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executive summary

In their responsive testimony, AT&T witnesses William Lehr/Lee Selwyn and Michael Baranowski offer numerous unwarranted criticisms of Qwest’s CPRO model.  In my rebuttal testimony, I respond to those arguments.  In so doing, I provide additional information addressing the fundamental differences between the business case models presented by Qwest ("CPRO") and AT&T ("BCAT").  I demonstrate that:

· Qwest’s economic model fully complies with the requirements of the TRO and provides reliable estimates of the economic performance of an efficient CLEC that self-provisions switching in Washington markets; and 
· In its BCAT model, AT&T uses inputs that violate the requirements of the TRO and are not supported by reliable data or experience.

My testimony specifically rebuts the many misplaced criticisms of CPRO by AT&T witnesses.  I also address an issue raised by Staff witness Thomas Spinks.  In responding to the criticisms of AT&T witnesses, I demonstrate the validity of the following points:

· CPRO revenues are reasonable, while BCAT revenues are vastly understated.  I demonstrate that the CPRO revenues are entirely consistent with the real world strategy of CLECs to seek high revenue customers.  Statements by AT&T executives, for example, repeatedly emphasize AT&T's targeted effort to attract and retain high-value customers to their bundled service offerings.  While AT&T assumes low-end revenues in its model, its own website makes clear that its practice is to seek only high-revenue customers.  Its website does not even mention its low-end offerings.  This stands in stark contrast to the BCAT approach of assuming that CLECs seek low-revenue customers, and then to assume that average revenues will decline rapidly in the next few years while inexplicably also assuming decreases in demand.  

· The churn rate assumed in CPRO is reasonable and consistent with other CPRO inputs.  My testimony provides additional evidence that demonstrates that the 3 percent churn rate in CPRO is reasonable and that the 4.6 percent rate in BCAT is significantly overstated.  Indeed, I cite a recent Banc of America analysis of AT&T that demonstrates the higher rate assumed by AT&T is a short-term phenomenon that is quickly followed by a churn rate that is actually lower than the rate assumed in CPRO.  Over the five-year active period modeled by CPRO, the 3 percent is clearly reasonable.  I also provide information from CLECs actually serving mass market customers that demonstrates that real world churn rates are far lower than 4.6 percent.
· The time horizons used in CPRO are entirely consistent with sound modeling practices.  I demonstrate that the criticisms of Drs. Lehr and Selwyn are based on an incorrect interpretation of the CRPO model and are inconsistent with sound financial analysis.  For example, I demonstrate that a proper estimate of the value of a firm takes place in two parts: (1) an estimate of free cash flows to a horizon where the firm reaches a steady state; and, (2) the value of the enterprise at that horizon (i.e., terminal value).  The five-year active period of CRPO is the first part of the analysis.  The 25-year horizon performs the latter function.  I demonstrate that using the 25-year horizon is more conservative than using the standard discounted cash flow perpetuity calculation.  Proper financial modeling practices indicate that one or the other should be done in valuing an enterprise.  In CPRO, Qwest chose the more conservative approach.  CPRO is completely consistent with the TRO and on widely-accepted financial modeling principles.  I also show that the other arguments advanced by the AT&T witnesses are based on factual errors and are inconsistent with proper financial modeling practices.
· CPRO’s market entry assumptions are valid.  I testify that CPRO’s MSA market entry assumption is valid and that the model validates that an efficient CLEC can economically enter and serve six MSAs in Washington.  I rebut AT&T’s suggestion that a switch should be modeled to serve each of the five MSAs in the Seattle LATA - a single switch to serve all five MSAs is clearly the method an efficient CLEC would adopt.  I also point out the inconsistency of Mr. Baranowski criticizing the level of switching efficiency in CPRO, while at the same time AT&T advocates a broader market that implies even greater efficiencies than are modeled in CPRO.
· CPRO’s transport assumptions are valid.  I demonstrate that AT&T’s use of special access rates in BCAT is unjustified and overstates costs.  UNE transport rates are lower than special access rates and none of the transport routes as to which Qwest is seeking transport relief is modeled in CPRO.  I also show that CPRO has taken into account non-recurring charges, such as the charges associated with grooming and de-muxing.
· CPRO’s assumptions relating to economies of scale associated with operation support systems ("OSSs") are valid.  I show that AT&T’s claim that Qwest is modeling a start-up CLEC is simply wrong and that Qwest has appropriately modeled OSS costs on the assumption that portions of the cost are borne by broader operations in other markets.  

· Other CPRO inputs are valid.  Finally, I demonstrate that AT&T’s criticism of CPRO’s customer acquisition costs is inconsistent with a third party report relied upon by other AT&T witnesses and that AT&T improperly cites a single piece of data in order to create an incorrect and unsupported inference that CPRO overstates customer acquisition costs.  CPRO, on the other hand, provides the complete analysis and its underlying assumption is valid.  I also point out other errors in the way AT&T witnesses have characterized CPRO. 
The structure of CPRO is based sound modeling practices, and the inputs to the model are realistic and consistent with the requirements of the TRO.  It should, therefore, be relied upon by the Commission.
II. PURPOSE OF TESTIMONY

Q. HAVE YOU PREVIOUSLY FILED TESTIMONY IN THIS PROCEEDING?

Yes.  I filed direct testimony on December 22, 2003 in which I presented Qwest's business case model, CPRO.  In addition, I filed response testimony on February 2, 2004 in which I addressed some of the flaws in AT&T's business case model.

Q. what is the purpose of this rebuttal testimony?

My rebuttal testimony further addresses the fundamental differences between the business case models presented by Qwest and AT&T.  In my testimony, I demonstrate that: (1) Qwest’s economic model fully complies with the requirements of the TRO and provides reliable estimates of the economic performance of an efficient CLEC that self-provisions unbundled switching in Washington markets; and (2) in its BCAT model, AT&T uses inputs that violate the requirements of the TRO and are not supported by meaningful, reliable data or experience.

My testimony rebuts several of the misplaced criticisms of Qwest’s business case model offered by other witnesses in their response testimony.  While showing that the structure of CPRO is appropriate and that the inputs to the model are realistic and consistent with the requirements of the TRO, I also demonstrate that AT&T’s "sensitivity run" of CPRO was not properly executed and is based on unsupported, flawed assumptions.  In particular, I focus on the following specific criticisms of CPRO offered by other witnesses:

· The claim that the revenues used in CPRO are overstated;

· The assertion that the churn rate assumed in CPRO is unreasonable and inconsistent with other CPRO inputs; 

· The argument that the time horizon used in CPRO is unreasonably long;

· The claim that CPRO’s market entry assumptions are flawed;

· The assertion that CPRO’s transport assumptions are invalid;

· The argument that CPRO’s assumptions relating to economies of scale associated with operation support systems ("OSSs")are invalid; and,
· The claim that other CPRO inputs are invalid.

In the testimony that follows, I demonstrate that each of these criticisms is flawed and that AT&T's adjustments to CPRO do not yield realistic, reliable results.

Q. mr. baranowski states that he MODIFIED DEFAULT cpro runs to correct alleged structural flaws and input errors in the model.
  are his adjustments to cpro appropriate?
No.  Mr. Baranowski made changes six changes to CPRO, none of which is proper or justified.  His changes include: (1) replacing the revenues used in CPRO with the revenues assumed in AT&T's BCAT model; (2) substituting the customer churn used in CPRO for the churn rate used in BCAT; (3) shortening CPRO’s time horizon to eliminate the business case terminal value; (4) changing CPRO’s geographic market (which Mr. Baranowski utilized in combination with every other change); (5) replacing CPRO's assumption that an efficient CLEC would use transport UNEs with the assumption that the CLEC would use more costly special access facilities; and, (6) reducing the size of the CLEC's operations in order to decrease the scale economies associated with OSSs.  In total, these unsupported changes that Mr. Baranowski offers produce a scenario under which the CLEC's revenues decline by more than 50% from the revenues associated with today's prevailing prices, a significant percentage of the CLEC's customers are continuously switching to other carriers, the CLEC never develops a sufficiently large business base to cover its OSS costs, and the CLEC mysteriously chooses to pay higher costs for transport than it would be required to pay by leasing these special access facilities from the ILEC.  Under the dire picture that Mr. Baranowski attempts to paint, no CLEC would ever enter the local exchange market using its own switching facilities.  But we know, of course, that multiple CLECs in Washington are operating in the local exchange market with their own switches and without the dire consequences that Mr. Baranowski's analysis predicts.  Mr. Baranowski's analysis and predictions of how an efficient CLEC would fare in the market are clearly unrealistic. 

I. mr. baranowski's adjustments to the revenues used in CPRO are flawed.

Q. Mr. Baranowski performs a CPRO sensitivity analysis that reduces revenue per line to the levels of revenues used in the bcat model.
  is this adjustment reasonable?

No.  The BCAT revenue per line assumptions are unreasonably low.  They are inconsistent with the business strategy and pricing of Mr. Baranowski’s client, AT&T, and other CLECs, as well as with the requirements of the TRO.  His revenue assumptions are also significantly below the estimates of industry analysts.

Q. is at&T’s own business strategy consistent with mr. baranowski's adjustment to revenues?

No.  AT&T executives have stated repeatedly that their strategy is to win the "high-value customers" that produce the revenues needed to meet the company's gross margin requirements.  For example, in mid-2002, Betsy Bernard, who was then the CEO of AT&T Consumer Services, explained to the investment community:

“However, we aren’t in this business [local service/long distance packages] just to gain subscribers.  

Our principle of maximizing cash requires that we only enter states that meet our gross margin requirements.  Once we have entered a state, we design and target each offer to high value customers to further improve the economics of the business.”
  

As Mr. Shooshan discusses in his testimony, this approach of targeting high-value customers is precisely what an efficient CLEC would do.  As shown by his own client's business strategy, it is highly unrealistic for Mr. Baranowski to reduce the revenues in CPRO based on the assumption that an efficient CLEC seeking to maximize the return on its investments would target low value and sometimes unprofitable subscribers, particularly since CLECs generally do not have the same obligations to serve that ILECs have.

Just two months ago, AT&T Chairman and CEO David Dorman reiterated that AT&T, consistent with the approach of a rationale, profit-maximizing CLEC, is targeting high-value customers:

“We continue to take a targeted approach to attract and retain high-value customers to our bundled services offerings, allowing us to drive profitability in this area of your business.  We’ll lead with our One Rate USA offer of unlimited local and long distance, which has proved very popular with customers…”

As stated by Banc of America, “AT&T’s ‘cherry picking’ approach has drawn Bell ire but it has worked.”

Q. what are the elements of AT&T’s One rate USA plan that mr. dorman refers to in the quote cited above?

AT&T’s One Rate plan is a packaged service offering for residential customers that includes unlimited local and domestic long distance calling and four calling features for $49.95 per month.  With the subscriber line charge, the package costs approximately $56.00 per month.
  This package is available to consumers in Washington.

How does AT&T’s one rate usA plan price compare to residential revenue per line in the bcat model?

As Figure 1 shows, the average levelized revenue per line for residential customers in the BCAT model is less than half the price of AT&T’s leading One Rate USA plan.
  

Figure 1

Comparison of BCAT Residential Revenue Per Line 
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As this comparison shows, the residential revenues assumed in BCAT and in Mr. Baranowski's CPRO sensitivity analysis are contradicted by AT&T’s leading package offering, which, according to AT&T’s Chairman and CEO, “has proved very popular with customers.” 

Q. Drs. Selwyn and lehr argue that cpro revenue IS overstated because it “does not account for the business models of other clecs, like at&T, that also offer stand-alone local exchange service options.”
  does AT&T’s stand-alone pricing support average revenue per line assumed in the bcat model?

No.  A comparison of AT&T’s stand-alone prices with BCAT's average revenue per line only confirms that BCAT's revenue assumptions are unreasonably low.  In Washington, AT&T’s stand-alone basic local service price to residential customers varies by location; the lowest price is $14.95 per month.
  The subscriber line charge is additional, so the total price per month for stand-alone local service is at least $21.00,
 or only about $6.00 less than BCAT’s total average revenue per line that includes local, long distance, feature and subscriber line charge.  

To appreciate the significance of the relationship between AT&T’s stand-alone price, AT&T’s packaged prices, and BCAT’s revenue per line, consider again that AT&T is successfully targeting high-value customers with its One Rate USA plan.  If, consistent with the BCAT assumption, AT&T earned an average revenue of $27.34 per line, and if only 20 percent of AT&T’s local service customers subscribe to the One Rate USA plan, the average revenue per line for the other 80 percent of AT&T’s local customers would be $20.16, which is less than AT&T’s stand-alone basic local service price.  In other words, AT&T’s prices in Washington support significantly higher revenue per line than is included in the BCAT model and in Mr. Baranowski's CPRO sensitivity analysis.

Q. DOES AT&T ACTIVELY MARKET ITS LOWEST PRICE LOCAL SERVICE?

No.  AT&T’s consumer website describes three residential offerings, the lowest of which is priced at $23.95 per month plus an additional fee for FCC line charge, and a minimum long distance charge of $5.00 per month.
  The other two offerings are the AT&T One Rate Plan at $49.99 per month (plus FCC line charge) and the Call Deluxe Plan at $29.95, plus additional monthly charges for long distance and FCC line charge.  No lower price offering is displayed.  There is no offering readily visible on the AT&T website that even remotely resembles the $11.25 price for residential service utilized in the BCAT model and in Mr. Baranowski's sensitivity analysis.  Another telling example is Z-Tel, whose consumer services website only lists the Z-lineHome Unlimited service for $55.99 per month.
  It is clear, as Staff witness Mr. Spinks acknowledges, that these carriers only want to serve residential customers who are interested in high-end package services – the "high-value" customers described by AT&T's Chairman and CEO.  

Q. WHAT OTHER ASPECTS OF THE MARKETING OF AT&T’S LOWEST PRICE LOCAL SERVICE OFFERING AFFECTS THE MIX OF THEIR TARGET CUSTOMERS?

AT&T’s lowest price offering is not listed on its website.  The website does provide a phone number that a prospective customer must call and specifically request a lower price plan than those listed in the web site.  At that point, the customer is informed of the $14.95 plan.  This plan is priced $2.45 higher than Qwest’s basic residential local service offering.  By pricing this plan nearly 20 percent over Qwest’s basic residential rate, AT&T is all but ensuring that its low price offering is not attractive to the basic service consumer.  Thus, through its marketing and pricing, AT&T targets the high-end customers, while leaving the consumer only interested in basic service to the incumbent.

is there other information demonstrating that the bcat average revenue per line is too low?

Yes.  In their testimony, AT&T witnesses Denney and Starr attempt to support their estimate of customer churn by citing a Banc of America ("BOA") report relating to AT&T’s residential service provided through UNE-P.  This report includes an estimate of $34 per line for only the local portion of AT&T's residential service.
  This figure is about $10 per line per month higher than the equivalent number used in BCAT and in Mr. Baranowski's sensitivity analysis.  Although the figures for churn and local revenue per line are included in the same BOA analysis, AT&T's witnesses selectively use only the figure (churn) that is allegedly favorable to their case and do not acknowledge, much less explain, the revenue figure that undermines their analysis.  

Q. drs. lehr and selwyn also criticize CPRO for not assuming sufficient levels of competition and its impact on revenues.
  how does the revenue in cpro take competition into consideration?

This is the rationale that the CLECs use to support their claim that Qwest should have assumed both lower revenues (26 percent lower by the end of the modeling period) and lower demand.  Other Qwest witnesses have shown that the assumption of declining prices advocated by AT&T directly contradicts the requirement of the TRO to use "prevailing" prices.  Moreover, wholly apart from the fact that this is a significant deviation from the TRO, the CLEC argument fails to take into account that competitive impact includes far more than prices.
  It would be improper to only model revenue changes as AT&T has done.  As I previously pointed out, aside from the fact that the FCC has mandated the use of current prices, there are three economic reasons for using them in the model: (1) prices for services that remain constant over time in an analysis of impairment actually decline in relation to the overall price levels in the economy (thus, the model does reflect competitive pressures on prices); (2) CLEC witnesses confuse changes in prices with overall revenue growth, thereby ignoring future growth in the types and quantity of services per line (using wireless as the example, per customer revenue has increased even in the face of lower per minute charges); and (3) performing financial analysis of entry and impairment using prevailing revenues per line is a difficult enough process without entering into the contentious and highly speculative process of forecasting the dynamics of price changes and the availability and adoption of new services going forward in time.  

is Mr. baranowski’s comparison of price changes in the local service market with price changes in the long distance market
 valid? 

No.  The dynamics of pricing of the two services is dramatically different; their price structures bear little resemblance to each other.  Historically, long distance was priced far above its cost, while local service was subsidized.  In more recent times, the major cost component for long distance has been access charges, which were drastically reduced under the FCC’s price cap regime, and further under the CALLS plan.  Additionally, some access charges to carriers were moved to subscriber line charges.  In contrast, the fundamental cost of local service consists of large cost elements (such as loops) that are directly related to fixed investment in the network.  That, in combination with the fact that availability of large margins is limited for residential local exchange services, makes it clear the kinds of large cost (and therefore price) reductions that took place in long distance are unlikely to be replicated for local exchange services.

II. THERE IS NO MERIT TO AT&T’S CLAIM THAT CPRO'S CHURN ASSUMPTION IS UNREASONABLE AND INTERNALLY INCONSISTENT.

Q. mr. baranowski states that cpro’s rate of churn (3%) is too low and cites a banc of america securities study TO SUPPORT A HIGHER RATE OF CHURN (4.6%).
  does the banC of america study support a higher churn rate?

A. No.  In fact, it support’s Qwest’s churn input.  The BOA analysis cites an ex parte bankruptcy court filing concerning MCI’s alleged churn rate for its Neighborhood plan prior to November 15, 2002.
  It must be remembered that MCI didn’t begin offering its Neighborhood plan until April, 2002.  Three months later, MCI filed for bankruptcy.  Thus, the Neighborhood plan, a first of its kind in the industry, was started during a volatile period for MCI.  Billing complaints from MCI’s customers increased 300% during this time period.  MCI claimed that these complaints resulted because customers did not realize that the Neighborhood’s monthly flat rate did not include taxes.  Thus, MCI’s churn from its initial experience with the Neighborhood Plan is not representative.  Not surprisingly, given these facts, BOA completely ignored the MCI churn data in conducting its analysis.

BOA reached the following conclusion as to the churn to use in its state-by-state UNE-P Model:  “Our estimated quarterly churn rate (discussed earlier) rises from 4.5% in 4Q02 to 4.6% and falls back to 2.4% by 2006 in each state as customers settle down with their bundled services.”
  Thus, the BOA analysis supports a churn range from 2.4% to 4.6%.  However, the higher end rate (4.6%) is used for a brief period of time.  The long term, steady state churn rate used after year 3 is 2.4%, well below the 3% churn rate used in CPRO.  I have included Highly Confidential Exhibit No. PBC-18HC that shows churn values from various sources that contradict the churn rate advocated by AT&T.

III. at&t’s claim that cpro’s time horizon is inappropriately long is inaccurate.

Q. Are Drs. Lehr and Selwyn’s criticisms of cpro's use of a 25-year cash flow analysis reasonable?

A. No.  Drs. Lehr and Selwyn make two arguments in an attempt to support their claim that estimating cash flows beyond 10 years is improper.  Neither argument has merit.  First, their most fundamental argument is that a CLEC would be of little value after ten years; thus, they argue that CPRO is in error in using a 25-year cash flow.  They state:

(1)  “the use of a terminal value implies a reasonable expectation that the investment or enterprise will have positive value at the end of the analysis period. In the case of a CLEC, there is little basis for making such a prediction, let alone predicting its amount.”

Apparently relying on Drs. Lehr’s and Selwyn’s reasoning, Mr. Baranowski appears to have simply valued the CLEC at zero in year 10, although as I describe below, AT&T’s witnesses do not do this consistently or correctly.  

Second, Drs. Lehr and Selwyn argue that the methodology used to estimate a terminal value after ten years is unreasonable.  They state, “it is not reasonable to pick an excessively long time frame simply to avoid estimating the terminal value in a discounted cash flow analysis.”
  This argument criticizes the mechanical techniques of the model.

Both of these arguments are based on an incorrect interpretation of the CPRO model and are inconsistent with sound financial analysis.

Q. Why is Drs. Lehr and Selwyn’s criticism of the use of a 25-year cash flow methodology invalid?

Their assumptions about the structure of the CPRO model are based on an incorrect interpretation of the cash flows.  In the context of asset or enterprise valuation, it is widely accepted that the estimate of the value of an enterprise should take place in two parts.  The first is an estimate of free cash flows to a horizon where the firm reaches a steady state.  The second is the value of the enterprise at that horizon.  The former is often referred to as the active cash flow, while the second is referred to as a terminal value.
  As Drs. Lehr and Selwyn recognize, the terminal value is often calculated using a simple mathematical formula called the perpetuity formula.
  This formula calculates the value of a stream of cash flows each year in perpetuity based on the cash flow in the last year of the active period, the discount rate, and the expected growth rate of cash flows after the active period.  

In CPRO, the model calculates all revenues and costs to a steady state in year six.  By this time, the CLEC has reached its target market size.  The model then calculates the total revenues and costs based on the previous years, including replacement of exhausted capital, out to year 25.  The model does not calculate all of the granular components of a cash flow analysis for 25 years.  The model uses this technique rather than the perpetuity formula to better account for the lumpy cost of the replacement of assets, which can be difficult to include in a terminal value calculation.  As was noted in my direct testimony, the present value of a dollar after year 25 is so small that the model no longer calculates them.  This is a conservative assumption, since, as I demonstrate below, it reduces the value of entry. 

Q. What would be the effect of using the perpetuity formula in cpro?

A. If CPRO utilized the perpetuity formula, the value of entry by the CLEC would be higher.  The NPV of entry into the MSAs in the Seattle LATA was $16.0 million.  If CPRO had used the methodology advocated by AT&T, then the value would have increased to $17.7 million.  In other words, CPRO's use of this alternate methodology is conservative because it lowers the value of entry.

Q. How do Drs. Lehr and Selwyn make their fundamental argument that a CLEC would be of little value in ten years?

A. They make three arguments for their conclusion that a CLEC would have little value after 10 years:

· The physical assets of the CLEC will be mostly exhausted in 10 years;

· The uncertainty in the industry makes forecasting difficult;
 and

· Bondholders have confirmed this by not giving CLECs more than 10 years to repay the principal on a bond.

These arguments do not support their conclusion.

Q. is Drs. Lehr and Selwyn’s argument that the physical assets of the CLEC will be largely exhausted
meaningful?

A. No.  Drs. Lehr and Selwyn appear to be arguing that the value of the CLEC would be largely driven by a book value of the physical assets of the firm and, as such, when the assets of the firm near the end of their economic life, the firm would be nearly worthless.  They state that “the vast majority of a CLEC’s physical assets (switches, transmission equipment, computers, etc.) will be largely obsolete at the end of ten years and have no market value to speak of at that time.”
  By this logic, a CLEC using UNE-P to serve five percent of the customers in a market would be worthless as well, regardless of when the firm was valued, because UNE-P CLECs have almost no physical assets.  Like all firms, CLECs are valued based on their future cash flows.  This is true for UNE-L and UNE-P CLECs.  The argument that CLEC value is derived from the value of physical assets is wrong in both contexts.

Q. Do Drs. Lehr and Selwyn’s arguments about the rapid change in the industry lead to a logical conclusion that the value of an efficient CLEC should be ignored AFTER year 10?

A. No.  The uncertainty about the future that Drs. Lehr and Selwyn derive from their summary of the recent history of telecommunications is known as risk in financial analysis.  Financial analysts recognize risk by their choice of the discount rate.  Analysts use higher discount rates to recognize the risks of a project and therefore reduce the value of the cash flows in the future.  CPRO uses approximately the same equity discount rate as BCAT and therefore recognizes approximately the same level of equity risk as BCAT.  Drs. Lehr and Selwyn seem to argue that at year 10, the risk of CLEC operations becomes so high that the discount rate should increase to the point where all future cash flows after year 10 should be valued at zero.  Brealey and Myers, authors of an authoritative finance text, "Principles of Corporate Finance," explain the fallacy of this notion:

A Common Mistake You sometimes hear people say that because distant cash flows are “riskier,” they should be discounted at a higher rate than earlier cash flows.  That is quite wrong:  using the same risk-adjusted discount rate for each year’s cash flow implies a larger deduction for risk from the later cash flows.  The reason is that the discount rate compensates for the risk borne per period.  The more distant the cash flows, the greater the number of periods and the larger the total risk adjustment.

Drs. Lehr and Selwyn have made this same mistake.  As a result, their conclusions are wrong.

Q. Drs. Lehr and Selwyn also argue that investors do not view CLECs as having any value in 10 years based on the terms of bonds.  Is this a reasonable interpretation?

No.  There is no relationship between the duration of a firm's bonds and the firm's viability.  In addition, Drs. Lehr and Selwyn assume incorrectly that because a CLEC's 10K report does not show debt issuances beyond 2011, CLECs will be unable to obtain debt after that time.  Significantly, there is no information in 10K reports that shows whether a company has been denied debt, so 10Ks provide no basis for assumptions about long-term debt financing.  Further, Drs. Lehr and Selwyn assume that bondholders and equity investors have similar time horizons and risk tolerances for making investment decisions.  Bondholders make investment decisions across the time horizon of the bonds and receive lower returns for greater seniority to cash flows.  Equity investors (such as the owners of CPRO-modeled CLEC) accept greater risk and have the potential to receive much greater returns.  Equating the time horizon and risk tolerances of bondholders to equity holders does not properly account for the differences in these two types of investors.  Drs. Lehr and Selwyn’s inferences about CLEC bond investors are invalid.

Q. Are AT&T’s witnesses consistent or correct in their analysis of the CPRO model’s discounted cash flow ("dcf") estimates for entry in the MSA’s in the Seattle LATA?

A. No.  Mr. Baranowski claims that the CPRO NPV is only $2.5M positive in year 10.
  Drs. Lehr and Selwyn declare that “the venture would not be profitable over a ten-year planning horizon."
  Both have misstated the results.  Confidential Exhibit No. PBC-5C clearly demonstrates that the CPRO business case is cumulative DCF positive in year nine, with a year 10 cumulative DCF of $3.6M (see the “Key Financials” tab cell P41).  

In both cases, AT&T is trying to apply the discounted payback period rule with 10 years as their cutoff.  This rule states that firms accept projects that have discounted cash flows that are greater than or equal to zero by the payback period cutoff.  This rule ignores all cash flows after the cutoff.
  Brealey and Meyers find that this rule is unsatisfactory.  They state, “The discounted payback rule still depends on the choice of an arbitrary cutoff date and it still ignores all cash flows after that date.”
  They go on to state, “Some managers do use payback in judging capital investments.  Why they rely on such a grossly oversimplified concept is puzzling.”
  Drs. Lehr and Selwyn’s insistence that the payback period is an overriding rule in using DCF valuations is puzzling indeed.  It is also inconsistent with the TRO, as cited in my direct testimony (Exhibit No. PBC-1T).

Q. MR. BARANOWSKI TRUNCATES CPRO BY ASSUMING AWAY CPRO’S PROJECTED NET CASH FLOW AFTER YEAR 10.  IS THERE ANY JUSTIFICATION FOR THIS ADJUSTMENT?

A. No.  In a properly conducted business case analysis, the future net cash flows are discounted to present value using a discount rate that reflects the risks and uncertainties inherent in estimating what future cash flows will be.  The riskier and more uncertain the cash flows, the higher the discount rate that is used.  Stated another way, the discount rate is the mechanism in CPRO that takes into account future risk and uncertainty.  However, it must always be remembered that financial risk cuts both ways.  It is entirely possible that future events will lead to CLEC net cash flows that are higher than projected, not lower.  CPRO uses a discount rate of 15% and none of the parties to this proceeding has claimed that it is not an appropriate discount rate given the risks and uncertainties in the telecommunications industry.  As a practical matter, using a 15% discount rate means that a dollar received ten years from now is worth about twenty-five cents in today’s dollars.

By completely eliminating cash flows after year 10 from his run of CPRO, Mr. Baranowski has in fact discounted twice – first through use of the discount rate and then again by ignoring all cash flows after year 10.  This significantly understates the value of an efficient CLEC offering services to mass market customers using self-provisioned switching.

Q. Based on your review of the arguments made by Drs. Lehr and Selwyn, are there any changes that should be made to the CPRO model regarding the terminal value?

A. No.  The CPRO model conforms to standard financial analysis practices and produces a conservative estimate of the value of a CLEC entering the mass market in Washington.  I have seen no information that would lead me to change the model’s methodology.

IV. MARKET ENTRY

at&t witnesses baranowski,
 AND lehr and selwyn
 contend that cpro’s market entry is unreasonable for an efficient clec.  why is msa entry consistent with the entry strategy of an efficient clec?

A.
CLEC entry into MSA markets is prevalent, as demonstrated in the direct and  response testimony of Qwest witness Mark Reynolds (Exhibit Nos. MSR-1T and 14T) which was adopted by David L. Teitzel in his rebuttal testimony (Exhibit No. DLT-1T).  It is logical that CLECs enter the market where there are large concentrations of business customers who provide higher revenue streams per line than residential customers, unbundled loop costs are relatively lower than outside the MSA, and market outlets can efficiently advertise the CLEC products.  Qwest’s analysis shows that the six MSAs discussed in my direct testimony (Exhibit No. PBC-1T) present the strongest economic opportunities for a CLEC to provide service with self-supplied switching. 

Q. mr. baranowski argues that because cpro does not produce an msa by msa analysis it understates costs.  he then suggests that a proper analysis would place a switch in each msa.  would an efficient clec deploy a switch in each msa?

A. No.  The evidence is overwhelming that an efficient CLEC will not place multiple switches to serve geographically concentrated MSAs.  An efficient CLEC will look for scale efficiencies and will thus place as many customers as possible on a single switch.  It does this by balancing transport costs with switching costs.  In the Seattle LATA, a single switch configuration is clearly the most efficient means of serving the five MSAs.

Q. is Mr. baranowski’s position contradicted by at&t’s position that the entire lata is the proper geographic market?

Yes.  AT&T has strongly advocated that the proper market is the entire LATA.  Since a LATA as a whole obviously has more lines than the individual MSAs within it, AT&T’s efficient CLEC will gain more switching efficiencies than the efficient CLEC modeled by Qwest.  Thus, while Mr. Baranowski criticizes the level of efficiency in the Qwest models, other AT&T witnesses suggest that Qwest is too conservative with regard to the very same assumption.  AT&T cannot have it both ways.  

Q. mr. spinks states that the business case must ensure that a facility-based competitor could economically serve all customers in the market before finding no impairment.  Is mr. spinks’ position supported by the tro?

No.  Mr. Spinks relied upon the fifth sentence of paragraph 519 of the TRO, which initially stated: “State commissions must ensure that a facilities-based competitor could economically serve all customers in the market before finding no impairment.”  On September 17, 2003, the FCC issued an errata to the TRO which eliminated this requirement along with footnote 1586.
  Footnote 1586 had required the use of  “the typical revenue to be obtained from all customers” in making the impairment determination.  These changes were significant because they recognize that an efficient CLEC will target high revenue customers when entering a market.  Thus, whether entry is economic depends in part upon the revenues the CLEC is likely to obtain, not the typical revenues of the market’s average customer.
 

V. AT&T's MERITLESS CLAIM THAT CPRO USES FLAWED TRANSPORT ASSUMPTIONS

Q. mr. baranowski states THAT he found cpro exclusively and unjustifiably uses une transport rates in the model.  Is he correct?

No.  CPRO, in its default baseline view in Washington, uses Interstate Special Access rates for entrance facilities (special access channel terminations) because the TRO states that entrance facilities no longer need be offered as UNEs.  CPRO offers the option for inter-office transport to be at UNE rates if routes are not competitive (per TRO) or Interstate Special Access rates if the routes are found to be competitive (per TRO).  Qwest has checked to determine if any of the inter-

office routes where it is requesting findings of no impairment are included in the CPRO model.  No common routes were found.  Therefore, the baseline view of CPRO includes UNE inter-office transport rates for developing backhaul costs.  Changing the inter-office transport rates to Special Access does not comply with the TRO requirement of basing costs on those of an efficient CLEC.

Q. mr. baranowski states that UNE Transport recurring rates and non-recurring charges, such as grooming and De-MuXING, have not been accounted for in cpro.
  what is your response?

A. CPRO includes the grooming rate in its UNE-L rate (as it does in Exhibit A to the Washington SGAT).  Qwest also includes the non-recurring costs of multiplexing equipment when purchased as UNEs or special access.  These rates can be seen in Confidential Exhibit PBC-5C (in the Zone Specific Rate Input Values and General Rate Input Values Tabs).  When CPRO multiplexing equipment is owned by the CLEC, the negative cash flow caused by the purchase of the equipment is recognized in the model.  Accordingly, Mr. Baranowski’s proposed adjustments based on these costs are baseless.

VI. AT&T's flawed CLAIM that cpro uses INCORRECT OSS ASSUMPTIONS
Q. in their responsive testimony, Mr. Baranowski and drs. lehr and selwyn have attempted to characterize the efficient clec being modeled in CPRO.  is their characterization accurate?

No, they have misstated the underlying assumptions in CPRO in several critical areas.  For example, Drs. Lehr and Selwyn state that “CPRO is modeling a start-up CLEC.”
  The CPRO documentation clearly states that while the CLEC is a new entrant in the particular geographic market, it is not a start-up firm.  However, a critical assumption is that the firm has other pre-existing operations elsewhere.  This is important because, in line with the guidance in the TRO,
 some costs, such as OSS costs, are borne in part by the efficient CLEC's broader operations in other markets.

Q. mr. baranowski adjusts cpro's assumption relating to clec total lines in all markets from 500,000 to 100,000, stating that no clec in washington state comes close to 500,000 lines.
  does cpro’s efficient clec have ongoing operations in other states?

Yes.  CPRO’s efficient CLEC is new to the LATA in Washington but, consistent with the realities of CLEC operations, has existing operations in other states.  The sum of the lines in the total operations is 500,000.  Nowhere in the CPRO documentation does it state that all 500,000 lines exist in the target market.  This
adjustment is also without merit.

VII. AT&T's other flawed CLAIMS relating to cpro's INPUTs
Q. are DRS. LEHR AND SELWYN’S CRITICISMS OF CPRO’S CUSTOMER ACQUISITION COSTS REASONABLE?

No.  Drs. Lehr and Selwyn make an unsupported claim that the customer acquisition costs in CPRO are inconsistent with the revenue assumptions in CPRO.  They state:

While $120 might represent the average acquisition cost for an average CLEC customer, it is likely that the acquisition cost for a high-revenue bundled service customer is considerably higher. For example, AT&T is offering a cash signing bonus of $75 to residential customers who sign up for its “One Rate USA” bundle …for a local service plan without unlimited long distance, AT&T’s signing bonus is only $35….

There are two problems with their argument.  First, they imply that the cash signing bonuses offered by AT&T of $75 and $35 per line are inconsistent with a total customer acquisition cost of $120 per line.  They provide no analysis or information to support this implication on their part.  

Second, an investment banking report, cited by AT&T’s own witness  to support AT&T’s churn input, estimates that AT&T’s cost per new customer is $125 per customer.  Drs. Lehr and Selwyn do not acknowledge this fact nor do they provide any analysis to explain why the customer acquisition costs in this report cited by AT&T and CPRO are wrong.

Similarly, they refer to offers provided by MCI to acquire new customers but provide no analysis to support why these offers will cause the cost of customer acquisition to be higher than the levels included in CPRO.  Indeed, MCI states that they have very low customer acquisition costs.  Wayne Huyard, the MCI COO stated:

We also experience a low acquisition cost since we’re more than doubling our monthly revenue per customer with essentially the same sales productivity as stand-alone long distance.

Once again, Drs. Lehr and Selwyn imply that the cost of customer acquisition is higher than the value in CPRO but provide no analysis whatsoever to support this claim.

As I stated in my direct testimony (Exhibit No. PBC-1T), internal consistency is key to producing reliable analysis.  The analysis that I provided with the CPRO model is internally consistent by design.  The AT&T approach is to cite a single piece of data in order to create the incorrect and unsupported inference that Qwest’s analysis is incorrect.

Q. drs. lehr and selwyn argue that cpro’s customer acquisition expense is too low for a five year ramp-up to reach a five percent market penetration.  How do the values for these three inputs in cpro compare to At&T’s bcat inputs?

CPRO and BCAT use the same ramp-up period to reach a five percent market penetration.  As I pointed out in my responsive testimony (Exhibit No. PBC-7T) in Table 4, the CPRO customer acquisition costs start higher than the BCAT and are approximately equal in year three.  The early years impact the NPV more than later years since the NPV function discounts each year’s expenses (or revenues) at 15 percent per year.  In year 6, CPRO reduces the customer acquisition cost to reflect the fact that the CLEC at this point is no longer buying increased market share.

Q. Drs. lehr and selwyn have opined that Qwest has offered no indication as to how it arrived at customer ACQUISITION cost of $120 per customer or how it concluded that this was the optimally efficient level.
  does cpro present its input for customer acquisition cost as the optimally efficient level?

A. No.  CPRO documentation does not state that the model assumes an optimally efficient CLEC, only a reasonably efficient CLEC.  Confidential Exhibit PBC-4C states that "To be consistent with the default prices, CPRO estimates the cost of customer acquisition at $120 per customer.  This value is within the range of values that CLECs currently spend for customer acquisitions.  It is a conservative estimate of what an efficient CLEC would spend.  Several CLECs have forecasted lower costs in the future."

Q. drs. lehr and selwyn claim cpro assumes that there will be at least four clecs, each with a five percent share of the market.
  do you find that assumption in the cpro documentation?

A. Drs. Lehr and Selwyn claim that CPRO assumes “that several CLECs will each reach a market share of 5 % within five years.”
  It is true that CPRO assumes that the efficient CLEC will achieve a five percent market share over five years; this assumption is based upon three factors.  First, several individual CLECs have already achieved market shares in excess of five percent in other states.  Second, a firm with a five percent market share does not preclude entry by other firms.  Third, a firm with five percent share will achieve adequate economies of scale.  All of these assumptions are consistent with the business case modeling requirements of the TRO.

Drs. Lehr and Selwyn's statement that CPRO assumes that four CLECs will each achieve a five percent market share
 is incorrect.  CPRO does not assume that four CLECs, each achieving a five percent market share, would exist in the market.  The TRO states that the business case model should model an efficient CLEC, which is precisely what Qwest has done.

VIII. CONCLUSION

please summarize your analysis of mr. baranowski’s adjustments to the cpro model?

A. In these three rounds of testimony, Qwest has provided the support and documentation for its revenue, churn, market definitions and other inputs.  These inputs are supported by actual data and actual business strategies for actual CLECs.  AT&T cannot say the same for its inputs.  Mr. Baranowski’s modifications to CPRO inputs are not valid representations of an efficient CLEC and should be disregarded.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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