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BEFORE THE WASHI NGTON

UTI LI TIES AND TRANSPORTATI ON COWM SSI ON

)
In The Matter of the Review of ) UT-023003

Unbundl ed Loop and Switching Rates ) Volume Xi
And Revi ew of the Deaveraged Zone ) Pages 472-601
Rate Structure. )

)

A hearing in the above-entitled matter
was held at 1:32 p.m on Wednesday, My 26, 2004,
at 1300 South Evergreen Park Drive, Southwest,
QO ynpi a, Washi ngton, before Adnmi nistrative Law Judge
THEODORA MACE, CHAI RWOVAN MARI LYN SHOWALTER,
COW SSI ONER RI CHARD HEMSTAD, and COWM SSI ONER

PATRI CK OSHI E.

The parties present were as foll ows:

QNEST CORPCRATI ON, by Lisa Anderl,
Attorney at Law, 1600 Seventh Avenue, Room 3206,
Seattl e, Washington 98191.

COW SSI ON STAFF, by Shannon E. Smith,
Assi stant Attorney General, 1400 S. Evergreen Park
Drive, S.W, P.O Box 40128, d ynpia, Washington,
98504- 1028.

COVAD COMMUNI CATI ONS COWPANY, by Karen
Frame, Senior Counsel, 7901 Lowy Boul evard, Denver,
Col orado 80230.
Barbara L. Nel son, CCR

Court Reporter
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VERI ZON NORTHWEST, by Cat herine Kane
Ronis, Brad Berry, Polly Smothergill, Attorneys at
Law, Wl nmer, Cutler & Pickering, 2445 M Street N W,
Washi ngton, D.C. 20037-1420.

AT&T COVMUNI CATI ONS OF THE PACI FI C
NORTHWEST, INC., by Gregory J. Kopta, Attorney at
Law, Davis, Wight, Tremaine, 2600 Century Square,
1501 Fourth Avenue, Seattle, WAashington, 98101.

WEBTEC, by Arthur A. Butler, Attorney
at Law, Ater Wnne, LLP, Two Union Square, 601 Union
Street, Suite 5450, Seattle, Washington 98101
(Appearing via tel econference bridge.)
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| NDEX OF W TNESSES

W TNESS: PACGE:
DR. HOMRD SHELANSKI

Direct Examination by Ms. Ronis 478
Cross- Exani nati on by M. Kopta 483
Exami nation by Dr. Gabel 505
Exami nati on by Chai rwonman Showal t er 524
Exam nati on by Conmi ssioner Henstad 546
Recross- Exam nati on by M. Kopta 551
DR. JAMES H. VANDERWEI DE

Direct Exam nation by M. Berry 554
Cross- Exam nation by M. Kopta 562

I NDEX OF EXHI BI TS

EXHI Bl T: MARKED: OFFERED: ADM TTED:
1-T, 2-T -- 480 480
3 -- 553 553
101-T -- 558 559
102 through 104 -- 558 559
105-TC -- 558 559
106-T -- 558 559
107 through 109 - - 558 559
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JUDGE MACE: Let's be on the record in the
Matter of the Review of Unbundl ed Loop and Switching
Rat es, the Deaveraged Zone Rate Structure, and
Unbundl ed Network El enents, Transport and
Term nation. This is Docket Number UT-023003.
Today's date is May 26th, 2004. W are convened in
the offices of the Washington Uilities and
Transportation Commission in O ynpia, Washington, and
we are schedul ed now to begin the evidentiary
proceeding in this docket.

My nane is Theodora Mace, and |I'mthe
Admi nistrative Law Judge hearing this case. The
Conmi ssioners are here with ne, Chairwoman Marilyn
Showal t er, Commi ssioner Richard Hemstad and
Conmi ssioner Patrick Oshie on ny right, and on ny
left, Dr. David Gabel, who will be participating in
t he hearing.

I'd |ike to have the oral appearances of
counsel now, just the short form and I'I|l begin with
the counsel that are in the hearing room And if you
woul d begin, M. Ronis.

M5. RONI'S: Catherine Kane Ronis, of WI mer
Cutler Pickering, LLP, representing Verizon. And on
my right is nmy colleague, Brad Berry, also of WI ner

Cutl er and Pickering.
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MR, KOPTA: Gregory J. Kopta, of the Law
Firm Davis, Wight, Tremaine, LLP, on behalf of AT&T
Communi cations of the Pacific Northwest, Inc.

MS. FRAME: Karen Frame, on behalf of Covad
Commruni cati ons Conpany.

MS. SM TH:  Shannon Snmith, Assistant
Attorney Ceneral, for Conmission Staff.

JUDGE MACE: I'd like to turn now to the
conference bridge. Are there any counsel on the
conference bridge?

MR. BUTLER  Yes, Arthur A Butler of Ater
Wnne, LLP.

JUDGE MACE: M. Butler, can you speak up
pl ease?

MR. BUTLER  Yes, Arthur A Butler, from
Ater Wnne, LLP, on behal f of WBTEC.

JUDGE MACE: Thank you. Anyone el se?

MS. ANDERL: Thank you, Your Honor. Present
in the hearing room-- I'msorry | didn't nmake ny
presence known sitting in the back -- Lisa Anderl, on
behal f of Qnest.

JUDGE MACE: Thank you. | guess, just
prelimnarily, it's nmy understanding that there are
no i ssues that concern Qwest that are left in this

proceeding; is that right, Ms. Anderl?
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MS. ANDERL: That's correct, Your Honor

JUDGE MACE: | think I'd Iike to address a
few prelimnary, very brief prelimnary nmatters
before we go ahead with the cross-exam nation of the
first witness, Dr. Howard Shel anski

The first one is we did agree that each
wi t ness woul d be allowed a three-mnute-or-1|ess
summary of testinony, and we'd |i ke you to nmake sure
to adhere to that three-minute limt and to make sure
that it's a sunmary. We'll take a break probably
around 2: 45, depending on how the testinmony is going.

The third itemthat | want to nention has to
do with a decision that's been referred to in nmany
pl aces in the testinony, and that is the -- thank
you. That is the Wreline Conpetition Bureau, |
think I've got that correct, Virginia Arbitration
Order. And ny understanding is that is not an order
of the Federal Communications Conmission; it's a WCB
order. And if you're going to refer to it in
cross-exani nati on, you should nake clear -- not say
an FCC order, but rather refer to it as the WCB
Virginia Arbitration Order, so that we're clear about
the distinction.

Is there anything else of a prelimnary

nature before we go ahead with Dr. Shelanski? |If
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1 not, then we're ready. Please approach the witness

2 table here. W're set up for a panel and anticipate
3 that we'll have varying nunmbers of people, so | guess
4 you get to choose your chair. Before you sit down,

5 stand and rai se your right hand.

6 Wher eupon,

7 DR. HOWARD SHELANSKI ,

8 havi ng been first duly sworn by Judge Mace, was

9 called as a witness herein and was exam ned and

10 testified as foll ows:

11 JUDGE MACE: Pl ease be seated.

12 THE W TNESS: Thank you.

13 JUDGE MACE: Go ahead.

14

15 DI RECT EXAMI NATI ON

16 BY MS. RON S:

17 Q Good afternoon, Dr. Shelanski. Can you
18 state your nanme and busi ness address?

19 A Yes, Howard Shel anski

20 JUDGE MACE: And Dr. Shel anski, could you
21 make sure that your m crophone is on and you speak
22 directly into it?

23 THE W TNESS: Okay. Now it's on.

24 JUDGE MACE: That's better

25 THE W TNESS: Howard Shel anski, University
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of California at Berkel ey, Berkeley, California,
94720.

Q Dr. Shel anski, do you have in front of you
your direct testinony dated June 26th, 2003?

A. I actually left nmy copy in ny briefcase.
May | have a copy?

Q Sur e.

CHAl RWOMAN SHOWALTER: That's one of those

boi | erpl ate questions. W' ve never heard anything

but yes.
Q And for the record, it's been pre --
A Yes.
Q It's been pre-marked as Verizon Exhibit 1-T.

Was this testinony prepared by you or under your
di rect supervision?

A It was prepared by ne.

Q And if | were to ask you the sane questions
today, would your answers be the sane?

A. Yes, they woul d.

Q You al so have in front of you your rebutta
testi mony dated May 12th, 2004?

A Yes.

Q And for the record, that's been pre-nmarked
as Verizon Exhibit 2-T. Ws this testinony prepared

by you or under your direct supervision?



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

A Yes, it was.
Q If | asked you the sane questions today,
woul d your answers be the sane?
A Yes, they woul d.
M5. RONIS: Is this the appropriate tinme to
nove the two exhibits?
JUDGE MACE: Yes, | believe so.
M5. RONIS: Verizon would like to nove
Exhibits 1-T and 2-T into evidence at this tinme.
JUDGE MACE: Any objection to the adm ssion
of those proposed exhi bits?
MR. KOPTA: No objection.
JUDGE MACE: |'ll adnmit them
CHAIl RMOVAN SHOWALTER: Ms. Kane, | can tel
fromyour first questions you're a pretty fast
talker. And for our sakes and the reporter's sake,
be sure to take a | ook at her every once in a while
to see if she's straining, or at us, and see if we
are.
MS. RONI'S: Thank you. | will do that. Dr.
Shel anski, you may present your three-mnute sumrmary
at this tine.
THE WTNESS: Okay. | will be very brief
with nmy sunmmary, because ny testinony's rather brief.

I have three points that | try to make in the
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testinony that's been pre-filed.

The first is that the pricing of unbundl ed
network el enents shoul d have the goal of producing
not just conpetitors, but neaningful conpetition that
benefits consunmers over tinme. In ny view, that neans
setting prices that get conpetitors to do the right
thing, where, by the right thing, | nmean the path of
mar ket entry that provides the | east-cost way for a
conpetitive carrier, a CLEC, to serve |oca
cust oners.

If it is more efficient for a CLEC to serve
| ocal customers over its own facilities to build and
operate those facilities, then unbundl ed network
el ement prices should not artificially attract the
CLEC away fromthat entry path. [|f, on the other
hand, a CLEC cannot obtain and operate facilities at
| ess than the total forward-1ooking cost of ILEC
facilities, unbundl ed network el enent prices should
not be set so high as to drive the CLEC out of the
mar ket or to less efficient alternatives of serving
cust oners.

UNE prices should set correct pricing
signals that induce nmarket entry in a way that isn't
really producing the i mage of conpetition, and

several people serving consuners at the sanme cost or
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at subsidi zed cost, but rather neani ngful conpetition
that will endure for the long-term

My second point is that for UNE prices to
achieve this job of sending the correct pricing
signals, of creating efficient and enduring
conpetition, the prices for unbundl ed network
el ements nust be based on the real world
forward-1ooking costs of an incunbent carrier. By
these, | nean the costs that the incunbent, as it
evolves its network going forward, will actually
i ncur, not the cost of a hypothetical network that,
in fact, does not reflect the costs of entry and of
serving customers over tinme.

The third point that | tried to nmake in
nmy testinony is that, based on ny review of the
testi mony of other Verizon witnesses and ny
consultation with the conpany, Verizon's cost nodel,
VZ Cost, in nost respects conports with the objective
of sending efficient forward-|ooking and real world
pricing signals to CLECs. | say in nbst respects
because the nodel has been designed in a way that --

JUDGE MACE: Ten seconds.
THE WTNESS: -- that is quite forward
| ooki ng and perhaps understates its costs to the

benefit of CLECs.
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MS. RON S: Dr. Shel anski is now avail abl e
for cross-exam nation.
JUDGE MACE: M. Kopt a.

MR. KOPTA: Thank you, Your Honor

CROSS- EXAMI NATI ON
BY MR. KOPTA:
Q Good afternoon, Dr. Shel anski
A Good afternoon.
Q While we are identifying exhibits, do you
have in front of you a copy of Exhibit 3?
MS. RONIS: That is the data request.

THE W TNESS: The data request, yes, | do,

Q And is this data request accurate, or your
response accurate?

A Yes, what | reviewed in preparation for ny
testi mony, yes, sir, it is.

Q Okay. Then, if you would, turn to page two
of your direct testinony, Exhibit 1-T, and
specifically beginning on Iine 13.

A Yes.

Q Am | correct that, based on your response in
Exhibit 3, that you have not participated in the

devel opnent of any of Verizon's cost nodel s?
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A That is correct. | have not.

Q Have you participated in running any of
Verizon's cost nodel s?

A No, sir, | have not.

Q Ckay. Then, beginning on line 17, do you
have any background in engi neering?

A No formal training in engineering.

Q Okay. So am | correct in stating that your
opi nions, with respect to nodeling issues and
engi neering issues, are based on testinony of other
Wi tnesses in this proceedi ng and ot her proceedings,
as well as FCC orders?

A Yes, although, just to clarify, they are
based on testinmony by the cost panel and by ot her
witnesses in this proceeding, and di scussions that
have told me about devel opnental aspects of the
nodel , what sonme of the principles of devel oping the
nodel were, how the assunptions of the nodel operate,
but, you know, insofar as actually working on
devel opnent of the nodel, you're correct. | have not
been involved with that.

Q Woul d you turn, please, to page seven of
Exhibit 1-T?

A Yes.

Q Specifically line 17. It begins on line 17.
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This is actually in the mddle of the sentence and
the nmiddle of the line. You state, The advent of
conpetition has rendered retail demand | ess certain.
Is that correct?

A Yes.

Q Okay. |If conpetition has rendered retai
demand | ess certain, would a risk prem um such as you
support the reconmendation of for the cost of capita
for UNEs al so be appropriate for the cost of capita
for retail rates?

A Well, | would defer any discussion of cost
of capital there beyond UNEs to Dr. Vander Wi de.
That's quite outside anything |I've witten about in
this testinmony and is not something that I'm
particularly expert in. But |I will say that there
are differences in the kinds of risks that dermand
uncertainty at the retail level, create for Verizon
inits retail operations and for Verizon inits
whol esal e operati ons.

One of the inportant differences is that
Verizon, in terms of its forward-|ooking naintenance
of its network and deci di ng how best to manage its
network assets for demand on certainties in the
retail market, it has direct control over those

assets insofar as it uses themfor the retail market.
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It has a |lot less discretion on how to manage assets
when it has to have themreadily available by law in
t he whol esal e narket .

So the risk prema and the ability to nanage
t hem goi ng forward, you may wi nd up, in other words,

with different kinds of risk prema, different levels

of the risk premum | wouldn't say they're
identical, if that's what you were driving at.
Q Well, that raises a couple of additiona

guestions. First, as sort of a cleanup, you do
support Dr. Vander Wi de's cost of capital analysis in
your testinony?

A Yes, | do.

Q All right. So have you undertaken any
i ndependent anal ysis of cost of capital issues, or is
your testinony based solely on reading his testinony?

A No, let's be very clear. | do not talk at
al | about the appropriate | evel of the risk prem um
and |'ve done no cal culation of the appropriate |eve
of the risk premum \Wat | have testified about,
and is a matter of independent theoretical analysis
and judgment, is whether or not a risk premumis
war r ant ed, whatever the appropriate |evel nay be. So
nmy testinony on risk premumis ny own analysis. It

is not based on Dr. VanderWi de's anal ysis.
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Q Ckay. Then let's discuss that for a bit.
Did I hear you correctly that the distinction that
you' re drawi ng between UNEs and retail service is
that there's sonme conpul sion to provide UNEs, whereas
there's not the sanme conpul sion to provide retai
services?

A | think that there are -- and again, | would
defer to Dr. VanderWide, | would defer to the
network engi neers. There may be nmore -- certainly,
they're a carrier of last resort obligations and
things like that that apply to a regul ated i ncunbent
t el ephone conpany, but the way the network is
desi gned, the way that services are provided, these
are things that fall nmuch nore in a zone of
discretion in the retail operation than they do in a
whol esal e operation when a carrier's been told that a
certain UNE nust be available in a certain place.

Q So are you saying that how Verizon spends
noney to maintain a UNE is different than how Verizon
spends noney to naintain the sane facility when it's
part of a retail service?

A | think it depends what you nean by
mai ntain. |f you' re tal king about short run, if it's
clear that a piece of network equi pnment is going to

be in place for either retail or wholesale, | have no
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particul ar know edge, you'd have to ask Verizon, but
I'd be very surprised if there was any difference.
I"mcertainly not arguing that they maintain the
assets differently, but what kinds of assets they put
in place can be constrained by regul atory
obligations. That's my point. And the regulatory
obligations differ at the whol esale and retai

| evel s.

And you'd have to, | think, talk to a
networ k manager to see the specifics of how nmanagi ng
assets differ, but it's safe to say that a regul ated
firmsometinmes can't do things that it would like to
do when it has obligations to third parties. And |'m
tal ki ng about third parties other than consuners, to
take certain assets out to replace themw th certain
ki nds of plant, to not have them available in certain
ar eas.

Q So you're saying that if Verizon wanted to
take a particular facility out of service, it would
have different constraints if it were providing that

facility to a conpetitor than --

A I"msaying it's possible. 1'mnot stating
that as an affirmative argunent; |'mjust saying it's
possible. | was trying to really get to the point

that | don't think that you necessarily have risks
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that are identical or commensurate between the
whol esale and the retail level, and | was just
specul ating as to why that m ght be so.

Q Okay. Well, let's just accept, for purposes
of this discussion, that there is a distinction.
Wuld a risk prem um neverthel ess be appropriate if,

at a different level, for retail rates?

A. No, no --
M5. RONIS: | object.
JUDGE MACE: Just a nonent. |It's helpful,
first of all, as between the counsel and the witness,

try not to speak over each other.

THE W TNESS: Oh.

JUDGE MACE: Because it's hard for the
reporter to take down what you're saying.

MS. RONIS: My objection is | think Dr.
Shel anski has stated a couple tines that he is not an
expert on retail cost of capitals. That's for Dr.
Vander Wei de to answer, and he's here today.

JUDGE MACE: M. Kopta, your response.

MR. KOPTA: Well, | believe |I clarified, or
the witness clarified that he has an i ndependent
basis for his opinion on evaluating risk prem uns,
not the anount, but whether a risk premiumis

appropriate, so I'msinply exploring whether a risk
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premi umis appropriate under those circunstances.

JUDGE MACE: Well, | recognize that his
testinmony is not specifically on risk premium but he
does allude to risk premiumand to conpetition with
regard to retail demand. | wouldn't want to go too
much further with this, and I don't know how far the
Commi ssi on would want to go, but I'mgoing to allow
some additional questioning.

THE WTNESS: Well, let nme just clarify.
There is -- | think there's a nuch nore fundanental
di fference between the retail and the whol esal e
prem a that we're tal king about. The whol esal e
prem um i ncorporates an option value and, as Dr
Vander Wei de can expl ain nuch better than I can, but
you know, anyone fam liar with the basic option
pricing nodels and the basic cost of capita
cal cul ations that are recogni zed under GAAP, there
are differences in how you cal culate the risk prem um
for sonething that has an option value, so the option
value that is created for CLECs in taking or not
taking UNEs is sonething that does not typically
factor into a cost of capital analysis. It is a
different kind of risk premumfromthe kind of risk
premumthat is typically factored into a cost of

capital. So there -- | think | understand now what
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you were getting at.

There are differences in the nature of the
risk, the option value that is at issue in the
whol esal e market versus the risk of general denmand
fluctuations, which would be at issue in the retai
mar ket .

Beyond that, | really can't say anything
about the technical differences of what the -- or the
quantitative differences in what the risks would be,
but they are fundanentally different kinds of risk,
and you calculate an option value differently from
the way you cal cul ate a general market risk.

Q Okay. If you would, please, turn to page
nine of Exhibit 1-T, specifically a portion beginning
on line 16. And the sentence that begins on that
line says, Note that this discretionary demand by
entrants for network elements is itself a source of
uncertainty for incunbents trying to make efficient
i nvest ment decisions. Have | read that correctly?

A Yes.

Q Verizon is obligated to invest to serve
retail customers, regardl ess of the demand for
whol esal e services, isn't it?

A I would assume so. |I'mnot famliar with

the specifics of its state obligations.
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Q So is it your testinony, then, that this
di scretionary demand for UNEs sonehow i npacts
Verizon's decision to invest inits network to
provide retail services?

A. No, that's not what | say at all. What |
say is that the discretionary demand for UNEs at
whol esale is a source of uncertainty in and of itself
that certainly affects, assuming a fixed pool of
capital to invest, the allocation of investnent
wi thin the conpany.

Q So are there allocations of investnent that
Veri zon woul d nake solely to provide UNEs?

A Sure, especially if UNEs are being
mai nt ai ned because they have to be available in an
envi ronnent of declining access lines. Then it's not
the case that every asset that is available at
whol esal e i s necessary to serve custoners at retail

Q Can you give me an exanpl e?

A. | can't give you a specific exanple, but |
can tell you that, generally, what |'mtalking about
is there's an assunption that's often nade that any
UNE, if not taken by the CLEC, will automatically be
roll ed over and used by the ILEC to serve the
custoner, and that's an assunption that doesn't hold

in an environnent of declining access |ines.
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Q Wel |, Verizon does not construct facilities
solely to provide UNEs, does it?

A It doesn't need to. That's irrelevant to ny
point. It may have facilities already constructed
that are avail able as UNEs that have to be maintai ned
and provided as UNEs, but in an environnent of
declining access lines, if the CLEC does not use
them if the CLEC takes themfor a nonth and | oses
the custoner, it's not necessarily the case that --

JUDGE MACE: Dr. Shelanski, I'msorry, |I'm
wondering if you could speak a little nore closely to
your m crophone and enunciate a little. |'mjust
| osi ng sone of what you're saying.

THE WTNESS: |'msorry, Your Honor. |Is
that better?

JUDGE MACE: That's better. Thank you.

THE WTNESS: Okay. |It's not necessarily
the case that every asset provided at whol esal e, when
it ceases to be used by the CLEC, is automatically
redepl oyed for retail services in an environnent of
declining access |ines.

Q Wel |, perhaps we're tal king about two
different things. M understanding was -- or ny
approach has been an investnent, which neans

originally constructing the facilities, and ny
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understanding is that Verizon only originally
constructs facilities to serve retail custoners. |Is
that incorrect?

A It depends how far back you want to go.
Certainly, when the network was built, that's what it
was built for. On a forward-I|ooking basis, you'd
have to talk to Verizon about that, but to the extent
that they will have obligations, and I m ght add that
its obligation to provide facilities where it doesn't
have themis sonething that is quite up in the air
and is heavily litigated around the states, so taking
into account, on a forward-I|ooking basis, the
possibility of being required to provide assets where
t he conpany woul d ot herwi se not have them for retai
pur poses because they've been demanded at whol esal e
is an open question, it's been litigated before a
nunber of commissions, and | think it's safe to say
that it at |east raises the question for the conpany
of whether their forward-1looking investnent is driven
not solely by retail, but by its UNE obligations.

Q If you woul d please turn to page 12 of
Exhibit 1-T, specifically on the sentence begi nning
on line six. There you' re discussing Verizon' s nodel
and you state, The nodel thus |ikely generates

forwar d-| ooki ng operating and mai ntenance costs that,
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when adjusted for changes in quality and quantity of
services, are |lower than those that will actually

exist. Have | read that correctly?

A Yes, you have. Yes.
Q It's your use of the termlikely I wanted to
explore. |Is this based on any study that you've

conducted in terns of a conparison between these
types of costs?

A Well, | nean, it's based on the way that the
VZ Cost nodel is designed. The VZ Cost nopdel does
not base costs on the network equi pnment that will, in
fact, be in place over the course of the study
period. It assumes that the increnenta
t echnol ogi cal changes that Verizon is putting in
pl ace, for exanple, the technology it is deploying
i ncrenentally going forward for |oop plant or
distribution plant is ubiquitously deployed in the
net wor k.

What that does is to base costs on
facilities assunptions that are nore forward | ooki ng,
nore aggressive than what, in fact, will be in place.

Now, it is not always the case -- and the
reason | say likely is for the follow ng reason.

It's not inpossible for UNEs, on a forward-I| ooking

basis, to be nuch higher than, for exanple, even book
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cost. Trenching today, for new | oops, is quite
expensive. And so if you really were going to take
the forward-|ooking cost of a -- of building a new
kind of loop, it would be extremely high, and your
TELRIC price mght be, if you really did it right,
| ooking at the fixed cost and the operating and
mai nt enance costs, be very, very high.

That may not be the case for all facilities,
I don't know. | haven't |ooked at every component of
the network and seen what the forward-|ooking costs
woul d be, what the new costs would be. It's also
hard to know exactly what quantity and quality
adj ustnments to make. A |l oop now provides -- is
capabl e of providing different kinds of services with
hi gher levels of quality than was the case 10 or 15
years ago. So how do you adjust for those in the
cost?

But the main point of the sentence is that
Verizon does not take into account all of the capita
and depreciation costs that you would really have to
take into account if you assuned a conpletely new
network being built going forward and, noreover, one
t hat was susceptible to, if not actual ful
repl acenent, even an assunption of full replacenent

in a subsequent rate proceeding. It doesn't adjust
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1 for the very high depreciation |evels and the

2 substantial cost of capital that would be invol ved
3 there.

4 VWhat it does is it takes the cost of capita
5 basically of its existing assets, yet gives the

6 benefits of the presumably nore efficient operating
7 and nai ntenance costs of the new equipnment. So it
8 m xes and matches, if you will, the benefits of the
9 new equi pnent, | ower short run costs, with the

10 benefits of the ol der equipnment that still has

11 econonmi ¢ value, lower fixed costs, and that's why |
12 say it likely understates the actual costs of the
13 net wor k goi ng forward.

14 Q Ckay. Well, 1 just wanted to know whet her
15 your use of the word |ikely would be the sane as

16 mne, which is that it may or may not be true, but in
17 your view, it is nmore likely to be true than not?
18 A In ny view, it is nore likely to be true
19 t han not.

20 Q Woul d you turn to page 13 of Exhibit 1-T,
21 and specifically beginning on Iine 16, you're

22 di scussi ng purchases and di scounts of swi tching.

23 A Yes.

24 Q Have you revi ewed Verizon's sw tching

25 contracts for the state of Washi ngton?
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A No, | have not.

Q Have you been involved in any negotiations
with switch vendors?

A No, |'ve never purported to be.

Q So this testinony is, again, based on the
testinony of other w tnesses that have --

A Well, no, again, there is -- there are
principles at issue here, and the principle that is
at issue here is, again, not about what the
particul ar nunber should be for a discount, but it's
about the hazards of assum ng that the deepest
di scount that has ever occurred should be presuned to
be the forward-1|ooking switch price. And talking as
an econom c matter about why that is not an
assunption that one should nake going forward, and
that very deep switch discounts of the order of one
percent of list, where switches are being sold for
penni es on the dollar, as an econom c matter don't
make sense

And if you are going to assune a very deep
di scount, there really needs to be very compelling
evi dence that, (A), that really is the switch price,
and that the margins for that switch are not being
recouped by growth additions, upgrades, and other

aspects of the switch, and (B), that if you actually
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did, as AT&T's nodel proposes, fully replace all the
switches in the Verizon network, that those are the
di scounts that one would see. The discount that

m ght -- that mght be given for one switch would not
be the discounts that were reflected in a nmuch higher
demand environment to full replacenent.

So ny point there is not so nuch to say that
| have been involved with -- switch discounts in any
particul ar nunber is wong, but nore to say that
| ooki ng at very deep discounts and assum ng that
those were the forward-|ooking prices probably
nm spercei ve what the real price of the switch would
be or is, and would greatly understate real switching
costs going forward.

You know, and | nmight add that the other
part of my point here is that if switch discounts
really are so extreme, there has to be a conpelling
t heory of why those discounts aren't available to
everybody in the market, and why the discount that is
used for UNE price cal cul ations should be different
fromthe discount that is used for judging inpairnent
in swtching.

There really is no theoretical basis, no
econonic basis for using discounts differently in the

two settings. And if we really are tal king about 95



0500

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

percent discounts as being the forward-I|ooking price,
if that's the real price of the switch going forward,
then they're clearly not a source of inpairnent.
They're avail able for al nost nothing to anybody.

Q What is the switch discount that AT&T

assunmes in the HM 5.3 nodel ?

A | think it's 99 percent, but --
Q Ni nety-ni ne percent?
A Again, |I'mnot exactly sure, but that -- on

belief without saying | know it to be true. And it
woul dn't matter if it was 99 percent or 89 percent or
79 percent. The point is it needs to be economically
justifiable. And just |ooking at the cheapest switch
ever sold and presuning it to be the forward-Iooking
price is alnpbst certainly not economcally
justifiable.

Q And that's what you believe that the HM 5.3
nodel does?

MS. RONI'S: Objection, again. Dr. Shel ansk
has said he doesn't know the specific inputs of
Hatfield, so -- and it's been answered.

JUDGE MACE: M. Kopta.

MR, KOPTA: He was characterizing the
switching costs and prices in the nodel, and |I'mjust

foll owi ng up.
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THE W TNESS: No, actually, | was not, sir.

JUDGE MACE: Now, if you can just hold on

for a mnute. | just want to deal with the
objection, and then, if you can answer, 1'Il let you
answer, and otherwi se -- anything else? [1'Il allow

the answer to these questions.

THE WTNESS: No, | nean, again, you know,
as you all know, | was not involved with the
devel opnent of your nodel, so | choose not to discuss
or conment on your nodel.

Q Okay. |If you would please turn to page 19
of Exhibit 1-T. On line one, you state that UNEs are
intended to be a transitional device to facilitate
and nove to alternative facilities or technol ogies;
is that correct?

A Let me review the whole sentence. Yes.

Q And is that your legal interpretation of the
Tel econmuni cati ons Act of 19967

A. Well, I'"'mnot here to offer |lega
interpretation, but | think it's fair to say that it
is an interpretation that is -- has been often
advanced by -- it was advanced in the |egislative
history to the Act, it has been discussed by the
Federal Communi cations Conm ssion, npbst recently in

its TELRI C NPRM
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Q So is it your belief that one or nore
conpetitors will conpletely duplicate Verizon's
network i n Washi ngton?

A No, and that's not anything that is required
for conpetition to be meaningful. It nust be
understood there are a | ot of custoners that an
unconstrai ned conpetitor would choose not to serve in
any market, so the requirenent to conplete
duplication is not what the conpetitive market would
provide and it's not, in ny opinion, the appropriate
benchmark for conpetition or for |ack of inpairment.

Q Is it possible that a CLEC woul d deci de that
it wanted to use Verizon facilities and had no
interest in constructing its own?

A. If the prices are | ow enough, it certainly
is. That would be a bad outcone, but it's possible.
Q So you think that it should never be the
case that a CLEC would sinply want to use Verizon

facilities rather than constructing its own?

A No, if it's paying the full cost of those
facilities, the real cost of those facilities, and
that's the best that it can do, then, in keeping with
the theory of TELRIC and the principles of the Act
and general economic principles, that would be fine.

Q Now, if you would please turn to your
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rebuttal testinmony, which is Exhibit 2-T,
specifically the sentence that begins on |ine 11
JUDGE MACE: On page one?
MR, KOPTA: On page two, |'msorry.

Q And farther down in that sentence, you
state, beginning on line 12, The existing |ocations
of the basic points in the network configuration --
and you give sone exanmples -- would be unlikely to
change significantly, even if the network were built
entirely fromscratch. |Is that correct?

A Well, let's be clear, this paragraph nust be
taken in context of what cones before it. Verizon's
custoners are going to be where they are, trees,
rocks, rivers, physical -- you know, topologica
characteristics are going to be where they are, and
this is in the context of saying that even if Verizon
were to build its network fromscratch, it would not
be able to do all of the things that a greenfield or
even a scorch node nodel does in terns of an
efficient routing and in terns of the algorithns that
lead to | oop | engths and | oop costs that conpletely
i gnore those features.

Q So you do hold out the possibility that the
network design would be different today than it was

when it was originally constructed?
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A. Wel |, as Verizon's own engi neering plans and
cost nodels make clear, they're not sinply
perpetuating exactly the sanme network going forward.

Q If you would turn to page three, beginning
on line 16, a sentence that starts toward the end of
the line, In particular, one would have to include
today's costs for obtaining rights of way al ong the
newl y-drawn routes and for the placenent of
facilities such as DLCs, which are likely to be
significantly higher than what Verizon previously
paid for rights of way, et cetera.

A Yes, that's the sentence.

Q Are you referring to both public and private
ri ghts of way?

A. I nean, yes, | think generally I'mreferring
to both of them

Q So it's your belief that public rights of
way are nore expensive today than they have been in
t he past?

A I have no particul ar know edge, but
certainly, given the property val ues of property have
i ncreased substantially and congestion has increased
substantially, both the price one would predict for
rights of way would be higher to reflect higher

property val ues due to increased usage and congesti on
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simlarly drives up the price and nmakes it nore
costly for rights of way to be allocated. So it's
certainly a speculation, that's why | use the word
likely, but I think one needs to take that into
account in not mxing and matching costs from
yesteryear when they're lower with costs for the
future when they're lower. You've got to be very
consi stent.

If you're going to rebuild the network from
scratch, let's really do it fromscratch and take
account of all the costs that would be incurred going
forward, not just | ook at the costs that would be
| ower because technology's nore efficient and ignore
the costs that would be higher. And that was really
nmy point.

MR. KOPTA: Thank you. Those are all ny
guesti ons.

JUDGE MACE: And ny understanding is no

ot her counsel has cross? All right. Dr. Gabel

EXAMI NATI ON
BY DR GABEL:
Q Good afternoon, Professor Shelanski. [I'd
like to begin pursuing the theme of your |ast renmark

about needing to have a consistent set of assunptions
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in the cost study.

A Sur e.

Q And it's nmy understanding that you're the
Verizon wi tness who can best address the general
met hodol ogy of a UNE cost study, but when it cones to
the specifics, that type of question should be posed
to another witness; is that correct?

A Yes, that's correct.

Q Okay. Al right. What 1'd Iike to do, Dr.
Shel anski, is bring to your attention one or two
passages from ot her wi tnesses' testinony, and then
return to the topic of consistency, because 1'd |ike
to have your reaction on a particular concern of nne
regardi ng consi stency. Okay. The first witness --

JUDGE MACE: Dr. Gabel, are you going to
give the witness sonmething to read?

DR. GABEL: Yes, | wll.

THE W TNESS: Thank you.

Q Okay. The first is Dr. Vander Wi de's My
12t h, 2004 testinony.

JUDGE MACE: That has been marked 106, and
can you hold that up? W have to get our copies of
t hat .

DR. GABEL: | don't think there's a |ot that

you need to | ook through.
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1 CHAl RMOVAN SHOWALTER: Is this | ess than one
2 sent ence?

3 DR. GABEL: Yeah, it's just one or two

4  sentences.

5 CHAI RMOVAN SHOWALTER:  Al'l right.

6 Q Woul d you agree, Dr. Shelanski, that Dr.

7 Vander Wi de says that in establishing the cost of

8 capital, that the Comm ssion should assume the

9 presence of full facility-based conpetition?

10 A. Yeah, | nean, what he's arguing -- what he's
11 citing, and you've marked |ines 22 to 24 on page 14
12 of his May 12th testinony, and what he's doing is

13 citing there the Federal Comuni cations Comm Ssion
14 Triennial Review Order as bolstering his point, his
15 poi nt being the nore general one, that the cost of
16 capital should reflect the risks of conpetition

17 Q Al right. And then the second piece of

18 testinmony, fromWIlett Richter's testinmony of Apri
19 20th --
20 JUDGE MACE: G ve ne just a nmonment. That's
21 mar ked 451.
22 Q At page 24, M. -- is it M. or Ms. Richter
23 Wllett? ['msorry.
24 MS. RONIS: M ster.

25 Q Sorry. M. Richter is responding to sone
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recomendati ons of M. Donovan regardi ng structure
sharing. M. Richter's response, at page 24, as |
read it, is that these are reconmmendations that
aren't based upon nunbers that can be validated by
the Commi ssion, that they're assunptions that are
made by M. Donovan. |s that a correct
representation fromyour reading of this page?

A Well, it's hard to say. | nean, you've
outlined several lines here, two of which are
guestions, and there are only two |ines of testinony.
I have had nothing to do with M. Richter's
testi nony.

Q Okay.

A. So |l can't -- | think as far as asking what
he's testifying to, you better ask him

Q Al right. Well, let me just ask you to
just address this general concern, then. 1In order to
be consistent with Dr. Vander Wi de's reconmendati on
that, for establishing the cost of capital, it should
be based upon the assunption of a fully-conpetitive
mar ket, what does that inply regarding how structure
sharing is done? Do you base the inputs to the cost
nodel based upon the actual |evels of structure
sharing that Verizon currently experiences, or do you

do it based upon a hypothetical fully-conpetitive,
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facility-based conpetition market?

A You know, | nust confess, Dr. Gabel, | don't
fully understand the question. And as this involves
the -- as you see it, consistency issues between Dr
Vander Wi de and M. Richter's testinmony, | think I'd
better defer to themto answer this question.

Q Well, let ne just ask you in general, since
you're the expert on TELRI C net hodol ogy, what's your
under st andi ng of how structure sharing nunbers shoul d
be established? Well, et me even nove back a step
Is structure sharing a topic that you're famliar
with? Do you understand what the term neans?

A Yes, but | mean, it goes far beyond the
scope of any testinony |I've offered. 1've never
testified on the issue of structure sharing.

Q But you have testified on the topic of a
need to have consistency in the cost study input
val ues?

A. In the -- consistency in when you were using
forward-1 ooki ng val ues and when you were using past
val ues and consi stency in what cost of capital and
depreci ation you match with what operating and
maei nt enance costs, yes, that |'ve testified on

Q And investnment cost, too, forward-I| ooking,

because --
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A Yes.

Q Al right. And do you understand that
structure sharing affects the I evel of an investnent
that is an output froma cost nodel ?

A. Certainly, it does.

Q And do you have -- maybe I'll just ask it
one nore tinme, and if you want nme to defer to M.
Richter, I will, but --

CHAl RMOVAN SHOWALTER: Dr. Gabel, before you
ask your next question, can the w tness please define
what structure sharing is?

THE W TNESS: Yeah, | nean, it is not always
the case, when sonebody trenches, for exanple, to
bury cable or builds poles or structure, that it's
solely for themor that they bear the full cost of
that structure. And they may share it with other
carriers who -- for exanple, just to take a concrete
exanpl e, the city of Washington, D.C., to stop
streets frombeing dug up seriatim required that al
fiber laying and other structural initiatives be
proposed jointly by any carrier in a particular
wi ndow of time that wi shes to lay fiber or do
what ever, and so for any one carrier to claimthat it
bore the full costs, you know, for exanple, in a cost

nodel , woul d be incorrect, because they're sharing
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1 the costs of building that structure going forward.
2 Q Al right. Let nme ask you a hypothetica
3 gquestion. Suppose, in a rural area served by Verizon
4 in the state of Washington, currently there's no

5 structure sharing of buried plant with any ot her

6 utility. Wuld it be consistent with Dr.

7 Vander Wi de' s recomendati on that the Conmi ssion

8 assune, when establishing the cost of capital, ful
9 facility-based conpetition, for the Commission to
10 assune that there's no structure sharing for that
11 buried plant, or should it nmake a different

12 assunption?

13 A Now | understand the question. As to how it
14 fits with Dr. VanderWide's testinony, I'mgoing to
15 | eave that for himto answer, but as for the genera
16 question, if -- if, in fact, and we need to be very
17 careful about your use of the word full, because we

18 may not understand that differently.

19 A full conpetition does not necessarily

20 mean, getting back to M. Kopta's point, conpetition
21 for every line. Conpetitors rationally stay out of
22 certain markets. But in markets where you can, with
23 sone basis, say that there will be structure sharing,
24 then you need, on a forward-I|ooking basis, to be

25 consi stent, to have those costs shared on a
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forward-| ooking basis. | fully agree with that.

But it is not necessarily the case that
conpetition, going forward, leads to structure
sharing. And there are a couple of different
exanpl es that | could give you, but npbst notably
let's take the case of Alaska, where there is very
hi gh |l evel of local conpetition, and it is being
qui ckly mgrated onto the cable plant of the |eading
CLEC. There will be no structure sharing for the
i ncunbent going forward, because the plant onto which
the conpetitive traffic is being routed already is
built, already has rights of way, and will not do
anyt hing going forward to change the structure or
cost.

So while if there is evidence that there
will be structure sharing going forward, | fully
agree with you that it must be taken into account in
the proper justifiable proportions going forward, but
conpetition does not automatically lead to an
assunption of structure sharing.

Q Okay. In your exanple from Al aska, you
spoke of rivalry between two facility-based CLECs,
and your exanple was specific to the
t el ecomruni cations industry. But as | understand,

fromreading Verizon's case on the cost of capital
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they're saying, when you establish the risk for
Verizon, you should | ook at industrial firns, not
tel ephone firns, and that's why the conparables is
the Standard & Poors Industrial 500, not telephone
i ndustry. |Is that your understanding, too?

A. Well, again, this is an issue that's
squarely within Dr. Vander Wi de's testinony and
expertise, on which I think I would prefer not to
answer questions.

Q Al right. Well, just ny general -- your
exanpl e was the tel ephone industry in the state of
Al aska, where there are two facility-based rivals.

Is that the right reference point for when the

Commi ssi on resolves an issue |ike sharing, |ooking at
a market where there are two facilities-based rivals,
or are we in a world where we're supposed to | ook at
t hi ngs hypothetically, just as we don't | ook at the

| evel of conmpetition in Washington; we | ook at what
hypot hetically could exist?

A I nmean, | think that it is inescapable, in
any forward-1|ooking process, not to have to neke
assunptions, and if we want to call them hypothetica
or not, you know, it's a fine word. |I'mnot going to
treat it as a termof art, but we have to neke

assunptions going forward. Sone degree of nodeling
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is necessary. VZ Cost is a nodel. It is not a
snapshot of, you know, clear reality.

The sane thing will take place with
structure sharing, but | think we need to -- what |
woul d strive for is, as nmuch as possible, to base
what ever structure sharing percentages are used on
real evidence of where the conpetition is coning
from and that may |lead to structure sharing
percentages that are very different in different
mar ket s.

In some nmarkets, dense, urban markets, it
may be the case that there are CLECs trenching and
buil ding fiber rings and buil ding conpl ete networks
that overlap the ILECs to sonme degree, and they may
have different network designs, but there may, on
some routes, be structure sharing. So to calculate
the accurate percentage based on that is, | think, a
good thing to do. Look for the evidence.

In markets where there is evidence that a
| ot of the conpetition is comng internodally, from
wireless or cable, | think there it's perfectly
appropriate in structure sharing and for purposes of
cost of capital to use the nodel of two riva
facilities-based carriers that are not, in fact,

sharing facilities.
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Q Dr. VanderWide, I1'd like to nowturn to a
different topic -- I'msorry, Dr. Shel anski
Prof essor Shelanski, |I'msorry. 1'd like to turn to
a different topic, which isn't specific to your
testinony, but I'mjust going to ask your opinion
since you are the econom st as part of Verizon's case
in this proceeding. | understand that we have an
exhi bit.

JUDGE MACE: Yes, this is Exhibit 1200, Dr

Gabel's -- or the Bench's exhibit, and it should be
in your folders or you should have copies of it. |

did distribute copies of it. The Comm ssioners

should have it. |It's the very last exhibit that's
mar ked.
Q Prof essor Shelanski, 1'll try to walk you

t hrough this, okay?

A Sur e.

Q First, in this case, on June 3rd, Verizon
filed an Exhibit, RP-2, that established or proposed
a statewi de average | SDN BRI | oop rate of $40.76.
That doesn't appear on the exhibit that you have
here. Instead, it's a different exhibit in this
proceedi ng, okay. So do you have that nunber in
m nd? $40.76 is the proposed rate for an | SDN BR

| oop.
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A. Ckay. Could you please define BRI for ne?

Q Basic rate interface.

A Oh, basic rate, okay.

Q And then, on the first page, WNU-21, Section
Five, Third Revised Sheet Two, you'll see that the
current ISDN PRI digital line side port rate is

$13.39. Do you see that?

A Yes, | do.

Q So if we add the proposed statew de rate of
$40.76 to the existing port rate of $13.39, we have a
UNE rate, for just the port and the | oop, of $54.15.
Woul d you accept that?

A Yeah, | mean, | nust confess |'ve never
| ooked at this exhibit before, and so | can't say
that | have any, you know, know edge about what's

behi nd these categories.

Q Okay.
A So you know, | wll agree that that's what
those two quantities add up to. | really don't know

what's behind them

Q Okay. Then, if we turn the page of the
exhibit to Section Seven of WNU-17, we're | ooking at
the rate for honme digital |ISDN single-line usage, and
the access per nonth rate --

A MM hmm
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Q -- is $30, and that includes a 24-hour bl ock
of tinme. Do you see that?

A Yeah, 25-hour block of tine, yes.

Q Yes, 25-hour. And then, on the -- say two
pages farther, this is Section Seven, Seventh Revised
Sheet 88, we have business digital single-line

service, access per nmonth of $50. Do you see that?

A Okay. |1'msorry, which page are you on?

Q Section Seven.

A. Okay. 1've got it.

Q You see that?

A MM hmm

Q Okay. M question, Dr. Shelanski, is do you

have any understandi ng of why a wholesale rate for a
product woul d be $54.15 for the port and the access
line, where the tariff rate, with the 25-hour bl ock
of time, is $30 for hone use and 50 for business use?
Do you --

A. Let me look. |I'mconpletely unfamliar with
Verizon Washington's | SDN price or the environnent in
which it occurs. |'mnot qualified to make any
coment on this.

Q Wel |, do you feel that you can just address,
in general, should this be sonmething that the

Conmi ssion is concerned about when setting whol esal e
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rates? Should it be | ooking at the relationship
bet ween the proposed prices for a whol esal e service
and the existing retail rates?

A | guess | have two -- two comments on that.
One is that when we're tal ki ng about el enent pricing,
to then turn around and start tal ki ng about services
in that context is a dicey matter, econonically. The
FCC specifically decided not to base -- to base
pricing under the '96 Act on a service basis. They
did it on an elenment basis. | think -- |'msure
there were a number of reasons for that, but one of
themis it's very hard to decide, especially when an
el enent provides multiple services, howto interpret
the different prices that are charged anongst
di fferent services that use an el ement.

My next point would be that | would not be
terribly concerned, as an econom st, at |least, as an
economic matter, about, for exanple, prices for sone
services that | ooked very | ow, even though they used
the sane elenments, and if the concern would be that,
wel |, sone services are not fully recouping a
particul ar proportion of the elenent, then | don't
have any concern about that at all, because in
conpetitive markets, firns do not allocate fixed

costs to services. They recover costs as they best
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can, depending on |levels of consumer demand.

So sone services may be nmarginal cost priced
in a conpetitive market, where others, for which
there's nore inelastic demand or | ess conpetition or
what ever it may be, recoup the fixed costs. But I
think it's a very dangerous thing, particularly when
you' re tal king about high-speed services, to start to
be concerned that retail prices don't appear to have
a sufficient allocation of fixed costs enbedded in
them because that's a market that's devel oping to be
quite conpetitive, and you'll sinply hanper
conpetition in that market w thout changi ng anything
fundament al about the elenment price. So the focus
shoul d be on el ement prices, not on service prices.

Q | understand from your response that you
wer e di stinguishing between the margi nal costs, which
m ght be the right cost to | ook at for retai
service, and average costs, which are the right costs
to look at for UNE el enents; is that correct?

A Well, actually, | nmean, | want to be very
careful. The real distinction is between service
prices and element prices. Once the element is
priced at cost, how any provi der chooses to use that
el ement and what services they choose to provide

usi ng that elenent and how they price those services.



0520

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

I think, you know, short of the, you know, retai

regul ation on the wireline tel ephone side is not
sonmet hing that should be of concern. |In other words,
if the element is used to provide conpetitive

servi ces or unregul ated services, those prices shoul d
not factor in or raise concern for the Comi ssion

Q Have you, in your work for Verizon, reviewed
how t hey undertake retail cost studies?

A No, | have not.

CHAl RMOMAN SHOWALTER:  For the record, the
Bench chastises itself for failing to paginate its
own exhibit.

Q Two nore questions. Dr. Shelanski, in your
rebuttal testinony, at page three, lines 20 to 22,
you' re discussing rights of way?

A Yes.

Q Al right. Could you explain to ne how
rights of way costs are included in Verizon's |oop
st udy?

A | actually would rather defer that to their
| oop witness, their |oopy wtness.

JUDGE MACE: Hopefully not.

Q The | ast question, Dr. Shelanski, is an

open-ended question, which ties in, | believe, to

your opening remark, and it's just, as you just
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1 stated, when a forward-| ooking cost study is

2 undert aken, assunptions have to be nmade. 1Is there

3 general guidance you would like to provide the

4 Commi ssi on on, when those assunptions are made, what
5 ki nds of trade-offs they should give weight to when
6 considering pronoting price conpetition versus

7 facility-based conpetition? You know, what woul d

8 econoni cs suggest is in the best interest of

9 society's welfare?

10 A. That is an open-ended question. | think

11 that the nost inportant thing is to nmake sure that
12 real costs are incorporated in the price for UNEs,
13 and the reason | say that that's the nopst inportant
14 thing is you can think of two kinds of errors going
15 forward. You could think of UNE prices that are too
16 | ow and UNE prices that are too high, and which will
17 have the worst inplications for society.

18 I think that UNE prices that are too | ow

19 have a nunber of harnful effects. There's certainly
20 a ragi ng debate over what UNE prices that are too | ow
21 do to investnent incentives for the incunbent. |'m
22 not going to enter into that, but | think it's
23 sonet hing that needs to be at |east kept in mnd,
24 that firns that are not being conpensated for their

25 real forward-|ooking costs have an additiona
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constraint placed on their investnment decisions
novi ng forward.

But | think, nore inportantly, for society,
is the kind of conpetition that you get. And | think
that there's a |lot of evidence, and certainly there's
statements froma nunber of authorities, including
the FCC, that facilities-based conpetition brings a
nunber of benefits that conpetition over a single
network cannot provide. Certainly, if the incunbent
has very inefficient retail operations, then sonebody
coming in and using their network at cost can bring
benefits to consuners, price benefits to consuners by
retailing at | ower cost.

But there's certain things that the
conpetitor using the incunbent's network won't do.
And | love the quotation that Harvard President Larry
Summers recently uttered, Nobody in the history of
the world has ever washed a used car, nobody invests
in -- excuse ne, a rental car. Nobody in this world
has ever washed a rental car, excuse ne. Nobody is
going to invest in, inprove and upgrade a renta
net wor k.

So if a CLECis using the ILEC s network,
they're not going to start |ooking for innovative

technol ogy to buy thenmsel ves and put in the network.
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Where you're going to get real innovation
and the kinds of things that lead to serious benefits
for consunmers is by firms having their own facilities
and capturing all the econom c benefit of innovating
and investing in those facilities. And that, |
t hi nk, has been denonstrated in a substantial nunber
of industries. | think that the kind of investnent
that we've seen the cable industry undertake is
i ndi cative of the kinds of things that firms do when
they have their own networks and are not using
someone el se's network.

You know, why -- why are we going to get the
ki nds of innovation going forward if we're all using
the sane plant. And that's why | think it's
extrenely inportant, especially given the rise of
conpetition, again, this resurgence in the past
couple of quarters fromcable, evidence that wrel ess
is now substituting as nuch as it is conplenmenting,
these kinds of facilities-based conpetitors will
pl ace real pressure on the ILEC and bring rea
benefits to consuners.

If UNE prices are priced too high,
conpetitors will either, as happens in many markets,
enter with slightly higher cost structures if they

have to build their own facilities where it's not
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efficient for themto do so, or we'll see internodal
conpetition devel op

If UNE prices are set too low, | think you
have nuch greater harns. You have, as | say, the
sort of tendency to use the ILEC network for far
| onger than it's efficient and you have effects on
the ILEC s non-investment in that network.

So ny main gui dance going forward is not
high UNE rates, per se; it's real honest cost-based
UNE rates that get to the real costs of the network
so that Verizon is not being underconpensated and so
that i ncunmbents do make the right decision about the

efficient entry path going forward.

EXAMI NATI ON

BY CHAI RWOVAN SHOWALTER

Q I have a couple of questions. One is this
i ssue of internmodal conpetition. You just tal ked now
about if prices are too high or too low, and let's
say, like Goldilocks, they're just right in your
eyes, so that we set the prices exactly at your cost.

Now, what if those costs, which translate

into prices for the CLECs, are too high for themto
conpet e because of internodal conpetition? Is that a

fair result? This is, of course, a hypothetical.
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don't know that's the case, but if that is the
result, is that fine because other nodes of
conpetition are the preferable ones?

A Ri ght, because that is not -- that is not
sonet hing that woul d confer any advantage on Veri zon.
Verizon would be in the same boat with its CLECs.
It's got a network that it's evolving forward as
efficiently and as smartly as it can, but let's just
assunme, as you say, that the cost structure of
wireline tel ephone services is just too high, that IP
t el ephony over the cabl e networks and cabl e tel ephony
and wirel ess tel ephony just all have | ower cost
structures. Then that's fair in the sense that we've
| ear ned sonet hing about the future of wireline
conpetition, in the hypothetical where it just
happens to have a higher cost structure, it's not
going to survive. But the unfair thing would be to
artificially prolong its survival out of the pockets
of any one wireline carrier

And so what woul d happen if the prices were
set exactly at costs and those costs were just higher
than cable or wireless is that CLECs woul d make snart
deci si ons and woul dn't waste resources junping into
that market. They would | ook at other narkets, other

pl aces to deploy their resources. |f UNE prices are
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set too |low, on the other hand, they may say, Look,
there's no way that we could build a new network and
provide wireline tel ephone service. W're in this
worl d where everything else is cheaper. But, hey,

| ook, we can use the incunmbent's network at bel ow
cost, so let's junp in and provide wireline service
anyway. That would be a waste of their resources and
that would be unfair to the conmpany that has to

mai ntain the network at bel ow cost.

Q But if we set themjust right and that
turned out to be not as conpetitive as the other
nodes, then would that drive Verizon to try to strike
deal s that were bel ow those costs? Because, at a
certain point, if the wireline industry were, in
fact, just plain higher than -- rather than go down
the drain fast, wouldn't you want to negotiate
contracts for |ower prices?

A I mean, | think that if you were in a
situation where all your customers were deserting
you, the first thing you would do is stop investing
in your network, because unless you saw a path to a
| ower cost structure and being competitive, then you
woul d just say, Look, we're in an industry that's in
decline, let's not flush any nore noney down the

drain, but what we have is working.



0527
1 And what woul d happen in a conpetitive

2 mar ket ?  You woul d take what prices you could get to

3 -- that were above your operating costs, let's be
4 very clear about that. You need to -- otherw se, you
5 just shut down. But if you can pay for the

6 electricity, if you can keep running the network, if
7 you knew at sonme point you were just consum ng the
8 assets, weren't investing any nore, yes, that's what
9 you woul d do.

10 You know, if you have a building slated for
11 denmplition and it's enpty, and sonmeone cones to you
12 and says, |'Il pay you $50 if | can use the building
13 as an art studio until it's denolished, you'll take
14 the $50, even if the rental rate five years ago was
15 $100, 000, but that's a very extrenme situation

16 In order for a conpany to go belowits

17 forward-1ooking incremental costs, it would have to
18 be in a -- you know, its total forward-Iooking

19 i ncrenmental costs, not just its operating and

20 mai nt enance costs, but the full cost of capital

21 depreciation, everything, it would have to be in a
22 situation where it knew that the assets were at the
23 end of their useful lives and that was foreseeabl e,
24 where it was not investing further and where it was

25 quite clear that it was going to exit the market,
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but up until that point, I think that -- so in the
context of your hypothetical, yes, they'd cut |ower
deals if they knew this was the end of the road.

Q But could it also be the case that the
hypot hetical would hold true in sone areas, but not

ot hers, of a conpany's footprint?

A | nean, you know, this is -- without having
any particular know edge, just speculating, | want to
be clear that that's all I'"mdoing here, | certainly

could imagi ne sone very high-cost areas where
wireline tel ephone service is no | onger the efficient
way to provide comruni cations services, where you
m ght have a fixed wireless or nobile wireless as a
much cheaper alternative.

There may be particul ar exchanges or
particul ar areas of the country -- no wireline
t el ephone provider serves the Hopi Reservation, and
none will, because there are cheaper technol ogies
that would cone in. Let's suppose there was a | egacy
wireline network there. Then | suppose, if soneone
wanted to conme operate it and were willing to just
pay a little bit above the costs of keeping the
lights turned on, you know, the carrier would be
willing to sell off the exchange or lease it for that

very cheap rate, because you're |osing custoners to
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t he cheaper wireless.

So | do believe that it's possible. But the
i mportant thing here is that that that is actually a
good out conme, a very good outcone, because what it's
saying is better technol ogi es have conme al ong that
are providing these services to consuners nore
cheaply, and at that point there's no need at all for
any kind of regulation on the network that is being
pushed out of the market because its own incentives
will drive it to cut prices, to cut deals.

Q As an economc matter, although that doesn't
address certain universal service issues if not
everybody's, say, getting that wireless, but that's
anot her subj ect.

A Oh, and obviously that's the $64, 000
qguestion there; right?

Q And then, on that sanme subject, in terns of
what is neant by full conpetition or that the cost of
capital should be based on full conpetition, at |east
that's Verizon's position, does that nean ful
conpetition of the wireline systemor does it nean
full competition, including internodal conpetition?

A. Well, at least -- | can't testify as to what
specifically Dr. VanderWide had in mnd, but my own

personal view is that it means any conpetition
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i nternodal and wireline, anything that puts pressure
on the prices of the carrier, puts pressure on its
i nvestment decisions, on its service quality, onits
future demand |l evels that it faces, these are al
things that are created not just by wireline
conpetitors, but by internodal conpetitors. So | at
| east personally think that you would want to take
into account all kinds of conpetitors.

Q All right. A different subject. You assert

that Verizon's npdel does not use enbedded costs; it

uses --
A Ri ght .
Q -- existing constraints, such as nmountains
and | akes. Is that correct?
A. And even -- you know, even nore than that,

it uses existing equiprment.

Q Well, this gets to ny question, and maybe
you can just help me think it through visually. If I
think of equi pnent and lines that run fromhere to
the state capitol -- just for your information,
there's a steep bank, a | ake, and a steep bank up

A Okay.

Q And it's about a mle as the crow flies, but
it's three mles to drive it, and Verizon doesn't

serve it, anyway. But if it did -- if it did, what |
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understood you to say is that the nodel should take
into account that there's a steep bank, a | ake, and
anot her steep bank, but that the nodel does not --
here's where |I'm confused -- does not -- is not
accounting for the actual cost of the poles that go
the three mles around the road and up to the
capitol. Can you just help ne with this distinction?

A Yes, let ne -- there are two issues here.
Let me start with, if I could, just to get it to one
si de, the question of enbedded cost versus actua
assets.

The fact that Verizon is using in its cost
nodel going forward a switch that's in place today or
that was in place |ast year doesn't nmake it an
enbedded cost nodel, because it's not using the book
val ue of that switch to generate capital and
depreciation of costs. What it's using is a
forward-1ooki ng value of that switch, which may be
quite a bit |lower than book

So the fact that current facilities are
being used in the network as it's nodel ed goi ng
forward is different from saying that book costs are
being used in the nodel, in fact, very different.

So when | say in nmy rebuttal testinony that

Verizon's network -- that Verizon's nodel is not an
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enbedded cost nodel, that's what | nean, and | try to
draw a distinction between a nodel that uses actua
facilities and a nodel that uses enbedded costs.

Then there's the second issue about what
they actually do in the nodel.

Q Okay. Before you go to that second issue,
though, let's take the switch. You're saying you're
not using the book cost of the switch; you're using
the forward-|ooking cost of the switch. But
supposing there is a new and better switch to be had
and no one would ever buy the current swi tch, what
does the npdel do in that instance, or what should a
nodel do in that instance?

A Well, 1 think that a nodel needs to do the
cost cal culation going forward. Based on -- taking
into account the purchase price of this new and
better switch and the operating and mai nt enance costs
of the new and better switch, is it worthwhile to
replace the existing switch or to keep it, and that's
really the question that any firmasks itself going
forward.

Q So there's a sunk cost, but you're saying --
but if there's a sunk cost, what is your sunk cost?
When you deci de whether it's worth it to put into the

nodel the new and better switch, you say, Well, we've



0533

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

al ready got a switch, but how do you val ue that

exi sting switch?

A Well, you -- the existing switch, in order
to -- the calculation that you would do is to --
let's say that it cost $5 a nonth -- or $5 a day to

operate the existing switch, and only $2 a day to
operate the new switch. Wen you | ook at that
conmparison, you don't automatically buy the new
switch. You also have to factor in over the --
however much | onger you think that the old switch

wi |l be usable, the purchase price of the new switch
So you're actually assum ng away the fixed costs of
the old switch conpletely and just focusing on the
short run -- | nmean, this is howa firmin the rea
worl d would do things.

I've already paid for that switch. | can't
get that noney back. Let's nake that assunption
let's make it a true sunk cost. | can operate it for
five bucks a day. But by the new switch, | get ny
operating costs down to two bucks a day, but | have
to pay $10,000 up front. Hmm Over tinme, that adds
up -- over the short term that adds up to a lot nore
than five bucks a day. [|'mbetter off sticking with
nmy old switch

And the question that you always want to ask
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yourself is at what point does it make nobre sense to,
| ooki ng forward, incur the purchase price of the new
switch in order to get those | ower operating and

mai nt enance costs and at what point are you better
just sticking with your old assets.

Q And your answer mght -- if you were | ooking
at the next three years, the payback period m ght not
be worth it, but if you were | ooking at the next 10
years, and that's how |l ong you t hought the new swi tch
woul d [ ast, maybe it would be?

A Yeah, and the problemthere is there's
anot her level of -- there's another question that
factors in. There's a well-known phenonenon in
i ndustry called rational delay, and particularly in a
fast-nmoving industry like tel ecommuni cations, you
have to al so be thinking about the fact that, five
years from now, even that new switch won't | ook too
pretty. So you might wait even |onger than you
ot herwi se would to buy a new switch, because you
don't want to incur that interimsunk cost of a
technol ogy that's going to be supplanted again two,
three years down the road

Li ke when you have an old car and you see a
great new nodel cone out and you think, Well, that's

a much nore efficient car, |'mgoing to buy that
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1 hybrid, it will get nme nuch better gas mnileage, but

2 then you read about how, three years down the road or
3 two years down the road the hybrids are going to be
4 much, much better, they're going to be nore reliable,
5 they're going to be even better gas mleage. You

6 hang on to to the old car during that interim

7 generation of technology and wait two nore years.

8 That happens a lot in industry where

9 technol ogy is noving quickly. So now, in particular,
10 where the question of switching technology is

11 certainly an open one and whether we're going to have
12 circuit switch or packet switch or sone mix in how
13 things are going to be done into the future is an

14 open question, it's particularly rational to stick
15 with the existing technology, rather than to assune
16 that the new technology is going to be what is the
17 state of the art nore than three years out or nore
18 than some reasonably foreseeabl e horizon

19 Q Al right. 1 don't knowif | should

20 di scl ose the fact that | have a 1970 Vol vo, but --

21 A | drive a 1965 Ford.
22 Q Well, this is telecom though. Let's see
23 I think my joke distracted ne. Oh, are these kinds

24 of calculations and judgnents that we've just been

25 tal king about the kinds that are actually going into
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1 the nodel? Is the nodel -- and are the inputs nmeking
2 this type of judgnent, three years, five years,

3 repl ace, don't replace, that kind of thing?

4 A Yes, now, the cost panel is going to be

5 better able to address these el enent-by-el enent, but
6 I can say what | do knowis that this is exactly the
7 ki nd of thinking that goes into place when the

8 engi neers are sitting down and deci ding what to do

9 with the network over a planning period. The first

10 qguestion is how |l ong should the planning period be,

11 and it's actually -- turns out to be quite standard
12 in telecom if you ask across a variety of sectors,
13 | ong distance carriers, cable operators, wireline

14 t el ephone providers, even the cellular guys, three to
15 five-year engineering planning periods are very

16 st andar d.

17 And one of the reasons is that that is a

18 peri od around which one can, with sone reasonabl e

19 degree of certainty, see what the technol ogi cal paths
20 will be. And one of the reasons that you don't

21 whol esal e repl ace i medi ately, you know, Okay, we see
22 what things will be like for the next three years,

23 let's buy it and start replacing it right away, is a
24 recognition that the cal cul ati on says replace certain

25 things now, certain things later, and we nay want to
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even delay a little bit nore, not because we're

i nefficient, but exactly the opposite. Things are
changing so fast, we don't want to strand costs of an
i nteri mgeneration of technol ogy.

And this is the kind of thinking that's
goi ng on when you |l ook at the fiber-copper mx or the
percentage of GR 303 interfaces that are in place in
the network. These are all things that are
calculated with an eye to what nmakes sense
econonmically insofar as we can reasonably predict the
technol ogy path. That's exactly what's going on.

Q Okay. | interrupted you when you were about
to go to a point two, and | don't know if you covered
it or not.

A. I was just going to go back and tal k about
what the nobdel does with respect to those pol es and
rights of way around the | ake getting to the state
capitol.

So nodeling those going forward, what the VzZ
Cost npdel asks and what the engineers sit down and
ask is what is the efficient technology for getting
that distribution plant fromthe central office to
the state capitol. Going forward, what is it that we
woul d put in place for upgrades for replacenment plant

for new builds, and -- or you know, what is the way,
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woul d we go underground, would we go above ground,
what is the |l east-cost way. That's what we're going
to do going forward as we evolve the network, that's
why the network will |ook different going in the
future, even while a |lot of the paraneters stay
fixed.

But what the nodel is doing is assum ng that
that better way of reaching the capitol is actually
in place, fully in place, not just on some
repl acenent posts or not just on sonme upgrade
sections of the network, but through the whole
network, and it takes the operating efficiencies of
that new plant and takes those into account, but what
it doesn't do is say, Well, knowi ng that technol ogy
is going to change | ater, what are the higher costs
of capital and depreciation that would be in place if
we really were going to replace everything. So it
ki nd of gives you the benefits of these |ower
operating and mai nt enance costs going forward wi thout
the full up-front purchase cost and capital and
depreciation that woul d be needed over the planning
period to really do that.

Q Al right. | think that |leads to ny | ast
qguestion. Wen you used the termm x and nmatch a

couple tines, once in a way to say that Verizon's
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1 nodel is actually conservative and underesti mating
2 real costs because it was m xi ng and nmat chi ng that
3 way, but then, in another place, Exhibit 2-T, page
4 three, on line 21, you said it's econonically

5 incorrect to mix and match new supposedly nore

6 efficient routes with the rights of way costs for

7 exi sting routes.

8 And nmaybe you can just clarify for me again
9 -- oh, well, first, why should a nodel m x and match
10 inthe first place? It seens to me you would just

11 simply try to get it to be the nbpst accurate you

12 could, but nmaybe sometinmes you have to m x and match,
13 and if you do, it should be conservative, | think

14 that's what you were saying. But then why is this
15 ot her way of m xing and matching not a good way to
16 m x and match?

17 A. Yeah, let ne clarify. | nmean, if | were

18 sitting back, and |I've done this with folks from

19 Verizon and said, Well, you know, a cold econom c eye
20 cast on your nodel suggests that it's not an

21 ef ficient nodel because you are | eaving sonme costs
22 out of it if we were really doing forward-I ooking

23 repl acenent of the network. What you guys should be
24 doing is not adding those costs on, because you're

25 not actually replacing the network; you're evolving



0540

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

the network, you're upgrading it, you're fixing it,
you're putting new technology in as you go forward
efficiently, but then what you should do is nodel not
-- | forget what the exact percentages are, but 54
percent copper, 46 percent fiber throughout the whole
network, but that mx where it's actually in place,
and then when it's all copper el sewhere in the
networ k, you should be nodeling the costs based on
that. You should take the npst accurate picture you
can goi ng forward.

What Verizon has done is to say, Well, we're
going to be nore aggressive than that. W' re just
going to assume that the new technology is in place.
Why? Really because -- well, TELRIC, | think, has a
nunber of permissible interpretations, in nany
states, and in sonme pronouncenents by the FCC, but
not others, certainly, you can go back and forth
forever finding quotes on both sides of the issue,
the FCC has seened to argue that the new technol ogy
-- or certain states have said the new technol ogy
nmust be put ubiquitously -- assuned to be
ubi quitously in place through the network

So it's in an effort to be conpliant not
with correct economic principle, but with aggressive

interpretations of TELRIC that | think Verizon has --
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| say conservatively -- just assuned that the going
forward m x of technology that's used for increnental
changes is, in fact, put throughout the network. And
t hat understates costs.

VWhat | -- and the reason the m x and match
there is because it gives the benefits of that new
technol ogy without what it would really cost to put
it all in place, the capital depreciation costs.

My concern with nodels like the Hatfield
nodel, the MSM nodel, the purely hypothetical nodels
that purport to construct a network based only on
existing wire locations, or wire center |ocations.
And you know, Dr. Tardiff, | know, will be here next
week and he has sone very pointed things to say about
this, very detailed things to say about this.

But the problemw th those nodels is they
assunme a conplete rebuild, but -- and assune the
| ower operating costs of this conpletely efficiently
built network, but don't take into account the
consequences of one of the nobdel's own assunptions.
The nodel's own assunption is regular entry by new
firms with the nost efficient technology and a
periodic need to replace or to assune that you have
replaced all of your network plant.

Wel |, what happens in that case is that when
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you build a new network, if you are that hypothetica
new entrant, you're thinking, Well, down the road yet
anot her entrant's going to conme in and nake ne

repl ace everything. | better nmake sure |'ve
recovered all mnmy costs of this nice hypothetically
efficient network by the tinme that happens. So you
need very high costs of capital, because investors
are going to be very worried if investing in a
conpany that can be forced to | eave costs on the
tabl e down the road, and very high depreciation rates
enbedded while you are the nmarket |eader to capture
the costs of building that network, because you know
three years from now soneone else is going to cone
in.

So if you're really going to have a nodel
that has this full replacenments cost, you need to
incorporate -- and this is where | argued for
consi stency -- not just the efficient operating and
mai nt enance costs of the new technol ogy, and not even
just the purchase price, but what it will cost you to
raise the capital to buy that equi pment and what ki nd
of depreciation rates you'll have to put over tine,
put -- have to have over time, the short period of
time until soneone el se comes in and naekes you

rebuil d agai n.
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Q And |'m foll owi ng your point about
consi stency, but in one way it sounds as if you're
saying, Well, if you're going to be unrealistic on
one assunption, you've got to be consistently
unrealistic on another assunption, but one way, it
sounds alnost to ne as if you're saying it's two
wrongs. | nmean, that is, twice over, you're going to
assune that this network is replacing itself and
raising capital faster than it really will.

A Yes.

Q If that's the case, then |'mnot sure -- it

seens |ike perhaps it's aggravating things.

A Oh, no, | agree that it would be aggravating
things to -- | nean, in sone sense, the hypothetica
nodel -- the hypothetical nodel, if it were done

right, according to its own assunptions on all cost
paraneters, | think would generate extraordinarily
hi gh costs and you'd run away fromit and you would
-- | nmean, you would say, Well, we don't want these
costs, because they're enornmously high, if you really
take the nmodel seriously.

Q O it's just not the way the real world is
goi ng to work?

A The bigger problemis it's just not the way

the real world works. And when Dr. Gabel asked ne
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sort of what | mght |eave you with, you know, ny
ultimate concern is that there is a real network
here. There is a real network with real engineering
pl ans that are, in fact, being inplenented. And
nobody denies that there are serious evidentiary
questions of howto fill in the inputs of any nodel
you choose, but my argunent is that the nodel should
be one that, as best as possible, reflects that rea
network, that it reflects the actual facilities, the
actual plant, the actual routes that that network has
and wi Il have going forward over the planning period.

The hard question of what switch prices to
use to base the forward-I|ooking switch price on
those are hard questions, but once we start with the
prem se that we should have a real network and base
the forward-|ooking costs not on a nodel, because
that leads to all kinds of self-reinforcing problens,
but the network we have in place, then we can get
that at |east knowing to what we're trying to val ue,
we're trying to value sonething that's really there,
and then we can fight about what the right price is
and the right valuation is.

CHAl RWOMAN SHOWALTER:  All right. Thank
you.

THE W TNESS: Thank you, Comnri ssi oner
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JUDGE MACE: We'll take a 15-m nute recess.

(Recess taken.)

JUDGE MACE: M. Kopta has asked if he could
ask a few questions pertaining to the Comm ssion's
questions, and | don't know that that's our typical
procedure, but --

CHAl RWOVAN SHOWALTER: Usual ly we go down
the line and then --

MR. KOPTA: Right. That was ny
anticipation, is once the Conm ssioners were through,
then I would have a chance to follow up and then
they'd do redirect.

JUDGE MACE: Okay.

CHAl RMOVAN SHOWALTER: That's what we
usual ly do, so that you have the chance to hear all
of the questions before there's redirect.

MS. RONIS: Okay. He's already crossed,

t hough.

CHAl RWNOVAN SHOWALTER:  Yeah, but we
sonmetines raise issues that, you know, haven't been
explored as nmuch as you woul d have thought. So it's
just a way to have a conplete ability for everybody
to get their questions out, but you get the | ast
chance.

MS. RONI'S: Okay.
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JUDGE MACE: Go ahead, M. Kopta.
COW SSI ONER HEMSTAD:  No.
JUDGE MACE: Oh, |'msorry.

m sunderstood. | didn't realize you had questions,

Comm ssi oner Henst ad.

EXAMI NATI ON
BY COW SSI ONER HEMSTAD:

Q Dr. Shelanski, I'd |like to pick up and
pursue a bit further the inquiry of Dr. Gabel. And
understand your comment with regard to his Exhibit
1200 that you don't know necessarily what's behind
these nunbers. | can translate it into a
hypot hetical, but summarizing what | understand he
was saying, the totaling the price for the port and
the Verizon's proposed statewi de |oop rate, we cone
to a total of $54 and change, with a retail price for
Verizon of $30 for residential |SDN and $50 for
busi ness | SDN

Put sinmply as a hypothetical, if those
el enent costs are correct, that obviously would
create a price squeeze that would nmake it inpossible
for a conpetitor to conpete, wouldn't it?

A Well, not necessarily, because it -- the

theory of elenment pricing is that the el enent can be
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used to provide a nunber of services. Now, let's
take the case of -- now, let me be clear

If Verizon were to | ease a |oop for higher
than the retail rate of the | oop, and there were
not hi ng el se you could do with the |oop, you know,
there's voice grade services, that's what you get
over your |oop, voice grade service is 20 bucks a
mont h and the whol esale price is 30 bucks a nonth, of
course there's a price squeeze there.

But when you have nultiple services being
provided by a firmover a given set of assets, it's
often the case that the price of one of them does not
recoup any of the fixed costs or all of the fixed
costs of that elenent, and so the price is less than
what one would cal culate as what's called the
st and- al one cost of providing that service.

And that's actually a fairly typical kind of
phenonenon in markets where firns have nultiple
products, and especially where firns have both
regul ated and unregul ated products, sone of which are
subj ect to conpetition, some of which are subject to
regul ati on.

Q I understand. Okay. So | take it your view
is, then, that the loop, at least for an integrated

provi der of services, is a shared cost with various
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services?

A Yeah, | would have to learn -- | would have
to learn nore about how integrated |oop plant is done
i n Washi ngton and exactly how Verizon runs that
pl ant, but that would be ny basic view, yes, that
it's used for a nunber of services, and the fact that
one of themis priced below the stand-al one cost is
neither surprising nor of concern to me, as an
econom c matter.

Q Al right. | think you ended your
di scussion with Dr. Gabel by saying the focus should
be on the elenent price, rather than the service
price. And | thought | understand you to say or
understood you to say that various services of a
nmul ti-service provider could be priced bel ow cost,
even though, on an average basis, they'd be nmaking a
net profit. |Is that a fair summary of what you sai d?

A Right. | nean, | would certainly be
concerned if any service was priced bel ow the
short-run margi nal cost, so to speak. | nean, that
is a mtter for concern if it -- suppose that
mul ti pl e services are being provided by the el enent,
and yet there's one of themthat is being priced at
bel ow even the, you know, operating and nmi ntenance

costs of providing the service, the power, everything
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else that's -- then | would be greatly concerned, but
as long as, in aggregate, those services are
recovering the cost, | wouldn't see any concern for a
predatory kind of behavior, and I would expect that

if Verizon was providing a regul ated service and then
was also providing a service like ISDN, which is a
service that has alternatives, which is increasingly
subj ect to conpetition, not everywhere, but in a |ot
of places, it would not be surprising for me to see
those services be ones that aren't recovering all of
their fixed costs.

Q Okay. And |I'm sure you would not consider
yourself an authority on, well, for exanple, state
law, but | propose to you that | understand
Washi ngton State | aw requires, on the black, that the
pricing of a conpetitive service be priced above
cost. Wbuld that change your answer at all?

A I guess | would just need to know what they
mean by cost. And you know, this is a big debate.

In California, there are interpretations that it
nmeans total cost. As a matter of federal |aw and
Suprene Court law, it's averaged variable cost. So |
guess |'d have to know what the state | aw on cost
was.

Q "Il agree with you that there's plenty of
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1 debat e on how you define cost.

2 A Ri ght .

3 Q That's all | have. Thank you.

4 A Thank you, sir

5 COW SSI ONER OSHI E:  No questi ons.

6 CHAI R\MOVAN SHOWALTER: | just want to

7 explain to Ms. Ronis that M. Kopta's and others

8 guestions would be limted in scope to the issues

9 that we have raised, and the reason is that our

10 gquestions are really neither cross nor direct, but
11 the witness' answers sonetines have a strong el enent
12 of direct, in which case sonme kinds of cross is

13 desirable, and we have done it sonetinmes where you

14 woul d now go, but then that pronpts nore questions,

15 SO --
16 MS. RON S: | understand.
17 CHAI RWOMAN SHOMALTER: -- it seens to be a

18 good way to do it.

19 MS. RONIS: That's good to know. So that
20 going forward for this proceeding, it would be the
21 sane rul e?

22 CHAl RMOVAN SHOWALTER: CGenerally, that's

23 what we do, yes.

24 JUDGE MACE: Go ahead, M. Kopta

25 MR, KOPTA: Thank you.
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RECROSS- EXAMI NATI ON
BY MR KOPTA:

Q Dr. Shel anski, do you recall a discussion
with Dr. Gabel in which you were tal king about the
l ack of innovation when CLECs use UNEs from Verizon?

A I was tal king generally about, right, the
| ack of innovation -- conparative |ack of innovation
when firns use a commn set of assets versus separate
sets of assets.

Q Well, let me ask you, and by way of
clarification, would you agree with me that it is
possi bl e that a CLEC that |eases an unbundl ed | oop
from Verizon, for exanple, but provides its own
switching would still have the incentive to innovate
wWith respect to its investnment in the switching, even
though it's using a | oop from Verizon?

A Yes, certainly, sure. | nean, the
i nnovation incentive would go insofar as, you know,
obviously within the technol ogical constraints of
having to interface with another piece of technol ogy,
absol utely.

Q But let's assume a UNE-P situation. You
understand what UNE-P is. Mght it also be possible

that the CLEC would seek to use capacities or
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1 abilities of a switch differently than Verizon to

2 i nnovate and to provide a service that would

3 distinguish it fromthe services that Verizon is

4 providing on a retail level?

5 A. Yeah, but at that very high | evel of

6 generality, one could inmmgine there's some scope for
7 i nnovation there. But the point is that, as a

8 conparative matter, it's a nmuch narrowed scope

9 conpared to if that CLEC were, you know, providing
10 its own facilities. And just by exanple, there's

11 only so nmuch you can do with the capacities of, say,
12 Verizon's switch that -- there are only so nany

13 paranmeters in which you m ght innovate.

14 If you have your own switch, your own

15 configuration of the network you can build, you m ght
16 do it very differently. | nmean, even |ooking at sone
17 of the hypothetical network nodels that have been put
18 forward, | mean, if really that is the way to go, if
19 those are innovative ways forward for building a

20 network, prices that induce the CLEC to use the

21 | LEC s network woul d be forestalling that -- or

22 artificially, let me be very clear, that were too | ow
23 that artificially induced the CLEC to use the |ILEC
24 facilities would be forestalling the very innovation

25 that some of the hypothetical nodels claimis the
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correct way forward.

And sure, to the extent that a CLEC uses its
own switch and only | eases the |loop, that's better
than UNE-P fromthe standpoint of innovation. But,
you know, and even on UNE-P, innovative retailing,
maybe even innovative ways of trying to use -- trying
to provide various capabilities, various interfaces,
these all m ght be possible, but the nore you use the
exi sting plant of the ILEC, the |ess scope there is,

I think, as a common sense matter and as an econonic
matter for the conpetitor to innovate.

MR. KOPTA: Thank you. Those are all ny
guesti ons.

JUDGE MACE: Ms. Ronis.

M5. RONIS: No redirect.

JUDGE MACE: | think there's an outstanding
AT&T cross exhibit for this wtness.

MR. KOPTA: There is, and unfortunately, nmny
usual habit is to forget to nove to adnmit them |
woul d nove for admi ssion of Exhibit 3.

JUDGE MACE: Any objection? [|'ll admit that
exhibit. Thank you, Dr. Shelanski. You' re excused.

THE W TNESS: Thank you, Your Honor.

JUDGE MACE: Well, we're a little behind,

based on the sort of proposed schedul e we had, but
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1 the next witness is Dr. Vander Wi de.
2 Wher eupon,
3 DR. JAMES H. VANDERWEI DE
4 havi ng been first duly sworn by Judge Mace, was
5 called as a witness herein and was exam ned and
6 testified as foll ows:
7 JUDGE MACE: All right. Please be seated.
8 M. Berry, are you going to be introducing this

9 Wi t ness?

10 MR. BERRY: Yes, Your Honor

11 JUDGE MACE: All right. Everybody ready?
12

13 DI RECT EXAMI NATI ON

14 BY MR BERRY

15 Q Dr. Vander Wei de, would you pl ease state your
16 full name and your business address?

17 A Yes, my nane is Janes H. Vander Wi de, and ny
18 busi ness address is 3606 Stoney Brook Drive, Durham
19 North Caroli na.

20 Q Dr. Vander Wei de, did you submt prefiled

21 testimony in this proceedi ng?

22 A Yes, | did.

23 Q And does that include direct testinony,

24 dated June 26th, 2003?

25 A Yes.
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1 Q And do you have that in front of you?
2 A Yes, | do.
3 Q Was that testinony prepared by you or under

4 your direct supervision?

5 A Yes, it was.

6 Q And does it include exhibits?

7 A Yes, it does.

8 Q And for the record, those -- the direct

9 testinony and the attached exhibits are nunbered as
10 Exhi bits 101-T, 102, 103, and 104. Dr. Vander Wi de,

11 did you also file reply testinmony in this proceeding?

12 A Yes, | did.

13 Q And is that testinony in front of you?
14 A Yes, it is.

15 Q And was that testinony prepared by you or

16 under your direct supervision?

17 A. Yes.

18 Q For the record, that testinmony has been
19 nunmbered as Exhi bit 105-TC

20 JUDGE MACE: The C designation is for

21 confidenti al

22 MR. BERRY: | see. Thank you.

23 Q And Dr. VanderWide, did you also file
24 rebuttal testinony in this proceeding on May 12th,

25 20047
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A Yes, | did.

Q And was that testinony prepared by you or
under your direct supervision?

A Yes.

Q And did that include exhibits?

A Yes, it did.

Q For the record, the rebuttal testinobny has
been nunbered 106-T, 107, 108, and 109. Dr
Vander Wei de, with respect to the three pieces of
testinmony that you have submitted in this matter, do
you stand by the questions and the answers that you
provi ded?

A Yes, | do.

Q And if you were to ask those sane questions
today, would you provide the sane answers?

A Yes, | woul d.

M5. RONI'S: Your Honor, there were two
different rounds of errata on Dr. VanderWeide's
testinmony. They both relate to his rebutta
testinmony. | don't know if you wanted to mark them
now. One was filed with the Conmm ssion yesterday.

JUDGE MACE: That errata has been
i ncorporated in the books that the Comm ssioners
have. So what was provi ded today has not.

MS. RONIS: Okay. So we don't mark those as
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separate exhibits?

JUDGE MACE: You don't have to mark anything
as separate exhibits. |If it is incorporated into the
exhibit, you can provide the docunent, the page that
you're going to ask to be incorporated in place of
anot her page.

MS. RONIS: W do have copies of --

JUDGE MACE: |'m assumng, and |'ve reviewed
the filing, that it is mainly typos and slight word
changes.

MS. RONIS: Correct. And the one today was
to address a concern AT&T had about us not
desi gnati ng enough of his testinony as AT&T
proprietary, so we replaced a page and nade the AT&T
proprietary bracket cover nore information.

JUDGE MACE: |If you could supply us with the
changed pages.

MS. SMOTHERG LL: There's a public and a
proprietary version for each

JUDGE MACE: All right. And you have one
for each of the Conmmi ssioners; correct?

MS. SMOTHERG LL: Sure.

CHAl RMOVAN SHOWALTER: What exhibit is this?

JUDGE MACE: This is 106-T. The upper

ri ght-hand designation is not correct.
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CHAIl RMOVAN SHOWALTER: We need one nore set.

JUDGE MACE: | just want to make clear for
the record that you have a designation of JHV-9 in
t he upper right corner, and that's not the correct
designation by ny list of exhibits, but the actua
nunber for this exhibit, for this rebuttal testinony
is 106-TC, and so it would replace pages in 106-TC.

I don't think I -- did you provide actual pages?

M5. SMOTHERG LL: No, we just have the
correction.

JUDGE MACE: Okay. Thank you. Everybody
have in hand the corrections? Anything else? Do you
offer these into evidence at this time?

MR. BERRY: Yes, we do, Your Honor

JUDGE MACE: |s there any objection to the
adm ssion of proposed 101-T through 1097

MR. KOPTA: No objection

CHAl RMOVAN SHOWALTER: |'mjust going to
caution -- usually we actually go to the testinony
and hand-write the difference or we get a page that
has the difference so that we don't nmake mistakes in
dealing with confidential material, so | would
suggest that if anyone is going to ask about these
portions or if you hear us about to ask about these

portions later on in the books that we've already
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had, just warn us.

JUDGE MACE: | heard no objection to the
admi ssion of the exhibits. Thank you. Do you tender
the witness for cross-exani nation?

MR. BERRY: Before that, Your Honor, we'd
ask Dr. VanderWide to briefly sumuarize the
testi mony and reconmendations that he's nmade in this
proceedi ng.

JUDGE MACE: Dr. VanderWeide, |I'mgoing to
be timng you. Do you want ne to give you a little
war ni ng 15 seconds ahead of tinme, if that's
necessary?

THE W TNESS: That woul d be fine.

JUDGE MACE: All right. 1'll do that.
THE WTNESS: | have nmade some effort to
keep it under three mnutes, so | believe it will do

t hat .

JUDGE MACE: Co ahead.

THE WTNESS: GCkay. | began ny appraisal of
the wei ghted average cost of capital in this
proceedi ng by considering the basic economc
principles of UNE rate-naking, as enunciated by the
FCC in the Local Conpetition Order and the Triennia
Revi ew Order.

Basically, the FCC has mandated that the UNE
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cost of capital be based on forward-1ooking econonic
costs rather than historical or enbedded costs, that
it reflect the risk of operating in
t el ecommuni cations markets with facilities-based
conpetition, that it provide incentives for
investment in the network and that it provide an
opportunity for Verizon NWto recover the costs it
incurs in providing, on a forward-Iooking basis,
UNEs, including its cost of capital

It's ny belief that nmy 15.98 percent
recommended cost of capital is the only cost of
capital in this proceeding that satisfies the FCC s
basi ¢ econonmi c principles of UNE rate-making. 1In
particular, my cost of capital reflects the market
cost of capital of conparable risk conpanies
operating in conpetitive markets. |t recognizes the
conpetitive and regul atory risks of investing in
network facilities under the TELRI C standard, and it
al l ows Verizon NWand conpetitors a reasonable
opportunity to earn their forward-I|ooking econom c
cost of providing service.

In contrast, the other parties' cost of
capital recomendati ons are based on their
assunptions that Verizon NWis a |owrisk nonopoly

provi der of UNE service, and that Verizon NW does not
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face any risk that it will not recover its costs
under the TELRI C standard.

Their cost of capital recommendati ons woul d
provi de no incentives for either Verizon NWor the
CLECs to make investnents in network facilities. The
reasonabl eness of ny cost of capital recomendati on
is further confirnmed by conparing ny recomendati on
to the cost of capital that conpetitive conpanies,
such as AT&T, actually use to meke interna
i nvest ment decisions in |local network facilities.

This conparison is especially inportant
because AT&T operates in a conpetitive market, and
the Triennial Review Order requires that the cost of
capital reflect the risks of a conpetitive nmarket.
AT&T --

JUDGE MACE: Fifteen seconds.

THE W TNESS: AT&T's conpel |l ed response
i ndi cates that ny 15.98 percent cost of capita
recomendation is a conservative estimte of the cost
of capital conpetitive conpanies use to nmake network
i nvest ment deci si ons.

MR. BERRY: W tender the witness for cross.

JUDGE MACE: Thank you. M. Kopta.

MR, KOPTA: Thank you, Your Honor
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1 CROSS- EXAMI NATI ON

2 BY MR. KOPTA:

3 Q Good afternoon, Dr. Vander Wi de

4 A Good afternoon

5 Q I will try not to mi spronounce your name.

6 A. You did an excellent job.

7 JUDGE MACE: O nispronouncing it?

8 THE WTNESS: No, | didn't nean that.

9 Q Since we haven't net before, | was guessing

10 at the pronunciation. As you can imagine, Kopta is
11 not the nost conmon nanme, either, so |'mparticularly

12 sensitive to m spronunciations.

13 A | appreciate the care you took to get it
14 right.
15 Q Okay. |If you would, please, turn to your

16 direct testinmony, which is Exhibit 101-T,

17 specifically page six. And on page six, | would Iike
18 you to |l ook at the sentence -- actually, the two

19 sentences that begin on line eight. And if | may

20 summari ze, | understand your testinony to be that if
21 the cost of capital input in the UNE cost studies

22 that this Comm ssion approves is |less than the anount
23 that you recommend, that incunbents will have no

24 incentive to invest in their tel ecomunications

25 net wor ks. I's that accurate?
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A. It's partially accurate. The econonic
signals that I|'mreferring to would refer to both
i ncunbents and CLECs, and so not only would it not
provi de an incentive for the incunmbents to invest in
their network, but it wouldn't provide any incentive
for CLECs to invest in network facilities. They
woul d have an incentive instead to | ease UNEs from
i ncunbents, even though they perhaps could be nore
efficient providers if they provided UNE service on a
facilities-based basis.

Q But Verizon, regardl ess of what happens in
this proceeding, would still have an incentive to
invest in its network to serve its retail customers,
wouldn't it?

A. That would -- that is beyond the scope of ny
testi nony, because it relates to -- in this
proceedi ng, because it relates to whether their rates
are conpensatory for retail service. And | haven't
made -- I'mnot testifying on that subject in this
proceedi ng.

Q Well, but regardl ess of the econonic
i ncentives that they mi ght have based on that sort of
analysis, isn't it your understanding that, to
satisfy their obligations to serve their custoners in

the state of Washington, that they would continue to
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have an incentive to invest in their network?

A There -- as | understand your question,
there would be two parts to the question. One would
be kind of their regulatory obligations, which | am
not testifying to, because I'mnot an attorney. [|'m
testifying with regard to econom c incentives, apart
fromany regul atory obligations that they m ght have.
And as long as Verizon does not have an opportunity
to recover its investnment and expenses, including its
cost of capital, it has no incentive -- economc
incentive to invest in the network.

Q I's Verizon investing in its network as we
sit here today?

A. Verizon is maintaining its network, but it
has significantly decreased its investnent in the
network over the | ast three years.

Q But it is continuing to invest inits
network currently?

A. It's continuing to invest, but at a
significantly reduced level fromwhat it was in the
past .

Q And you ascribe that to the current cost of
capital for UNEs?

A I would certainly ascribe part of it to the

fact that Verizon -- well, the fact that Verizon is
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1 not earning its cost of capital. And part of the

2 reason for that woul d be because UNE rates have been
3 set bel ow the cost of providing UNE service.

4 Q Switching to CLECs, there are CLECs in the
5 state of Washington that have built their own

6 networ ks, are there not?

7 A There certainly are cable providers that

8 have -- that have made investnments to provide

9 t el ecomruni cati ons service, and it's ny

10 under st andi ng, although I'mnot testifying to the

11 actual |evel of conpetition, that there is sone

12 facilities-based conpetition from CLECs, as wel |l

13 My testinmony is that, however, one doesn't
14 have to | ook to the actual |evel of conpetition

15 because the Triennial Review Order requires that the
16 cost of capital be based on the assunption that the
17 mar ket is conpetitive.

18 Q Ri ght, and that's not the particul ar angle
19 that 1'mworking at here.

20 A Okay.

21 Q It's just that -- wouldn't you agree with ne
22 that CLECs have a continuing incentive to construct
23 their own networks, given that they have been doing
24 that, even when the cost of capital per UNES is set

25 at the 9.76 percent that the Comn ssion established
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1 in the | ast case?

2 A Well, 1 guess, to be specific, certainly

3 there's one CLEC that would not have an incentive

4 that | know of. | don't know what other CLECs

5 consider their cost of capital to be, but AT&T

6 certainly woul d not have an incentive, because they
7 have indicated that their cost of capital is above.
8 JUDGE MACE: Well, | just want to junp in
9 here, just so that you don't say a specific nunber,
10 okay.

11 THE WTNESS: | had no intention to say a
12 speci fic number.

13 JUDGE MACE: It was confidential and | just
14 wanted to make sure we didn't get into that problem
15 THE W TNESS: Ri ght.

16 CHAl RWOVAN SHOWALTER: So are all the

17 witnesses aware of what is and isn't confidential?
18 In general, if it's not confidential, we don't want
19 it to be confidential, or we like to get stuff out on
20 the record, but if it is confidential, then either
21 don't nmention the nunber and just be qualitative, or
22 if it's inportant, point us to a nunmber and then we
23 can understand what you nean.
24 THE W TNESS: Yes, that's an excellent idea.

25 The nunber is discussed in ny testinony near the end
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of the testinmony, of nmy rebuttal testinony, that is.

JUDGE MACE: | think it's on page 92.

THE W TNESS: Ckay. Yes, starting on page
89 of ny copy of the testinony, | have a section
entitled Tests of Reasonabl eness.

CHAl RMOVAN SHOWALTER: I f you can point us
to a line nunber, a page and |ine nunber?

THE W TNESS: Yes, on ny copy, it's page 89,
line -- starting at line nine, and goi ng on down
t hrough the end of that page.

Q Are you aware that AT&T has constructed a
network in the state of Washington?

A I haven't studied what AT&T has actually
done.

Q Okay. Would you accept, subject to check
that AT&T has installed sone of its own switches, as
well as fiberoptic rings in the greater Seattle
metropolitan area, as well as in the Vancouver,

Washi ngton netropolitan area?

A I would accept that, subject to check, and
woul d assune, then, that they woul d expect that they
could earn a return exceeding their cost of capital
which is -- which I've indicated is on page 89 of ny
testinmony, that they would -- if they -- certainly,

in that instance, they nust have thought if they
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could build -- if they could install a switch, that
there woul d be particular custoners for which they
could earn a return greater than their cost of
capital .

As a general matter, however, if they can
obtain UNEs for all custoners that reflects a cost of
capital that's less than their own cost of capital
that factor alone would give theman incentive to
| ease UNEs. So there nust have been ot her things
that weren't equal than the cost of capital

Q If you would, please, turn to page 29 of
Exhi bit 101-T.

JUDGE MACE: Which page was it, M. Kopta?

MR KOPTA: Twenty-nine

JUDGE MACE: Thank you.

Q Specifically the sentence that begins on
line 19, which I will read. Indeed, many of Verizon
NW s conpetitors are in the process of devel opi ng
their owm facilities for providing |ocal exchange
service to Verizon NWs nost profitable custoners.

A Yeah, I'msorry, | was still |ooking at the
rebuttal testinony that we had just referred a page
to, so I'mgoing to turn to my direct testinmony. It
was page 29?

Q Li ne 19.
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A. Ni net een, okay. Yes.
Q Do you know who those conpetitors are?
A | have -- ny analogy is based on the

testi mony of Conpany Wtness West, and that woul d be
my know edge base.

Q So you don't have any independent know edge
of the level of conpetition that's developing in
Washi ngt on?

A No, | do not.

Q Now, if you would turn to page 36 of Exhibit
101- T. And I'mreally referring pretty nuch to the
first full Q%A on that page. |In both the question
and the response, you use the term unregul at ed
conpani es. And by unregul ated conpani es, do you nean
conpeting | ocal exchange carriers, or CLECs?

A | was referring nore generically here to any
unr egul ated conpany operating in a conpetitive
mar ket, not just CLECs. Namely, those whose price --
who are free to determine their prices for services
in conpetitive narkets.

Q But you would include CLECs within
unregul ated conpani es, as you use that ternf

A Yes.

Q Okay. Are you aware that this Com ssion

regul ates CLECs?
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A. Well, then, | guess they -- to the extent
they're regul ated, then they wouldn't be included in
that term M discussion here was a generic
di scussion of all conpanies that operate in
conpetitive markets that are unregul at ed.

Q So then, as you use this term CLECs woul d
not be included?

A Well, to the extent that they're regul ated,
this wouldn't be -- this wouldn't reflect their --
necessarily reflect their behavior

Q Well, let ne see if | can define the terma
little bit better than unregulated. It seems to ne
that you're using this termin a way that nmeans that
the conpany has the freedomto set its prices as it
chooses, even under whatever regulation it m ght be
subj ect to?

A. Yes, yes.

Q Okay.

A. And is that the extent that you were al so
referring to in your question of me?

Q Well, | was being a | awyer and, you know,
doi ng the regul ated, what it nmeans, but, you know,
trying to understand what you're neani ng by your
testi nony.

A Al right. It had been ny understanding
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that CLECs' prices were not regulated, that CLECs
could charge their own prices.

Q Wthin certain limts, that's certainly the
case, and let's use that as an assunption. Are you
aware that Verizon has the sanme opportunity to seek
what is called in this state conpetitive
classification for some of its services in which it
woul d have the same or sinmilar freedomas CLECs to
set prices?

A. I"'msure it has the opportunity to seek
conpetitive status. It currently -- the current
situation is that it does not have conpetitive status
for all its services and certainly it is -- its UNE
rates are regul ated, and those are the particular
rates that I'mestimating the cost of capital for

So it's the regulated UNE rates that |I'm
referring to and conparing those to a situation where
a conpany operates in a conpetitive market, but its
prices are not regul ated.

Q Do | understand your testinobny at this point
to be that conpetitors have the ability to charge
hi gher prices for services than Verizon because of
the regul atory constraints that Verizon is under?

A No. M testinobny at this point is sinply to

i ndicate that conpanies in conpetitive markets face
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the risk that they won't recover their cost of
capital, that they'll earn a return that's |ess than
their cost of capital, but unlike Verizon operating
under TELRIC regul ation, they al so have a very
significant opportunity to earn a return that's
greater than their cost of capital. |I|ndeed, they
won't nake an investnent unless, on average, they
expect a return, to earn a return on their investnent
that's greater than the cost of capital, and they
certainly would reflect their cost of capital and
their depreciation rates in their prices, reflect the
ri sks of operating in a conpetitive market in
choosing their cost of capital and depreciation that
they use to set prices.

Under the TELRI C standard, however, Verizon
NW does not have an opportunity to earn nore than its
cost of capital, but it has a very significant
opportunity, alnmost a certainty, of earning |less than
its cost of capital, and that is because, under the
UNE regul ation, rates are supposed to reflect the
cost of the nost efficient technology, and yet -- and
rates are reviewed nore often than the depreciation
life of the assets.

So to be particular, if assets are

depreci ated over a period of, say, 17 or 18 years,
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whi ch they are, and Verizon makes an investnent in a
new network, and at the beginning its rates are just
sufficient to cover all of its costs over a 17-year
period, but then after five years, let's say, or six
years, its UNE rates are reset to reflect |ower costs
of a new technology, it will have no opportunity to
recover the costs and earn a fair rate of return on
the investnment it nade when rates were first set.

Q Well, as an economi c matter, a conpany in a
conpetitive market is not necessarily free to charge
prices, whatever prices it wants to ensure that it
recovers its cost of capital, is it?

A It is -- it is not necessarily free to set
prices, but it is free, when it expects prices to not
be sufficient to cover its cost of capital, to not
make any investnents or to not enter that narket,
whereas it's assumed in the -- under the TELRIC
standard that Verizon will construct the network
that's sufficient to serve the entire demand, and it
doesn't have a choice of constructing that network.

It will construct that network for the
pur pose of cal culating UNE prices on a
forward-| ooking basis that will serve the entire
demand for service and yet, under the TELRIC

standard, it doesn't have an opportunity to recover
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its cost of capital

Q Let me ask you a little bit nore
specifically. Wuld you agree with me that CLECs, in
pricing their services, their retail services in
Washi ngton, in Verizon's service territory, would be
constrained by the retail prices that Verizon charges
for the sane or conparabl e services?

A They woul d undoubtedly -- yes, | would agree
with you. They would undoubtedly be constrained by
that. And in situations where prices are such that
they will not earn a return that's greater than their
cost of capital, they won't nake any investnents,
which is an opportunity that, under the TELRI C
pricing, Verizon doesn't have.

Q If you would, please, turn to page 48 of
Exhi bit 101-T, specifically with the testinony that
begins on line 20, in which you state that in their
eagerness to pronote competition for |ocal exchange
service at the residential |evel, regulators have
generally set rates for unbundl ed network el enents
based on forward-I|ooking econom ¢ cost studies that
include -- and you |list several things on the bottom
of this page and the follow ng page.

My question is whether you include this

Commi ssi on anmobng the regulators to which you refer in
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your answer ?

A Yes.

Q Do you know what the current statew de
averaged |loop rate is for Verizon, as established by
this Comm ssi on?

A No, | don't.

Q Woul d you accept, subject to check, that it
isalittle bit less than $24 a nonth?

A Subj ect to check. | haven't studied it.

Q Okay. Do you know what the residential rate
is in Verizon's service territory?

A No, | don't, but | do understand that
residential rates have generally been subsidized from
intrastate access rates, and that -- and from ot her
services, and that residential rates have generally,
as a matter of history in the tel econmunications
i ndustry, been provided at bel ow-cost rates. That's
one of the things that happens when you introduce
conpetition in a world where you have previously
subsi di zed certain services, is you get distortions.

Q Woul d you accept, subject to your check
that the residence rate that Verizon charges is
approxi mately $13 a nonth?

A | would, and |I would conclude fromthat that

residential rates are significantly bel ow the cost of
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provi di ng service, subject to the -- to the
qualification that Dr. Shel anski discussed, and that
is that it's difficult to conpare rates for UNEs with
rates for services, because UNEs are based on
forward-| ooki ng econom c cost, and that that |oop
say, can be used to provide nore than one service,

not just local residential service, but in the past
it could be used to provide toll service, both
intrastate and interstate toll service.

And so the real question for a CLEC is not
whet her the UNE | oop conpares favorably with the
retail rate, the nonthly retail rate for |ocal
exchange service, but whether you can provide a
bundl e of services over that UNE | oop, including tol
services, which would allow you to nake a profit when
you purchase the UNE | oop at cost.

Q Are you aware of any CLECs providing
residential service in Verizon's service territory in
Washi ngt on?

CHAl RMOVAN SHOWALTER: Can we just interrupt
a mnute? W have a note fromlisteners on the
conference bridge to say that the witness is not
using the mcrophone. | think we can hear you
because your voice carries, but it needs to carry

right into the m crophone.
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THE WTNESS: Has it been turned off?

CHAl RAOMAN SHOWALTER: The red button shoul d
be up.

THE W TNESS: Up, okay. [It's now up.

JUDGE MACE: And you need to speak directly
into the m crophone.

CHAl RMOVAN SHOWALTER:  Yeah, stay fairly
close to the microphone. And |isteners, we are
sorry.

MR, KOPTA: We now return to our regularly
schedul ed program

COW SSI ONER HEMSTAD:  Wbul d the witness
repeat all of his answers?

JUDGE MACE: Ch, dear.

MR, KOPTA: As long as it doesn't cone out
of ny cross estimte.

Q I will repeat the question. Are you aware
of any CLECs that are currently providing residentia
service in Verizon's service territory in Washi ngton?

A As |'ve indicated earlier, | haven't done a
study of CLECs who provide residential service in
Verizon's territory.

Q Ckay. Now | want to turn to what | believe
you call, but you can correct me if I'"'mwong, a

cancel | abl e | ease concept that you discuss throughout
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1 your testinony.

2 A Yes.

3 Q Wul d you agree with ne that that concept

4 al so applies to Verizon retail custoners, as well as
5 to UNE custoners?

6 A. It does apply to retail custoners. However,
7 in the past, Verizon was the primary provider of

8 retail service, so that, to the extent that a

9 customer had the option to leave if they noved to

10 anot her state, for instance, it was possible that

11 anot her custonmer could take their place. That is

12 becom ng |l ess and less of a reality. |In fact, the
13 reality is nore that custoners have an opportunity to
14 obtain their service fromsonewhere else. So to that

15 extent, in the future, as opposed to when retai

16 rates were set in the past, it will becone an issue
17 in retail rate-nmaking, as well
18 Q And i ndeed, under the full facilities-based

19 conpetition assunption that you've been operating

20 under in your testinony, it would be nore likely, to
21 the extent that conpetition is that devel oped, that
22 retail customers would have a choice and could very
23 wel | choose to cancel their |ease with Verizon and
24 take the service from another provider?

25 A Yes, and to that extent, retail service wll
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tend to have nore and nore of the sane risks as UNE

servi ce.

Q And |'m going to present two scenarios to
you. In the first, the custoner decides to take
service froma Verizon -- a custoner that's currently

taking service from Verizon decides to take service
froma conpeting provider, and the conpeting provider
| eases one or nmore UNEs from Verizon in order to
serve that custoner.

In that scenario, Verizon would still be
generating revenues fromfacilities in which it has
invested to serve that custoner; correct?

A It would be generating revenues, but it
woul d be generating significantly |ess revenues, but
its costs would remain the same. So that its return
on its investnment woul d have gone down very
significantly and perhaps become negative because its
costs are fixed, but it now has |ess revenues.

Q Well, not all of its costs would renain the
same, would it? | nean, there would be sone savings
in retailing costs, for exanple?

A Well, you know, |'ve always been kind of
skeptical about that, because although conpetition
supposedly leads to a savings in retail costs, in

fact, what we notice is that there's nore retai
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costs in a conpetitive environnment.

AT&T ought to be, if anyone is aware of it,
AT&T ought to be aware that when MCI and Sprint
started to offer long distance service, the cost of
retailing went way up. So not only are the network
costs fixed, but the marketing costs actually go up
as wel | .

Q Well, let's take ny second scenari o, which
is the customer fornerly served by Verizon takes
service froma provider that doesn't use Verizon
UNEs, but uses solely its own network.

In that scenario, Verizon would generate no
revenues fromthe facilities that it invested in to
serve that custoner, would it?

A That's correct. That doesn't nean that
prices were -- UNE prices were set correctly. It
just neans that their revenues would be even less in
that facilities-based case

Q And as an economic matter, would Verizon
rat her have the scenario where it's selling UNEs,
even if they're below cost, to the CLEC to serve that
custoner, or would it prefer to have the customer
| eave the network all together and have those
facilities |lie unused?

A There's a third alternative, and the third
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1 alternative is that Verizon would prefer that UNE

2 rates were set to recover their full econonic cost,

3 i ncluding their cost of capital

4 Q Well, that's an interesting third

5 alternative, although | didn't present it to you.

6 Are you saying that you could not give an answer

7 between the two alternatives that | gave you, which

8 woul d be preferable for Verizon?

9 A Well, if -- let ne see if | understand the
10 question. If you're asking would you prefer to -- if
11 you're going to | ose noney anyway, would you prefer
12 to | ose | ess noney than nore, | guess you woul d
13 prefer to lose |less than nore, but the third
14 alternative is that you at |east break even, and
15 that's what | thought was one of the requirenments of
16 t he TELRI C st andard.

17 I ndeed, the FCC reiterated, in its notice of
18 proposed rul e-maki ng, the standard it had al ready set
19 in the Local Conpetition Order is that UNE rates are
20 supposed to provide an opportunity for the incunbent
21 LEC to recover its investnent costs, including its
22 cost of capital

23 Q If UNEs are priced bel ow cost, wouldn't that
24 make the CLEC less likely to cancel its |ease with

25 Veri zon?
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A Yes.

Q And if those prices were raised to reflect
the cost of capital that you're recommendi ng, as wel
as sone other things that Verizon has proposed,
woul dn't CLECs be nore likely to cancel their |ease?

A. Yes, they would be nore likely to cance
their lease, but that isn't the only risk that
Verizon faces. The risk we're tal king about is the
risk that, when they make an investnent, they wll
not be able to recover their cost. And in the first
i nstance that you tal ked about, where prices -- UNE
prices were below the cost of providing service, they
wer e guaranteed not to recover their cost and, hence,
their risk of |osing noney was very great and they
had no incentive to make an investnent.

It doesn't help the conpany and it doesn't
reduce risk to say let's Iower UNE rates even further
so that you | ose nore noney, because at |east the
AT&T and the other CLECs won't have an incentive to
| eave the network. That's not a help

If you're losing noney, the alternative is
-- the optimal strategy, fromthe conpany's point of
view, is not to make any investnents in the network
and society would not be benefited by that, nor would

t he CLECs, nor would the |LECs.
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Q And | understand that that's your position
What |'m focusing on, however, is the cancell able
| ease concept, which | believe is not tied to the
ot her principles you were just discussing, but is
i nstead based purely on the risk that a conpany faces
that a custonmer, whether it's a UNE customer or
retail custonmer, can sinply cancel its |ease at any
time and no | onger obtain the service or the UNE. Am
| correct that that principle does not stand al one?

A. No, you're not correct. It has to be
considered in the context of the TELRI C standard,
which refers to making a forward-Iooking investnent
in a network to provide tel ecomruni cati ons service.
And so the UNE cost mpdel s are based on the
assunption that you have to build the network. You
have to build a network that's sufficient to serve
all the demand.

And the risk is, on a going forward basis,

if you nmake that investnent, you might not earn a
return that allows you to recover your cost,
i ncludi ng your cost of capital. |If you -- there are
several ways that that can occur, that you woul dn't
earn a return, that allows you to recover your cost
of capital. One is that rates would be set below the

cost. That woul d guarantee that you won't earn the
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1 cost of capital, and that would be the greatest risk.
2 Another is that you initially set rates in line with
3 the TELRIC standard, which is the environment that |
4 was considering. You initially set rates that

5 seened to allow the conmpany to recover its costs, but
6 then, because you either re-set rates before the

7 network was fully depreciated or the CLECs cancell ed
8 their | ease before the network was fully depreciated,
9 the rates, in fact, did not allow the company to

10 cover its cost.

11 So we began with an environnment where the

12 rates seened to be set under the TELRI C standard to
13 recover -- allow themto recover their cost, but

14 then, because of the cancell ation or because of rates
15 bei ng reset on the basis of a new technology prior to
16 the full recovery of the network, they, in fact, were
17 not able to recover their cost.

18 Q Let me see if |I'm understandi ng what you're
19 sayi ng, or mmybe just asking the question a little

20 bit differently. You've proposed a 12.03 percent

21 cost of capital before the risk additur; is that

22 correct?

23 A Yes.

24 Q So if the Comm ssion were to adopt that

25 12. 03, would that recover Verizon's cost of capita
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1 if the -- if you take the cancel |l abl e | ease concept
2 out of the equation, if it was no nore |likely that

3 the CLEC woul d cancel its |lease after that increase
4 than it is as we sit here today?

5 A. Maybe the best way to answer that is to --
6 is to enphasize that, unlike rate of return

7 regul ati on, which allows the conpany to recover its
8 hi storical cost, TELRIC regul ation is based on

9 f orwar d- | ooki ng econom c cost. And so if the conpany
10 buil ds the network that's envisioned in TELRI C cost
11 studies on a forward | ooking basis and that network
12 has a life, an expected life, let's say, of 17 years,
13 and if you can now sign up custonmers for a 17-year
14 termat the rates that were set initially, and rates
15 don't change, you would be able to recover your

16 costs.

17 If, however, rates are allowed to change

18 downward as they are under the TELRIC standard

19 because of a new | ower-cost technology or if
20 custoners aren't |ocked in for the full 17 years of
21 the life of the network, then you will not recover
22 your costs.
23 So there are two scenarios in which you
24 won't recover -- you won't ever do better than

25 recover your costs, but you could do significantly
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1 worse. One is if rates are reset downward before the
2 network is depreciated, and two is if you don't serve
3 100 percent of the demand, which was the basic

4 assunption on which rates were set.

5 Q Well, let's assune that the Conm ssion does
6 establish UNE rates using your full recommended cost
7 of capital. As | understand it, that would stinulate
8 i nvestment by CLECs in their own networks; is that

9 correct?

10 A Yes.

11 Q Okay. And if that were to happen, then

12 woul dn't you expect that CLECs that are currently

13 | easi ng UNEs from Verizon woul d cancel their |eases
14 and use their own network facilities?

15 A. Sone of those CLECs may use their own

16 facilities and, from an econom ¢ standpoint, that

17 woul d be absolutely fine. That's what UNE rates are
18 designed to do, is to encourage the nost efficient

19 provi der to provide tel ecommunications service. So
20 if the CLECs can do it at a |lower cost, they should
21 provide -- if they can provide facilities-based

22 service at a |lower cost, they should do it. And

23 soci ety ought to be happy about that. |[If, however,
24 we set UNE rates bel ow the cost of providing service,

25 and specifically with regard to ny testinony, if we
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set the cost of capital so that we don't reflect the
risk, the regulatory risk of the TELRI C standard,
then there won't be any incentive at all for CLECs to
provide -- to becone facilities-based providers even
if they are nore efficient, and there won't be any
incentive for the ILECs to invest in their own

net wor ks.

Q Woul d Verizon avoid any costs when the CLEC
m grates off of Verizon's network to serve its
custoners using its own network?

A In the forward-1ooking world of TELRIC, they
woul d build a network based on a certain price, and
that price was designed to allow themto recover
their cost over the |ife of the network, say 17
years. When the CLEC left, their cost would stay the
same, but they would |ose the custoner, and so their
profits would go down.

That's why, in conpetitive markets,
conpani es woul d not nmake an investnent in those
facilities unless the cost of capital were higher and
they were able to set prices that reflected not only
t he underlying cost of providing the facilities, but
reflected also the likelihood that sonme nore
efficient CLECs would | eave the network.

Q But if, as you say, the costs renmined the
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sanme and Verizon becones | ess profitable, wouldn't
that stimulate Verizon to seek to raise its own
pri ces however it was able to do so?

A I don't understand the question. Which
prices would Verizon be stimulated to increase?

Q Its retail prices, and its UNE prices, |
suppose, but --

A Well, it wouldn't have the opportunity to
raise its UNE prices, because they're regul ated, and
so are its retail prices.

Q Al t hough Verizon can seek to have its retai
rates increased?

A Well, it can seek to have its retail rates
i ncreased, but if its UNE rates are bel ow cost and,
hence, its conpetitors can provide retail service at
a lower cost than Verizon Northwest can, it certainly
can't raise its retail rates, because it would | ose
even nore custoners because the conpetitors can offer
service at a |lower cost than they can, due to the
bel ow cost UNE rates.

Q Well, actually, | was referring to our
previ ous discussion, in which we assumed that the
Commi ssion had set UNE rates at the rate that Verizon
bel i eves woul d be fully conpensatory?

A Yes, and that's why |I'm suggesting that you
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have to set -- you have to have a risk prem umthat
will be sufficient to allow Verizon to recover its
actual cost of capital, so that if the cost of

capital is, say, a 12 percent, you m ght have to set
the UNE rates based on a cost of capital of 15 or 16
percent under the TELRIC standard to give them the
conpany, an opportunity, if it makes the investnent
in the forward-1|ooking network, to actually earn its
cost of capital, and that's what -- that's what woul d
happen in conpetitive markets.

Q And to the extent that Verizon was not able
to make its own cost of capital in the retail market,
woul dn't that put upward pressure on Verizon's retai
rates?

A. I don't understand the question. Did you
nmean to say to the extent it wasn't able to earn its
cost of capital in the UNE market as the preface?

Q No, in the retail market, because, again
we're taking the assunption that CLECs will have a
greater incentive to take custoners off of Verizon's
network and | eave nore of Verizon's facilities dark,
if you will, and therefore Verizon would need to
generate revenues fromits existing custoners,
despite the fact that it has invested in a nuch

| ar ger networKk.
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A But Verizon won't be able to raise its
retail rates in that environnent, because the CLECs
are offering UNEs at -- are offering retail service
using UNEs that are priced below cost. And so the
CLECs will be able to provide retail service at a
| oner cost than what it actually costs Verizon to
provide retail service, and it won't do Verizon any
good to raise its retail rates.

Q So --

A. It won't recover any nore revenue and it
won't earn its cost of capital by raising its retai
rates when conpetitors are providing retail service
at bel ow Verizon's cost.

Q Ckay. If | could get you to turn to page 54
of Exhibit 101-T. And beginning on |line one, again,
you' re discussing the higher risk of cancell able
operating |l eases, and stating that it's widely
recogni zed in the financial comrunity, and provide
some exanpl es.

And the exanple that | wanted you to focus
on is the second one, which begins on line five,
which is that wirel ess service providers offer |ower
rates for custonmers who are willing to sign |onger
termcontracts.

A Yes.
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1 Q Verizon also offers |ower rates for

2 custoners who are willing to sign |onger term

3 contracts, doesn't it?

4 JUDGE MACE: Are we tal king about CLECs that
5 are buyi ng UNEs?

6 MR, KOPTA: No, |'mtalking about retai

7 services, or actually tariffed services.

8 THE WTNESS: |I'mnot fanmiliar with

9 Verizon's retail tariff rates.

10 Q ' m not asking about the rates; |'mjust

11 aski ng whether you were aware that Verizon enters

12 into longer termcontracts with sone custoners at

13 reduced rates?

14 A ['"'mnot aware of it, no. | nean, it sounds
15 reasonabl e, but |I'mnot aware of it.

16 Q So you don't know whether the financi al

17 conmunity is aware of it?

18 MR. BERRY: ['mgoing to object to the

19 guestion as vague. |I'mnot clear on what the it is

20 he's referring to there.

21 JUDGE MACE: M. Kopta, could you be a

22 l[ittle nore precise in your question?

23 MR, KOPTA: Sure.

24 Q Do you know whet her the financial community

25 is aware of whether Verizon offers |lower rates in
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exchange for long-termcontracts?

A At the retail |evel?

Q At the retail level.

A I don't know.

Q Ckay. What's your basis, then, for your

know edge that wireless carriers offer such rates?
A Because | have purchased wirel ess phone

service and |I'm aware of the pricing of wireless

phone service. |'mnot aware of pricing the retai

services in the state of Washi ngton.

Q Woul d you expect stock analysts to be aware
of that?
A I think stock analysts would deal at nore

the national |evel and would be | ooking at the
factors that affected the conpany whose stock is sold
in the market. To the -- I'"'mnot really sure that
they would be aware of retail -- long-term-- | don't
think the existence of discounts on |ong-term
contracts for retail services in one state would be
of sufficient magnitude on the parent conpany,
Veri zon Corporation's profits to cone to the
attention of stock anal ysts.

Q Wel |, what about whether that's -- do you
know whether it's Verizon's practice in any other

state or --
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A No, | don't.

Q Okay. To the extent -- well, let's put it
this way. Verizon Wreless is part of Verizon, is it
not ?

A Yes.

Q Is it one of the carriers to which you refer
that offer |Iower rates for |onger termcontracts?

A. Yes.

Q From an econoni ¢ standpoi nt, can you provide
any reason why Verizon, in its wireline operations,
woul d not offer simlar contracts for customers, to
the extent that they are able to continue to earn
their cost of capital and other costs?

A Verizon would have -- if UNE rates for
short-termcontracts or if retail rates for
short-termcontracts reflected the risk of
shorter-termcontracts, then Verizon would have an
incentive to offer |ower rates, discounted rates for
| onger-term contracts because they have | ower risk.
So then the prices would reflect the risk. Higher
prices for short-termcontracts, because there's
hi gher risk; |ower prices for long-termcontracts,
because there's | ower risk.

It wouldn't do Verizon any good to offer

di scounts for longer termcontracts if they're
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al ready | osing noney on the shorter termcontracts
for UNE rates or retail services, whichever we're
tal ki ng about, because that would just cause themto
| ose even nmore noney. But if they were -- if the
shorter termcontracts were priced appropriately,
then yes, they would have, at that point, which is
not the current situation, they would have an
econonic incentive, in my opinion, to offer discounts
for longer termcontracts, because they would have

| ower risk.

Q Well, let's focus on a specific market
segnment and say | arger business custoners. Are you
aware of whether CLECs offer long-termcontracts to
| arger business custoners at |ower rates than they

coul d otherwi se get on a nonth-to-nonth basis?

A No. | nean, again, it sounds reasonabl e,
but I'mnot -- you asked if I'mfamliar with it and
["'mnot. |'mnot aware of it.

Q Are you aware of, other than residentia

services that we tal ked about before, any Verizon
services that are priced at a | evel that do not
recover all costs, including the appropriate cost of
capital ?

A My opinion that UNE services are priced in

t hat manner.
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Q Any retail or tariffed services?

A In general, | haven't studied Washington in
particul ar, although there certainly is sone evidence
to that effect, but in general, having been in the
t el ecommuni cations industry for the |ast 25 years,
I'"'mvery nuch aware that residential services have
general ly been priced below cost and -- in order to
pronote universal service, and that's pretty conmonly
accepted for the history of the tel ecommunications
i ndustry.

Q But that's the only service that you're
aware of that is arguably within that situation?

A | haven't studied other services. |'m not
awar e of any.

Q While we're tal king about wirel ess
conpanies, if you would please turn to your rebutta
testinmony, which is Exhibit 106-T-C, and specifically
tabl e six, which begins on line 12.

JUDGE MACE: What page?
MR KOPTA: It's on page 56.
THE W TNESS: Yes.

Q Am | correct that you have -- that this
tabl e represents a correction that you have nade to
information that Dr. Selwn provided in his

testi mony?
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A. No, that's not a correction. The point of
this table is that Dr. Selwn segnents out the
busi nesses into categories that Verizon does not
segnment out in their 10-K reports or their 10-Q
reports. In particular, Dr. Selwn has reported
i ncome or assets that is, by long distance service
and by data services or broadband services, as well
and he has not provided any category that | could
tell for directory services. And he said that he got
that information from Verizon's 10-K reports, and the
purpose of this table is to show that Verizon doesn't
provide information on its assets associated with
broadband or its assets associated with | ong distance
services, and it does provide information on its
directory services that was neglected in Dr. Selwn's
segnent ati on.

And so | don't know where he obtained the
informati on to nmake his segnmentation for different
lines of business. It was not in Verizon's 10-K
report and | don't believe that there was any
rational basis in the 10-K report. |'ve studied it
extensively. There's nothing in that 10-K report to
provide a rational basis to allocate Verizon's
busi ness to | ong distance or to broadband, and/or to

negl ect directory.
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Q |'"msure that Dr. Selwn would |ove to
explain how he did it if Verizon's counsel gives him
the opportunity, but for now, | want to focus on the
Wi rel ess category that you' ve got in your table here,

and let's start with Verizon. Are these the tota

assets of Verizon Wreless, the 65 mllion or 65
billion dollars?
JUDGE MACE: | guess it's not really clear

what those units are.

MR. KOPTA: Yes, it's not, but | believe
it's billion.

THE W TNESS: Those are -- that's correct.
| did not report the units. That is billions.

JUDGE MACE: It's dollars?

THE WTNESS: Dollars, yes, billions of
dollars. This -- the question is are these all of
their wireless assets, these --

Q All of the assets of Verizon Wreless, the
conpany?

A | guess what | know for certain is that
these are the assets that are reported in Verizon's
10-K report for its wireless assets. A Verizon
accountant would have to testify on whether those
were all of their wireless assets or whether they had

Wi rel ess assets sonmewhere el se. These are exactly
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what was reported in the 10-K reports for their |ines
of business. This and no nore.

Q Well, and et me be nore specific. Are you
aware that Verizon only owns 55 percent of Verizon
W rel ess?

A. Yes, it does own 55 percent. It does only
own 55 percent of Verizon Wreless.

Q So the question is whether the 65 billion

i ncludes the entire conpany or only 55 percent --

A Ah.
Q -- of the conpany?
A For Verizon, because they have -- they felt

they met the accounting standards for including al

of the assets for Verizon Wreless on their bal ance
sheet, so this includes all of the assets. So their
actual wireless assets, if you multiply it by the 55
percent, would be less than this.

Q Okay.

A. What | do know is they don't have any
broadband or any | ong distance reported in the 10-K
report, and that was the point of this table.

Q Okay. Well, | understand that, but we're
tal ki ng about wi reless right now.

A Okay.

Q What about SBC?
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A SBC - -
MR, BERRY: Can | just object to the
question? What is the question with regard to SBC?
MR, KOPTA: Well, | was going to meke it.
JUDGE MACE: Why don't we hear the question.
MR, KOPTA: Your witness was very anxi ous.
I think he knew what | was going to ask.

Q SBC and Bel | South jointly own Cingul ar
Wreless; is that your understandi ng?

A Yes.

Q And has SBC done the sane thing that Verizon
has done and reported all of the assets of Cingul ar
Wrel ess?

A. No, SBC has provided only -- has reported
only its fraction, and | don't know the expl anation
for that, that they felt it was consistent with
accounting standards for themto report their
fraction, which | believe was 60 percent of their
Wi rel ess assets.

Q Does that work out nathematically between

t hese two nunbers for SBC and Bel | Sout h?

A There's not sufficient information here to
tell. 1'd have to know what Cingular's wirel ess
assets were to know whether the sumof 60 -- of SBC s

wirel ess and Bel |l South's wireless totaled to
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Cingular's wireless assets.

Q Let me ask the question nmore directly, then
Is 10 billion, which is what Bell South has reported,
40 percent of 35 billion, which would be the total of

SBC and Bel | South wirel ess assets?

A. Maybe | -- maybe ny percentage was w ong,
then. | was -- ny recall was that it was 40 percent.
Maybe it wasn't 40 percent. It maybe was | ess than

40 percent. These are the wirel ess assets, however,
that Bell South reported and these are the wirel ess
assets that SBC reported.

Q Well, the reason | ask is because it | ooks
to me, and being a |l awer doing math is always
dangerous, that the 10 billion is roughly 40 percent
of the 25 billion that SBC has reported, which |eads
nme to believe that SBC, |ike Verizon, because it is a
majority owner of the wireless assets, reported the
entirety of the wirel ess assets?

A. That woul d be possible. It wasn't -- that
fact was not relevant for the purpose of this table,
so I'mgoing only on ny recall. It wasn't an
essential element of my testinony.

JUDGE MACE: M. Kopta, I'm m ndful that you
signed up for two hours of cross-exam nation for this

witness, and | see that our tine is at 5:00 p.m, and
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I want to check in with the Comm ssioners and the

parties to see where we're going to go with this.

CHAl RANOVAN SHOWALTER:  We think it's tine to

qui t.

JUDGE MACE: Okay. W're going to adjourn
until 9:30 tonorrow nmorning. Now, |let nme nmake sure
that | understand. We'Il continue with Dr.
Vander Wi de, and then go on to Dr. Selwn, and just
follow our list along, only it will just be del ayed
sonewhat .

MR. KOPTA: Correct.

JUDGE MACE: All right. Then we'll resune
at 9:30 tonorrow norning. Thank you.

MR, KOPTA: Thank you.

(Proceedi ngs adjourned at 5:00 p.m)



