what the capital expenditure plans would be, nor can we
attest to themover a long period of tine.

MR, ROGERSON. Ckay. Are there nore questions?
Pat DeG abi ?

MR. DEGRABI: Thanks. Here is an econom cs
guestion about the national/local strategy.

The theory of the national/local strategy is
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basically one of incunbency advantage. Follow ng the
custoner out of region neans because | serve the custoner in
region, say Dallas, | amnore likely to serve themin
Atlanta for whatever reason it is that you want to announce.
The question here is how big is that incunbency advant age?

The argunent was nade earlier that we ought to
t hi nk about ways of neasuring sone of the variables invol ved
here, and | would argue that we have a potential test of how
bi g i ncunbency advantage is, and that is all of the RBOCs
are incunbents, and they are all conpeting agai nst entering
CLEGs.

Anmeritech has been very proud of the fact that it
has actually | ost a nmeasurabl e nunber of its access lines to
CLECs, announcing that there is in fact conpetition, and
this in fact suggests that the incunbency advantage in
region is not big enough and that CLECs are conpeting on a
| evel ground.

How can | square the notion that to go out of
region | need to have an incunbency advantage by serving one
bui l ding of that potential custonmer in region when in fact |
see that | cannot even hold that custoner in region because
CLECs can cone in and conpete?

MR. ROGERSON: Okay. Rich Glbert would like to
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explain, as | understand it, why it is that CLECs did not
need a whol e bunch of existing custoners to chase, yet have
been doing quite well.

MR. G LBERT: Pat, this is not about incunbency
advantage. This is about a network advantage. |In fact, the
concern that the ILECs have is that the interexchange
carriers have these relationships, and they have the
rel ati onships on a national |evel and are pronoting the
ability to provide this end to end conpetition.

They are quite concerned about being able to
conpete for all their custonmers. To do that, you have to
have a simlar presence, so | think it is not about
i ncunbency at all.

MR. CARLTON: Can | just add one thing to that?
The fact that one person believes that there is sone
advantage to i ncunbency while other firnms, M, AT&T, may
have ot her strategies does not nean that any one of these
advantages is absolute. It neans that one firmthinks it
has an advant age over another firmon sone di nensions.
Maybe on other dinensions it does not.

Therefore, ny viewis you should |let them exploit
what they think is their desirable business strategy. Your
guestion is wll it be a success? M viewis | would |et
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t he market pl ace determi ne whether it will be a success. SBC
has put in an enornous effort to this national/local plan.

MR. ROGERSON: | cannot resist but to ask the
question that Bob Litan asked in his remarks to the
panel i sts.

Suppose we approve these nergers, and then suppose
next year we are here at a panel, and there are two nore
proposed nergers before us. Bell Atlantic wants to buy Bel
Sout h, and SBC wants to buy U S. West, and they tell us that
Bell South and U.S. West are not providing nmuch conpetition
anyhow. They are too little.

There woul d be efficiencies if the nergers
occurred, and in fact they could do a nore dynam c nati onal
conpetition strategy if we allowed those nergers. Wuld
t hose be good nergers? Myre to the point, would the
argunments you are making today apply equally well to those
nmer gers?

MR, CARLTON: | think the answer is sinple.

MR ROCGERSON: Yes.

MR, CARLTON. | think the answer is you can ask
abstract questions, but you woul d obviously have to eval uate
it at the tinme the nmerger occurs, and you would have to | ook
at the circunstances at that tine.
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MR, ROCGERSON: Yes.

MR. CARLTON: | think it is quite clear that right
now there is a very clear answer to the question you and
M chael asked. Wuld a nerger of all the RBOCs be good?
The answer fromthese two nergers that are proposed is quite
clear that these guys are going to each pursue sone out of
region policy. It is clear it is horizontal, in ny view,
and --

MR. ROGERSON: Right, but I amnot --

MR CARLTON. -- we would allowit.
MR, ROGERSON. -- asking would a nerger between
SBC and Bell Atlantic be thinkable. | amwlling to believe

that the argunents that the proponents are maki ng today
indicate that that would be a bad i dea because you are both
claimng you are going to conpete agai nst each other

What | am asking you is are the argunents you are
maki ng today consistent with maki ng an argunment next year
that Bell Atlantic should be allowed to buy Bell South and

that SBC should be allowed to buy U S. West?

MR. CARLTON: | would say it is not inconsistent
and nmay be consistent. It depends on the circunstances at
the tine.

MR LITAN. Bill? Bill, can | just add? | just
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want to go to the noving your custoner point.

MR, ROGERSON:. Ckay.

MR. LITAN. | just want to nmake one 30 second
intervention. Al right. | can understand how SBC wants to
followits Dallas custoner that noves out of region. Al
right. Ditto with Aneritech having an incentive to follow a
Chi cago custoner who goes out of region. They each have
incentive to foll ow

Now, the thing that | do not understand is that
when you put them together, the conbined entity now has nore
of an incentive than each one of them separately had to
begin wwth. | do not understand that.

MR, ROGERSON. Ckay. Roger?

MR. NOLL: They do have an incentive because
contrary to the assertions that have been made, conpetition
in access is nore prospective than it is real. It is nore
profitable to be a nonopoly.

Most of the argunents we are hearing are it is
nmore profitable and cheaper to formthe ubiquitous
i nterconnected network that wll track all the custoners if
there is only one wire |line base carrier than if there are
two. That is the essence of the argunent.

The point that we should bear in mnd is that as

Heritage Reporting Corporation
(202) 628-4888



51
anal ysts, we should not care who the first ubiquitous
national network is, and it is intriguing and it is probably
true that if all the ILECs nerged together they could
ubi qui tously be one, and they are saying but we need to be
all owed to do that because if you do not, AT&T will be there
first with its cabl e conpani es.

Qur view about that should be A AT&T and the TC
thing is prospective, not real. It is about the nineteenth
idea in the last ten years about how to create the
ubiquitous firm None of them have worked yet, and because
there are downside risks to creating the single ubiquitous
wire line carrier, we should not do it until we know that is
in fact how the market is going to work.

MR. ROGERSON: Ckay. | amgoing to cut the
di scussion off here and nove us to our next session. Qur
next session is asking the question will these nergers have
an effect on the FCC s ability to benchmark across firns?

| have asked Joe Farrell to speak for five m nutes
to explain what this possible harmis, and then | have asked
Robert Crandall and Dennis Carlton both to critique Joe's
presentati on.

Joe, go ahead.

MR. FARRELL: Thanks, Bill.
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Regul ation inherently involves hol ding a regul ated
firmto sonme kind of performance standard or pricing
standard that the regulated firmhas not freely chosen.

That raises sone risks obviously. The goal is to nake this
performance standard or pricing standard or whatever it is
efficiently challenging for the firm but feasible.

| f the regul ator does not know what is feasible,
then the results are likely to be bad in a variety of ways.
Ei ther the demands on the firmw |l be infeasible, or the
firmwll be cut too much slack and prices wll be all owed
to go too high, or bad incentives will be created one way or
another. W are famliar with all this kind of stuff.

As regul ati on noves, we hope, yet slowy and
gradually away fromkind of traditional rate regul ation or
nore clearly noves into new areas such as interconnection,

t he prospect of regulators having a hard tine know ng enough
to do the regulation they need to do seens to be nore and
nmore of an issue. How do regulators find out what is

feasi ble? How can regulators find out what is feasible?

It seens to ne |like there are three generic
met hods. Maybe there are nore. | do not know, but here are
three. One is what could politely be described as maki ng an
i ndependent assessnent or rudely described as trying to run
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a shadow busi ness, so trying to know the technol ogy, trying
to know the structure of demand, trying to do what you would
do if you were a conscientious nenber of the board of
di rectors.

That is pretty hard to do well, and it is pretty
hard especially to do well if you are dealing with thinking
about inposing an interconnection duty, let's say, that has
never been inposed before in that form

The second thing that a regulator can do, which is
the traditional thing that regulators do, is to use
information fromthe firms past to get an estimte of what
the firmcan do in the future. That is the traditiona
approach. In sone sense it works, but in sone sense it
wor ks rat her badly.

W are very famliar with sone of the bad
incentive effects that are created and notice that this,

t oo, does not do you really a bit of good when you are
trying to figure out whether sub-loop unbundling in three
days at a reasonable price is feasible or not.

The third thing you can do is to use information
fromother firns. Notice that this is fundanentally how
conpetitive markets do it. That is to say the standards to
whi ch a conpetitive firmare held are the standards given by
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the performance of the nost successful other firnms in the
mar ket, and that should clue us in to the idea that this
probably has sone pretty good features.

VWll, it does have sone pretty good features. It
al so has sone defects and it has sone probl ens, but those
defects and problens surely are not perfectly correl ated
with the defects and problens of the other nethods that
regul ators can use to figure out what is feasible.

VWhat | nean by that is even though benchmarking
rel ati ve performance evaluation has its problens, it is
surely true that the arsenal or tool kit of information
tools that regulators have with it is a heck of a |ot better
than the arsenal or tool kit that they have without it.

Now notice, and actually M chael nmade this point a
little earlier. Even private firm managers who surely have
a nmuch better chance with know ng the technol ogy, know ng
the market, independent assessnent approach, and who have a
much better chance with using good information fromthe
firms past than do regulators, the FCC, even private
managers often use what is called benchmarking.

It is the hot thing of the late 1990s in business
managenent is to go off and find out what your conpetitors
are doing by way of responding to custoner conplaints or
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whatever it is. This really suggests that relative
per formance eval uation of various kinds is a very useful
tool in finding out what is feasible. As | suggested at the
beginning, that is in some sense the key problem of trying
to do efficient regulation.

Now, as sone of you know and ot hers of you
probably are not going to bother to find out, but maybe sone
wll, Bridger Mtchell and | submtted a paper, and there
was al so an attachnment to the paper witten by Wl key Farr.
In this paper, we gave lots and |ots of exanples where the
FCC has explicitly used perfornmance conpari sons and
benchmar ki ng, and we sonewhat arbitrarily tal ked about
average practice benchmarking, as in setting a uniform X
factor for price caps, best practice benchmarking as in
various interconnections --

MR, ROGERSON. Joe, if you had 30 seconds |eft,
what woul d you say?

MR. FARRELL: Ckay. Benchmarking of regul ated
firms, therefore, really is a used and useful technique for
relatively efficient regul ation.

So what is the effect of nergers on all of this?
First of all, a nunber of people have nmade the point, so |
will forestall them before they make it again. As usual,
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not much effect if there are plenty of firnms left to
benchmar k agai nst. For sonme purposes, that probably will be
true. | do not think it is really likely to be true for al
pur poses, especially if econom es of scale are significant
in this new national market. The conparisons with snal
| LECs and with CLECs may not do you a | ot of good.

There is a |l oss of pure diversity and a | oss of
information even if behavior does not change. This point
rai ses sone real subtleties, and | think it may be a m stake
to spend too long on the subtleties because the real point
is --

MR. ROGERSON: It would be at this point, yes.

MR. FARRELL: -- incentives do change. Just as
wi th product market conpetition, there are a | ot of
decisions that a firmcan make that have opposite side
effects on other firnms and on consuners. |If this firm
merges with one of those other firnms, then those cross
effects on the other firmare going to be internalized, and
consuners wl |l |ose.

MR. ROGERSON: Okay. Joe has said nultiple ILECs
mean you can have conpetition within regulation, and that is
useful to the regul ator.

Robert Crandall will now tell us why that is not
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so.

MR, CRANDALL: | amnot going to tell you
necessarily that benchmarks are not useful to the regul ator,
but I amalso not going to read a prepared statenent because
Roger has scared nme into thinking that that |ooks |ike
sonet hing the | awyers went over.

G ven that | have already conpared the people that have
hired Rob and ne to Eastern Airlines and Bethl ehem Steel, |
guess there is not nuch risk.

First of all, it seens to ne that you have to keep
in mnd that what we are involved with here is a transition
away fromregulation to a situation which market forces and
conpetition between CLECs and | LECs is supposed to dom nate
the | andscape, not regul ation from Washi ngton. Even after
your victory in the Suprenme Court, | nean you only provide
guidelines to the states, and even that should w ther away
over tinme.

One should not think that benchmarking off a set
of firms who grew up in a regulated environnent provides you
necessarily with efficient benchmarking. O herw se the GOS
pl an m ght have argued you should not privatize Russian
steel conpanies or, you know, at the CAB they m ght have
hel d on not allow ng Sl ow Hawk and Agony to nerge into U. S
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Air and drive an airline which today is offering service at
one-half the price of the donestic passenger fare
i nvestigation standard, which is based on benchmarks.

Secondly, there is nothing in the record here, and
| have seen nothing fromJoe or Bridger, about how nuch
benefit these benchmarks provide. W have sone estinates of
what the potential benefits fromthe nergers are. |If we
stop the nmergers in order to maintain a couple of
i nefficient benchmarks, how nmuch benefit will that provide,
and will it offset the benefits fromthe nergers?

Third, the nergers thenselves, if they work, wll
generate nore CLEC activity out of region and provide nore
CLEC/ | LEC sort of benchmarks. Over tinme, presumably there
is going to be nore efficient benchmarks as CLECs and | LECs
negotiate with each other over the terns of interconnection.
It mght be terns of interconnections and networks that do
not now exist at the ILECs. It mght be packets which
networks of the sort that AT&T-TCl claimthey are going to
build now that they have apparently abandoned Project Angel.

Finally, as we nove towards a nore conpetitive
environment, the whole 271 process has to cone to an end at
sone tinme soon. Paul Macaboyd clained it would take ten
years for RBOCs to get 271 perm ssion, but it |ooks as if
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this process is beginning to nove, particularly in New York
state, and should spread fairly rapidly after that, at which
poi nt the benchmarks necessary for inplenenting 271 and OSS
seemto me to go away.

In addition, |ooking just parochially at the
GIE-Bel|l Atlantic merger, it is hard to consider GIE as an
appropriate benchmark for Bell Atlantic or sonme of the other
RBOCs. They are not involved in the 271 process. Their
entire structure, the dispersed operating systens around the
country, are really very different fromthe RBOCs, and it is
hard to argue you are losing a very inportant benchmark
t here.

Finally, Joe's point on benchmarks for the X
factor, the productivity factor, which is nore in your
filing than in your oral comrents today, suggested you run
the risk of internalizing the efficiency gains, which would
then have this ratchet effect on providing disincentives for
pursui ng productivity enhancing investnents at the |LECs.

Two things need to be said about that. First of
all, there are lots of benchmarks for that around the world.
We should not just be looking at U.S. ILECs. Secondly, the
Comm ssi on has never used the sanme approach twice, so it
woul d be very hard for an ILECto try to predict how the X
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factor is going to be adjusted in the future, given what
t hey have done in the past.

Third, chances are the entire benchmarking thing
for X factors should |ook at a | onger period of tine because
as has been shown in the case of British Tel ecom and the
case of the railroads, productivity gains initially are very
rapi d when you begin to unleash the regulatory restraints
because of the efficiency gains noving off an inefficient
production technol ogy towards a nore efficient one.

I f you | ook at deregulated industries in this
country, the railroads probably have the greatest rate of
productivity gain, hardly not because of enornous
t echnol ogi cal change, but because they sinply are able to
nmove frominefficient operations. | would not put nuch
stock in the notion that you need to preserve independent
large ILECs in order to reset the X factor.

MR, ROGERSON. | would like to conmend you on
getting done before ny 30 second warni ng, Bob. Thank you.

MR, CRANDALL: | am so scared of your tyrannica
appr oach.

MR. ROGERSON: Dennis Carlton?

MR. CARLTON: Thank you.

The rel evant question in considering the effect of
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t hese nmergers on benchmarking is whether the mergers wll so
significantly inpede the ability of regulators to do their
job that it will overwhel mthe substantial benefits from
t hese nergers.

The question is not whether there is going to be
one or two fewer data points for sonme hypotheti cal
conparison. There is no enpirical evidence to support the
claimthat these proposed consolidations are going to nmake
regul ations significantly nore difficult.

There is no evidence, for exanple, that the
previ ous RBOC nergers resulted in significant inpedinents to
regul ators' ability to do their job. The critics of these
mergers who are relying on benchmarking are ignoring ways in
which trends in the industry are thenselves right now
creating nore and nore benchnmarks.

One of the key concerns of regulators today is how
an ILEC is going to interact with a CLEC. The nost useful
tool in evaluating such potential discrimnationis to
conpare the service that |ILECs provide to thensel ves as
conpared to CLECs in the territory. That is, the |ILECs
provide an internal benchmark to nmeasure their own
performance, and this key benchmark will certainly remain
after these nergers.
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Mor eover, there are new benchmarks constantly
energing in this industry. Just |look at what this
transaction is going to do. A benchmark is not valuable if
everybody is simlarly situated. Benchmarks get nore and
nor e val uabl e as people are pursuing different strategies.

SBC is noving out of region. SBC will be
interacting with an I LEC out of region. SBC will now have
very different incentives than other people in making sure
that connections with its out of region |ILEC are proper.
That, of course, will nmean it is pursuing a different
strategy. That is when benchmarks start getting nore and
nore informative.

| f you | ook, for exanple, about a concern, which
are benchmar ks concerni ng how new technol ogies wll be
hooked up, well, now you have the possibility that we have
vertically integrated firms. You can | ook at how Sprint as
an ILEC treats itself as a CLEC

What you are having in this new environment are
smart CLECs able to nmonitor |LEC performance. You have
CLECs that are ILECs in other regions, and you have
vertically integrated firms. Al of those are new
benchmar ks that are becom ng avail abl e.

In Joe's statenent, he nentioned that there would
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be a reduced incentive to engage in productivity enhancing
i nvestments because of what he called the rachet effect;
that is, because regulators are going to respond in the
future and nay | ower your prices. |In the future, you wll
have a | ower incentive to respond.

That, of course, ignores an opposite incentive,
which is there may very well be economes of scale in
investnment. |If that is the case and efficiencies result,
you are going to get nore, not |ess investnent.

Finally, let nme just point out that if the
concerns about benchmarking are accurate, SBC has enbarked
on a strategy in which you would say it is subjecting itself
to this cost of benchmarking that Joe was describing. That
does not strike ne as a reasonabl e business strategy to be
engaged in if you really think it is a serious problem

In sum there is no evidence suggesting that past
reductions in the nunber of |LEC benchmarks have had a
significant adverse effect on the ability of regulators to
regulate. Gven the industry trends and the new i nformation
generated not only by this nmerger, but also by trends in the
t el ecommuni cati ons industry, the concern about reducing the
nunber of data points by one or two seem over exaggerated to
me. Consuners should not be denied the tangible benefits of
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t hese nmergers based on unsupported specul ati on about
t heoreti cal harns.

MR. ROGERSON: Okay. First, Roger, does that
really nean you want to speak?

MR. NOLL: Yes, | want to speak.

MR. ROGERSON. Ckay. Go ahead.

MR. NOLL: | have distinctly m xed feelings about
benchmarking, so | will sort of give a critique of
everything | have heard.

The first obvious point to say is, Dennis, the
val ue of benchmarking in the conpetitive industry is zero
for the reason that Bob said. Benchmarking is interesting
only if you have regul ated nonopoly. It is not interesting
i f you have conpetition

I f the basic prem se of the proposals for the
merger is true, then it is pro-conpetitive because it
i ntroduces substantially nore conpetition in | ong distance
services and advanced tel ecommuni cations services. Then
there is no value to the benchmarking that will arise from
the vertically integrated firnms because of the fact that we
will want to regulate it.

Bob' s basic point that you want to think in the
| ong run about what is going to be regul ated and what not
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and eval uate benchmarki ng on those terns is exactly right.
Now, the place that | think that Bob is wong is that indeed
there is a lot of regulation out there; not only regulation
by states, but regulations by the FCC of interconnection, so
the idea that there are people out there with serious market
power in sonme aspects of this industry is something that in
the short run at | east we have to bear in mnd

The logic then of Joe's argunent about
benchmar ki ng as a useful potential tool is conpletely valid.
The only trouble is regulators in the past, notw thstanding
Joe' s exanpl es, have not really taken advantage of the
opportunities for benchmarking, and that is my main concern
wi th the benchmar ki ng argunent.

Notice that the FCCin the |late 1980s and early
1990s went through this strategy of trying actually to
enforce the concept of uniformaccounting principles across
| LECs and having them all produce quarterly accounting cost
estimates that segregated their costs into that which is in
the FCC s jurisdiction, that which is in the state's
jurisdiction and that which is unregul at ed.

It is the case the FCC did on occasion use that
information to in fact pull out sone nunbers fromthe rate
bases for interstate rate setting purposes of |ocal exchange
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carriers of the interconnection part of the basis of this
benchmark information, so it was used.

The flip side was the resources of the FCCto
actually make use of this information were infinitesimal
conpared to what they would have had to have been to use it
conpletely. That was the subject of not one, not two, but
three GAO reports which said how can you possi bly have the
FCC make use of this information, go to this enornous
expense to collect it, when there is no staff to analyze it.

Now we are tal king about the FCC here, which is
the singularly nost sophisticated regulator. North Dakota's
regul ators are going to make use of this? Uh-uh. | think
that is the problem

Now, there is one point in which I think Joe's
argunent is absolutely solid, which is not the accounting
cost efficiency policing/ non-discrimnation policing part,
but it is in the technical part. That is to say when
Conpany A says it is technically inpossible to do X, but
Conpany B is doing it, then the presence of benchnmarking is
absol utely essential.

In terns of interconnection, a lot of the issue is
about technology. It is about the feasibility of nunber
portability, the feasibility of certain kinds of unbundling,
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the feasibility of having access to software inside
SWi t ches.

These are not issues that require enornous staff
time to do accounting. These are issues is it true, or is
it not. It seens to nme there the advantages of multiple
| ocal exchange carrier providers are really great, and I
think the argument has the nost force there.

MR. ROGERSON. | actually gave a nuch | ess
el oquent version of the last few m nutes of your speech at a
br eakfast neeting the other day.

Al'l an Canpasero, who is actually here in the
audi ence, stood up from GIE and said Bill, that is really a
| ovely theory. Wiy do you not give ne 15 exanples? Wy not
give ne two or three good exanples at |east, right? Since
this is such an inportant theory, certainly this has been
happening in the last while, and you could give nme sone.

| want to turn Allan's question over to anyone on
this panel who would like to deal with it.

MR. FARRELL: Well, there is a vol um nous docunent
full of exanples. Let ne just nmention a couple that |
remenber. The LRN nunber portability issue, which Bridger
and | discussed in sone detail, where a nunber of |arge
| LECs clainmed that LRN was not reasonably inplenentable in
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the foreseeable future. | forget the clainms, but Anmeritech
said oh, no problem W can just do it.

There was, on the other hand, just to say that
this is not about Anmeritech being particularly special, in a
shared transport proceeding Aneritech clainmed that it was
i npossi ble to do the bookkeeping and billing. Bel
Atl antic, on the other hand, was just doing it.

There are a couple of exanples. |If you want nme to
pul | out ny docunent and |eaf through and read sone nore, |
can do that.

MR. ROGERSON: Well, | do not know. [Is that
enough to convince you, Dennis, or do we need nore? | nean,
are those good exanpl es?

MR. CARLTON:  You know, | think there are two
t hi ngs you can say. You can |ook at the details of those
exanpl es and ask what woul d have happened but for, okay.

That is an interesting experinment about what has happened in
t he past.

| think there are two responses, though, you
shoul d be keeping in mnd, two concerns. The first is
things are changing. W are getting nore conpetition. W
are getting nore CLECs. W are getting nore |LECs out of
region. That is going to give you nore infornmation.
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Second, if you self-select just one or two bad
exanples, even if they turned out to be true, and | am not
suggesting they necessarily are, but even if they were you
have ignored the other side of the coin. Wat about all the
benefits?

What about the increased infornmation you are
getting from benchmar ki ng because now you have SBC
negotiating with an ILEC out of its territory saying | want
you to do this, and I know you can do this because | do it.
| doit inny territory, so do not give nme any bal oney that
you cannot do it. | amgoing to tell the regulator you can
do it. That seens |like an enornous anmount of information.

In fact, the FCCin the Bell Atlantic-N nex
deci sion has exactly such a statenent that they understand
the benefit that comes about when one ILEC in one region is
a CLEC in anot her.

Pursuing different strategies is giving you new
information and giving you new incentives. That is when you
are getting information from benchmarking. |[|f everybody
stuck in their own territory doing all the sanme thing, you
are going to get very simlar responses. It is when you
start m xing them up, have sone |LECs conpeting outside
their territory against and being a CLEC outside of their
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territory conpeting against ILECs. That is when you start
getting lots of information, so that would be ny response.

Let me just end by saying if you were asked in an
anti-trust case to ask if prices are going to go up as a
result of a nerger, | do not think you would find one
custonmer or two custoners who said yes, nmy price is going
up. You would ask on average if price is going to go up
On average, are prices going to go up in a new environnent?

| think that is the danger that you fall into if
you rely on one or two exanples, the danger being that you
reach a concl usi on about average overcones, the overal
outconme to the consuner, based on one or two anecdotes.

MR. ROGERSON: M chael ?

MR. KATZ: Well, Roger, | think you got your w sh.
| do not think that Dennis cleared that last remark with his
| awyers because ny understandi ng has al ways been that the
RBOCs have argued vigorously that they are not particularly
good at negotiating interconnection agreenents out of
region, and that is why you should not consider them
potential conpetitors of each other. That is just a
statenment about their |awers, not about Dennis.

| do want to address sonme of the points that
Denni s rai sed and that Bob Crandall raised. Just a couple
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things on that. One is this issue of well, are there really
going to be a lot nore benchmarks? | think Bob hit it on
the head wth exactly what the problemis going to be.

He said well, GIE is not a very good benchnarKk.
They are too nmuch different. WelIl, howis sonme little CLEC
that is going to be a hundredth the size and in a very
di fferent market position and certainly not under the
strictures of 271 then going to be a good benchmark?

W tal ked about having a lot of CLECs that wll
monitor. | think CLECs do nonitor today, and they conplain
vigorously to the states and the FCC. The question is how
do you tell which one is right?

| am sure there would be a | ot of people in the
i ndustry who woul d be happy if the RBOCs woul d del egate al
the authority to nake these decisions to CO/AD. However
COVAD said we are an intelligent CLEC. W figured out you
are doing sonething bad. Fix it. |If you want to stipulate
to that, | think it will be fine. It nmay also bring the
industry to a crashing halt, but that is another issue.

Simlar to that is this question of internal
benchmarks of the LECs serving thenselves. The problem
there again is | cannot believe the ILECs would want to be
held to the standard that says the sane service you provide
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yourself is what you provide to everybody else. | just do
not see how they actually believe them when they woul d say
t hey cannot make their OSS system nake order entry, work
the sane today for soneone outside of the organization as
for inside.

| certainly have not seen any wllingness that
they would grant the sane access to the central offices or
the sane access to the software and the switches. | do not
think in fact it is probably reasonable in some of those
cases to demand the sanme access, so | do not see how again
you can say that these internal benchmarks are going to be a
powerful force because | think there are legitimte
di fferences.

| think some of those differences have been
overstated, but | think fundanentally there are legitimte
differences and so these are not going to be benchmarks that
are going to be these great substitutes for having separate
RBOCs and separate | LEGCs.

MR, ROGERSON. Jeff?

MR. SHEPERD: Very briefly. 1In the literature
back in the 1930s, this was all tried in electric industry
i ndirect conpetition between public and other enterprises.
Here, as there, it is not so nmuch what the regul ators know
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that they can order. It is rather what is being done in a
di verse way as the theory of innovation teaches us, a
variety of things being tried which then not only teach each
ot her, but bring pressure upon each other to try them al so.

That is what this nerger is likely to stanp out.
Therefore, in general do not forget the basis on which we
need to think.

MR. ROGERSON: Rob Gertner?

MR. GERTNER. | think it is useful when focusing
on benchmarks to actually think fairly specifically. It
seens essential to think about how the nergers affect the
anmount of information that is out there. It varies a |ot
fromall across the different things people talk about using
benchmarks for. | nmean, you really cannot ignore doing sort
of the analysis of thinking what are the sources of
variation? Wiy is there different information out there?

Technical feasibility, for exanple. You want to
thi nk carefully about why does one firmthink something is
technically feasible and others do not? |Is it because they
had incentives to invest nore in R&D that makes it |earn
that way, or is it because they have a diversity of
interests and, therefore, sone firns m ght therefore notice
the feasibility in a different way or push towards the
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feasibility?

If it is diversity of interest, then nergers which
lead to greater diversity, |like these nergers do, can
actually increase the anount of information.

The other thing that is really relevant for al
this is the way in which this all feeds back into the
incentives of the firms. Again, | think you need to | ook
very carefully across the specific ways in which benchmarks
are bei ng used.

In X factor type analysis, nergers that enhance
efficiencies, those effects will swanp the rachet effect
that exists there. Again, it becones very inportant to
think carefully through about how the benchmarks actually
i npact the incentives.

MR. ROGERSON: Joe?

MR. FARRELL: Thank you. | hardly know where to
start. Let nme just take a couple of these points.

First on the creation of new benchmarks and the
use of internal benchmarks. | think Mchael is right that
in many cases the ILECs will argue, and sonetines rightly,
that the strict version of this equal provision standard is
not reasonable, and that raises the whole question of
whet her you can reasonably do it. That is sonething that
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again regul ators need to have nore information to do.

Let nme also point out that even if you can and do
doit, it is not enough. The equal provision standard
solves a static version of a certain |leveraging problem It
does not solve the dynam c version of |everagi ng probl ens,
so suppose that an ILEC is providing input, A and |ILECs and
others are providing in a conplenentary business B, and
suppose that sonebody other than the |ILEC wants to i nnovate
in B and needs cooperation fromthe ILEC s provision of A
for exanple, as with |ong distance and with access service.

Then the I LEC can stym e that conpetitive
i nnovation wi thout violating the equal provision standard
because it does not need to provide this cooperation to
itself because it does not have that innovation. By
i nposi ng the equal treatnment standard, not only are you
providing only | ow powered incentives at best for the ILEC s
provi sion of this nonopoly service, but you are al so
allowng it to nonopolize innovation in the conpetitive
segnent .

Secondly, if you say that the ILEC has to equally
provide Ato itself and to others, you have done absolutely
nothing to get efficient provision of A You may have
sol ved sone | everage probleminto B, or you may not, but you
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have done nothing for the provision of the nonopoly input,
A, and that is exactly, of course, where you may need
regul ati on and where you nmay need benchmarki ng to provide
good information so you can do not too bad regul ation.

Let me also cone back to a point Bob made about
the so-call ed unpredictabl e adjustnent of the X factor.
think it is true that the way the Conm ssi on has behaved and
the way ot her peopl e have behaved el sewhere and j ust
t hi nki ng about the political econony, nobody can really know
for sure how the X factor will be adjusted and when. It is
absolutely not true that that inplies that each ILEC is
going to assune that the X factor is conpletely exogenous to
its actions.

Just to give you an exanple, back in 1997 when
there was the access reform proceedi ng, there were parties
who argued that there should be conpany by conpany | evel
re-initialization. |In other words, take away any so-called
excess profits conpany by conpany. That did not happen. |
amglad it did not happen, but it obviously was not comon
knowl edge that it would not happen.

Yes, there is uncertainty about how X factors get
adj usted, but, no, that does not inply that everybody,
therefore, nakes decisions as if the X factor is going to be
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conpl etely exogenous to their technical process.

MR. ROGERSON: Have | reached that point where |
shoul d turn the audi ence | oose?

Rich? Rich Glbert?

MR. G LBERT: | want to say one thing, which is it
seens that what you said about the dynam c access story is
al so a reason in favor of the nerger as a better benchmark.
Let ne expl ain.

If ILECs are confined to essentially their |ocal
focused strategy focused on their own territories paired to
a national |ocal strategy where you are anticipating
providing integrated services, primarily a bigger package of
services and direct conpetition with the | XEs, you have an
incentive to do nore things and to offer nore services and
to, therefore, provide those services nationw de that you
m ght not be providing with a different strategy.

It really also speaks to this point that it is
different behaviors, it is different business strategies,

t hat can produce different benchnmarks.

MR, ROGERSON. Joe, do you want to directly
respond to that?

MR. FARRELL: Yes, that is what | want to do.
Look, if you really believe that these nergers are both
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necessary and sufficient conditions for a really vigorous
out of region entry, then | think they should go ahead, and
t he sooner the better.

MR. G LBERT: W do.

MR. FARRELL: But | think there is a |ot of
skepticismand there is substantial grounds for skepticism
about perhaps whether and certainly how nuch of that there
really is. Then you have to start focusing on well, what if
not ?

MR. CARLTON. Do you agree, Joe, that these
mergers will accelerate out of region entry and, therefore,
the benefits to consuners from new products, as well as nore
conpetition, wll cone faster?

If it is a benefit and we know the benefits from
new products are trenendous, is that not a fact that should
wei gh in your thinking as you think about stopping the
mergers to preserve benchmarks, as well as the fact that in
the future there are going to be nore conpetition and nore
vertical integration?

MR. FARRELL: Yes. | think that is exactly the
guestion that | just answered.

| f you believe that these nergers are both a
necessary condition and a sufficient condition for these
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LECs plungi ng whol eheartedly into out of region facilities
based conpetition, then | think that is great. |If you are
not convinced of that, then you obviously have to di scount
your consi deration.

MR. CARLTON. But does that nmean you would stop a
merger in a non-regul ated context on the sanme grounds,
hopi ng that the conpanies would do whatever it is they are
going to do together on their own?

I n other words, what you have here when you have a
merger is you have a business plan. You have investnents in
a business plan, statenents to their investors, a |lot of
nmoney spent already on these plans. | do not understand how
you can not say that that nmeans they are prepared to go
faster than if | say no, you cannot do the nerger. You
figure out what you want to do. Go back to the draw ng
boar d.

MR. LITAN. Dennis, even if what you say is true
di scounted wth some probability, it is still sonething that
you put on the scales, and you conpare it to the other
potential harms that we are going to tal k about, and then
you deci de, you know, where the overall bal ance is.

MR. CARLTON. | agree. | amjust saying --

MR. LITAN. W are debating how heavy we want to
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certainly a relevant factor.

MR. CARLTON: Right. That is the point | wanted
to make.

MR. CRANDALL: Can | just make one point in
response to Joe, and that is | do not know how much we are
going to lose in the way of benchmarks even over the
traditional issues that Joe raises, and he raises a couple
of exanpl es.

He did not nention the British Water and Sewer ag
Adm ni stration exanple, which | do not think will bear nuc

on our problem here today, but the fact is that a |ot of
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these issues are arbitrated between parties at the state by

state level. These nergers may not reduce benchmarks at al

in that regard, nunber one.
Nunmber two, this issue of the fact that we are

going to have nore efficient, different technol ogy conpani

es

entering out of region, for instance, Bell Atlantic and GTE

with an Internet backbone, with a nmuch nore conplete array
of services, sonething which nobody has responded to in
Rob' s presentation.

It seens to ne you are likely to get sone better
benchmar ks, and you are not going to | ose that much in the
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way of benchmarks fromthe traditional negotiations anyway,
given the state by state regul ation.

MR. ROGERSON: Joe?

MR. FARRELL: COkay. Let nme say for the third tine
if serious, vigorous, effective out of region entry, that
woul d be a great thing. |If the mergers are both a necessary
condition and a sufficient condition for that, then that may
wel | dom nate any ot her considerations.

Now back to your other point about the state
| evel, the state level analysis. This gets alittle bit to
the subtleties that we tal ked about before. Do you really
get the sane information? | think again the main point
there is you get different incentives, so the state |evel
anal ysi s says, of course, if you have nergers of holding
conpani es that does not change the operating conpany | evel
behavi or, then you get no direct inpact on the information
fl ow, but because there is a change in incentives you wl|
get a change in the information flow and a change in the
efficiency of behavior as a result of that. | think that is
really the robust point to focus on.

MR. ROGERSON. Ckay. W have tinme for one or two
questions fromthe audience. This tine | wll not insist
that they be thoughtful or witty.
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Al | an Canpasero? GCkay, Allan.

MR. CAMPASERO. | had to take this chance. This
is a very interesting general discussion of benchmarks. O
course, for us it is a specific deal that is at stake here.

| cannot think of and | wonder if anybody can
think of an instance where GIE has been used as a benchmark
for the RBOCs?

MR. ROGERSON: These are the sane kind of
guestions he was asking nme at breakfast the other day, guys.
Who would like to take a shot at that? Anyone?

MR. NOLL: There actually is one exanple. The
cost study that was done in California about ten years by
Bridger Mtchell --

MR. ROGERSON. Roger, we cannot hear you

MR. NOLL: GCkay. The cost study that was done
about ten years ago for the California Public Uilities
Comm ssion on the extent of what actually is | ocal access
cost and at what size of an exchange do you exhaust the
econom es of scale was actually based upon both GIE and Pac
Bel | cost studies.

In fact, nost of the information about the smaller
cities came from GIE, and it was used by the California
Public Utilities Comm ssion for a generic regulatory
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proceedi ng that affected both of them

To think of it the other way, of course, is that
GIE, and | do not know where the biggest GTE investnent in
the whole world is, but certainly Los Angeles has got to be
right up there, so GTE in California is nore |ike an RBOC
than it is like alittle, tiny guy, which it is in |lots of
ot her pl aces.

MR. ROGERSON: Mario Schwartz?

MR, SCHWARTZ: Yes. Just a quick clarifying
remark. Even if GIE was not used as a benchmark agai nst the
RBOCs, as long as the RBOCs were used as a benchmark agai nst
GTE you woul d still expect the nerger to make a difference
in the parties' incentives and, therefore, get |ess
benchmar ki ng.

MR. ROGERSON: There is a question over there.
Wul d you mnd telling us your nane and your affiliation
bef ore you ask your question?

MR CLARK: | am R ch ark with AT&T, and | guess
| would |i ke to address about three or four years ago there
was a proposal by Pacific Bell that it was going to repl ace
its copper pair network with a hybrid fiber co-ax network.
These plans were cancelled after SBC took over Pacific Bell,
and | guess we are now waiting to see if AT&T and TCl can

Heritage Reporting Corporation
(202) 628-4888



84
make that work.

| woul d suggest that there are situations where,
you know, these nergers have al ready had the effect of
elimnating diversity or possibility for benchmarks of
di fferent technol ogi es.

MR. ROGERSON:. Rich Glbert, do you want to
respond?

MR. G LBERT: | would just like to respond that
the nerger with Tel esys refocused their efforts on new
services, and they have had a really accelerated roll out of
hi gh band with DSL servi ces.

MR. ROCGERSON: Bob Crandal | ?

MR. CRANDALL: It seens to ne that the fact that
SBC re-evaluated their architecture and deci ded not to go
ahead with that is not any nore damaging to the notion that
now they are going to try another strategy to enter out of
regi on than perhaps denying your nerger with TCl because you
never really got fixed wireless going very well.

MR, ROGERSON. Ckay. W have one nore question
fromthe back, and then we will break. W wll take our
br eak.

MS. BLOOMENFELD: Sue Bl oonenfeld with WI key
Farr. | just wanted to fill out I think R ch's question,
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which is the point was that in seeking nerger approval, SBC
and Pac Tel prom sed the Conm ssion that that video
experinment and build out would continue post nerger, and
then the plans were changed. | think maybe that may be
rel evant here.

MR. ROGERSON. Ckay. Who would like to give ne an
econom ¢ anal ysis of that question?

MR. G LBERT: | would still like to respond by
saying froma consuner's point of view, the concern is what
is the availability of high band services. On that neasure,
the nerger has done very well. There is no question that
now SBC with Tel esys has the highest DSL roll out | think of
any | LEC.

MR. ROGERSON: Geat. OCkay. W wll take a 15
m nute break, and we will resune at 11: 00 a.m wth Session
Thr ee.

(Wher eupon, a short recess was taken.)

MR. ROGERSON:. No FCC round table involving
econom ¢ anal ysis woul d be conplete w thout us paradi ng out
our own Comm ssioner, who is in fact an econom st,
Commi ssi oner Furchgoti-Roth. He has kindly agreed to nmake a
few remarks to us all prior to starting our third session.

Commi ssi oner Furchgoti-Roth, please go ahead.
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MR. FURCHTGOIT- ROTH. Thank you, Bill.

| first want to thank all the panelists for taking
time out of their busy schedules to cone here to the
Comm ssion. W are very honored to have you here today. It
is arare privilege to have such em nent econom sts all cone
together at one tinme, and | think it is a great tribute to
you, Bill, for having organized this and having very
t houghtful ly brought together all these wonderful people. |
amsure we are all learning a great deal about the proposed
nmer gers.

As in a lot of topics here at the Conm ssion, |
cone at this wwth a slightly different perspective than sone
other folks at the Comm ssion. | have no idea whether these
proposed nergers or any of the dozens of other proposed
mergers that m ght be here at the Conm ssion present any
anti-conpetitive problens, and | am sure that the panelists
here have sone very strong view of it and many of you in the
audi ence as wel | .

| amvery interested in finding out what the
proper role of the FCC as an institution is in review ng
these nmergers or really any other nmergers. | very nmuch | ook
forward to reading the transcripts or seeing the videotapes
of these proceedings. They nmay not be quite as interesting
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as Monica Lewi nsky, but | think there may be sonething here
to be | earned.

As many of you know, the FCC s authority to review
mergers conmes in two areas. One is directly out of the
Clayton Act, and | amnot quite sure if the Conmm ssion has
ever used that. Secondly is through the |icensing process
t hrough Sections 208 through 210 or 214, and that is how the
Comm ssi on has chosen to review nergers and i s revi ew ng
t hese.

The difficulty we have, as far as | can tell, and
| have requested and have yet to find them is the specific
rul es by which the Comm ssion reviews these nergers. W
certainly have sone case history that we do not have
specific witten rul es.

| would be very interested if any of you have seen
any such thing or, to the extent you have not, if you could
gi ve us any gui dance as to what such rules mght | ook |ike
under 208 through 210 and 214 and in particular how those
woul d differ fromthe DQJ/ FTC nerger gui delines.

All of you on this panel | suspect have had sone
interest in these nergers and have nmade presentations either
to DQJ or possibly to state regulators, and I amcurious if
the issues that you think the FCC should consider are in any
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way materially different fromthe issues that the Departnent
of Justice should consider in its nerger reviews and if the
standards that the FCC should apply are in any way different
fromthose that the Departnent of Justice would apply. |If
they are different, should they be witten down, codified,
menorialized in sonme way that would set sone cl ear gui dance
to the public about how this Conmm ssion wll review nergers.

| think we can get very quickly to the issue of
whet her there is anything in the presentations that you have
made here today that are different fromthe infornmation that
you have already presented to the Departnent of Justice and,
if so, what triggered that. Wy is that different? How
have you conme to that concl usion?

| do not know what the right answers are to any of
t hese questions, but | have been asking these questions now
for the past few nonths. | have been asking a | ot of
| awyers and have not been getting any answers. The nice
t hi ng about econom sts is economsts will actually tell you
sonet hing and not worry about who it offends.

VO CE 1: Wether it is |egal

MR, FURCHTGOTT- ROTH:  Ri ght.

MR. ROGERSON: We will test this, Comm ssioner, if
you woul d 1ike.
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MR. FURCHTGOIT- ROTH: Thank you.

MR. ROGERSON: Joe Farrell is dying to answer.

You know, | think you have raised very interesting
guestions, and | would |love to spend five mnutes turning
the panel loose onit if it is all right with you.

MR. FURCHTGOTT- ROTH: Pl ease.

MR. ROGERSON. Joe, go ahead.

MR, FARRELL: Okay. Thank you. To answer your
guestions, or try to, |I think the issues are overl apping,
and the standards should potentially be different. Let ne
try to explain that.

My understanding is the Conm ssion is supposed to
consider a fairly broad public interest test of whether
nmergers are a good thing or a bad thing. That is not
necessarily the sanme question as DQJ/ FTC are supposed to
consider, which is whether they substantially reduce
conpetition.

| think the differences are in two areas. One is
the FCCis trying to help along a process of increasing
conpetition rather than just preventing it from being
di m ni shed, and that raises, of course, the whole issue of
potential conpetition, howit is dealt with, what the
evidentiary standards are in the Courts at the DQJ and FTC
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and whet her those are the right standards for an industry
where conpetition in sonme segnents has been illegal until
relatively recently and is still not going very far.

Then, of course, you will not be surprised to hear
| think the benchmarking type issues, which | tal ked about
this norning, are probably of nore direct concern to the
Comm ssion than they would be to DQJ or other anti-trust
agenci es.

MR, FURCHTGOTT-ROTH:  If | could just very quickly
make a commrent, Joe?

It is true that the Comm ssion has sone public
i nterest obligations under 208 through 210 -- actually, we
have public conveni ence and necessity under 214, but not a
public interest obligation -- but those are for the transfer
of licenses, not for nergers.

Thi s agency handl es over 10,000 |icense transfers
every year, the vast, vast mgjority of which, nore than
10,000 license transfers a year, which are never subjected
to any kind of public interest test.

We have no witten rul es about how we deci de which
license transfers are going to be subjected to a greater
degree of scrutiny than sone other |icense transfers. At
| east the Departnent of Justice has specific rules about
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which nergers it is going to review and by statute which
will trigger a process and which do not.

We at the Conm ssion do not have that sort of
clear, witten guidance. It is alittle |oose right now, |
t hi nk.

MR. ROGERSON:  You know, we are very fortunate to
have two fornmer chief econom sts fromthe Departnent of
Justice with us today. | certainly would |ove to hear what
both of them have to say about this.

Rich Glbert, why do you not go first?

MR. G LBERT: The Departnent of Justice has
gui delines for the review of nmergers, but does not really
have what | would call rules.

Each nerger evaluation is a very fact specific
exercise, and the ultimate question is in nmy viewreally a
public interest test, although the analysis says first is
there a threat to conpetition, is there a risk of harmto
conpetition, and then if there is then do the benefits and
efficiencies outweigh that risk of harmto conpetition.

| think the issues before the Comm ssion should be
very simlar. There may be sone regulatory issues as well.
In principle, you could actually say that that is also
relevant to a DQJ analysis as well to the extent that the
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change in conpetition, if there is sonme, affects regul ation,
but I think that there should be a substantial convergence
in the two standards, even if they may not be identically
t he sane.

MR. ROGERSON: Bob Litan?

MR. LITAN. Actually, this was the very first
thing that | was going to address in ny presentation, and so
| amgoing to carve it out frommy presentati on and preserve
m tine.

MR. ROGERSON. No, no. You are too quick for ne.

MR. LITAN. Look, | had presuned that the FCC
operated under a public interest standard because if it did
not, there would be no role for the FCC. | nean, why even
have the FCC rul e on nergers?

My all around presunption is that is public
interest, and I wote down on ny outline, which is out there
for people to |l ook at, at |least three alternative tests that
have never been nmade explicit, by the way.

In fact, in answer to your question, you are in
the process or you can nake case lawin this area. | do not
know the case law on the definition of public interest, but
you can have three alternatives.

One is you could set the bar at a reasonabl e
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i kel i hood that the merger will just |essen conpetition, as
opposed to substantially | essen conpetition, which is the
Clayton 7 standard. That will be a slightly different
standard that will be a little nore strict than the DQJ
st andar d.

You could then make it even tougher by saying that
you had to find that the nmergers may be pro-conpetitive, or
you could go even further and try to find that the nergers
are actually likely to be pro-conpetitive.

| think, frankly, when | discuss the outcone of
potential conpetition analysis, the outcone depends heavily
on which of these standards you actually apply, but | think
you are in the process of witing the rules.

MR. ROGERSON: You know, | m s-spoke nyself. | am
betraying ny great youth, | guess. Alittle mddle aged
j oke there.

We have, | believe, a third fornmer chief econom st
of DAJ in the room which is, of course, Jeff Sheperd. |
certainly want to hear fromhimas well.

MR. SHEPERD: | will be very brief. Collective
menory is so short. 1In 1967-1968, | was the third of Don
Turner's special econom c assistants, so | amonly half of
the chief econom st, but | was there when this all started,
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and | hel ped draft the guidelines on the nergers that he put
out in 1968.

| would only say in this matter that | think after
sonme careful reflection that whatever anti-trust does is a
hel p, but it should not set the paraneters for what the
Comm ssi on does.

MR. ROGERSON: | have asked all of the chiefs
except one nore chief econom st, Mchael Katz. Go ahead.

MR. KATZ: Actually, | want to address this
problemfroma slightly different angle, which people have
been tal ki ng about should the standards be different between
t he Departnent of Justice and the Conm ssion.

| think there is another difference because |
think the standards should largely be the sanme. | think
there is scope for sone difference, but largely they should
be the sane. The analysis should largely be the sane.

| think there is a big difference between the two
agencies in ternms of their ability to inpose and to
i npl enent renedi es. The Departnent of Justice rightly is
| oathe to get into regulatory solutions, and so when the
Department of Justice evaluates -- you think it is not
right, or you think they got into thenf

MR. LITAN. W got into themall the tinme. |
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spent a year and a half negotiating themfromdeal to deal.
That is what | did.

MR, KATZ: Fortunately, the people | deal with are
trying to stay out of them |In any case, it would not be
right for themto try because they are not an expert agency.

| mean, there are sone industries they obviously
are involved in quite a bit, but their role is very
different than that of the Comm ssion and so | think that is
what | see as | think the biggest difference is the sorts of
remedi es that are avail able and proper for the Conmm ssion
are | think nuch nore intrusive and expansi ve.

| know those are bad words these days in
regulation, but | think the fact is that regulation is going
to be around for awhile and | think that that is
appropriate, although | share everybody's hopes that --
wel |, everybody hopes that regulation will go away. | think
we differ on why, whether we hope there is al so conpetition
as the driver of it going away.

Let ne also nention one other thing, and | know
you are not supposed to be rude to your host, but | know a
ot of things that | then do not listen to, and that is I
think that the information that goes to the Comm ssion is
different than what goes to the DQJ because | think that
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unfortunately the Commi ssion it is much nore cunbersone to
provi de confidential information and for the Conm ssion to
act on it.

| do not know what the solution to that is, but I
think it is something that I saw when | was chi ef econom st
and | see now that | think does hinder the Conmm ssion's
ability to analyze sone of these things because these issues
that we are discussing today, and Bob Crandall brought this
up when people start asking about the business plans.

First off, we are the wong set of people to ask
about the details of it because we are not the business
peopl e, but also this is the wong place to discuss it.
These are very sensitive issues. It is sensitive for the
merging parties. It is a sensitive issue for the parties
that are concerned that they will be denied access, and that
will force themto alter their plans.

| think, Conm ssioner, | amglad you are | ooking
into this, and | think it is an excellent thing to do.
woul d add that to part of what you | ook at is howto dea
with confidential information in a nore stream ined or nore
effective way.

MR. ROGERSON: Ckay. Now that we have heard from
all of the chiefs --
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MR. NOLL: Let ne be an Indian. | just want to
make the obvious comment. A group of economi sts is not the
right group for Harold to ask the question sinply because no
matter how we slice it, we are always going to cone down to
the sane set of criteria, right? W are trying to do things
efficiently.

Bot h agencies offer in a political and | egal
environnent. That neans the constraints, what they can do.
Nei t her agency maxi m zes econom c efficiency. Al right.
There are other constraints operating upon what they do from
the |l egal environnent in which they have been created and
fromthe political environnent in which they have to get
their budgets and their staffing increase requests and al
the rest.

Just the obvious point is the point about the way
potential conpetition is taken into a place, the way the FCC
worries about universal service, which is not a concern of
t he Departnent of Justice.

As econom sts, we have a hard time cogni zing
exactly how we are going to take into account these
constraints, but it seens to ne the real reason why the FCC
has a separate and i ndependent authority to review nergers
isin fact a public interest issue that in part goes beyond
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the economc efficiency criteria.

It means two things. It means that we as
econom sts are not going to wite all the rules, but,
secondly, it nmeans that within the domain of efficiency
maxi m zation there are going to be actions and strategies
and decision rules available to the FCC that are not
available to Justice and vice versa, and so | think part of
what shoul d be going on here is taking into account the
feasi ble set of policies and rules, as opposed to the best
of all possible worlds set, which | agree are largely the
sanme in the two environnents.

MR. ROGERSON: Bob Crandal I ?

MR. CRANDALL: One brief point that is kind of
ironic. Rich tal ked about enforcing the O ayton Act at
Justi ce.

In fact, fortunately, Justice does take into
account efficiency gains froma nerger for two reasons. One
is to balance it against any potential cost, and, secondly,
it wants to see if this is really the reason why firns are
merging or mght it be an attenpt to nonopoli ze.

In fact, under the Act such a balancing is not
permtted. The Act says any | essening of conpetition that
tends to create a nonopoly in any |line of conmerce has to be
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stopped. That neans you do not bring sone cases you coul d
W n.

When Jeff worked for Don Turner, Don Turner was
accused of treating the Suprene Court |ike a bunch of C
students in his course, but the irony here is that you can
take benefits into account, whereas formally in a Court of
law it is nore difficult for Justice to do it.

To the extent that you can take theminto account,
it is hard to i magi ne benefits being negative. This would
suggest that you are nore likely to approve a nerger than
DA is.

MR. ROGERSON: Denni s?

MR. CARLTON: | will be very, very brief. | have
never been a chief econom st at the Departnent of Justice,
al though I worked there a little bit. If | did fractions, |
woul d be below a half. | did help wite the recent nerger
gui del i nes, though, so maybe | am epsilon above zero.

| guess | agree with a | ot of what M chael Katz
said. | think | disagree a bit with what Joe Farrell said
and Bob Litan. | think it would be a mstake if the FCC
adopted different standards for potential conpetition or for
benchmar ki ng.

The Departnent of Justice should be concerned if a
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merger will cause a harmin an industry by inpairing
regul ators and that will adversely affect conpetition. That
strikes ne as sonething that should be taken into account.

| amglad | am seeing soneone fromthe Depart nment
of Justice shaking their head and agreeing. | think that
the standard that the Departnent of Justice uses in
evaluating nergers is the correct one. Exactly how the
Courts interpret it or not, | think the way it has been
i npl enented, how the Courts would interpret it, the way it
has been inplenmented at the Departnent of Justice, ny
understanding is, they do take account of total benefits and
total cost.

| think it would be a m stake to have a different
standard at the FCC. However, | think there may be speci al
categories of custoners, such as those you want to protect
t hrough universal service, that raise special issues that
the Departnent of Justice would find outside their real m of
expertise and may not pay attention to. That is sonething
t he FCC should be concerned with.

| do not see that arising in any of our
di scussions this nmorning, but if there were such a group of
i ndi viduals that the FCC is charged with nmaking sure they
are protected in sone way, that would be a speci al
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di fference.

The other difference is you have special expertise
that gives you the ability perhaps to anal yze things either
differently, not with a different goal, but just to cone to
di fferent concl usions because of your past experience or, as
M chael said, the reluctance to i npose regul atory sol utions,
conplicated regulatory solutions. They nay not seem so
conplicated to you guys as to the Departnent of Justice.

| think those are the differences, but in terns of
fundanental goals under anti-trust, the standards | think
should really be the sane.

MR. ROGERSON. Rob, | have to call on you

MR. GERTNER: Just to conplete the picture.

MR, ROGERSON: Right.

MR. GERTNER: | think that | basically agree with
what Denni s just said.

When you think about the public interest standard,
you know, the guidelines and the way the Justice Departnent
anal yzes nmergers has seened to be and have turned out to be
a very effective way | think of pronoting the public
interest in nerger analysis, the notion that, you know,
absent evidence of substantial anti-conpetitive harm we
want to allow nmergers to go through
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That is a standard that works well because in fact
it does pronote the public interest in general, so | think
that by and large | agree with what Dennis said.

MR, ROGERSON. Commi ssioner, would you like to
rai se any final issues?

MR, FURCHTGOTT-ROTH: | thank all of you for your
comments. They are all very thoughtful. | have | earned a
lot and will try to take those into account as we nove
forward in reviewng these. | amglad you are here on a
telecommatter. W are not here on Exxon Mbil or Anoco BP.

| still have a lot of questions and | ook forward
to reviewing the entire session. Thank you very nuch.

(Appl ause.)

MR. ROGERSON. All that repressed, you have only
30 seconds | amgoing to take out on Bob Litan now.

So now back to business. No nore running on. W
are going to turn to the issue of effects of actual and
potential conpetition of this nmerger. Bob Litan is going to
begin, then Jeff Sheperd will make remarks, and finally Rich
Glbert will make remarks, and then we will turn it | oose.

Go ahead.

MR. LITAN. Okay. Just one last word on the
standard because it is a lead in to ny discussion. The
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guestion is should the standard of the FCC be that you have
to have a winnable Cayton 7 case in order to stop a nerger
on conpetitive grounds, or should you be able to stop a
mer ger on sonething short of a Clayton 7 standard?

Al | amgoing to say is that ny analysis or the
out cone of the analysis rests heavily on which of those two
t hings you believe. Al right.

Now, on actual conpetition ny belief is, subject
to being corrected, that there is very little actual
conpetition between any of these parties except perhaps in
sone regions in wireless. Were that is true and where that
is a potential problemit is easily fixed with divestitures,
so | do not think it is a big deal.

The only thing that | think is interesting here is
potential conpetition. Now, the Justice Departnent, to ny
know edge, has never won a case on potential conpetition.

On the other hand, they have never had a nonopoly situation
where potential conpetition should matter nore. You should
care nore about the presence of contestability where you
have a nonopoly to begin wth.

Therefore, you want to | ook at the nunber of
potential entrants that are out there before the nerger,
after the nerger and whether the nerging parties, any of
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them are the nost |ikely successful potential entrants.
Those are the things you want to | ook at.

VWhat | did in nmy piece is | prepared a little
chart for the three different markets, tel ephones, TV and
advanced services, and | tried to tabulate who were the
potential conpetitors there.

The bottomline of that conplicated chart is this.
| had assumed that except for the nmerging parties that there
are no other RBOCs that are likely potential entrants in
these markets. | do not believe that they are significantly
likely entrants, so you have one other potential RBOC pl us
three main |l ong distance conpanies is what it cones down to
in tel ephones.

| know you have the CLECs. | know the argunents
about electricity and cable and all that. | view all that
down the road, and the CLECs are m nnows. All right.

So really in the tel ephone market you are talking
about going frombasically four to three is what it cones
down to. Wuld that be a Justice Departnent case? No.
do not think Justice could win on that. Could it be a case
here? That is an open question. It depends on what your
standard is.

The second narket, TV. There you have fewer
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potential conpetitors. M argunent there is you have AT&T.
They are marrying wwth TCl and Tinme Warner. It is not clear
how any ot her |ong distance guys are doing it.

We have wi rel ess conpanies' satellites already in
this, but they are inhibited because they cannot show | ocal
br oadcast, although the FCC coul d change that rul e and nake
theminto real conpetitors, which, frankly, they should. A
si de commerci al

In any event, in the absence of that, there are
fewer potential conpetitors in TV, and there appears to be
sonme evidence Aneritech is already in TVin its |ocal area.
| have not seen the corporate docunents, but if there are
corporate docunents that show that Aneritech was planning to
get into TV outside a region, that could be nore
significant. Al | amtelling you is there are fewer
potential conpetitors in TV. There is nore likely to be a
probl em under any standard you | ook at.

Finally, in advanced services it is anybody's
guess. | have basically a |l ot of unknowns, a | ot of
questions, and | amreally not going to nake nmuch of a cal
in that area.

The final point I wll raise is that if you
believe there is a problem conditions can fix problens.
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One condition that the FCC could seriously consider is what
they did in Bell Atlantic-N nex. Renenber, they originally
had their unbundling rule, their uni unbundling rule. It
was challenged in the Courts. W all know what happened
eventually in the Suprenme Court, but the FCC went ahead
despite the chall enge and inposed its original rule in Bel
At | anti c- Ni nex.

So what the FCC could do now in the wake of the
Suprene Court decision, which, as | understand it, basically
said that it was okay for the FCC to have a rule on one un
platform but on nmultiple uni platforns they had to go back
and do their homework, so theoretically the FCC could just
go ahead and inpose their original nmulti nultiple un
platformrule as a condition for both nergers.

Open question though as to how nuch additi onal
pro-conpetitive effect you get relative to offering just one
uni platform | do not know what the answer to that is, but
all I knowis that if I was the FCC, | would be seriously
considering adding that as a condition if | was going to go
ahead and approve the nergers.

MR. ROGERSON: | have now got to tell you you only
have 30 seconds |eft.

MR LITAN. | talk fast.
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MR. ROGERSON. What | would like to do is give you
30 seconds to tell us what a nmulti uni platformversus a
single uni platformis.

MR. LITAN. Well, this opinion was a ness, as far
as | was concerned. The way | interpret it is the Suprene
Court said that the Bells had to offer at |east one platform
or one conbi nati on of unbundl ed network el enents at
essentially increnmental costs, long run increnental costs,
but that the Suprene Court questioned.

That is the way | read the opinion, and | could be
wong. It questioned whether or not the FCC could force the
RBOCs to offer nmultiple platforns so that other people could
pi ck and choose in effect which pieces they wanted and t hat
the FCC had to go back and do its honeworKk.

Now, | could be wong about that interpretation,
but I amstill quite confused about what the Suprene Court
said. | may not be the only person in the room about that.
A l ot of people were confused.

MR. ROGERSON: Thanks, Bob.

Jeff?

MR. SHEPERD: Thank you. | am here as an
econom cs col | eague of people at the table and sone of you.
| have an outline of two pages of ny main points. The
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copi es are probably gone, but | could try to give it to you
if you asked ne | ater.

In general, | do not think regulation is so bad.
The conpul sion to get rid of it should not be so strong. |
do not think anti-trust is so good, particularly on nergers.
| amnot inpressed with the concepts that are cobbl ed
together in the merger guidelines now, and | think the
di vi sion on the whol e has weak enforcenent of those rules.
| think the research basis about nergers, both in business
and econom c research, is that nost of them do not work out
even for their shareholders, as well as for the public.

Earlier | said that this is a difficult and an
unst abl e period in which nmanagers of telecomfirnms may well
feel conpelled to nerge in a self-protective way. Solving
this arns race is a nmajor problemfor the FCC

In fact, | think of this nmerger, both of themin
fact, as trial balloons. They sent them up thinking well,
let's try it and see if it works. W do not really expect
themto sail through, but the other feature perhaps is that
these nmergers would tend to nullify the basis the FCC put
forth for approving the Bell Atlantic-N nex nmerger. That
is, they counted on conditions which now woul d no | onger be
true if these mergers go through
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However, rather than focus on these two nergers,
would i ke to just rem nd us of basic econom c points that
are relevant. First, this is not just a matter of static
efficiency. Society wi shes for innovation and other good
things fromnmergers, not just a narrow price equals margin
of cost consuner surplus maxi mzing result.

Second, effective conpetition requires three main
things. One, you need five, or maybe nore or maybe one
| ess, actual conparable conpetitors, not just two or three.
I f you want a horse race, you have to have horses.

Al so, dom nance tends to suppress or distort
conpetition, and al so you need easy entry, so the basic
target and the basis, | suppose, on which 271 m ght be
decided is are there enough conpetitors so that they wll
not collude? |Is there dom nance, which does not permt
effective conpetition, and is entry really easy?

| would stress domi nance really matters. It is
not just a neutral condition, and deregul ati on has tended
and does tend to get detoured into a dom nance trap. The
nmonopolist learns to live with ten, 15, maybe 20 percent of
the market as conpetitors, but then says no and fromthen on
expects to live with nost of the market. |In fact, that is
my readi ng of the business press. The Baby Bells expect to
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keep 80 percent of the market right on into the future.

| do not think that is good enough for the FCC or
for anti-trust, for that matter, and in the process towards
effective conpetition nmergers are the main danger. They are
the thing by which conpanies can directly stop the progress
toward effective conpetition

Now, whet her these nmergers are that way is open to
debate. Everything anong econom sts is a two sided issue.
There is a balance to be struck, and it may tend one side or
the other. O course, we can differ on these, but to say
everything is all one way or the other is lawer talk, not
econom cs tal k.

As for barriers, there are nmany sources of
barriers. | usually discuss 18 or 20 of them It is not a
matter of just --

MR. ROGERSON: I n 30 seconds, though.

MR. SHEPERD: -- a few. | wll be very quick
Among them are not just the exogenous conditions of size and
noney needed to enter and so forth, but endogenous
strategies and tactics that conpanies can play to defeat
entrants.

In general, the burden of proof should lie very
strongly against self-interested clainms about the bal ance of
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t he goods and the bads, and that is very inportant for the
FCC that it not just treat everything as kind of everybody
has the sanme anount of credibility.

Finally, any gains nust be net; not just sonething
you can show, but it would have to be strictly net. Now,
finally in ny outline I go through the reasons why
conpetition would on balance, | think, be hurt by these
nmergers, but that is what | was hoping to gather, the data
on these things, not just announcenents of positions.

MR. ROGERSON: Rich Glbert?

MR. G LBERT: There is no potential conpetition
case here period. Now, | still have five mnutes, right?

MR. ROGERSON: Well, four and 50 about.

MR. G LBERT: Okay. Let nme show a list of the
exi sting conpetitors in St. Louis. You are not going to be
able to read fromthis, so |l will read fromit.

Facilities based. MI WrldComis in St. Louis,
and this is one of the key issues, | think, on a potenti al
conpetition analysis. Are we tal king about possibility of
Ameritech noving into St. Louis? AT&T through TCG Tel eport,
Intermedia, Digital Teleport, Frontier, Birch Tel ecom
Wnstar, Sprint has announced its lon entry, Tel egent has
announced that it will enter, and we have AT&T-TCl,
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resellers. There are a couple of resellers as well. The
l[ist that | nentioned is facilities based.

I f you |l ook into Chicago, that issue has been
raised. The list is probably twice as long in Chicago. |If
we are tal king about what | call conventional CLEC style
entry, which for an RBOC or any |LEC would nean sonebody
goi ng out of region, setting up as a standard CLEC, there
are lots of folks who can do that. There are a |lot of folks
who have been doing that. |If that is the issue, there
sinply is not a potential conpetition case here.

What do you have to show for potenti al
conpetition? You have to show that you have a firmthat is
a likely potential entrant. You have to be able to say that
soneone actually is going to enter, as opposed to well,
maybe sonmehow sonewhere soneone could enter. |If that is the
standard, everybody is a potential entrant.

You have to show that if entry occurred, there
woul d be a substantial deconcentrating effect, which
translates into an effect on prices and the nmarket, and you
have to show that the potential entrant is one of a few
because if there were many potential entrants, then taking
one of themout really does not do anyt hing.

The issues that have been raised in terns of what
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types of potential entry would be elimnated -- could be
elimnated -- in this transaction are Ameritech's entry into
St. Louis and a possibility of SBC into Chicago.

| nmentioned before the issue about SBC in Chi cago
was under the old plan of a possible wireless platform based
entry. SBC tried that in Rochester. It was very
unsuccessful. They abandoned it and decided that that is
just not a good way to go.

Areritech into St. Louis. The history, the
docunents show, and | think these are public docunents.
want anyone to stop ne if | amdivul ging confidenti al
information. The docunents show that there was a
contenpl ation of offering resold SBC | ocal service.

It would be advertised -- this is SBC | ocal
service, along with Areritech's wireless service in St
Louis -- as a defensive neasure because Aneritech was
concerned that they were going to | ose wireless custoners to
other wireless providers, PCS and cellul ar providers, who
wer e about to provide bundl ed services.

There was an experinental entry. It had not
happened. The nerger canme along. It is off the table. Any
contenplation of entry in St. Louis is as a reseller to the
extent that there is any entry at all. There are plenty of
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peopl e who can do resale.

There was no intention of doing any facilities
based entry, and it was not an attenpt to get into the | ocal
exchange business. It was an attenpt to protect the
wi rel ess custoners. For that matter, if these assets are
di vested as they would have to be --

MR. ROGERSON. Rich, | was so swept away by this.
You only have 20 seconds |eft.

MR. G LBERT: Al right. 1 got carried away too.

Soneone el se can take over these assets and do the
sane thing. The bottomline, and | amgoing to finish,
there is not a potential entry issue in this nerger.

MR. ROGERSON: Robert Crandall, is that vertical
name plate neant to be?

MR. G LBERT: | amtalking, by the way, about
SBC- Aneritech obviously.

MR. CRANDALL: | think the reason why the Courts
have been reluctant to accept potential conpetition
argunents is they are, of course, speculative. The notion
t hat even though the Conm ssion is a specialized Conm ssion
W th expertise in tel ecommunications, the notion that any of
us in this roomtoday can predict how conpetition is going
tounfold in this industry is, it seens to nme, presunptuous.
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| think those who are in the process of witing
opi ni ons, which unfortunately will not disappear in the next
few years and will have to be revisited, mght be in an
enbarrassing position if they tell us that the list of
potential conpetitors is limted only, as Bob said, to four
or five.

The last tinme around in Bell Atlantic-N nex, we
were told that the potential conpetitors were only the two
relevant |ILECs plus the three interexchange conpani es.

Cabl e conpani es were excluded, yet since that tinme it turns
out that AT&T, in order to conpete apparently, has to have
the | argest cable conpany in the country and sign up
agreenents wth other cable conpanies. It seens to ne that
tells us that the cable conpanies, at |east by AT&T' s

adm ssion, and they may be wong again, are in the market
for potential conpetition.

It may al so be true that other nedia; for
i nstance, | brought this along not because |I plan to annoy
you and use it in the roomtoday while we are tal king, but |
bought this service when the cost had fallen to ten cents a
mnute. Since | bought it three nonths ago or two nonths
ago, the cost of ny service has fallen to 8.3 cents a
m nut e.
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By the tine this case is on appeal, if sonehow
these nergers are reversed, | will be perfectly willing to
explain to you why it is that | have torn out ny copper
W res at honme because the futures price of copper has gone
up a bit, and | just nelted it down, and | amusing this
al one.

It seens to me that we are getting to the point

where the bottleneck is contestable fromwireless at a

rapidly accelerating rate. It does not have to be Project
Angel. It does not have to be any other fixed wreless
conpanies. It just is this little handset, which |I can buy

for $100 and can change ny service on a nonent's notice.

| think it is a very dangerous proposition to try
tolimt the nunber of potential conpetitors and base on
opinion on that. Even if it gets through the Courts, you
are going to be enbarrassed by it in the future.

MR. ROGERSON: Joseph Farrell?

MR. FARRELL: Thanks.

Well, actually | agree with quite a | ot of what
Bob Crandall just said; not all of it. | think it is
obviously true in this industry that predicting the course
of conpetition is pretty tough, and | think the question
that that should lead to is what should you do about the
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fact that there is so nmuch uncertainty?

It seens to nme one al nost i Mmedi ate reaction that
an econom st should have is you want to behave in such a way
as to sustain the existence of as nmany options as possible,
and it seens to ne that does have an inplication for what we
are tal king about here because it is likely to be nuch
easier to allow these nergers after a year or two if it
turns out that wireless really does bypass the | ocal
bottl eneck than it would be to undo themif the opposite
state of the world turned out to be true and if it turned
out that there were bad consequences fromthe nergers
conditional on the continuing |ocal bottleneck.

| would also like to just offer one conmment on the
way that people list potential conpetitors and treat the
nunber of entries in the list as the relevant thing. That
is not really quite right. Wat we should be |ooking at is
whet her there is a substantial probability that the merging
party who is not currently in the market would turn out to
make a big difference to the state of conpetition in the
mar ket .

You coul d have an adjacent |ILEC who is a potenti al
conpetitor and 963 other potential entrants, but a situation
in which the entry probabilities are not all that well
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correlated, and still have a substantial probability that
t he adj acent |ILEC would make a big difference to the state
of conpetition.

| do not know enough to say that that is the case,
but if you think that, for exanple, the argument that other
| LECs, perhaps particularly adjacent |LECs, have particul ar
expertise in negotiating interconnection or have particul ar
forms of brand image or sonething, if those argunents are at
all plausible then pari passu the argunent is plausible that
this precluded potential entrant would make a big
di fference.

It does not matter how many other potenti al
entrants there are who woul d be a conpetitive force in the
other state of the world where those particular assets turn
out not to be the key thing. | think | agree with Bob. W
cannot really predict very well which of those states of the
world is the case, so | think we need to think about how to
make decisions, taking into account the uncertainty.

It is unfortunate, | think, that the Conm ssion
seens to believe it is required -- whether it is or not, |
do not know -- to wite its decisions in a way that suggests
we understand everything, and we know that this is the right
deci si on.
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| think it would be a lot better in nmany cases,
and this may be one of them if the Conm ssion were nore
confortable with saying there is an awful | ot we do not
know. This seens |ike the prudent thing to do at this
poi nt, given that fact.

MR, ROGERSON. Ckay. | thought that was a good
question. Joe said he is not sure that the |ILECs are
necessarily the only potential significant conpetitors, but
it could turn out that way and so why do we not wait a few
years and see at a mnimum right? Go ahead.

MR. FARRELL: Wit and see al so whether the
exi sting |l ocal bottleneck continues to be a |ocal

bottl| eneck.

MR. ROGERSON:  Yes.

MR. FARRELL: That is also relevant.

MR, ROGERSON. Ckay.

MR. GERTNER: | think that that would be the wong
way to look at it. | think the reason why the Justice

Departnent is wary about using potential conpetition is
because when you are uncertain about the effects that
whet her or not the potential entrant will actually cone in,
then you tend towards allow ng markets to operate.

Now Joe wants to add another |ayer of uncertainty
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here, which is the layer we do not really know what
characteristics of potential conpetitors are actually going
to be the relevant ones that are going to determne who is
going to be successful conpeting in these markets.
Therefore, what we are going to do is we are not going to
all ow conpanies to do what they think in fact is in their
interest and, therefore, nost |ikely absent tangible
anti-conpetitive effects to be in consuners' interests as
well to go forward.

| think if you look at it, you have to say what is
it that are the unique characteristics of the merging
parties that give them sone potential benefits | think when
you go down that list. The fact that they are an |LEC
well, there are lots of other ILECs, and in fact others
trying to enter this market are doing it by buying CLECs
rat her than buying I LECs, so that does not seemto be it.

s it proximty? Well, there are |ots of
conpani es that are nearby, lots of other conpetitors nearby.
Why does proximty matter anyway? You say maybe it has to
do sonething wth brand nanme. You have to ask how i nportant
is that, given that they are not actually serving the
custoners. In fact, it is know edge or having existing
custoners that is nost likely to be the source of an
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advant age.

| think when you ook at it and you try to
identify the unique characteristics of merging parties
outside of their region, there really are not any that would
make you conclude that it is likely that they have sone
uni que position to have an inpact.

MR, ROGERSON. Ckay. | want to pursue this just
for one nore mnute. | think Rob has said it is not very
likely at all that ILECs are |ikely to be one of a smal
nunber of significant potential conpetitors. He cannot
think of too many things that they have that are likely to
really matter.

Could I give Joe a chance to respond to that?

MR, FARRELL: Well, | would cone back to ny
confidence statenent that we do not know. | think, you
know, the statenents that have been made from both sides of
this debate that |large ILECs can be nore efficient in
vari ous ways than small |LECs have sone inplications for
whether little CLECs are going to be a full replacenent for
the kinds of things that a large ILEC m ght decide to do in
sonme national/local strategy.

| think Dennis has harped on -- let ne take that
back. Dennis has stressed a view of the national/loca
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strategy that says there is no evidence that the firns woul d
undertake it individually, and then he has given sone
argunents why that m ght be |ess plausible, but I think the
bottomline fromthat is not we should assune it will not
happen, but we do not know whether it will happen.

Again, | think, you know, | have not |ooked into
this particular question deeply, so | cannot really give you
a bottomline, but I think the right thing to do is to
investigate with a very strong consci ousness of how nuch is
unknown not whether it is nore plausible or not or not
whether it is convincing or whether we should assune, but
whet her there is a sufficiently big chance that it would be
i nprudent to ignore that any particul ar potential entrant
will turn out to be inportant.

| think that is the right way to frame the
question. | do not know what the answer is, but | think
that is what the staff and the Comm ssion and, for that
matter, the Departnent of Justice probably should be doing.

MR. ROGERSON:. Ckay. M neck is getting sore
turning this way, so | amgoing to now turn to Robert Litan
for a nonent, who has been patiently waiting over here for
his turn.

MR. LITAN. Yes. Thank you.
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You do not know whether an ILECis likely to enter
until you |l ook at the docunents, all right, at |east when we
are | ooking at adjacent |ILECs because | do agree that if you
are not adjacent | do not see any evidence at all fromthe
| ast two years that non-adjacent ILECs are interested in
ent eri ng.

We cone down to documents. We know in the case of
Aneritech there was docunented interest in crossing
boundaries and going into SBC s territory. W know that. |
do not know the record in Bell Atlantic-GIE as well, but at
| east on the surface it seens to ne they have |less of a
probl emthan certainly Areritech woul d because GIE is
di spersed all over the country, and it seens to ne | ess
likely that Bell Atlantic would be interested in going into
little pieces of GIE s territory. |In any event, this cones
down to docunents. That is point one.

Point two is in a way that is all irrelevant
because | do agree with Rich that if you count the three big
i nterexchange carriers, you have that plus the adjacent
RBOC. You have four already, and that is going to at | east
elimnate any Clayton 7 standard right there, a Cayton 7
challenge, and it is going to be hard to make the argunent
that the FCC but for one fact, which is the third point.
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That is we tal ked about it earlier. Wat happens
when we get down to one RBOC, all right, or one ILEC?
mean, the thing that still would trouble me very nmuch if |
were sitting at the FCC is these nergers go through. What
rationale would the FCC then use to stop the next nmergers?

If there is no such rationale, then why not go the
l[imt and go all the way to one? |If that is where we are
going, then it seens to nme Joe was asking exactly the right
guestion, that knowing that it is legitimate, it seens to
me, for the FCC to take into account the uncertainty about
all this, and you really then have to believe that there is
a very strong |ikelihood of a pro-conpetitive effect.

You have to believe Dennis' story that they are
going to go into 30 other cities in order for you to
overcone this nervousness you have about collapsing to one
ILEC. | nean, | have been persuaded that that is the case,
but if I were in the Comm ssion that is the balance that |
woul d have on ny head because the end ganme here, it seens to
me, cannot be i gnored.

MR. ROGERSON: | amgoing to Dennis Carlton and
then to Roger and then to Rich.

MR. CARLTON: | have three quick points. The
doctrine of potential conpetition has fared poorly because
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it is very hard to predict the future. To give up certain
benefits for sonmething that m ght occur in the future just
turns out to be very difficult.

Now, | would like you to especially recogni ze that
in a rapidly changing industry predicting who is going to
even be the leader in that industry is not so easy, |et
al one who is going to be the participants.

| once had occasion to work on a nerger that was
unsuccessfully stopped in part on the grounds that the two
conpani es woul d engage in new i nnovati ons and conpete harder
agai nst each other than if they were nerged. That was five
or six years ago, and | amstill waiting for those new
i nnovations to occur. | wll not enbarrass the person at
the Departnent of Justice at the tinme who | told this to.

When you go through rapidly changing industries
and try and predict, just go through five years ago and | ook
at the list of people who are in tel ecommunications today
and ask yourself would you have predicted sone of these
names? | think the answer is it is pretty speculative. It
is pretty hard.

Second, | think it is easy to say let's be
careful. Let's wait. That sounds |like you are being
careful, and there is no cause. You have to recogni ze that
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by being careful and waiting, what you are really doing is
making |life easy for a regulator. You are not making life
good for consuners.

My interest is in making life good for consuners,
which may require regulators to make difficult decisions.

It is an easy decision to say wait, let's see in the future.
What you are depriving consunmers of, though, in the neantinme
could be significant, very significant, benefit.

Finally, to get to Bob's question about one, |
think the answer is one. | believe what these conpanies are
saying. These two conpanies that are nerging are going to
be horizontal conpetitors. | would say no to that. | nean,
| do not know. It may get nme in trouble in the future.

They may not hire nme, but that is life, you know One is
too few They are horizontal conpetitors right now

MR. NOLL: The lawyers did not read that one.

MR. ROGERSON: Roger Noll?

MR, NOLL: | actually just want to ask sone
guestions because it seens to ne that by reveal ed preference
we know that Anmeritech wants to be in St. Louis and
Sout hwest Bell wants to be in Chicago, or they would not be
proposi ng to mnerge.

Nunber one, if that is true then each one wants to
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merge in the profit maxim zing way, wants to enter in the
profit maxim zing way. Conbi ning and having roughly 80
percent of the custonmers be nonopolized is going to be
better for themthan going in and sharing those 80 percent
in two 40 percent hubs, assum ng that were feasible.

So, it seens to ne that we know that they want to
be in other territories by virtue of the fact everybody
wants to nerge with everybody. Secondly, we know that by
far fromthe conpany point of view, the nost attractive way
to be in other places is to actually acquire soneone who is
t here.

The absence of direct entry by RBOCs into other
RBOCs' turf strikes me as fairly understandable from our
normal strategic theories that they think that it is very
possible that in the long run they will be able to go to the
two or three ubiquitous |ILECs, each of which in its own
service area has 80 percent of the market, and that as |ong
as that strategic possibility is avail able they do not want
to do anything that nmakes it less |likely to happen.

If the FCC were to say for certain we are done
with large I LEC nergers, there will never be another one as
long as we live, then conceivably Areritech's attitude about
acquiring one of the 973 CLECs in St. Louis, that that
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cal cul us woul d change.

In particular, the question that | have is if
there is this natural efficiency advantage of a large |LEC
providing service in St. Louis by nerging wth Southwest
Bell, say Aneritech, why is there not also the sane
ef ficiency advantage for them buying one of these 973 guys
who are already there and having the integration, the
techni cal sophistication and the original advantages that
t he proponents of the nmerger say apply to a nmuch littler
conpany where they mght in fact be substantially greater?

It strikes nme that what is really the reason that
Amreritech does not want to acquire one of these little, tiny
guys in all the big cities in Southwest Bell turf is not
because of some relative efficiency advantage. It is
because they woul d prefer to have a nonopoly position
t hroughout both territories than to be a conpetitor, a
| arge, significant conpetitor in those territories. They
are not going to do the conpetitive strategy unless the
monopoly strategy is foreclosed.

MR. ROGERSON: Rich Gl bert?

MR. G LBERT: Saying no is not wthout cost. What
are the costs? The costs are that you give up the range of
services that could be provided under this national/loca
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strategy that SBC- Aneritech have and a version of that that
Bell Atlantic has as well, so you give up those benefits.

Al so, there are other costs as well, which is you
do not have a good horse race when you let three horses out
of the gate first and then you tell the rest of the pack to
wait and see what happens. It would be best to have
conpetition and end to end services occur simultaneously
with everybody throwing as nuch at it as they can.

Now, it is inmportant in ny view, very inportant,
to distinguish what | call conventional CLEC style entry
fromthe national/local strategy. | think this is a key
issue in the merger. If you |ook at conventional CLEC style
entry, that just neans sonebody goes into an area, tries to
capture sone profitable custoners, may put in a switch, may
put in a few switches. There are lots of folks that can do
t hat .

There is no evidence that | see that adjacency is
particularly inportant for that because none of the RBCOCs
have ever said that they would go into these adjacent
territories because they have excess capacity in their
networ ks and they are adjacent networks and they have,
therefore, low costs, increnental costs of going into new
ar eas.
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The fact is they do not. [If they went in, they
woul d either go in as resellers, or they would go in with
new facilities and usually w thout nmuch brand nane
recognition in any case.

What you really have to contrast here is the
benefits of a national/local strategy type entry agai nst
what are probably insignificant issues in terns of
conventional CLEC opportunities wi thout the nerger. That
woul d be just essentially no effect on the conventional CLEC
conpetition that would occur without this nerger.

MR. ROGERSON: | amgoing to take two short
comments from M chael Katz and Rob CGertner, and then we wl|
take a coupl e questions fromthe audi ence.

MR. KATZ: | agree with people who are saying that
potential conpetition analysis is difficult. There were two
poi nts they were nmaking about that. One, that plans can
change. It is inpossible to predict the plans of even a
single carrier.

The other is that there in fact could end up being
alot of rivals in the future. The only point I want to
make here is it seens to ne that that applies then with
equal force to the earlier argunents we heard this norning
about the benefits of the national/local strategies and the
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expansi on.

Even if we take it as given that the nergers are
necessary and sufficient to get that expansion, it seens to
me the argunents being raised here then have to be raised
there as well of wait a mnute, is it not possible there are
going to be all sorts of rivals comng in so in fact that
these parties are just a little blip on the radar screen of
no real significance and so we should not give very nuch
weight at all to the fact that they wll be able to do this?
It seens to me that is just a mrror image of saying taking
themout, even if it were true, would not matter.

| am not saying that | have anal yzed that issue.
As | said, | agree that potential conpetition analysis is
difficult, but it nmeans we have to do the full analysis, and
t hose questions have to be addressed.

MR, ROGERSON: Rob?

MR. GERTNER. | just wanted to nmake a quick
comment about sonme aspects that are specific to the Bel
Atl antic- GTE nerger.

It is inportant to renmenber it is not just an |ILEC
buying an ILEC, but in fact a large part of the benefits
fromthe merger conme fromthe conplenmentary assets of GIE s
G\l fiber optic network and their Internet backbone, which
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is an inportant part of their entering into | ocal markets.

To sone extent responding to what Roger Noll said,
| nmean to some extent GIE represents a relatively snal
presence in a w de geographic variety of markets, which is
sort of getting closer towards his alternative entry
strategy that he was suggesting.

MR. ROGERSON: Okay. Are there any questions from
t he audi ence? Quinn Trong?

M5. TRONG | would just |like to hear sone
coments on what appears to be sone inconsistencies between
the different positions taken by the applicants.

On the issue of benchmarking, applicants say that
the entry out of territory by these BOCs and by GTE al |l ow
i ncreases i n approaches because they are particularly well
qualified to negotiate better interconnection agreenents,
and then with regard to public benefits in general there is
a claimthat having this base of anchor custoners wll
facilitate the CLEC strategy and also particularly with
regard to GIE that they are well equipped to expand into
adj acent areas.

Now, these and other clainms fromthe applicants
woul d seemto indicate that they are particularly well
qualified, uniquely well qualified conpetitors as conpared
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to ot her conpanies, other CLECs, so how does that cut to the
position on this issue where they say, you know, there is no
worry about elimnating these potential conpetitors?

MR. ROGERSON: Ckay. Rich?

MR. G LBERT: | cannot speak for GTE, of course.
| can tell you that | have not seen any evidence that, for
exanpl e, Aneritech noving into SBC s territory or vice versa
woul d result in extraordi nary advantages for that entrant.

Nei t her Aneritech nor SBC would, if they did that,
serve those areas with facilities that they have in region.
It would be either reselling existing services or setting up
a new plant entirely.

Nei t her one has a particularly good brand nane.

It is still the case. It is still the case that nost people
think that AT&T is their | ocal exchange provider, and so the
| XCs have, if anything, better brand name recognition.

At the very least, if that is your view that there
is an advantage there in the SBC Aneritech case, you have to
consider all RBOCs, all |ocal exchange carriers, as
potential entrants into those markets.

MR, ROGERSON. Ckay. W are going to wap up that
session and nove on to Session Four then. Session Four is
will these nergers have any effect on the ability or
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incentive of ILECs to raise rivals' costs.

| have asked M chael Katz to first explain what
t hese nysterious code words nean, raise rivals' costs, and
then Dennis Carlton wll comment on M ke.

MR. KATZ: Thank you, Bob.

| want to be clear about one thing because we are
tal king about raising rivals' costs, and the rivals part |
hope is clear, but | think there will be agreement here that
the inportant point is not actually are the firns, the
conpeting carriers thensel ves, better or worse off.
Qoviously the carriers care about that quite a bit.

The issue that the Conm ssion should concern
itself with is not the harmto conpetitors. | think we all
agree it should be whether there is harmto conpetition
because that is what is going to end up harm ng consuners.
| hope that that is not a point of debate.

VWhat | would like to do is go very briefly to the
factual and | ogical analysis underlying the conclusion that
these nmergers do pose a threat, and we expect it to lead to
a harmto conpetition. As | go through it, I want to
address a couple of things |I think are counter argunents
that really are m sunderstandi ngs of sone of the clains.

Let me, as | said, walk through the steps. |
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think step one is that incunbent LECs possess significant
mar ket power in the provision of access services to actual
and potential rivals. | want to be clear that in tal king
about access, | nean that broadly. | nmean things |ike
i nterconnecting the networks, but also nmaking the OSS work a
cross system various forns of originating and term nating
access, unbundl ed network el enents.

The fact is the networks have to work together.
think it is also a fact that they do have market power
unl ess they are worried maybe that that Linex guy is a
threat to them too. He is apparently very powerful,
despite being very small. Maybe he is actually a CLEC in
di sgui se.

The other thing I want to point out, because |
think there has been sone confusion on this, is there are
two ways this could happen when they exercise market power.
One is by raising prices, and then, of course, you run into
the issue of well, is nost of this stuff not regul ated?
think that is right.

The other is by either denying or delaying or
degradi ng access, and that is the part | think there has
been sone confusi on about because at |east personally | am
not that worried about access arrangenents suddenly getting
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much worse than they have been.

| think the concern is really what happens going
forward with whether new forns of access are nade avail abl e
as quickly as they should or at the quality |levels they
should, so | think the things to think about really are
sonething |ike say XDSL and t he whol e question of the
problems with roll out. Are sone of these problens
strategic rather than inherent in the technol ogy?

Ckay. It is not about, which I think has been
accused of claimng, that as a result of the nerger they are
suddenly going to get, you know, white noi se generators and
start attaching themto people's lines because | think a | ot
of that would just be too obvious.

The second leg in the argunent is | think that
regulation is an inperfect check on the exercise of |LEC
mar ket power. | actually had not expected that one to be
controversial, but it has.

| want to address again | think sonmething that
really is a msunderstanding or just as illogical. The
follow ng claimhas been put forth by several parties. They
said wait a mnute. The way this would have to work is the
consuners and rivals would see service quality worse than it
should be. Wait a mnute. |If that is true, if everybody in
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the world can see it, even the lowy end user consuner, then
surely the regulators could see it.

What is fundanentally wong about that argunent is
it msses the point. Everyone would be able to see poor
performance. | think everybody today who | ooks into it can
see the problens with CLEC/ I LEC GSS interfaces, or people
can see the problens with rolling out XDSL, but that is not

the issue fromthe regulators' point of view That is what

consuners care about. They just said wait a mnute. It
does not work very well. That is going to affect our
choi ces.

What regul ators have to concern thenselves with is
why is it happening, and that is not sonething consuners
care about. No one is going to go to Sprint or AT&T or M
and say, you know, your service is really terrible, but
since you have explained to ne that you believe it is
actually Bell Atlantic's fault, we wll stick wth you.

Ckay. It is not going to work that way, but that
is the kind of thing that regulators have to | ook at that,
and | think that is the really hard problemthat is inherent
inthis and that makes it difficult and in fact inpossible
for regulation to fully constrain |ILEC market power. |
think really this is just a corollary to the existence of
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mar ket power .

The next step that can be exercised | think is to
significantly weaken conpetition. Local and |ong distance
carriers and carriers providing bundles of services are
going to be dependent on ILECs for significant portions of
their access and that they will be weakened as rivals if
t hat access provided by | LECs is degraded.

Now, you ask what does any of this have to do with
the nerger, which is certainly a fair question and one | am
sure we will be debating for awhile in this session. The
reason it has sonething to do with the nmerger is there are
significant conpetitive spill overs across |LEC regions.

Now, a couple things that need to go into that.
One is that national rivals are inmportant. |In fact, we have
been hearing that fromthe proponents of the nerger, and |
think there is probably agreenent on that that nationa
rivals are the strongest conpetitive threat to everybody in
t he market.

| think there also would be agreenent that there
are significant benefits to national scope. Those benefits
come in because there are network effects at the subscri ber
I evel. There are network effects in terns of third party
application vendors. They want to see a broad network with
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a broad potential market.

It is harder to put one's finger on, but there are
al so word of nouth networks that people in marketing wll
certainly talk to you about. Lastly, there are econom es of
scal e and scope that arise both in devel opnent of systens,

i n devel opnent of marketing prograns and being able to take
advant age of national adverti sing.

For all of those reasons, you have that
conpetitors want to conpete at a national scale, the really
significant ones, the other ones that are inportant, so what
that neans is that if you are weakened --

MR, ROGERSON. You are going to have to wap up --

MR KATZ: Okay.

MR. ROGERSON: -- in 30 seconds.

MR. KATZ: | have one point left. Wuat it neans,
though, is if you are going to be harnmed in one region, that
is going to weaken your ability in the other.

That actually brings up another criticismthat has
been nmade of the nodel or the logic, which is to say well,
wait a mnute. |If you harm soneone in one region, will they
not just run over? WIIl that not speed themup in other
regi ons?

| call that sort of the have switch wll trave
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nodel , which is sort of the little CLEC that in the back of
a van or whatever they have their swtch. |If it does not
wor k one place, it goes to another.

Now, the fact is that is a legitinmate, | ogical
argunment. It is sonething that needs to be addressed.
think the answer to that is, though, that the big
conpetitors want to go in nationally. They feel they need
to as a viable business, so it really is if they are
weakened in one place it is slow ng them dowm and weakeni ng
t hem overal |

Finally, just the last step in this is you do have
t hese conpetitive spill overs. Wat the nergers do is they
hel p internalize those. They allow greater coordination
anong the parties, and that is the mechanismto which you
see the harm com ng.

MR. ROGERSON: Denni s?

MR. CARLTON: Thank you.

| think Mchael has laid out the issues fairly
clearly, so let ne try and respond to several of them

There is just no reason, in ny view, that the fear
that this discrimnatory behavior arising should stop the
SBC- Aneritech nerger. The clains that significant
discrimnation will arise, exists nowor will arise, as a
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result of the nerger just have no factual support. | would
like to explain that.

| would |ike to at the outset, though, state quite
clearly that the issue is not whether regulation can fully
constrain all possible instances of discrimnation This is
a nerger case. The question is whether this nmerger wll
raise the incentive to discrimnate.

The whol e question of discrimnation that M chael
raised is sonething that has nothing to do in particular
with this merger or the other one under discussion. It is
argunment about really whether you think the
Tel ecomruni cati ons Act of 1996 was a good idea or a bad
i dea.

In my view, | think the decision was nmade
correctly that appropriate regul atory saf eguards exist not
to prevent all possibilities of discrimnation, but
sufficient safeguards exist so that on net RBOC entry into
ot her services can be expected to benefit consuners. Again,
| want to stress the purpose of this proceeding or any
decision is not to make life easy for regulators. It is to
benefit consuners.

Really the primary objection that M chael raised
about this nerger raising concerns about discrimnation is,
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as he articulated it, that as an ILEC s area gets larger it
wi |l have a greater incentive to discrimnate. | would like
to submt to you that there is absolutely no evidence
presented in either his opening remarks or his testinony
with Professor Salup to support that theory.

First, let nme just return to a point he made. |
think it is a correct point. The problemwth a | ot of
argunments about discrimnation is that they are detectible.
| f consuners know they are being taken advantage of, they
can certainly report it to the regul ators.

Now, | agree that neans the regul ators have to
investigate it, but that is a nuch different problemthan
havi ng sonet hing secretly occur in the switches that
di sadvant ages one person relative to another. | think it is
clear, and | amglad, you know, it is now clear, that that
is not the concern. The concern is a detectible harmto a
custoner, and now a regul ator nust investigate.

Second, let nme turn to evidence for a second. |If
you | ook at the evidence about discrimnation, what you see
is massive entry of CLECs and | XCs. That strikes ne as a
vote that they are willing to bet on the regulators to
protect themfromdiscrimnation, that it is not that
serious a problem
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| f you | ook at an area where the Katz-Salup theory
shoul d apply in which you should see discrimnation, say
intralata toll, you do not find it. |If you |Iook at another
area where you shoul d see the Katz-Salup theory apply,
cellular, again you do not find it. The FCCis on record as
saying they find the business split about equally between
wire line and non-wire line carriers.

Specifically the Katz-Salup theory says after a
merger there should be an increased incentive to prevent
entry. Well, we have had sone nergers. Has anyone
i nvestigated whether that has occurred? | do not see any
enpirical analysis in the Katz-Salup affidavit.

| have done sone prelimnary work anal yzi ng
preci sely that question, and the answer is strikingly clear.
The answer is no. A statistical study that | have done
shows that the anmobunt of entry you see of CLECs, the nunber
of CLECs, is no different than what you woul d ot herw se have
expect ed.

The bottomline is there is no support at all for
the theory that as an ILEC gets larger it will discrimnate
nmore, just no support at all for that. As far as the theory
t hat new technol ogi es have to be hooked up and that is where
guestions will arise, | believe correctly, as M chael has
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poi nted out, that is sonething you have to be concerned
about .

The best exanple |I know of that is the Sprint lon
case. That actual exanple | think belies the concern. It
is my understandi ng that Sprint has announced that they are
signed up to go forward wwth lon. They are not concerned
about relying on third parties, and, therefore, | do not see
this as a serious concern.

Finally, let ne make one point. The national/
| ocal plan that SBC has enbarked on requires SBC to provide
in region long distance service. That neans it wll have to
satisfy the 271 checklist.

If SBCis found to have discrimnated, what a
penalty it will have to suffer. It will not be able to
provide in region service. That will be a disaster to SBC s
national/local plan. SBC, therefore, will have a | ower
incentive to discrimnate, not a higher incentive, as a
result of this transaction.

| guess sinply put --

MR. ROGERSON: Wien you said finally, then | did
not say 30 seconds.

MR. CARLTON: Ckay. This will be 30 seconds.

Ckay.
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MR. ROGERSON: You want to sinply put one thing?

MR, CARLTON. Yes. Sinply put, the goal of
regulation is not to make life easy for regulators. It is
to benefit consunmers. The goal is not to elimnate al
theoretical possibilities of discrimnation, no matter how
insignificant, wthout regard to the benefits of the
transacti on.

There is sinply no evidence what soever here that
this merger, the nergers, will raise the incentive to
di scrim nate against rivals.

MR. ROGERSON: Roger Noll?

MR. NOLL: Let nme just briefly say that | want to
make two points.

First of all, the Tel ecommunications Act of 1996
does have a 14 point checklist and, in addition to that, a
public interest standard. It is by no nmeans clear the
Tel ecommuni cations Act is all about the RBOCs expanding into
other things. | think it is mainly about introducing
conpetition into the |local service or else the checklist and
the public interest standard woul d not be there.

It strikes nme this is a beautiful exanple of a
difference in policy perspective that the FCC m ght have
than the Justice Departnment would have. The Justice
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Department woul d never ever in a mllion years put an
anti-trust case about well, if we prevent sonebody from
being in Market Ait makes it nore likely they will be in
Mar ket B. The best you can hope to in a potential
conpetition argunent is to talk about the sane market, not a
conpletely different market.

In the case of the FCC, the strategy here is nore
| think having conpetition in |ocal service than it is
havi ng additional conpetition in |ong distance and enhanced
servi ces.

Then when you get to what Mchael's point is al
about, Mchael's point is really not, Dennis, about does the
incentive of Aneritech to discrimnate against CLECs in
Chi cago increase if Southwest Bell is part of the sane
conpany. | cannot imagine. Maybe it is true there is an
effect, but that is not what people are worried about.

What people are worried about is in fact the
increased ability and incentive to engage in discrimnation
if you are in the enhanced services | ong distance business
and you are both the originating and termnating carrier.

We do not have any exanples of that because we do not have
the RBOCs in the |ong distance based enhanced service area
and so there obviously is not going to be any evidence one
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way or the other.

That nmeans this is another inportant point. Wo
bears the burden of proof here determ nes the outcone. |If
the burden of proof is on those who oppose the nergers to
denonstrate the existence of long distance discrimnation
bei ng enhanced by the nergers, they are going to be unable
to prove it because the opportunities for that
discrimnation in principle do not exist because the RBOCs
are not in that business.

| f the burden of proof is on the RBOCs to prove
t hat i ndeed they have conpeted successfully in |ong distance
wi t hout discrimnating agai nst AT&T and MCI and everybody
el se, then they are going to fail that burden to prove, so
you cannot really put the question that way.

You have to put it, | think, the way that M chael
has put it. | think his way of analyzing it is absolutely
right, and it cones down to the case that there is this one
inportant fact. |t does enhance the incentive to engage in
di scrimnatory behavior in a dynam c sense, the one that
M chael described, if you are both the originating and
termnating carrier and if you are in the |ong distance
busi ness, so you can in fact be the person doing the
i nt erconnecti on.
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That is a world we are not in yet and so we have
to base it largely on theoretical, as opposed to
experiential, bases.

MR, ROGERSON: Jeff?

MR. SHEPERD: Very briefly. Two short points.

One, | heard a Il ot of nos and none whatevers just
now fromthe other end of the table. Wth all respect, |et
me say | amthe editor of a journal in this field in which
we | ook for evidence and factual testing of hypotheses.

When | hear no and none | think well, that is theory. That
i's not econom c testing based on evidence.

MR NOLL: | was referring to ny enpirical study.

MR. SHEPERD: Well, | will stick with what | said.

The other point is that price discrimnation,
whenever it occurs, and done by a dom nant firm does tend to
be anti-conpetitive. It may be detectible, but after sone
lag. It may not be easy to cure it, but in general it tends
to be anti-conpetitive.

MR. G LBERT: If | could respond?

MR. ROGERSON: Yes. R ch Glbert?

MR. G LBERT: Roger said that we have no
experience wwth RBOCs on the origination and term nating end
of long distance calls. | think that is wong. W have
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| ots of experience. They are called intralata toll calls.
That is the case where the RBOC is both on the origination
end and on the term nation end.

The experience that | amaware of, for exanple, in
the Pac Bell region the Pac Bell share of the intralata
busi ness toll market is under 50 percent, and Aneritech,
understand their share of the entire intralata toll market
is around 65 percent. In Pac Bell, | say business because
we do not have pre-selection for residential yet. That is |
think a regulatory issue.

| think that is very, very strong evidence that
there is not a problem That is where you woul d expect it
to occur. There have been no conplaints in that area.

Another thing | would like to nention is that
Sprint has recently announced that they have secured access
for their broad band netropolitan access networks in a
nunber of states, including SBC states. They seemto be
quite happy with it.

For what it is worth, I think it is worth noting
that the Texas Public UWility Conm ssion has announced t hat
SBC has satisfied ten of its 14 checklist itens. | am not
sure that is directly related to this discrimnation issue,
but I think it would be very hard to | ook for any evidence
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her e.

MR. ROGERSON: Ckay. | cannot resist giving Roger
a chance to respond to the point that there is evidence in
the intralata market, interstate intralata markets. In
particular, the evidence is that 50 percent of the market
goes to someone el se.

MR. NOLL: It is obviously true that the fraction
of the market accounted for by the interexchange carriers
intralata has grown substantially, particularly since the
passage of the Tel ecommuni cati ons Act of 1996.

Rich, it is just conpletely false to say there has
never been a controversy about intralata access. | nean, |
do not know how to evaluate it. | do not play the gane of
advocati ng one side or another.

| do know that in alnbst every state there has
been constant battles for ten years on this issue. It is
al so the case that the |ocal exchange carriers have had to
be forced through | ong-termregul atory proceedings to do
anything to accommodate intral ata conpetition.

| nmean, it is one thing to say, and | agree with
you conpletely, has it been possible through a guerrilla war
that has lasted for 30 years for the interexchange carriers
to get a significant fraction of the intral ata nmarket,
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especially in sone states that have relatively | arge and
sophi sticated regul atory comm ssions. The answer is yes.

Is it true that this all just sort of happened
easily and ubiquitously wthout a fight and that the |ILECs
and the RBOCs in particular were just real, real happy to
accommodate this and do whatever the | XCs |iked? That is
conpletely fatuous. No one could possibly believe that is
true.

MR. G LBERT: That is not the point. The issue is
does the nmerger contribute to a regulatory problenf? Does
the nerger make it worse?

| think if you look at intralata toll, for
exanple, | would be very, very surprised if you saw any
correlation between the size of the intralata toll calling
that is controlled or on which there is control of
origination and term nation by an |ILEC and any pattern of
di sputes over the terns.

MR. LITAN. Could I just interject? W have a
battl e of specul ations here. W started out this norning
wth the claimthat with a nationwi de footprint there were
enhanced i ncentives w thout evidence that there would be a
pro-conpetitive effect.

We are now endi ng the discussion with an argunent
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that there are enhanced incentives with an argunent about
evi dence that you will have the opposite effect.

| suggest at a m ninmumthey cancel each other out
and that right now where we are left with is no shred of
evidence that this nmerger wll be pro-conpetitive. Then the
question is is that enough to get you through, and that
beconmes a | egal question.

MR, CARLTON. Could I just say sonething? Can
just address that?

| would li ke to actually agree with sonething that
Jeff said. Wen he was saying no, no, no, it is speculation
on both sides, | think he was referring to you just do not
want to have a battle of theory saying on the one hand, on
t he ot her hand.

The point | was trying to nake, and maybe | was
not clear, is that if you |l ook at the evidence, if you do
t he evidence and | ook at the prediction of the Katz-Sal up
t heory based on the nergers that have occurred in the past,
| can say there is no evidence. | underline no.

| was not saying based on theory on the one hand,
on the other hand. | think there is evidence. | think
intralata toll provides evidence. | think cellular provides
a counter exanple that discrimnation is not to sever as to
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i npede.

There is no allegation | think by anyone here -- |
do not know, I will speak just for nyself -- that regulators
should go hone. No one is saying that regulation is not
inportant still in these areas. That is not the issue.

The issue is does this nerger raise the |ikelihood
of discrimnation, and is there any evidence to support it.
The evidence | have | ooked at, which I think is exactly the
rel evant evidence to | ook at, says no.

MR. ROGERSON: Right. GOkay. M chael Katz, what
about that?

MR. KATZ: | actually want, and | have been
waiting a long tinme, to just address a bunch of the things
that Dennis said, sonme of themvery quickly.

The point about this is harmthat people are going
to see again | think conmes back to people wll see the poor
performance. How are they going to know? How are people
going to know what are the problenms with OSS making it work?
How are people going to know the problens with XDSL?

Now, on a couple of these things, the intral ata
toll, the cellular and the points about lon, | amtenpted to
say especially to Rich, since we are both from Berkel ey,
that is your reality.
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(Laughter.)

MR KATZ: | will talk about m ne. Apparently
Dennis talks to different Sprint people than | do. |
t hought | probably tal ked to nore of them since they paid ne
to cone here. One of the reasons they paid ne to cone here
is in fact they are worried about naking sure that they get
good access.

Ri ch tal ked about signing up agreenents for the
BMANs. | think that is not so surprising. | think there is
nmore conpetition if you are tal king about that kind of
access. | think the big issue, though, is XDSL, and | want
to point out that XDSL is not just about saying that that is
smal | custonmers and it does not apply to |large custoners
because in fact what we are tal king about here is national
entry, and a lot of large enterprises, a lot of l|arge
custoners, have a lot of small sites so access services |ike
XDSL are relevant for those markets as well.

| will not go into the details of Sprint's
concerns about these things. | nean, the appropriate way to
address that, it seens to nme, is for the Comm ssion to neet
with Sprint executives and, as | nentioned earlier, figure
out a way to talk to themabout it that is also kept
confidential since it obviously involves sensitive strategic
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t hi ngs.

The point about intralata toll and cellular.

di sagree with Roger. It certainly has not been an
uncontroversial issue. Certainly our exanple | think of
problenms with cellular interconnection and certainly with
intralata toll, | nmean, R ch has | abel ed sone of it as just
a regul atory issue, but you could say that about all of
these threats. They are just a regulatory issue. The fact
is the I LECs have not enbraced intralata toll conpetition
w th open arns.

In terns of Dennis' point about massive entry, the
fact is there nmay be a bunch of them depending on how you
count the nunbers, but it has still been on a small scale.

Denni s made the point about that they do appear to
be betting on regulators. In ny notes | nmake a point the
other way, that the ILECs al so seemto be betting on
regul ators because in nunmerous instances they have tried
various forns of discrimnation and gotten caught where they
have settled the cases, so apparently they are al so betting
t hey can fool them

The 271 checklist. | actually think that is an
exanple. The other way the argunent has been nmade, why
woul d the I LECs dare do bad things and keep out of
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i nt erexchange? Well, apparently they have not been too
tenpted so far. None of them have satisfied the checkli st.
| think it is not so surprising; at |east the data
| have | ooked at have shown that the margi ns are nuch bigger
if you can stay in local and avoid conpetition than if you
get into long distance, but have to give that up

Now the really big issue. Actually, one thing

before | get to that so this way Bill cannot shut nme up. On
t he bal ancing point, | actually think that Bob is wong in
one sense. |If you are going to talk about stopping the

merger or letting it go through and those are the only
choices, then it is absolutely right.

| think everybody here agrees you have to bal ance
all the effects, and you have to wei gh which ones you find
pl ausi bl e, but that is not the only option open to the
Comm ssi on.

VOCE 2: No. There are conditions.

MR. KATZ: There are the conditions, which then
can address things w thout balancing them You have to do a
bal ancing sort of within it to make sure the conditions do
not cause their own problem but it is a narrower inquiry.

As to the stuff about the evidence, | want to
rai se a bunch of points, and then | will stop. First off, |
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woul d point out that we have been asking for evidence.
Vell, is it really true that these nergers are going to
all ow you to go national? Everybody has said no, no. The
previous nergers were too small. Well, they nmake just the
sane argunent here.

| f you | ook, the nunber of access lines controlled
by one party, just to throw a couple nunbers in SBC s case,
it is going from19 to 30 percent, Bell Atlantic from?22 to
33. There is significant increases, and people are debating
what constitutes significant, in the amount of traffic that
will termnate in region if these new expanded regi ons go
t hr ough.

| would point out that, you know, the nergers have
been conparatively recent. It nakes tinme series difficult
just because you have limted data. It is also difficult
because to do it right you need to take into account
i ndustry trends.

Rich Glbert and Bob Harris had a filing that said
look. If I got it right, it said the nunber of co-location
agreenents has gone way up post nerger. That is true, but
it has also been going up in the rest of the industry. \What
one needs to do is correct for industry trend.

Now, | have | ooked at sone stuff very
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prelimnarily, and to try and get around this probl em of
having a short tinme frame we have | ooked at some cross
sectional conparisons to ask well, do small |LECs seemto
performbetter or worse than | arge ones? |s there evidence?

| will tell you the studies are prelimnary and
sone of the results are mxed, but it has al so been com ng
out that by sone rather inperfect neasures the small |LEGCs,
for instance, net before the nmerger of C ncinnati Bell, have
had nore entry on adjusting for market size.

| think that doing the enpirical work here is very
difficult, but I think it is wong to say oh, this al
supports the nerger and shows it is fine. | think in fact
there is evidence there.

| think there is reason to believe that these
nmergers really are different fromwhat we have seen in the
past because they are getting so much |larger, and that
matters both because of the internalization and al so because
of the concerns the rivals face because the national rival
needs to be able to cover a given percentage of the market.

| think it is hard to predict these effects.
agree with that. It makes it a difficult task for
regul ators, but I do not think that neans you can avoid
doing that and formng the theory and I think then testing
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every part of it you can.

| think the other way to do that is to ask each of
the steps in the logic. 1Is that right? Do they have market
power or not? Talk about the fornms of access where they do.
s national entry inportant? How worried are the
conpetitors?

Those are all things that are being done, and the
FCC can do nore of talking to people in the industry.

MR. ROGERSON: Bob Crandal | ?

MR. CRANDALL: First of all, the intral ata debate.
It seens to me it is obvious that all of the LECs would Iike
to keep their intralata nonopolies as |long as they could
and, therefore, are opposed to one plus equal access. The
question really is once you have one plus equal access, is
there any evidence that subtly discrimnatory policies allow
themto obtain a disproportionate share?

Secondly, Roger, why is the wireless exanple, the
cel lul ar exanple, not dispositive evidence or at |east good
evi dence that even when they originate and term nate the
calls they are unable to engage in subtle discrimnation
that, for instance, in the nost recent Spectrumcap filing I
just | ooked at the other day one of the advocates pointed
out that Aneritech, after all these years, is nunber two in
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cellular in Chicago?

You woul d think that given the nunber of people it
has working in Chicago, just their own subscriptions would
put them over the top there, but they are still nunber two.
Wiy is that not evidence that they are not engaging in
subtle discrimnation?

MR. NOLL: GCkay. Wth regard to the subtle
di scrimnation point, the obvious point is sort of just like
M chael said. To do this thing right, you have to take into
account everything it affects, nmarket shares and prices of
the firm

You know, actually | think it is the FCC s staff
that is the only hope here because they have all the data.
They have a | ot of resources, and they do not have to be
advocat es.

Here is sort of what we know. Nunber one, we --

MR. CRANDALL: You have graduates students,

t hough, Roger.

MR. NOLL: Yes, but |I have to pay them and that
i s harder.

Nunmber one, let's | ook at | ong distance per se.
The argunent in favor of allowng the RBOCs into | ong
distance is that in an industry in which the fornmer
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nmonopol i st has approximately half of the market and a coupl e
of other large conpetitors have about 40 percent of the rest
and there is a bunch of little, tiny guys that account for
the rest, it still is the case we do not have rea
conpetitive pricing.

It still is the case that about a third of the
custoners accounting for sonmething on the order of five to
ten percent of the calling pay the high book price instead
of the actual price you can get frommniml effort of
calling around for conpetitors.

The argunent of the RBOCs, which is correct, is
that probably if two or three RBOCs were also in the |ong
di stance business as facilities based carriers or as really
aggressive resellers that there would be nore efficiency.

Yes, conpetition has had benefits for consuners in
| ong di stance, but the market structure is not sufficiently
conpetitive that it has driven the price down to sonething
i ke a conpetitive price.

Then we say okay, what is going on in intralata
toll? Well, inintralata toll the best we can find, the
very best we can find, is sonething that | ooks sort of |ike
|l ong distance. That is to say the incunbent |ocal exchange
carrier has half. |In the vast mgjority of the country, it
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is much nore than that.

Secondly, on a m | eage based basis price cost
mar gi ns are higher for intralata toll than they are for |ong
di stance, so if anything that market is | ess conpetitive
than a | ong di stance one.

Now we ask the nagic question why? Well, it could
be that it is just a superior and wonderful efficiency,
right, of the |local exchange carriers. That is possible.
What we need to do is actually figure it out if they really
do have sone gain here, but the reality is the prices are
hi gher, not lower. |If they really did have superior
efficiency, we would expect the intralata toll prices on a
m | eage based basis to be |ower, not higher, than |ong
di st ance.

Finally, with regard to the cellular story, the
crucial fact here is yes, it is the case. You can find
exanpl es of specific RBOCs that in specific cities are not
the dom nant cellular carrier, but in nobst cases it goes the
other way. The vast majority of cases it goes the other
way .

It is in fact the |ocal exchange, the large | ocal
exchange carrier cellular conpany that has the |argest
anount of market share and that nmakes the nost profits.
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MR. ROGERSON: Rich Gl bert?

MR. G LBERT: Just briefly. | do not see, Roger,
why intralata toll or any tel ecommunications service should
be priced by the mle. The wires are there. Electrons
nmove. They do not --

MR, NOLL: The reason | said per mle is

because --

MR. G LBERT: -- consune a |ot of gas.

MR. NOLL: ~-- it actually favors the RBOCs to nake
it on a mleage based basis. If | doit on a total cal

base basis, then the difference is even | arger.

MR. ROGERSON: Okay. | am beginning to get
worried that if we wait any |longer we wll be debating to an
enpty room We have reached nearly 12:45 p.m, and | think
t he di scussi on has been extrenely productive. W have al
| earned a | ot.

| would like to thank all of the panelists for
their really insightful coments and | think for really
obj ective comments, too. | think there was a | ot of
agreenent anong all sides here on all sorts of issues, and
it really clarified, you know, what it is we have to
i nvesti gate.

Finally, before we close | want to particularly
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thank two of our senior staff econom sts who are working
full-time on these I LEC nergers, Pam Magna and Marilyn
Si mon, who are at the front here who very graciously took a
nunber of days out of their schedul e anal yzing these nergers
to help ne organize the round table. They did just a first
rate job, and | really appreciate it, so thank you very
much.

Thank you all for com ng.
(Appl ause.)
(Wher eupon, the round table was concl uded.)
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