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I.
INTRODUCTION / SUMMARY
Q:
Please state your name and business address.

A:
My name is Trevor R. Roycroft.  My business address is 51 Sea Meadow Lane, Brewster, MA, 02631.  
Q: 
By whom are you employed and in what capacity?

A:
I am an independent consultant providing economic and policy analysis related to telecommunications, public utility, and information technology industries.
Q:
On whose behalf are you testifying?

A:
I am testifying on behalf of the Public Counsel Section of the Washington Attorney General’s Office (Public Counsel).  

Q:
Please describe your professional qualifications.

A: 
In June 1984, I received the Bachelor of Arts degree in Economics with a minor in Statistics from California State University, Sacramento.  The degree was awarded with honors.  In September of 1986, I received the Master of Arts degree in Economics from the University of California, Davis.  In December of 1989, I received the Doctor of Philosophy in Economics from the University of California, Davis.  My Ph.D. fields of specialization are Economic Theory, Industrial Organization, Public Sector Economics, and Economic History.


I am an independent consultant with eighteen years of experience in the public utility field.  This experience began with my employment at the Indiana Office of Utility Consumer Counselor (OUCC) during the years 1991 to 1994.  For most of my tenure at the OUCC, I was Chief Economist.  My primary areas of analytical responsibility at the OUCC related to telecommunications regulation and policy, including incentive regulation plans.  I was also involved in natural gas, electric, and water utility cases, and filed testimony and supervised staff involved in these areas.  



I have been involved in higher education related to the telecommunications field.  From 1994 to 2004, I was a professor in the J. Warren McClure School of Communication Systems Management at Ohio University.  At Ohio University I was granted tenure and promoted to Associate Professor in the Spring of 2000.  My primary areas of teaching responsibility were graduate and undergraduate courses covering regulatory policy, the economics of the telecommunications industry, consumer issues with telecommunications markets, and telecommunications technology.  I left Ohio University to pursue consulting on a full-time basis at the end of 2004.  


I have published research in refereed journals including The Journal of Regulatory Economics, Contemporary Economic Policy, and Telecommunications Policy.  I have contributed chapters that have been published in book volumes related to the telecommunications field.  I have provided referee service to various academic journals including: The Journal of Regulatory Economics, Telecommunications Policy, Social Science Computer Review, Utilities Policy, Journal of Economic Studies, and Communications of the Association for Information Systems.  


I have provided analysis and testimony as an independent consultant since 1994.  In my role as a consultant, I have addressed a wide variety of issues including: incentive regulation plans, cost-of-service studies, cost modeling, service quality, merger review, and competition.  I have filed testimony, reports, and affidavits before state regulatory commissions, before the Federal Communications Commission, and before the Canadian Radio-Television and Telecommunications Commission.  I have also provided expert services in class action lawsuits associated with the public utility field.  Attached hereto as Exhibit No. ___ (TRR-2) is a true and correct copy of my most recent curriculum vitae.
Q:
What exhibits are you sponsoring in this proceeding?

A:
As noted above, Exhibit No. ___ (TRR-2) is a copy of my curriculum vitae.  Exhibit No. ___ (TRR-3) is a copy of the Settlement Agreement approved and adopted by the Commission in Docket No. UT-051291. 

Q:
What have you done to prepare your testimony?
A:
I reviewed the Joint Application of Embarq Corporation and CenturyTel, Inc. (Joint Applicants) and the testimony of Joint Applicants’ witnesses filed in support of the Application.  I prepared discovery that was served on the Joint Applicants, and reviewed responses to that discovery, preparing follow-up as appropriate.  I reviewed the responses to discovery served on the Joint Applicants by other parties.  I reviewed publicly available information regarding the merger, including documents filed with the Securities and Exchange Commission and the Federal Communications Commission, information published by CenturyTel and Embarq at the web site created to provide information about the proposed merger,
 and reports in the business press regarding the merger.
Q:
Have you filed testimony in any other jurisdiction regarding this merger?
A:
Yes.  On February 5, 2009, I filed direct testimony before the Pennsylvania Public Utility Commission on behalf of the Pennsylvania Office of Consumer Advocate. On February 26, 2009, I also filed surrebuttal testimony in that proceeding.

Q:
What is the purpose of your testimony?
A:
I was asked by the Public Counsel Section of the Washington Attorney General (Public Counsel) to review the Joint Applicants’ Application, and to evaluate, from an economic perspective, whether the proposed merger is in the public interest, and whether or not it is likely that the merger will result in “no harm to the public interest.”
Q:
What conclusions have you reached?


As I will discuss, the merger introduces a substantial degree of risk and potential harm to ratepayers.  Accordingly, it is appropriate that the Commission place conditions on the merger to address these risks and potential harms.
II. 
BACKGROUND
A. 
Description of the Proposed Merger and Joint Applicants
Q:
Can you provide a brief overview of the background of this proceeding?
A:
Yes.  On November 21, 2008, Joint Applicants filed a Joint Application with the Washington Utilities and Transportation Commission (Commission) requesting that the Commission approve the transfer of control of Embarq Corporation’s (Embarq) Washington State operating subsidiaries to CenturyTel, Inc. (CenturyTel).  As a result of the transaction, Embarq will become a wholly-owned subsidiary of CenturyTel.
Q:
Was a similar application filed with the Federal Communications Commission (FCC), or in other states?
A:
Yes.  On November 25, 2008, Embarq and CenturyTel filed an application seeking that the FCC consent to transfer control of domestic Section 214 authorizations held by Embarq and its subsidiaries to CenturyTel.  The Joint Applicants have also filed applications for state commission approval in twenty other states, many of which are still pending approval.
Q:
Can you briefly describe the Companies being merged?

A:
Yes.  CenturyTel is a Louisiana corporation headquartered in Monroe, Louisiana.  CenturyTel is considered to be one of the more rural of the mid-sized independent incumbent local exchange carriers (ILECs).
  CenturyTel provides local service in Washington through four subsidiaries: CenturyTel of Washington, Inc., CenturyTel of Inter Island, Inc., CenturyTel of Paradise, Inc., and CenturyTel of Cowiche, Inc.  Unless otherwise noted, I will refer to these operations collectively as “CenturyTel WA.”  CenturyTel WA serves approximately 150,000 access lines in Washington.
  According to documents filed with the FCC: 


CenturyTel is a holding Company that conducts its business operations principally through subsidiaries offering communications, high-speed internet, and entertainment services in small-to-mid-size cities through its copper and fiber networks.  As of September 30, 2008, CenturyTel operates in 25 states, providing local exchange services over roughly 2.0 million telephone access lines and high-speed internet connections to approximately 630,000 subscribers.  CenturyTel’s expansive product offerings also include long distances [sic] services, cable television services, satellite television services, Internet Protocol Television (IPTV) service, and wireless services.  In certain local and regional markets, CenturyTel also provides telecommunications services as a competitive local exchange carrier, security monitoring, and other communications, and business information services.  In addition, CenturyTel runs a state-of-the-art fiber system, which provides wholesale and retail fiber-based transportation to customers in the central United States.



United Telephone of the Northwest (UTNW) and Embarq Communications Inc. (ECI) are wholly-owned subsidiaries of Embarq Corporation.  Unless otherwise noted, I will refer to Embarq’s Washington operations as “UTNW.”  UTNW serves approximately 73,000 access lines in Washington.
  According to information filed with the FCC, Embarq Corporation:

[I]s a Delaware corporation headquartered in Overland Park, Kansas.  Embarq is a holding Company that conducts its business operations principally through subsidiaries offering a complete suite of communications services.  As of September 30, 2008, Embarq has ILEC operations in 18 states, providing local exchange services over nearly 5.9 million telephone access lines and broadband service to 1.4 million subscribers.  For consumers, Embarq offers an innovative portfolio of services that includes reliable local and long distance home phone service, high-speed internet access, and satellite video from DISH Network.  For businesses, Embarq has a competitive range of flexible and integrated services designed to help businesses of all sizes be productive and communicate with their customers.



While Embarq’s overall operations serve rural areas, it has a much more substantial urban presence than does CenturyTel.  This is evidenced by 

differences between the two companies’ reliance on state and Federal universal service funding—CenturyTel receives universal service funds that amount to 12.6 percent of its annual revenues, while Embarq receives universal service funds that amount to only about 3.6 percent of its annual revenues.

Q:
Can you briefly describe the merger?
A:
Press reports about the merger indicate that Embarq sought suitors through the investment bank JP Morgan in an attempt to sell itself.  However, the timing of the efforts during the deepening financial crises resulted in limited interest in the Company.
  The efforts did result in CenturyTel emerging as a suitor and proposing to utilize an all-stock transaction to acquire Embarq.  Under the terms of the merger, Embarq shareholders will receive 1.37 shares of CenturyTel, Inc. for each Embarq share.



The merger is notable in that CenturyTel is a much smaller Company than Embarq.  As noted above, CenturyTel has approximately 2.0 million telephone access lines, compared to Embarq’s 5.9 million.  Looking at a comparison of revenues, CenturyTel’s revenues of $2.6 billion as of year-end 2007 were about 40 percent of Embarq’s $6.3 billion in revenue.
  
B. 
Standard for Merger Review
Q:
Can you please explain your understanding of the standard that the Commission applies to determine whether a proposed merger should be approved?
A:
While I am not an attorney, my understanding as a policy analyst is that RCW 80.12.020 prohibits a public utility from merging or consolidating any of its franchises, properties or facilities, by any means whatsoever, whether directly or indirectly, without an order from the Commission authorizing it to do so.  It is also my understanding that under WAC 480‑143‑170, if the Commission finds after examination that a proposed merger is not in the public interest, it shall deny the application.  


I understand that in Docket No. UE-981627, the application of Scottish Power to acquire PacifiCorp, the Commission set forth the standard for approval of a merger transaction, as follows:

The standard in our rule does not require the Applicants to show that customers, or the public generally, will be made better off if the transaction is approved and goes forward.  In our view, Applicants’ initial burden is satisfied if they at least demonstrate no harm to the public interest.


The Commission elaborated on this standard in 2005 Verizon and MCI merger: 

[T]he Commission determines whether the transaction is consistent with the public interest, balancing the costs and the benefits for the public and for affected customers.  If the costs outweigh the benefits, the result is harm and the Commission should deny or condition the approval so no net harm results.



Finally, I understand that applicants bear the initial burden of demonstrating that the transaction does no harm to the public interest.
  I have relied upon this interpretation of the standards in preparing my testimony. 

Q:
Have Joint Applicants met their burden of showing that this merger will result in no harm to the public interest?
A:
No, I do not believe that Joint Applicants have provided sufficient information to demonstrate that the merger will result in no harm to the public interest.  As will be discussed further below, Joint Applicants do not address important issues regarding how the merger will impact consumers.  For example, while assuring shareholders that there are substantial synergies that can be gained from consolidating CenturyTel and Embarq’s operations, Joint Applicants have told  this Commission that “nothing will change” following the merger.
  However, to achieve merger synergies, changes in the operations of the combined companies must occur.  Joint Applicants have not provided concrete information regarding operational changes that will create such synergies.


Furthermore, given that CenturyTel WA and UTNW have abutting service areas in Washington (and this combined service area also abuts additional CenturyTel and Embarq service areas in Oregon), there is a much greater potential for reorganization, consolidation, and modification of operations in Washington than is the case in most other states where Joint Applicants have operations.
   While Public Counsel attempted to gain information on the consolidation process, Joint Applicants were unable to provide any details.

III. 
RISKS, ALLEGED BENEFITS, AND POTENTIAL HARMS OF THE PROPOSED MERGER
A. 
Overview
Q:
What are the economic characteristics of the proposed merger?
A:
The merger is best characterized as a “market extension” merger.  With a market extension merger, firms that do not have overlapping operations combine to become a larger firm, with a bigger geographic footprint.  The two Companies involved, while offering similar services, generally do not compete head-to-head, even in states like Washington where both Companies have operations.
  Thus, the merger illustrates an aspect of the competitive landscape in local exchange markets: i.e., rivalry is unlikely to emerge between ILECs, which have generally stuck to their own turf.

Q:
Does the integration of CenturyTel WA and UTNW in Washington state differ from that in other states?
A:
Yes.  CenturyTel and Embarq have abutting operating areas in Washington state.  In addition, the abutting service areas in Washington state are part of a larger 

cluster of CenturyTel and Embarq abutting operations that extends into Oregon.  



Overall, the operations of the two Companies in Washington and Oregon form one of the larger contiguous geographic areas resulting from the combination of the two Companies.
  This is a different outcome than is the case for most other operating areas associated with the combined Companies.  The potential for reorganization associated with the operations of the two Companies are greater than is the case in states where abutting service areas do not exist.  When asked about the plans for integrating the physical operations of the two service areas in Washington, Joint Applicants could not produce any specific information regarding how operations will be consolidated in Washington state.
  As will be discussed further below, this potential for physical integration of Washington state operations may generate synergies, but also introduces increased risks, and thus, as a condition of the proposed merger, the Commission should place reasonable reporting requirements upon the companies in order to ensure that ratepayers are not harmed by the merger.
B. 
Risks of the Merger
Q:
Does CenturyTel have experience with an acquisition of the size proposed in this case?
A:
No.  While CenturyTel has a history of acquiring companies, the acquisition of Embarq will mark the largest and most complex transaction in CenturyTel’s history, and will overlap with the ongoing integration of CenturyTel’s mid-2007 acquisition of Madison River Communications.  Thus, one issue of concern is whether, CenturyTel, the acquiring Company, will have difficulties integrating Embarq’s operations.  Prior to this transaction, the largest combination that CenturyTel has been involved with occurred in 1997, when the Company purchased Pacific Telecom Inc., which had 660,000 access lines.  Table 1, below, summarizes CenturyTel’s acquisition history since 2000.

	Table 1: Summary of CenturyTel Acquisition History Since 2000

	Year
	Acquisition
	Number of Access Lines

	2000
	GTE Properties, Arkansas 
	230,500

	2000
	GTE Properties, Missouri (with Spectra)
	127,000

	2000
	Verizon Properties, Wisconsin
	133,000

	2002
	Verizon Properties, Alabama
	300,000

	2002
	Verizon Properties, Missouri
	354,000

	2007
	Madison River
	170,000

	Average CenturyTel Access Line Acquisitions 2000-2007

	219,083

	Embarq Access Lines
	5,900,000

	Ratio of Embarq Access Lines to Average CenturyTel Acquisition Access Lines from 2000 to 2007
	26.9




Table 1 illustrates that CenturyTel’s acquisition of Embarq, which has about 5.9 million access lines, represents an acquisition that is about 27 times larger than the average number of access lines that CenturyTel has added through a merger transaction since 2000. 
  Thus, CenturyTel’s efforts to integrate Embarq’s operations might be viewed as a “tail wagging the dog” integration process—Embarq’s substantially larger size will present CenturyTel with challenges that it has not faced with its previous acquisitions.  Confronting these challenges may have a negative impact on CenturyTel WA and UTNW ratepayers.


Given the size and complexity of the project, it is reasonable for this Commission to require that CenturyTel have a well conceived and executable plan for integration, especially in areas that have the potential to have a direct impact on CenturyTel WA and UTNW ratepayers.  Absent this information, the Commission will be unable to determine whether the proposed merger results in no harm to the public interest.

Q:
Has Embarq’s management expressed additional concerns?
A:
[Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 

 
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential]
Q:
Has CenturyTel’s management also expressed concerns regarding risks associated with the merger?

A:
Yes.  CenturyTel, through an SEC filing, has told its shareholders of numerous risk factors associated with the transaction.  CenturyTel states as follows:


The merger involves the combination of two companies which currently operate as independent public companies. The combined Company will be required to devote significant management attention and resources to integrating its business practices and operations. Potential difficulties the combined Company may encounter in the integration process include the following:

· the inability to successfully combine the businesses of CenturyTel and Embarq in a manner that permits the combined Company to achieve the cost savings and revenue synergies anticipated to result from the merger, which would result in the anticipated benefits of the merger not being realized partly or wholly in the time frame currently anticipated or at all

· lost sales and customers as a result of certain customers of either of the two companies deciding not to do business with the combined Company;

· complexities associated with managing the combined businesses;

· integrating personnel from the two companies while maintaining focus on providing consistent, high quality products and customer service;

·  potential unknown liabilities and unforeseen increased expenses, delays or regulatory conditions associated with the merger; and
· performance shortfalls at one or both of the two companies as a result of the diversion of management’s attention caused by completing the merger and integrating the companies’ operations.



Given challenges posed by the size of the Embarq acquisition, the cautionary statements regarding the “diversion of management’s attention” are important for this Commission to keep in mind when considering the potential impact of this merger on CenturyTel WA and UTNW ratepayers.  CenturyTel goes on to say:

In addition, CenturyTel and Embarq have operated and, until the completion of the merger, will continue to operate, independently. It is possible that the integration process could result in the diversion of each Company’s management’s attention, the disruption or interruption of, or the loss of momentum in, each Company’s ongoing businesses or inconsistencies in standards, controls, procedures and policies, any of which could adversely affect our ability to maintain relationships with customers and employees or our ability to achieve the anticipated benefits of the merger, or could reduce the earnings or otherwise adversely affect the business and financial results of the combined Company.



In light of these potential problems, it is essential that this Commission establish, as enforceable conditions of this merger, a monitoring framework to ensure that CenturyTel WA and UTNW’s management keeps proper focus on factors that are critical to CenturyTel WA and UTNW’s ratepayers, such as service quality and broadband deployment.  A reasonable monitoring framework will be discussed later in this testimony.
C. 
Claimed Benefits of Merger
Q:
Do Joint Applicants provide a clear statement of how the benefits of the proposed merger will impact CenturyTel WA and UTNW ratepayers?
A:
No.  Joint Applicants provide little information regarding how the proposed merger will generate benefits or avoid harms for Washington ratepayers.  Instead of specific information regarding how benefits will arise or how harms will be avoided, Joint Applicants provide general discussions of broad concepts, such as improvements in economies of scale and scope
 and claims that the merger provides benefits associated with financial strength.
  As I will discuss further below, it is conceivable that benefits will arise for the combined Company in these areas.  However, the critical component that is missing from Joint Applicants’ presentation is any explanation of how these benefits will flow to ratepayers in Washington.  Where Joint Applicants offer more specific suggestions of possible merger benefits, for example, claiming that the merger will lead to the offering of innovative services in Washington,
 when pressed for details through discovery, none were provided.  Public Counsel’s attempts to quantify these benefits in Washington through discovery resulted in Joint Applicants failing to identify any new services that might be offered or incremental investment in CenturyTel WA and UTNW’s service area that could benefit ratepayers.


1. 
Economies of Scale – Customer Density
Q:
Joint Applicants claim that the merger will result in “greater economies of scale.”
  What are economies of scale?

A:
Economies of scale are cost efficiencies that arise as a business expands.  In the local exchange industry, there are two main drivers associated with scale economies.  The first and most powerful is customer density.  Because local exchange technology is characterized by high fixed costs, increasing customer density in a given area will result in improved economies of scale as the fixed costs can be spread over a larger customer base, and unit costs can be reduced.  Secondary drivers of scale economies in the local exchange industry are associated with the potential for the consolidation of managerial overhead, buying power improvements, capital cost savings, and integration of back office operations.  For example, if a call center can be regionalized then redundant state-level call centers can be consolidated.

Q:
Will the merger result in increased customer density and improved scale economies?
A:
This merger will do nothing to increase customer density within CenturyTel WA and UTNW’s service area, or in any other area currently served by CenturyTel and Embarq.  Rather, the merger cobbles together geographically disparate local exchange service areas, with no resulting increase in customer density.  



However, aside from the customer density issue, compared to other states the post-merger Company may be able to achieve greater scale economies from consolidation in Washington state, where CenturyTel WA and UTNW have abutting service areas in Franklin and Benton counties.  As a result of these abutting service areas, consolidation in operations associated with outside plant maintenance and repair, or network upgrade are possible.  


Joint Applicants, however, have not been able to provide information regarding this potential consolidation.  When asked in discovery regarding the combined Company’s plans for integration of maintenance and repair operations in their abutting service areas in Washington, the Company responded, “[w]here the networks overlap, it is anticipated that the similarities of the networks would provide the opportunity that technicians would/could support both networks.”
  Joint Applicants indicate, however, that they do not believe that the CenturyTel and UTNW service areas overlap Washington.
  Thus, the impact of consolidation on the combined companies’ Washington state operations has not been reported by Joint Applicants.  However, it is difficult to believe that there will be no consolidation of repair and maintenance operations in Washington state.  While such a consolidation could lead to higher levels of operating synergies, consolidation could also lead to harms to ratepayers in Washington. This is why the conditions that I recommend regarding reporting associated with repair and maintenance operations, as discussed later in this testimony, are reasonable.

2. 
Economies of Scale -- Secondary Drivers 

Q:
Do Joint Applicants provide sufficient evidence of how efficiencies will arise from other sources?
A:
No.  For the merger to generate cost savings and efficiencies associated with increased scale, it must be the case that there will be changes in the operations of the two companies.  Yet, the testimony of the Joint Applicants’ witnesses describe a post-merger operation that will have little change.  For example, Joint Applicants’ witness, Ms. Young, states the following regarding the operational impact of the merger:

There will be no immediate effect on the organization and operations of the Regulated Entities.  The Transaction will occur at the holding Company level.  As a result, the Regulated Entities will retain the same corporate identities and continue to exist and operate as individual, separate companies.


However, while stating that there will be little change, it is clear from information obtained through discovery that changes are planned that will result in cost savings.  It is also possible that these changes could negatively impact CenturyTel WA and UTNW ratepayers.

Q:
Will the merger impact business and repair office operations?
A:
Yes.  When asked through discovery whether there was a post-merger plan for business-office call center consolidation, Joint Applicants responded as follows:


Yes, at some point the business office call center operations will be integrated.  And, while we have started preliminary reviews of the joint operations, at this point in time, we do not have specific timelines for the integration of the call centers.  As with most of our acquisitions, the integration of the business office call centers is tied to the integration of the ordering, provisioning, and billing systems between the two companies. This integration work is expected to take up to 3 years to complete and will be done at a market/state specific level.



A similar response was provided by Joint Applicants regarding the potential for consolidation of repair office operations, and of billing systems.
  Changes in these areas may lead to problems for CenturyTel WA and UTNW’s ratepayers, as service quality is linked with call center performance.  For example, following SBC’s acquisition of Ameritech, a service quality crisis emerged.  Some Ameritech ratepayers experienced extended service outages, and call center operations were seriously compromised.

Q:
Have any estimates been prepared for CenturyTel that discuss the sources of cost savings associated with the back office operations of the combined companies?

A:
Yes.  [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 


XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXX
  XXXXXXXX  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential]
Q:
Beyond cost savings, Joint Applicants indicate that consolidation could result in benefits from the “combined pool of technical expertise from which to draw.”  Is it reasonable to expect that CenturyTel WA and UTNW’s ratepayers will benefit from this aspect of consolidation?

A:
Given the information provided by Joint Applicants, it is unclear how benefits would arise that would positively impact ratepayers in Washington.  In response to discovery regarding how these benefits might emerge, Joint Applicants state:


Where the networks overlap, it is anticipated that the similarities of networks would provide the opportunity that technicians would/could support both networks.



If the combined Company can consolidate some of its operations in Washington, there is a potential for cost savings.  However, Joint Applicants have not revealed how or if this consolidation might take place, as previously mentioned, they also indicate that they do not consider the CenturyTel WA and UTNW service areas to be overlapping.

Q:
More specifically, are there potential benefits from combined technical expertise associated with long-distance services or fiber networks?
A:
No.  In the area of long distance operations, Embarq has no long distance facilities of its own, and resells Sprint Nextel long distance services.
 CenturyTel provides long distance services through its own facilities, and through resale of other long-distance carriers’ services.
  CenturyTel indicates that this arrangement will continue for some period after the merger.
  Thus, the merger brings no new technology, nor the advantages of facilities-based long distance provision to CenturyTel WA and UTNW ratepayers.  CenturyTel, also alleges benefits of CenturyTel’s “extensive fiber backbone network” described by Mr. Bailey.  However, according to discovery responses, this fiber network “does not provide service in Washington at this time” and that “there are no current deployment schedules nor are there plans to connect the Washington network to the CenturyTel Lightcore network.”
  Thus, this fiber network will not directly benefit CenturyTel WA and UTNW ratepayers, and the benefits associated with a “combined pool of technical expertise” associated with long distance operations also appear to be limited as a result.
Q:
Can you say more about the potential harms to ratepayers that may result from consolidation?
A:
Yes.  As mentioned in previous answers, consolidation can result in disruptions in customer service that may harm CenturyTel WA and UTNW’s ratepayers.  While Joint Applicants indicate, in response to discovery, that they will take care to “insure a smooth transition,”
 given the lack of any detail of how the future plans might unfold, or even any examples of how CenturyTel has dealt with back office integration in the past, it is difficult for this Commission to conclude that CenturyTel WA and UTNW’s ratepayers will not experience harms as a result of consolidation.  Given that CenturyTel is undertaking the acquisition of a size of which it has no similar previous experience, it is reasonable for this Commission to expect a higher degree of specificity regarding the post-merger consolidation plans.  It is also reasonable for this Commission to place conditions on the merger associated with the consolidation process and its impact on service quality to ensure that harms do not befall CenturyTel WA and UTNW’s ratepayers.

3. 
“Revenue Synergies” and Rate Changes
Q:
Do Joint Applicants indicate that the merger will result in rate stability for CenturyTel WA and UTNW ratepayers?

A:
Yes.  Joint Applicants’ witness G. Clay Bailey states “the services provided by Embarq and CenturyTel, and the rates and terms under which they are offered, will not change as a result of the Transaction.”
  Information obtained through discovery indicates that this is not the case.  Rather, [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential]
Q:
What are “revenue synergies”?
A:
“Revenue synergies” reflect CenturyTel’s belief that it can “improve” on Embarq’s current revenue profile by applying CenturyTel sales and pricing practices to Embarq’s operations.  [Begin Highly Confidential] XXXXXXXXX   XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential]
Q:
What is CenturyTel’s general strategy regarding revenue synergies?
A:
CenturyTel management’s revenue synergy analysis states that following the merger, the combined Company should [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential] 

Q:
What areas does CenturyTel believe offer immediate promise with regard to price increases in the Embarq service area?
A:
CenturyTel identifies [Begin Highly Confidential] XXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential] 



This strategy does not provide benefits of the merger to UTNW’s ratepayers, and instead inflicts quantifiable harms.  CenturyTel’s management projects that its revenue synergy strategy for the three services discussed above will generate, over a five-year period, [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 
  XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 
  XXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential] the “revenue synergies,” will result in harms to UTNW ratepayers that are not offset by any other benefit of the merger identified by Joint Applicants.  As I will discuss later, conditions must be placed on this merger to offset this harm.

4. 
Financial Soundness
Q:
What other merger benefits do Joint Applicants identify?
A:
Joint Applicants state that the merger will build “greater financial strength and stability for the combined companies.”

Q:
Can you briefly summarize the financial outcome that the Joint Applicants project?
A:
According to Joint Applicants’ witness Mr. Gast, the financial post-merger financial profile of the combined companies will be favorable:

The combined CentryTel/Embarq Company will result in the largest mid-sized communications Company, with . . . on a pro forma basis, revenue of $8.8 billion, EBITDA of $4.2 billion, leverage of 2.1 times EBITDA and free cash flow of approximately $1.8 billion based on anticipated full run-rate synergies. . . . It is also anticipated that the combined CenturyTel/Embarq operations will have financial metrics of those companies that have been rated “investment grade” by major ratings agencies.



Thus, Joint Applicants project a positive financial outcome of the combination, and conclude that the combination will lead to a “stronger and more financially capable enterprise.”

Q:
What are the “run-rate” synergies mentioned by Mr. Gast?
A:
Joint Applicants indicate that run-rate synergies are the total annual savings that will be realized following the integration of the two companies, and all synergies are realized.
  As will be discussed further below, these synergies reflect both cost savings and revenue increases anticipated by Joint Applicants.

Q:
Is the improvement in financial strength as clear cut as Joint Applicants allege?

A:
No.  The assessment cited above overlooks significant risks.  For example, the combining companies have substantially differing reliance on state and Federal universal service funding.  In 2007, Embarq received about $226 million in state and Federal universal service funds, which equates to about 3.6 percent of Embarq’s net operating revenues.
  On the other hand, CenturyTel, which has substantially lower operating revenues, received about $336 million in state and Federal universal service funds, equating to 12.6 percent of CenturyTel operating revenues.
  Because universal service programs are in a state of flux, CenturyTel faces a substantially higher risk associated with reductions in universal service funding than does Embarq.  In addition, CenturyTel, because of its substantially more rural characteristics, is also more reliant on access charge revenues than Embarq.  Given that access charge reform is also a possibility, the transaction increases risk for Embarq, and UTNW ratepayers.  [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXX  [End Highly Confidential] 
  Additional analysis conducted by JP Morgan for Embarq notes that the prospects of a CenturyTel combination would join Embarq [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXX [End Highly Confidential] and raised the issue of the [Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXX [End Highly Confidential]



On a combined basis, CenturyTel’s operations are more rural than Embarq’s and thus are subject to a higher degree of risk associated with the factors discussed above.  These risks could have an adverse impact on the combined Company’s financial ratings, should universal service support be reduced, or if access charges are reformed.  This fact was also acknowledged by CenturyTel in its November 20, 2008 Form S-4:


CenturyTel receives a substantial portion of its revenues from the federal Universal Service Fund, which is referred to as the USF, and, to a lesser extent, intrastate support funds. These governmental programs are reviewed and amended from time to time, and CenturyTel cannot assure you that they will not be changed or impacted in a manner adverse to CenturyTel.


Following the merger, these risks could negatively impact both CenturyTel WA and UTNW’s ratepayers, and for UTNW’s ratepayers, risks increase compared to the pre-merger environment due to the greater exposure to USF risks.  As a result, it is appropriate that conditions are placed on this merger that protect UTNW’s ratepayers from the increased risk associated with the addition of CenturyTel’s more rural operations with Embarq.
Q:
Is CenturyTel’s dividend policy of concern?

A:
Yes. It is important to note that the post-transaction financial strategy identified by CenturyTel may result in priorities that are not consistent with the interests of CenturyTel WA and UTNW’s ratepayers. Prior to announcing the acquisition of Embarq, CenturyTel had been in the midst of a $750 million stock buyback.  According to CenturyTel:


Each Company plans to continue its current dividend policy through the close of the transaction. CenturyTel has suspended its current share repurchase program pending completion of this transaction. Post closing, subject to its intention to maintain an investment grade credit rating, CenturyTel expects to continue its current dividend policy and to return a substantial portion of the combined Company's free cash flow to shareholders through opportunistic share repurchase programs.



While it is laudable that CenturyTel has stated an objective to maintain an investment grade rating, it is important to note the fact that CenturyTel has also maintained focus on increasing its dividends.  According to CenturyTel, “the year 2008 marks CenturyTel's 35th consecutive year to increase common dividends.”
 The year 2008 also witnessed a special third-quarter dividend payout that handed CenturyTel shareholders an additional $65 million on top of an increased quarterly dividend.
  CenturyTel’s corporate outlook regarding dividend payouts could result in a diversion of funds from other critical uses such as network maintenance, customer service, or broadband deployment or upgrade.  Accordingly, as I discuss in greater detail later, it is reasonable for this Commission to impose conditions on this merger that ensure that the priorities of the post-merger Company result in high-quality service and adequate investment.

5.
Competition and Risk 
Q:
Do Joint Applicants indicate that there will be benefits of the merger with regard to competition?

A:
Yes.  Mr. Bailey states that the merger will introduce benefits associated with producing a “viable wireline platform” that will encourage intermodal competition.
  However, the merger may cause increased competitive risks for CenturyTel WA ratepayers due to exposure to Embarq’s operations in markets that are subject to relatively higher levels of competition, or which are in areas of the country, such as Nevada and Florida, which are being more negatively impacted by the economic downturn.  These risks warrant the imposition of reasonable safeguards.
Q:
While CenturyTel is more rural, do Embarq’s more urban characteristics introduce an alternative source of risk due to higher competition in urban areas?
A:
Yes.  While UTNW’s operations are relatively rural, Embarq does operate in some urban areas.  Following the merger, risks associated with these operations could negatively impact both CenturyTel WA and UTNW’s ratepayers, and for CenturyTel’s ratepayers, risks increase compared to the pre-merger environment due to the new exposure to Embarq’s competition-related risks.


There is no question that urban areas tend to have a higher degree of competition than do rural areas.  The primary source of competition for ILECs today is from cable operators, and, to a lesser extent, wireless alternatives.  With regard to the ultimate impact on Embarq, as these rival companies are already providing voice services, it is likely that the impact on Embarq’s operations is reaching maturity.  This likelihood was noted in an exchange between an analyst and CenturyTel Chairman and CEO Glen Post in a conference call:

[Begin Highly Confidential)] 

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX  

[End Highly Confidential] 


Thus, Embarq’s competitive position may be stabilizing regarding cable company competition.   However, relative to conditions for CenturyTel in Washington, some Embarq properties outside of Washington may face higher competition risk, or higher risks due to the economic downturn.  Unless adequate safeguards are implemented, the merger may result in new risks being borne by CenturyTel WA ratepayers as a result of the merger.
Q:
Joint Applicants’ witness Ms. Young states that UTNW has lost nearly 23 percent of its retail access lines since 2001.
  This seems to indicate a substantial competitive impact on UTNW, is there more to the story?
A:
Yes, Ms. Young overstates the line losses experienced by UTNW.  Since 2001, UTNW has expanded the variety of access lines that it offers its customers.  Because UTNW now has both broadband and switched access lines, it is a logical error to evaluate UTNW’s market status by focusing on switched lines alone.  By marketing broadband services, UTNW has encouraged its customers to replace at least some of their UTNW switched access lines with Embarq broadband connections.  When UTNW’s broadband connections are taken into account, the competitive loss experienced by UTNW is nowhere near the 23 percent of retail access lines identified by Ms. Young.  For example, in 2008 in the residential market, UTNW sold [Begin Highly Confidential] XXXXX [End Highly Confidential] fewer total connections (switched access lines plus broadband) than it did in 2001.
  There is no question that UTNW faces some degree of competition from cable rivals, and wireless cord cutting but the impact on UTNW is not as severe as Ms. Young indicates.

6. 
New Products and Broadband
Q:
Joint Applicants indicate that the merger will encourage the deployment of “growth products and services, including broadband and wireless data offers.”
  Do Joint Applicants offer sufficient support for this claim?
A:
No.  In response to discovery in this case regarding general or specific plans regarding the deployment or introduction of new services, Joint Applicants indicate that they can provide no information regarding new broadband or wireless data products “until the transaction is complete and the necessary decisions have been made on how to best integrate the two companies.”
  Elsewhere, Joint Applicants indicate that consolidation and integration may take up to three years.
  Thus, consolidation may actually interfere with the deployment of new services.  This could be a significant potential downside of the proposed merger.  CenturyTel is undertaking an acquisition of unprecedented size and will face numerous challenges associated with the integration of the operations of the two companies.
  It is not unreasonable to anticipate that the scale and complexity of the operational integration could distract management from network improvement.

Q:
What is IPTV and how does IPTV fit into this merger’s execution?
A:
IPTV is Internet protocol television.  CenturyTel has begun IPTV trials in other states,
 thus, if the merger were to cause the acceleration of IPTV deployment in Washington, a benefit would arise.  


IPTV is associated with a service platform where video services are packetized and delivered over a high-speed data connection.  While IPTV is focused on the delivery of video services, the deployment of IPTV consists, in large part, of upgrading ILEC local exchange networks to deliver higher data communications speeds, data speeds in excess of those associated with conventional asymmetric digital subscriber line (ADSL) service.
  By upgrading their local exchange networks, ILECs can enhance the capabilities of the legacy copper distribution facilities that are in place to create a platform that is capable of delivering very high-speed data services.  With this upgraded high-speed data platform, IPTV allows the delivery of standard television programs and video content, and pay-per-view video.



To successfully deploy IPTV, the ILEC must “shorten” the copper portion of the local loop.  The shorter copper portion of the local loop can then be utilized with advanced DSL platforms such as Very High Bitrate DSL (VDSL).  To achieve the shorter copper loops, fiber optic cable must be pushed deeper into the distribution area, thus requiring additional investment by the ILEC.  Once deployed, the ILEC will be able to provision higher data speeds for the delivery of Internet access service, thus the network upgrades associated with IPTV deployment are also associated with improvements in broadband deployment.
Q:
In how many markets has CenturyTel deployed IPTV?
A:
CenturyTel has deployed IPTV service trials in two markets.

Q:
Does the deployment of IPTV impact the economies of scope that are available from the merger?
A:
Yes.  Economies of scope arise when a shared production facility is utilized to produce multiple products or services.  If the combined Company upgrades facilities and deploys IPTV, it can expand the economies of scope that are available.

 Q:
According to CenturyTel’s evaluation of Embarq’s operations, does CenturyTel believe that Washington markets will be a priority for IPTV deployment?

A:
[Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
 [End Highly Confidential]  In response to discovery, Joint Applicants state that Washington markets were not studied with regard to their overall suitability for a CenturyTel IPTV deployment.
  This apparent lack of priority for Washington operations of the combined Company indicates that network upgrades in Washington are not a priority for CenturyTel. Thus, it does not seem likely that the merger will result in timely advanced broadband network upgrades associated with IPTV in CenturyTel WA and UTNW’s service areas.
Q:
What were Embarq’s pre-merger plans for deployment of advanced broadband facilities?
A:
According to Embarq documents, [Begin Highly Confidential] XXXXXXX   XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX [End Highly Confidential] This level of investment for Embarq-wide operations is not sufficient to bring state-of-the-art broadband to UTNW’s service area.  However, given the merger, even this modest commitment of investment reserve to the deployment of advanced broadband is at risk.

Q:
Joint Applicants mention the deployment of wireless broadband and CenturyTel’s recent acquisition of licenses for 700 MHZ spectrum as a benefit of the merger.
  Are these alleged benefits likely to emerge?
A:
It does not seem reasonable to expect that CenturyTel WA and UTNW ratepayers will benefit from CenturyTel’s 700 MHZ licenses.  According to discovery responses, CenturyTel’s 700 MHZ licenses cover “Walla Walla and Columbia counties . . . . and CenturyTel’s Eureka and Starbuck exchanges are the only CenturyTel or Embarq exchanges included within the license boundary area.”
  When questioned by an investment analyst about CenturyTel’s plans for expanding its 700 MHZ footprint in light of the Embarq merger, Glen Post, CenturyTel’s Chairman and CEO stated:

[Begin Highly Confidential] 

XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
 

[End Highly Confidential]

This statement does not support Joint Applicants’ claim that the benefits of the 700 MHZ spectrum will be forthcoming at the consummation of the merger.  It  also indicates that those alleged benefits may never emerge.
IV. 
MERGER CONDITIONS
Q:
Do you believe that this Commission should place conditions on this merger?
A:
Yes.  As discussed above, the merger introduces a substantial degree of risk, and the Commission must ensure that CenturyTel WA and UTNW’s ratepayers are insulated from this risk.  The Commission must ensure that the merger does not harm the public interest.  As a result, it is appropriate to place conditions on the merger to prevent harm to CenturyTel WA and UTNW ratepayers.  It is also reasonable for this Commission to ensure that ratepayers receive some benefits from this merger, as there are quantifiable harms for UNTW ratepayers that result from the merger, and merger benefits can act to offset these harms.

Q:
What impact will this merger have on the conditions that were approved by the WUTC in the Sprint/Embarq Spinoff Case?
A:
The Settlement Agreement approved by the Commission in that case (hereinafter referred to as “Spinoff Settlement Agreement”)
 contains important conditions associated with the treatment of Sprint’s directory publishing operations, and the amortization of a portion of that sale.  The Spinoff Settlement Agreement also included provisions associated with constraints on the recovery of separation costs; provided a service guarantee that provided bill credits for non-performance; specified customer notice requirements; identified conditions associated with transactions with affiliates; and imposed finance conditions that caused increased reporting and limits on dividend payments from UTNW to its parent in the event that certain trigger conditions occurred.
  According to Joint Applicants, this merger will result in no impact on the ten-year annual directory sale amortization of $1.451 million.
  With regard to the service guarantee established in that case, Joint Applicants also indicate that there will be no change.
  These are appropriate outcomes.  However, as I will discuss below, there are other aspects of the Spinoff Settlement Agreement that should extended to apply to this merger.

Q:
Do you believe that as a condition of this merger the Commission should require that the Spinoff Settlement Agreement service guarantee extend to CenturyTel WA as well as UTNW?
A:
Yes, I believe that this is a reasonable condition to place on the merger.  The Spinoff Settlement Agreement condition required that UTNW adopt an automatic credit provision for each installation commitment missed due to reasons within the Company’s control.  The credit was set at a fixed $15 for residential and $25 for basic business customers.
  Consolidation in Washington may impact installation operations of the combined Company.  It is reasonable to extend this incentive structure to the combined Company, and to extend the requirement for a period comparable to the duration of the conditions in the Spinoff Settlement Agreement.  I believe that this condition should apply to the combined Company until the end of 2012.
  As is the case in the Spinoff Settlement Agreement, the combined Company should have the ability to re-evaluate and file to withdraw or offer a different plan after the 2012 date.

Q:
The Spinoff Settlement Agreement also specified finance conditions.  Will the merger have an impact on these finance conditions?
A:
Yes.  According to Joint Applicants, sections 6.a.i., 6.a.ii., 6.c., and 6.f. will be impacted by the merger.  Joint Applicants state that “[p]ost-merger, the financial evaluations and restrictions included in provisions 6.a.i., 6.a.ii., 6.c., and 6.f. that previously were based on Embarq Corporation will be based on the post-merger combined CenturyTel.  The remaining conditions outlined in Section 6 of the Settlement Agreement will continue to apply to United Telephone of the Northwest.”

Q:
Do you believe that these finance conditions should be expanded to also cover CenturyTel WA?
A:
Yes.  It seems unreasonable to allow the finance conditions to apply only to UTNW following the merger.  For example, requiring UTNW to increase reporting should CenturyTel no longer retain an investment grade rating, but not requiring CenturyTel WA to do the same would result in an unbalanced requirement, especially in light of the potential for integration of operations between the two companies in Washington state.  The requirement regarding expense reporting contained in Section 6.b. of the Settlement agreement would be difficult to interpret given the merger, especially if, for example, network maintenance or repair expenses for the two companies were to be blended as a result of the merger.
  Similarly, the risks arising from this merger that are associated with the combined companies’ operations outside of Washington state will impact both CenturyTel and UTNW ratepayers.  Thus, extending the previous finance conditions to CenturyTel WA provides a balanced set of protections for the Washington ratepayers of the post-merger Company.  In addition to applying the finance conditions to CenturyTel WA, I believe that it is reasonable to extend the duration of the requirement for both CenturyTel WA and UTNW until year-end 2012.

Q:
The Spinoff Settlement Agreement also contained provisions related to customer notice.  Should similar conditions be placed on this merger?
A:
Yes.  CenturyTel WA and UTNW should be required to provide individual written notice to their ratepayers regarding the merger, the new company name, and any changes to the bill format.  The combined Company should be required to work with the Commission’s Staff and Public Counsel on all notice issues associated with the merger.

Q:
The Spinoff Settlement Agreement addressed changes in long distance carriers resulting from the spinoff.  Do similar issues arise here?
A:
It is possible that they will.  In response to discovery, Joint Applicants indicate that “it is anticipated that the combined Company will eventually consolidate the long distance operations of the two long distance subsidiaries.”
  When this consolidation does take place, customers of either CenturyTel’s or UNTW’s current long distance affiliate who will be transferred to the new long distance affiliate should have the option to choose another long distance carrier within ninety (90) days of receiving a thirty-day (30) written notice of the transfer.  Consumers choosing a long distance provider other than the new CenturyTel affiliate should not be charged the Primary Interexchange Carrier (PIC) charge.
 The notice provided customers should contain information on how to select the long distance provider of their choice without paying the PIC charge.  
Q:
What dollar value of merger synergies have Joint Applicants identified?
A:
According to CenturyTel, company-wide annual synergies can be achieved that will total $400 million per year, by the end of a three-year period.

Q:
Do Joint Applicants explain how any merger synergies will be shared with CenturyTel WA and UTNW ratepayers?

A:
No.  Joint Applicants do not identify how synergy benefits will flow-through to CenturyTel WA and UTNW ratepayers.
Q:
Should these merger synergies be shared with CenturyTel WA and UTNW’s ratepayers?

A:
Yes, sharing of these synergies is essential.  The merger raises considerable risks 

for both CenturyTel WA and UTNW ratepayers, and causes quantifiable harms for UTNW ratepayers.  Sharing of merger synergies provides a reasonable means of contributing to the satisfaction of this statutory requirement that the merger not harm ratepayers.  As noted by the Commission in its evaluation of synergy sharing in another merger, “commitments, in conjunction with other commitments that cap allocated costs and provide direct credits to customers, provide adequate assurance that there is no financial harm to customers from the transaction.”

Q:
What portion of the synergies should be associated with CenturyTel WA and UTNW?
A:
I believe that it is reasonable to associate $9.5 million per year of the run rate synergies with CenturyTel WA and UTNW’s operations.
  I developed this value based on the $400 million in company-wide synergies identified by CenturyTel, and on access line counts for CenturyTel WA and UTNW.  The $400 million in system-wide synergies reflects cost savings, and rate increases (the so-called “revenue synergies”) that will be targeted at Embarq customers alone.  I developed the $9.5 million per year based on CenturyTel WA and UTNW’s access line count relative to the combined Company, and this portion of the synergies associated with cost reductions was then associated with CenturyTel WA and UTNW’s operations.  For the revenue synergies, which are targeted at 

Embarq and UTNW, I utilized an allocation factor that reflected UTNW’s access line count relative to Embarq’s overall line count.  I believe that it is reasonable to estimate that a total of $26.4 million in synergies are associated with the Washington state operations of the combining companies through the end of 2012.  I believe that these synergies should be shared with CenturyTel WA and UTNW ratepayers until the end of 2012, through an approach which results in a total of $13.3 million in synergies flowing to the ratepayers of the combined Company.

Q:
How should these synergies be shared?
A:
These synergies should be applied as a rate credit on UTNW and CenturyTel WA ratepayers’ monthly bills.  For the balance of 2009 following the merger’s final approval, rate credits of $1.25 per month should be applied.  For the years 2010 through 2012, the credit should be $2.00 per month.  This provides a direct approach to sharing merger benefits, as it represents an approximate 50/50 sharing of the run-rate synergies that are reasonably associated with the Washington operations of the combined companies.

Q:
Does this sharing of merger benefits insure that the merger will do no harm to Washington ratepayers?

A:
Not alone, no.  It is appropriate that other conditions be placed on the merger to offer additional protection to CenturyTel and UNTW’s ratepayers.
Q:
Will the combined Company undergo a name change?
A:
Yes.  The Company anticipates that a new “d/b/a” name will be announced in the future.

Q:
Have Joint Applicants indicated that they will not seek recovery of any merger, branding, or transaction costs associated with the merger?
A:
Yes.  Joint applicants have stated in response to discovery that they will not seek the recovery of any one-time or recurring merger, branding, or transaction costs associated with the merger.
  This is an appropriate outcome, however, a thorough examination of this issue will be required in any future rate proceedings.  This limitation on recovery should be expressly stated as a condition if the merger is approved.
Q:
Following the merger, how will the broadband profile of the two companies compare?
A:
[Begin Highly Confidential] XXXXXXXXXXXXXXXXXXXXXXXX XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX  [End Highly Confidential] It is unreasonable for this discrepancy to continue within the combined Company, as ratepayers in the UTNW service area will have inferior access to broadband technology.

Q:
How should this discrepancy be addressed?
A:
The companies should be required to file a broadband improvement plan for their Washington state service areas.
  The objective of this plan should be to improve DSL availability in UTNW’s service area to achieve a similar level of availability as is currently the case for CenturyTel WA.  
Q:
Should the Commission place conditions on the merger regarding stand-alone DSL?

A:
Yes.  The Commission has recently required deployment of stand-alone DSL as a condition of the Verizon and MCI merger.
 In its Order approving the merger, the Commission highlighted the issue, stating, “the importance of stand-alone DSL has been recognized at both state and federal levels.”  



CenturyTel WA and UTNW currently do not offer stand-alone DSL to residential customers.
  It is my understanding that CenturyTel is currently marketing a stand-alone DSL product in some jurisdictions called “Pure Broadband,” for $29.95 per month.
  I believe that the combined Company should be required to offer a similar product in Washington for a price that does not exceed $29.95 per month for a minimum of three years.
Q:
Should the Commission place conditions on the merger regarding call center and billing system changes?

A:
Yes.  Given the lack of specifics that Joint Applicants have provided regarding the integration of their operations, I believe that the Commission should require that a quarterly report on the integration of business and repair office operations and billing systems be filed with the Commission for the first three years following the merger, and annually after that.  The report should identify changes in staffing or operations at former CenturyTel and Embarq call centers, and how newly integrated call centers are being designed and staffed to satisfy Washington’s service quality standards regarding speed of answer.  The speed of answer should also be included in the report as well as whether the Company has met the standard.  The report should also describe remedial action taken by the Company in the event that standard is not met.

Q:
Should the Commission place conditions regarding network maintenance and repair?

A:
Yes.  The Commission should require, for the first three years following the merger, a quarterly report that discusses any consolidation of network operations and staff in the CenturyTel WA and UTNW service areas.  This report should identify the number of Company personnel that are associated with the maintenance and repair of CenturyTel WA and UTNW’s network facilities, including outside plant.  Annual reports should be filed thereafter.  The level of, and changes to the level, of maintenance and repair expense and maintenance and repair personnel should be described in this report, and changes in staffing and expense levels should be explained.

Q:
Are there any other issues associated with service quality reporting of that you believe the Commission should be aware? 
A:
As discussed earlier in this testimony, Joint Applicants have not been able to identify their plans for consolidation of CenturyTel WA and UTNW operations.  If operational consolidation does occur, service quality reporting issues may emerge.  I believe that the Companies should be required to inform the Commission of consolidation plans and implementation as they occur, and at that point the Commission may need to address how service quality reporting (or other reporting matters) will be addressed. 

Q:
Should the Commission place any conditions on the merger regarding LifeLine programs?

A:
Yes.  The Company should be required to take specific steps to increase the number of customers enrolled in its LifeLine program.  CenturyTel LifeLine subscription declined between 2004 and 2008.  Steps should be taken to reverse this decline.  The combined Company should be required to publish a brochure unique to the combined Company in Washington that it would then distribute to local public assistance offices and other appropriate locations in each county in their service territory.  This marketing effort will be helpful in informing low-income consumers, and those who work with low-income consumers, about LifeLine benefits, and the name change that Joint Applicants are planning.  Also, the Company should be required to do two bill inserts a year for the next three years informing customers of the Lifeline program.
  Based on responses to discovery, CenturyTel appears to have a superior approach to LifeLine service than does UTNW.  I believe that ratepayers will be better served if the combined Company adopts CenturyTel practices system wide in Washington. Changes in the combined Company’s approach to LifeLine should be reported to the Commission.  In addition, quarterly reports on the number of LifeLine customers should be provided to Commission.

Q:
Should the Commission place any conditions on the merger regarding the marketing of basic telephone service?

A:
Yes.  Embarq’s web site currently advertises a product, available in UTNW’s service area, called “Basic Home Phone” service, for $29.95 per month (prior to taxes and fees).
  However, this service is not basic service,
 but instead provides consumers a range of vertical features, voice mail, and access to optional long distance plans.  I have no objection to Embarq offering such a service package.  However, it is not “basic” phone service, and fails to address the availability of stand-alone basic service, as specified in UTNW’s tariff.  I believe that the Commission should require basic phone service be correctly identified on the combined Company’s web site, and promoted with visibility similar to the combined Company’s service packages promoted on the combined Company’s web site.

Q:
Does this conclude your testimony at this time?
A:
Yes.
�  Available at http://www.centurytelembarqmerger.com/.
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