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Page 1

In their responsive testimony, AT& T witnesses William Lehr/Lee Sdwyn and Michad

Baranowski offer numerous unwarranted criticisms of Qwest’'s CPRO modd. In my

rebuttal testimony, | respond to those arguments. 1n so doing, | provide additiona

information addressing the fundamenta differences between the business case models

presented by Qwest ("CPRO") and AT& T ("BCAT"). | demongtrate that:

Qwedt’s economic mode fully complies with the requirements of the TRO and

provides reliable estimates of the economic performance of an efficient CLEC

that sdlf-provisons switching in Washington markets, and

INitsBCAT modd, AT& T uses inputs thet violate the requirements of the TRO

and are not supported by reliable data or experience.

My testimony specificaly rebuts the many misplaced criticisms of CPRO by AT& T

witnesses. | also address an issue raised by Staff witness Thomas Spinks. In responding

to the criticiams of AT& T witnesses, | demondrate the vdidity of the following points:

CPRO revenues arereasonable, while BCAT revenues are vastly

under sated. | demondrate that the CPRO revenues are entirely consistent with
the real world strategy of CLECsto seek high revenue customers. Statements by
AT&T executives, for example, repeatedly emphasize AT& T's targeted effort to
attract and retain high-vaue customers to their bundled service offerings. While
AT&T assumes low-end revenues in its moddl, its own website makes clear thet
its practice isto seek only high-revenue customers. Its website does not even
mention itslow-end offerings. This standsin stark contrast to the BCAT
approach of assuming that CLECs seek |ow-revenue customers, and then to
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assume that average revenues will decline rgpidly in the next few years while

inexplicably aso assuming decreases in demand.

Thechurn rateassumed in CPRO isreasonable and consistent with other
CPRO inputs. My testimony provides additional evidence that demondirates
that the 3 percent churn rate in CPRO is reasonable and that the 4.6 percent rate
in BCAT isdgnificantly overstated. Indeed, | cite arecent Banc of America
andyssof AT&T that demondrates the higher rate assumed by AT& T isashort-
term phenomenon that is quickly followed by a churn rate that is actudly lower
than the rate assumed in CPRO. Over thefive-year active period modeled by
CPRO, the 3 percent is clearly reasonable. | aso provide information from
CLECs actudly serving mass market customers that demonstrates that real world

churn rates are far lower than 4.6 percent.

Thetimehorizons used in CPRO are entirely consistent with sound
modeling practices. | demongrate thet the criticisms of Drs. Lehr and Sewyn
are based on an incorrect interpretation of the CRPO model and are inconsistent
with sound financiad anadlysis. For example, | demonstrate that a proper estimate
of the vaue of afirm takes place in two parts (1) an estimate of free cash flows
to a horizon where the firm reaches a seady sate; and, (2) the value of the
enterprise a that horizon (i.e., termind vaue). Thefive-year active period of
CRPO isthefirg part of the andyss. The 25-year horizon performs the laiter
function. | demondrate that usng the 25-year horizon is more conservative than
using the standard discounted cash flow perpetuity calculation. Proper financid
modeling practicesindicate that one or the other should be done in vauing an
enterprise. In CPRO, Qwest chose the more conservative approach. CPRO is
completdy consstent with the TRO and on widely-accepted financid modeling
principles. | dso show that the other arguments advanced by the AT& T
witnesses are based on factua errors and are inconsistent with proper financia

modeling practices.
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CPRO’s market entry assumptionsarevalid. | testify that CPRO'sMSA
market entry assumption is vaid and that the modd vdidates that an efficient
CLEC can economicaly enter and serve sx MSAs in Washington. | rebut
AT& T’ s suggestion that a switch should be modeled to serve each of the five
MSAsin the Seeitle LATA - asingle switch to serve dl five MSAsis dearly the
method an efficient CLEC would adopt. | aso point out the inconsstency of Mr.
Baranowski criticizing the leve of switching efficiency in CPRO, while at the same
time AT& T advocates a broader market that implies even grester efficencies
than are modeled in CPRO.

CPRO’stransport assumptionsarevalid. | demongratethat AT& T’ s use of
specia accessratesin BCAT isunjustified and overstates costs. UNE transport
rates are lower than specia access rates and none of the transport routes asto
which Qwest is seeking transport relief ismodeled in CPRO. | aso show that
CPRO has taken into account norrecurring charges, such as the charges

associated with grooming and de-muxing.

CPRO’sassumptionsrelating to economies of scaleassociated with
operation support systems (" OSSs') arevalid. | show that AT& T’ scam
that Qwest is modding astart-up CLEC is smply wrong and that Qwest has
appropriately modeled OSS cogts on the assumption that portions of the cost are

borne by broader operationsin other markets.

Other CPRO inputsarevalid. Findly, | demongrate that AT& T s criticism of
CPRO' s customer acquisition cogts is inconsistent with athird party report relied
upon by other AT& T witnesses and that AT& T improperly cites asingle piece of
datain order to create an incorrect and unsupported inference that CPRO
overgtates customer acquisition costs. CPRO, on the other hand, providesthe
complete analysis and its underlying assumption isvadid. | aso point out other
errorsin theway AT& T witnesses have characterized CPRO.



10

11

12

13

14

15

16

17

18

19

20

Rebuttal Testimony of Peter Copeland
Docket No. UT-033044

February 20, 2004

Exhibit PBC-13T

Page 4

The structure of CPRO is based sound modding practices, and the inputs to the model
areredigtic and condstent with the requirements of the TRO. It should, therefore, be

relied upon by the Commission

[I. PURPOSE OF TESTIMONY

HAVE YOU PREVIOUSLY FILED TESTIMONY IN THIS PROCEEDING?
Yes. | filed direct testimony on December 22, 2003 in which | presented Qwest's
business case model, CPRO. In addition, | filed response testimony on February 2,

2004 in which | addressed some of the flawsin AT& T's business case modd.

WHAT ISTHE PURPOSE OF THISREBUTTAL TESTIMONY?

My rebuttal testimony further addresses the fundamentd differences between the business
case models presented by Qwest and AT&T. Inmy testimony, | 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 sdlf-provisons
unbundled switching in Washington markets; and (2) initsBCAT modd, AT&T uses
inputs that violate the requirements of the TRO and are not supported by meaningful,

reliable data or experience.

My testimony rebuts severd of the misplaced criticisms of Qwest’ s business case modd
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 redistic and consistent with

the requirements of the TRO, | dso demondtrate that AT& T’ s "sengitivity run” of CPRO
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was not properly executed and is based on unsupported, flawed assumptions. In
particular, | focus on the following specific criticisms of CPRO offered by other

witnesses:

The clam that the revenues used in CPRO are overstated;

The assartion that the churn rate assumed in CPRO is unreasonable and
incongstent with other CPRO inputs;

The argument that the time horizon used in CPRO is unreasonably long;
The clam that CPRO’s market entry assumptions are flawed;
The assertion that CPRO’ s trangport assumptions areinvalid;

The argument that CPRO’ s assumptions relating to economies of scale associated
with operation support systems ("OSSs")are invaid; and,

The clam that other CPRO inputs are invalid.

In the testimony that follows, | demongtrate that each of these criticiamsis flawed and that
AT& T's adjusments to CPRO do not yield redligtic, reliable results.

Q. MR. BARANOWSKI STATESTHAT HE MODIFIED DEFAULT CPRO
RUNSTO CORRECT ALLEGED STRUCTURAL FLAWSAND INPUT
ERRORSIN THE MODEL.* ARE HISADJUSTMENTSTO CPRO

APPROPRIATE?

! Response Testimony of Michael R. Baranowski dated February 2, 2004 (Exhibit MRB-2T) (“Baranowski”) at
page 3.
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No. Mr. Baranowski made changes six changes to CPRO, none of which is proper or
judtified. Hischangesincude: (1) replacing the revenues used in CPRO with the revenues
assumed in AT& T'sBCAT modd; (2) subgtituting the customer churn used in CPRO for
the churn rate used in BCAT; (3) shortening CPRO' s time horizon to diminate the
business case termina 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 specia access facilities; and, (6) reducing the size of the
CLEC's operationsin order to decrease the scale economies associated with OSSs. In
tota, 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 Sgnificant percentage of the CLEC's cusomers are
continuoudy switching to other carriers, the CLEC never develops a sufficiently large
business base to cover its OSS costs, and the CLEC mysterioudy chooses to pay higher
costs for transport than it would be required to pay by leasing these specid access
fadlitiesfrom the ILEC. Under the dire picture that Mr. Baranowski attempts to paint,

no CLEC would ever enter the loca 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 andyss predicts. Mr. Baranowski's andyss and predictions of how an

efficient CLEC would fare in the market are clearly unredidtic.
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MR. BARANOWSKI'SADJUSTMENTSTO THE REVENUESUSED IN CPRO ARE FLAWED.

MR. BARANOWSKI| PERFORMSA CPRO SENSITIVITY ANALYSSTHAT
REDUCESREVENUE PER LINE TO THE LEVELSOF REVENUESUSED

IN THE BCAT MODEL.? ISTHISADJUSTMENT REASONABLE?

No. The BCAT revenue per line assumptions are unreasonably low. They are

incong stent with the business strategy and pricing of Mr. Baranowski’ s client, AT&T,

and other CLECs, aswell as with the requirements of the TRO. His revenue assumptions

are dso sgnificantly below the estimates of industry anayds.

ISAT&T'SOWN BUSINESS STRATEGY CONSISTENT WITH MR.
BARANOWSKI'SADJUSTM ENT TO REVENUES?

No. AT&T executives have sated repeeatedly thet their Srategy is to win the "high-vaue
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 customer s to further improve the economics
of the business”®

2 Baranowski, at page 6.

¥ Q22002 AT&T Earnings Conference Call, Financial Disclosure Wire, July 23, 2002. (emphasis added)
Attached as BExhibit PBC-16.
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As Mr. Shooshan discussesin his testimony, this gpproach of targeting high-vaue
customersis precisely what an efficient CLEC would do. As shown by hisown client's
business drategy, it ishighly unredigtic for Mr. Baranowski to reduce the revenuesin
CPRO based on the assumption that an efficient CLEC seeking to maximize the return
on itsinvestments would target low value and sometimes unprofitable subscribers,
particularly ance CLECs generdly do not have the same obligationsto serve that ILECs

have.

Just two months ago, AT& T Chairman and CEO David Dorman reiterated that AT& T,
consstent with the approach of arationde, profit-maximizing CLEC, istargeting high-

vaue cusomer's:

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

As dated by Banc of America, “AT& T’ s cherry picking’ gpproach has drawn

Bdl ire but it has worked.”®

Q. WHAT ARE THE ELEMENTSOF AT& T'SONE RATE USA PLAN THAT
MR. DORMAN REFERSTO IN THE QUOTE CITED ABOVE?

A. AT& T s One Rate plan is a packaged service offering for resdential customers that

“"AT&T Chairman Outlines Aggressive Competitive Strategy at CSFB Conference,” AT& T News Release,
December 11, 2003. (emphasis added) Attached as BExhibit No. PBC-17.
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includes unlimited locd and domestic long distance cdling and four cdling feetures 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.

Q. HOW DOESAT&T'SONE RATE USA PLAN PRICE COM PARE TO

RESIDENTIAL REVENUE PER LINE IN THE BCAT MODEL?

A. As Figure 1 shows, the average levdized revenue per line for resdentia customersin the

BCAT modd is less than half the price of AT& T’ s leading One Rate USA plan.”

Figurel
Comparison of BCAT Resdential Revenue Per Line
and AT& T One Rate USA

BCAT Residential $27.34

AT&T One Rate USA -

WA $56.06

$0.00 $10.00 $20.00 $30.00 $40.00 $50.00 $60.00

® Banc of America Securities Research Brief, “AT& T Corporation, a Case for Consumer Services,” April 30,
2003, &t 6.

® Thisassumes $6.11 per month for the subscriber line charge, per the BCAT model ($49.95 + $6.11 = $56.06).

" $27.34isthe average revenue per linefor residential customers over the 10 years assumed in BCAT.
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Asthis comparison shows, the resdentid revenues assumed in BCAT and in Mr.
Baranowski's CPRO sengtivity analysis are contradicted by AT& T’ s leading package
offering, which, according to AT& T’ s Chairman and CEO, “has proved very popular

with cusomers.”

DRS. SELWYN AND LEHR ARGUE THAT CPRO REVENUE IS
OVERSTATED BECAUSE IT “DOESNOT ACCOUNT FOR THE BUSINESS
MODELSOF OTHER CLECS,LIKE AT&T, THAT ALSO OFFER STAND-
ALONE LOCAL EXCHANGE SERVICE OPTIONS.”® DOESAT&T’'S
STAND-ALONE PRICING SUPPORT AVERAGE REVENUE PER LINE
ASSUMED IN THE BCAT MODEL?

No. A comparison of AT& T’ s stand-aone prices with BCAT's average revenue per line
only confirms that BCAT's revenue assumptions are unreasonably low. In Washington,
AT& T sgand-done basic locd service priceto resdentiad customers varies by location;
the lowest price is $14.95 per month.® The subscriber line chargeis additiondl, so the
tota price per month for stand-alone local serviceis at least $21.00,™° or only about
$6.00 lessthan BCAT'stotal average revenue per line that includes local, long distance,

feature and subscriber line charge.

8  Response Testimony of William H. Lehr and Lee L. Selwyn dated February 2, 2004 (Exhibit No. WHL-4T)
(“Lehr/Selwyn”) at page 42.

® Customerswho choose AT& T astheir primary long distance carrier are offered the $14.95 price for basic
local service. The pricefor customers who do not choose AT& T for long distanceis $18.95. See AT&T
Washington Price List, Schedule 20, Sections 15 and 16, Effective February 13, 2004.

0 $14.95 + $6.11 (SLCin BCAT) = $21.06.
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To gppreciate the significance of the relationship between AT& T’ s stand-alone price,
AT& T s packaged prices, and BCAT’ srevenue per line, consider againthat AT&T is
successfully targeting high-vaue customers with its One Rate USA plan. If, consstent
with the BCAT assumption, AT& T earned an average revenue of $27.34 per line, and if
only 20 percent of AT& T’ slocal service customers subscribe to the One Rate USA plan,
the average revenue per line for the other 80 percent of AT& T’ slocd customers would
be $20.16, which islessthan AT& T’ s stand-aone basic locd service price. In other
words, AT& T’ s prices in Washington support significantly higher revenue per linethan is

included in the BCAT mode and in Mr. Baranowski's CPRO sengtivity andyss.

DOESAT&T ACTIVELY MARKET ITSLOWEST PRICE LOCAL
SERVICE?

No. AT& T’ s consumer webdte describes three resdentid offerings, the lowest of which
ispriced at $23.95 per month plus an additiona 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 a
$29.95, plus additiona monthly charges for long distance and FCC line charge. No
lower price offering isdigolayed. Thereisno offering readily visbleonthe AT& T
website that even remotely resembles the $11.25 price for residentia service utilized in

the BCAT modd and in Mr. Baranowski's sengtivity andyss. Ancther telling exampleis

" See Bxhibit No. PBC-14. Drs. Lehr and Selwyn also contend that long distance, voice mail, and wire
mai ntenance should not be included as part of the efficient CLEC'’ s revenue stream. However, these
options are prominently offered by AT&T on its consumer services website.
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Z-Tel, whose consumer services webdte only lists the Z-lineHome Unlimited service for
$55.99 per month.*? 1t is clear, as Staff witness Mr. Spinks acknowledges, that these
carriers only want to serve residentid customers who are interested in high-end package

sarvices — the "high-vaue' customers described by AT& T's Chairman and CEO.

Q. WHAT OTHER ASPECTSOF THE MARKETING OF AT& T'SLOWEST
PRICE LOCAL SERVICE OFFERING AFFECTSTHE MIX OF THEIR
TARGET CUSTOMERS?

A. AT& T slowest price offering is not listed on its website. The website does provide a
phone number that a prospective customer must cal and specificaly request alower price
plan than those listed in the web Site. At that point, the customer isinformed of the
$14.95 plan. Thisplanis priced $2.45 higher than Qwest’s basic residentid loca service
offering. By pricing this plan nearly 20 percent over Qwest’s basic resdentid rate,
AT&T isdl but ensuring thet itslow 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.

Q. ISTHERE OTHER INFORMATION DEMONSTRATING THAT THE BCAT
AVERAGE REVENUE PER LINE ISTOO LOW?
A. Yes. Inther testimony, AT& T witnesses Denney and Starr attempt to support thelr

esimate of customer churn by citing a Banc of America ("BOA") report relating to

12 See Bhibit No. PBC-15.
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AT&T sreddentid service provided through UNE-P. Thisreport includes an estimate of
$34 per line for only the local portion of AT& T's residential service® Thisfigureis about
$10 per line per month higher than the equivaent number used in BCAT and in Mr.
Baranowski's sengtivity analysis. Although the figures for churn and locd revenue per line
areincluded in the same BOA andyss, AT& T's witnesses selectively use only the figure
(churn) that is dlegedly favorable to their case and do not acknowledge, much less

explain, the revenue figure that undermines their andysis.

DRS.LEHR AND SELWYN ALSO CRITICIZE CPRO FOR NOT ASSUMING
SUFFICIENT LEVELSOF COMPETITION AND ITSIMPACT ON
REVENUES.* HOW DOES THE REVENUE IN CPRO TAKE
COMPETITION INTO CONSIDERATION?

Thisisthe rationale that the CLECs use to support their clam 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
"prevaling” prices. Moreover, wholly gpart from the fact that thisis a sgnificant deviaion
from the TRO, the CLEC argument fails to take into account that competitive impact

includes far more than prices™ 1t would be improper to only mode revenue changes as

18 Banc of America Research Brief at 10.
4 Lehr/Selwyn, at page 60.

> Thisissue was addressed in my Response Testimony dated February 2, 2004, Exhibit No. PBC-7T at pages
2410 25.
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AT&T hasdone. Asl previoudy pointed out, aside from the fact that the FCC has
mandated the use of current prices, there are three economic reasons for usng them in the
modd: (1) prices for services that remain congtant over timein an andyss of impairment
actudly declinein relaion to the overal price levelsin the economy (thus, the model does
reflect competitive pressures on prices); (2) CLEC witnesses confuse changesin prices
with overdl revenue growth, thereby ignoring future growth in the types and quantity of
sarvices per line (using wireless as the example, per customer revenue has increased even
in the face of lower per minute charges); and (3) performing financid andyss of entry and
imparment using prevailing revenues per lineis adifficult enough process without entering
into the contentious and highly speculative process of forecasting the dynamics of price

changes and the avail ability and adoption of new services going forward in time.

ISMR. BARANOWSKI'S COMPARISON OF PRICE CHANGESIN THE
LOCAL SERVICE MARKET WITH PRICE CHANGESIN THE LONG
DISTANCE MARKET* VALID?

No. Thedynamics of pricing of the two sarvicesis dramaticaly different; thair price
structures beer little resemblance to each other. Historicaly, long distance was priced far
above its cogt, while locd service was subsidized. 1n more recent times, the mgjor 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. Additiondly,

some access charges to carriers were moved to subscriber line charges. In contrast, the

16 Baranowski, at page 9.
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fundamentd cost of local service consists of large cost dements (such as loops) thet are
directly related to fixed invesment in the network. That, in combination with the fact that
avalability of large marginsislimited for resdentid loca exchange services, makesit clear
the kinds of large cost (and therefore price) reductions that took place in long distance

are unlikdy to be replicated for locd exchange services.

THERE ISNO MERIT TO AT& T'SCLAIM THAT CPRO'SCHURN ASSUMPTION IS
UNREASONABLE AND INTERNALLY INCONSISTENT.

MR. BARANOWSKI STATESTHAT CPRO’'SRATE OF CHURN (3%) IS
TOO LOW AND CITESA BANC OF AMERICA SECURITIESSTUDY TO
SUPPORT A HIGHER RATE OF CHURN (4.6%)."” DOESTHE BANC OF
AMERICA STUDY SUPPORT A HIGHER CHURN RATE?

No. Infact, it support’s Qwest’s churninput. The BOA analysscitesan ex parte
bankruptcy court filing concerning MCI’ s dleged churn rate for its Neighborhood plan
prior to November 15, 2002.® 1t must be remembered that MCl didn't begin offering its
Neghborhood plan until April, 2002. Three months later, MCI filed for bankruptcy.
Thus, the Neighborhood plan, afirgt of its kind in the industry, was started during a
volatile period for MCI. Billing complaints from MCI’ s customers increased 300%
during thistime period. MCI claimed that these complaints resulted because customers
did not redlize that the Neighborhood' s monthly flat rate did not include taxes. Thus,

MCI’s churn from itsinitia experience with the Neighborhood Plan is not representative.

7 Baranowski, at page 12.
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Not surprisingly, given these facts, BOA completely ignored the MCI churn datain

conducting its andysis.

BOA reached the following conclusion asto the churn to use in its Sate-by- state UNE-P
Modd: “Our estimated quarterly churn rate (discussed earlier) rises from 4.5% in 4Q02
to 4.6% and fals back to 2.4% by 2006 in each state as customers settle down with their
bundled services”™ Thus, the BOA andysis 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. Thelong term,
seady State churn rate used after year 3 is 2.4%, wdl below the 3% churn rate used in
CPRO. | haveincluded Highly Confidentia Exhibit No. PBC-18HC that shows churn

vaues from various sources that contradict the churn rate advocated by AT&T.

AT&T'SCLAIM THAT CPRO'STIME HORIZON IS INAPPROPRIATELY LONG IS
INACCURATE.

ARE DRS.LEHR AND SELWYN'SCRITICISMS OF CPRO'SUSE OF A 25
YEAR CASH FLOW ANALYSISREASONABLE?

No. Drs. Lehr and Sdwyn make two arguments in an attempt to support ther clam that
estimating cash flows beyond 10 yearsisimproper. Neither argument has merit. First,
their most fundamenta argument is that a CLEC would be of little value after ten years,

thus, they argue that CPRO isin error in usng a 25-year cash flow. They sate:

(1) “theuseof atermind vaue implies a reasonable expectation that the
investment or enterprise will have postive vaue at the end of the analyss period.

18 Banc of America Research Brief, at page 10.
¥1d.,. at page 20.
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In the case of a CLEC, thereislittle basis for making such a prediction, let done
predicting its amount.”*

Apparently relying on Drs. Lehr’'sand Selwyn’ s reasoning, Mr. Baranowski gppears to
have smply valued the CLEC at zero in year 10, dthough as| 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 atermina
vaue after ten yearsis unreasonable. They date, “it is not reasonable to pick an
excessvely long time frame smply to avoid estimating the termind vaue in a discounted

cash flow andlysis”# This argument criticizes the mechanical techniques of the modd.

Both of these arguments are based on an incorrect interpretation of the CPRO moded and

areinconggtent with sound financid andysis.

WHY ISDRS.LEHR AND SELWYN'SCRITICISM OF THE USE OF A 25
YEAR CASH FLOW METHODOLOGY INVALID?

Their assumptions about the structure of the CPRO modd are based on an incorrect
interpretation of the cash flows. In the context of asset or enterprise vauation, it iswidely
accepted that the estimate of the value of an enterprise should take place in two parts.
Thefird isan estimate of free cash flows to a horizon where the firm reaches a seady

date. The second isthe value of the enterprise at that horizon. The former is often

% | ehr/Selwyn, at page 50.
1 |d., at page 49.
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referred to as the active cash flow, while the second is referred to as atermina vaue?
AsDrs. Lehr and Sdwyn recognize, the termind value is often calculated usng asmple
mathematical formula called the perpetuity formula®® This formula caculates the vaue of
adream 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 caculates dl revenues and coststo a steady dtate in year Sx. By
thistime, the CLEC has reached its target market sze. The mode then caculates the
total revenues and costs based on the previous years, including replacement of exhausted
capitd, out to year 25. The moded does not cdculate al of the granular components of a
cash flow andysisfor 25 years. Themode 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 indude in atermind vadue cdculation. Aswas noted in my direct testimony,
the present value of adollar after year 25 is so amdl that the modd no longer calculates
them. Thisisaconservative assumption, since, as | demongrate below, it reduces the

vaue of entry.

2 See Brealey, Richard A. and Stewart C. Myers, Principles of Corporate Finance, Fourth Edition, pages 63 to
67.

2 Lehr/Selwyn, at page 50.
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Q. WHAT WOULD BE THE EFFECT OF USING THE PERPETUITY FORMULA
IN CPRO?

A. If CPRO utilized the perpetuity formula, the vaue of entry by the CLEC would be higher.
The NPV of entry into the MSAs in the Seattle LATA was $16.0 million. 1f 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 dternate methodology is conservative

because it lowers the value of entry.

Q. HOW DO DRS.LEHR AND SELWYN MAKE THEIR FUNDAMENTAL
ARGUMENT THAT A CLECWOULD BEOF LITTLE VALUE IN TEN
YEARS?

A. They make three arguments for their conclusion that a CLEC would have little vaue after

10 years.

The physica 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 yearsto
repay the principa on abond.®

These arguments do not support their conclusion.

Q. ISDRS. LEHR AND SELWYN'SARGUMENT THAT THE PHYS CAL

ASSETSOF THE CLEC WILL BE LARGELY EXHAUSTED

#1d.
% Lehr/Selwyn, at pages 51 to 56.
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% |d,. at pages 56 to 59.
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MEANINGFUL?

No. Drs. Lehr and Sewyn appear to be arguing that the vaue of the CLEC would be
largely driven by abook vaue of the physical assats of the firm and, as such, when the
asts of the firm near the end of their economic life, the firm would be nearly worthless.
They date that “the vast mgjority of a CLEC's physical assets (switches, transmisson
equipment, computers, etc.) will be largely obsolete at the end of ten years and have no
market value to spesk of at that time”?’ By thislogic, a CLEC using UNE-Pto serve
five percent of the customersin amarket would be worthless aswell, regardless of when
the firm was va ued, because UNE-P CLECs have dmost no physicd assets. Likedl
firms, CLECs are valued based on ther future cash flows. Thisistrue for UNE-L and
UNE-P CLECs. The argument that CLEC vdueis derived from the vaue of physica

assets iswrong in both contexts.

DO DRS.LEHR AND SELWYN'SARGUMENTSABOUT THE RAPID
CHANGE IN THE INDUSTRY LEAD TO A LOGICAL CONCLUSION THAT
THE VALUE OF AN EFFICIENT CLEC SHOULD BE IGNORED AFTER
YEAR 10?

No. The uncertainty about the future that Drs. Lehr and Sewyn derive from their
summary of the recent higtory of telecommunicationsis known asrisk in financid andyss.
Financid anaydts recognize risk by their choice of the discount rate. Andysts use higher

discount rates to recognize the risks of a project and therefore reduce the vaue of the

%7 1d,. at page 50.
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cash flowsin the future. CPRO uses gpproximately the same equity discount rate as
BCAT and therefore recognizes gpproximately the same leve 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 dl future cash
flows after year 10 should be valued at zero. Bredey and Myers, authors of an
authoritative finance text, "Principles of Corporate Finance" explain the fdlacy of this
notion:
A Common Mistake You sometimes hear people say that because
distant cash flows are “riskier,” they should be discounted & 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 alarger 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 Sewyn have made this same mistake. Asaresult, their conclusons are

wrong.

DRS.LEHR AND SELWYN ALSO ARGUE THAT INVESTORSDO NOT
VIEW CLECSASHAVING ANY VALUE IN 10 YEARSBASED ON THE
TERMSOF BONDS. ISTHISA REASONABLE INTERPRETATION?

No. Thereis no reationship between the duration of afirmis bonds and the firm's
viability. Inaddition, Drs. Lehr and Sewyn assume incorrectly that because a CLEC's

10K report does not show debt issuances beyond 2011, CLECs will be unable to obtain

% Brealey, Richard A. and Stewart C. Myers, Principles of Corporate Finance, Fourth Edition, page 205.
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debt after thet time. Significantly, thereis no informationin 10K reports that shows
whether a company has been denied debt, so 10K s provide no basis for assumptions
about long-term debt financing. Further, Drs. Lehr and Sewyn assume that bondholders
and equity investors have amilar time horizons and risk tolerances for making investment
decisons. Bondholders make investment decisions across the time horizon of the bonds
and receive lower returns for greater seniority to cash flows. Equity investors (such asthe
owners of CPRO-modeled CLEC) accept greater risk and have the potentid to receive
much greater returns. Equating the time horizon and risk tolerances of bondholdersto
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 invdid.

Q. ARE AT&T'SWITNESSES CONSISTENT OR CORRECT IN THEIR
ANALYSISOF THE CPRO MODEL’SDISCOUNTED CASH FLOW (" DCF")
ESTIMATESFOR ENTRY INTHE MSA’SIN THE SEATTLE LATA?

A. No. Mr. Baranowski claims that the CPRO NPV isonly $2.5M positive in year 10.°
Drs. Lehr and Selwyn declare that “the venture would not be profitable over aten-year
planning horizon.® Both have misstated the results. Confidential Exhibit No. PBC-5C
clearly demongtrates that the CPRO business case is cumulative DCF positive in year

nine, with ayear 10 cumulative DCF of $3.6M (see the “Key Financids’ tab cell P41).

# Baranowski, at page 16.
% Lehr/Selwyn, at page 59.
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In both cases, AT& T istrying to apply the discounted payback period rule with 10 years
astheir cutoff. Thisrule Satesthat firms accept projects that have discounted cash flows
that are greater than or equd to zero by the payback period cutoff. Thisruleignoresdl
cash flows after the cutoff.** Bredley and Meyersfind thet this rule is unsatisfactory.

They dtate, “ The discounted payback rule till depends on the choice of an arbitrary
cutoff date and it il ignores al cash flows after that date”*? They go on to state, “ Some
managers do use payback in judging capitd investments. Why they rely on such agrosdy
oversmplified concept is puzzing.”* Drs. Lehr and Sewyn's insistence that the payback
period is an overriding rule in usng DCF vaduationsis puzzling indeed. Itisaso

incongstent with the TRO, as cited in my direct testimony (Exhibit No. PBC-1T).

MR. BARANOWSKI TRUNCATES CPRO BY ASSUMING AWAY CPRO’S
PROJECTED NET CASH FLOW AFTER YEAR 10. ISTHERE ANY
JUSTIFICATION FOR THISADJUSTMENT?

No. Inaproperly conducted business case andyss, the future net cash flows are
discounted to present value using a discount rate thet reflects the risks and uncertainties
inherent in estimating what future cash flowswill be. The riskier and more uncertain the
cash flows, the higher the discount rate that isused. Stated another way, the discount
rate is the mechanism in CPRO that takes into account future risk and uncertainty.

However, it must dways be remembered that financid risk cuts both ways. It is entirely

% Brealey and Myers, at page 77.

2d.
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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 partiesto this
proceeding has claimed that it is not an appropriate discount rate given the risks and
uncertainties in the telecommunications industry. As a practica matter, usng a 15%
discount rate means that a dollar received ten years from now is worth about twenty-five

centsin today’ sdollars.

By completdy diminating cash flows after year 10 from his run of CPRO, Mr.
Baranowski hasin fact discounted twice — firgt through use of the discount rate and then
again by ignoring dl cash flows after year 10. This Sgnificantly underdtates the vaue of an
efficient CLEC offering services to mass market customers using salf-provisioned
switching.

BASED ON YOUR REVIEW OF THE ARGUMENTSMADE BY DRS. LEHR
AND SELWYN, ARE THERE ANY CHANGES THAT SHOULD BE MADE
TO THE CPRO MODEL REGARDING THE TERMINAL VALUE?

No. The CPRO modd conformsto standard financia anaysis practices and produces a
consarvative estimate of the value of a CLEC entering the mass market in Washington. |

have seen no information that would lead me to change the modd’ s methodol ogy.

¥ |d,. at page 89 (emphasisin original).
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VI MARKET ENTRY
AT& T WITNESSES BARANOWSK,* AND LEHR AND SELWYN*
CONTEND THAT CPRO’'SMARKET ENTRY ISUNREASONABLE FOR
AN EFFICIENT CLEC. WHY ISMSA ENTRY CONSISTENT WITH THE
ENTRY STRATEGY OF AN EFFICIENT CLEC?

CLEC entry into MSA marketsis prevaent, 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. Teitzd in his rebuttd testimony (Exhibit No. DLT-1T). Itislogica
that CLECs enter the market where there are large concentrations of business customers
who provide higher revenue streams per line than resdentia customers, unbundled loop
costs are relaively lower than outside the MSA, and market outlets can efficiently
advertise the CLEC products. Qwest’s andysis shows that the sx MSAs discussed in
my direct testimony (Exhibit No. PBC-1T) present the strongest economic opportunities

for a CLEC to provide service with salf-supplied switching.

MR. BARANOWSKI| ARGUESTHAT BECAUSE CPRO DOESNOT
PRODUCE AN MSA BY MSA ANALYSISIT UNDERSTATESCOSTS. HE
THEN SUGGESTSTHAT A PROPER ANALYS SWOULD PLACE A
SWITCH IN EACH MSA. WOULD AN EFFICIENT CLEC DEPLOY A

SWITCH IN EACH MSA?

¥ Baranowski, at page 19.
% Lehr/Selwyn, at page 36.
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No. Theevidenceis overwhdming that an efficient CLEC will not place multiple switches
to serve geographicdly concentrated MSAs. An efficient CLEC will ook for scde
efficiencies and will thus place as many customers as possible on asingle switch. It does
this by balancing trangport costs with switching costs. Inthe Seettle LATA, asingle

switch configuration is clearly the most efficient means of serving the five MSAs

ISMR. BARANOWSKI’'SPOS TION CONTRADICTED BY AT&T’S
POSITION THAT THE ENTIRE LATA ISTHE PROPER GEOGRAPHIC
MARKET?

Yes. AT&T has strongly advocated that the proper market isthe entire LATA. Sincea
LATA asawhole obvioudy has more lines than the individud MSAswithinit, 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 istoo conservative with regard to the very

same assumption. AT&T cannot have it both ways.

MR. SPINKSSTATESTHAT THE BUSINESS CASE MUST ENSURE THAT
A FACILITY-BASED COMPETITOR COULD ECONOMICALLY SERVE
ALL CUSTOMERSIN THE MARKET BEFORE FINDING NO
IMPAIRMENT. ISMR. SPINKS POSITION SUPPORTED BY THE TRO?
No. Mr. Spinks relied upon the fifth sentence of paragraph 519 of the TRO, which
initialy stated:  State commissions must ensure thet a facilities-based competitor could

economicaly serve dl cusomersin the market before finding no impairment.” On
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September 17, 2003, the FCC issued an erratato the TRO which diminated this
requirement aong with footnote 1586.%° Footnote 1586 had required the use of “the
typical revenue to be obtained from al cusomers’ in making the impairment
determination. These changes were sgnificant because they recognize that an efficient
CLEC will target high revenue customers when entering a market. Thus, whether entry is
economic dependsin part upon the revenues the CLEC islikely to obtain, not the typical

revenues of the market’s average customer.®’

AT&T'SMERITLESSCLAIM THAT CPRO USESFLAWED TRANSPORT ASSUMPTIONS

MR. BARANOWSKI| STATESTHAT HE FOUND CPROEXCLUSVELY
AND UNJUSTIFIABLY USES UNE TRANSPORT RATESIN THE MODEL.
ISHE CORRECT?

No. CPRO, in its default basdline view in Washington, uses Interstate Special Access
rates for entrance facilities (§pecial access channd terminations) because the TRO dates
that entrance facilities no longer need be offered as UNEs. CPRO offers the option for
inter-office trangport to be at UNE rates if routes are not competitive (per TRO) or
Interstate Specia Accessratesif the routes are found to be competitive (per TRO).

Qwest has checked to determine if any of the inter-

% Errata, 9/16/03, 123.
37 See TRO, 1100.
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office routes whereit is requesting findings of no imparment are included in the CPRO
model. No common routes were found. Therefore, the basdline view of CPRO includes
UNE inter-office trangport rates for developing backhaul costs. Changing the inter-office
trangport rates to Specia Access does not comply with the TRO requirement of basing

cogts on those of an efficient CLEC.

MR. BARANOWSKI STATESTHAT 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?

CPRO includes the grooming ratein its UNE-L rate (as it doesin Exhibit A to the
Washington SGAT). Qwest dso includes the non-recurring cogts of multiplexing
equipment when purchased as UNEs or specia access. Theserates can be seenin
Confidentid Exhibit PBC-5C (in the Zone Specific Rate Input Vaues and Generd Rate
Input Vaues Tabs). When CPRO muiltiplexing equipment is owned by the CLEC, the
negetive cash flow caused by the purchase of the equipment is recognized in the modd!.

Accordingly, Mr. Baranowski’ s proposed adjustments based on these costs are basdless.

VIII. AT&T'SFLAWED CLAIM THAT CPRO USESINCORRECT OSSASSUMPTIONS

IN THEIR RESPONSIVE TESTIMONY, MR. BARANOWSKI| AND DRS.

LEHR AND SELWYN HAVE ATTEMPTED TO CHARACTERIZE THE

% Baranowski, at page 20.
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EFFICIENT CLEC BEING MODELED IN CPRO. ISTHEIR
CHARACTERIZATION ACCURATE?

No, they have misstated the underlying assumptionsin CPRO in severd critica aress.
For example, Drs. Lehr and Selwyn state that “ CPRO is modeling a start-up CLEC.” ¥
The CPRO documentation clearly states that while the CLEC isanew entrant in the
particular geographic market, it is not a sart-up firm. However, acriticd assumptionis
that the firm has other pre-exigting operations esewhere. Thisisimportant because, in
line with the guidance in the TRO,* some costs, such as OSS costs, are bornein part by

the efficient CLEC's broader operationsin other markets.

MR. BARANOWSKI ADJUSTSCPRO'SASSUMPTION RELATING TO
CLECTOTAL LINESINALL MARKETSFROM 500,000 TO 100,000,
STATING THAT NO CLEC INWASHINGTON STATE COMESCLOSE TO
500,000 LINES.* DOES CPRO’'SEFFICIENT CLEC HAVE ONGOING
OPERATIONSIN OTHER STATES?

Yes. CPRO'séfficient CLEC isnew to the LATA in Washington but, consstent with the
redlities of CLEC operations, has existing operations in other states. The sum of the lines
in the total operations is 500,000. Nowherein the CPRO documentation does it State

that al 500,000 lines exist in the target market. This

¥ Lehr/Selwyn, at page 51.
“ TRO footnote 1589.
“! Baranowski, at page 22.
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adjustment is dso without merit.

IX. AT&T'SOTHER FLAWED CLAIMSRELATING TO CPRO'SINPUTS

ARE DRS.LEHR AND SELWYN'SCRITICISMS OF CPRO'SCUSTOMER
ACQUISITION COSTSREASONABLE?
No. Drs Lehr and Sdwyn make an unsupported clam that the customer acquisition

costsin CPRO are incongstent with the revenue assumptionsin CPRO. They date

While $120 might represent the average acquisition cost for an average CLEC
cusomer, it islikely that the acquisition cost for a high-revenue bundled service
customer is consderably higher. For example, AT& T is offering a cash Sgning bonus
of $75 to residentid customerswho sign up for its “One Rate USA” bundle ...for a
locd service plan without unlimited long distance, AT& T’ s Sgning bonusis only
$35....%

There are two problems with their argument. Firdt, they imply that the cash signing
bonuses offered by AT& T of $75 and $35 per line are inconsstent with atota customer
acquisition cost of $120 per line. They provide no andysis 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 churninput, estimatesthat AT& T's cost per new customer is $125 per
customer. Drs. Lehr and Sewyn do not acknowledge this fact nor do they provide any
andysisto explain why the customer acquisition cogsin this report cited by AT& T and

CPRO are wrong.

“2|_ehr/Selwyn, at page 45.
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Smilarly, they refer to offers provided by MCI to acquire new customers but provide no
anayssto support why these offers will cause the cost of customer acquidtion to be
higher than the levelsincluded in CPRO. Indeed, MCI datesthat they have very low

customer acquisition costs. Wayne Huyard, the MCI COO dated:

We ds0 experience alow acquisition cost Snce we re more than doubling our
monthly revenue per customer with essentidly the same sdes productivity as stand-
donelong distance®

Once again, Drs. Lehr and Sewyn imply that the cost of customer acquisition is higher

than the vaue in CPRO but provide no andysis whatsoever to support this claim.

As| gated in my direct testimony (Exhibit No. PBC-1T), internal consstency iskey to
producing reliable andysis. The analysisthat | provided with the CPRO modd is
internally consistent by design. The AT& T gpproach isto cite asingle piece of datain

order to create the incorrect and unsupported inference that Qwest’ s andysisisincorrect.

DRS. LEHR AND SELWYN ARGUE THAT CPRO’'SCUSTOM ER
ACQUISITION EXPENSE ISTOO LOW FOR A FIVE YEAR RAMP-UPTO
REACH A FIVE PERCENT MARKET PENETRATION. HOW DO THE
VALUESFOR THESE THREE INPUTSIN CPRO COMPARE TO AT&T'S
BCAT INPUTS?

CPRO and BCAT use the same ramp-up period to reach afive percent market

“8"Using UNE-P to Develop and Strong and Profitable Local Presence," remarks by Wayne Huyard, MCI,
Chief Operating Officer, Goldman-Sachs Telecom Issues Conference, New Y ork May 7, 2002.
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penetration. As| pointed out in my respongve tesimony (Exhibit No. PBC-7T) in Table
4, the CPRO customer acquisition costs start higher than the BCAT and are
goproximately equd in year three. The early yearsimpact the NPV more than later years
since the NPV function discounts each year’ s expenses (or revenues) at 15 percent per
year. Inyear 6, CPRO reduces the customer acquisition cost to reflect the fact that the

CLEC a thispoint is no longer buying increased market share.

DRS. LEHR AND SELWYN HAVE OPINED THAT QWEST HAS OFFERED
NO INDICATION ASTO HOW IT ARRIVED AT CUSTOMER
ACQUISITION COST OF $120 PER CUSTOMER OR HOW IT
CONCLUDED THAT THISWASTHE OPTIMALLY EFFICIENT LEVEL.*
DOES CPRO PRESENT ITSINPUT FOR CUSTOMER ACQUISITION COST
ASTHE OPTIMALLY EFFICIENT LEVEL?

No. CPRO documentation does not state that the modd assumes an optimally efficient
CLEC, only areasonably efficient CLEC. Confidentid Exhibit PBC-4C statesthat "To
be cons stent with the default prices, CPRO estimates the cost of customer acquisition at
$120 per customer. This vaue is within the range of values that CLECs currently spend
for customer acquidtions. It isaconservative estimate of what an efficient CLEC would

spend. Severd CLECs have forecasted lower cogtsin the future.”

“ Lehr/Selwyn, at page 69.
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DRS. LEHR AND SELWYN CLAIM CPRO ASSUMESTHAT 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?

Drs. Lehr and Sewyn clam that CPRO assumes “that severd CLECswill each reach a
market share of 5 % within five years”*® It istrue that CPRO assumes that the efficient
CLEC will achieve afive percent market share over five years, this assumption is based
upon three factors. Firgt, severa individua CLECs have aready achieved market shares
in excess of five percent in other states. Second, a firm with afive percent market share
does nat preclude entry by other firms. Third, afirm with five percent share will achieve
adequate economies of scae. All of these assumptions are congstent with the business

case modding requirements of the TRO.

Drs. Lehr and Sewyn's statement that CPRO assumes that four CLECs will each achieve
afive percent market share’ isincorrect. CPRO does not assume that four CLECS,
each achieving afive percent market share, would exist in the market. The TRO dates
that the business case modd should modd an efficient CLEC, which is precisdy what

Qwest has done.

* 1d., at page 43.
“ |d. at page 70.

4" Lehr/Selwyn at page 43: “If CLECsareto collectively to attract as much as a 20% share of all mass market
customers,” thusimplying four carriers with afive percent share each.
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X. CONCLUSION

PLEASE SUMMARIZE YOUR ANALYSISOF MR. BARANOWSKI'S
ADJUSTMENTSTO THE CPRO MODEL?

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
actud data and actua business drategiesfor actua CLECs. AT& T cannot say the same
foritsinputs. Mr. Baranowski’s modifications to CPRO inputs are not valid

representations of an efficient CLEC and should be disregarded.

DOESTHISCONCLUDE YOUR TESTIMONY?

Yes.



